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Cautionary Factors That May Affect Future Results
(Cautionary Statements Under the Private Securitiegitigation Reform Act of 1995)

This report contains forward looking stagems and information that are based on the badiefisanagement as well as assumptions made
by and information currently available to Level 8r@munications, Inc. and its subsidiaries ("LevebBthe "Company"). When used in this
report, the words "anticipate”, "believe", "plan&stimate” and "expect" and similar expressiosghay relate to the Company or its
management, are intended to identify forward-loglstatements. Such statements reflect the curiewswof the Company with respect to

future events and are subject to certain risksedamties and assumptions.

Should one or more of these risks or uadaies materialize, or should underlying assunmiprove incorrect, actual results may vary
materially from those described in this documeie§e forward-looking statements include, amongrsttstatements concerning:

. the Company's communications and information ses/lusiness, its advantages and the Companysgstifat continuing tc
pursue its business;

. anticipated development and launch of new seniitéfse communications portion of the Company's hess;

. anticipated dates on which the Company will begoviing certain services or reach specific miles®in the development a
implementation of its business;

. growth and recovery of the communications and imfation services industry;
. expectations as to the Company's future revenurginga expenses and capital requirements; and
. other statements of expectations, beliefs, futlaagand strategies, anticipated developments tedl matters that are n

historical facts.

These forward-looking statements are stilbgerisks and uncertainties, including financralgulatory, environmental, industry growth and
trend projections, that could cause actual eventssuilts to differ materially from those expressedmplied by the statements. The most
important factors that could prevent Level 3 frochiaving its stated goals include, but are nottkwhito, the Company's failure to:

. develop new products and services that meet custdemands and generate acceptable margins;

. increase the volume of traffic on Level 3's network

. overcome the softness in the economy given itsrd@ptionate effect on the telecommunications it

. integrate strategic acquisitior

. attract and retain qualified management and otbesgmnel,

. successfully complete commercial testing of nevatetogy and information systems to support new petsland service

including voice transmission services;
. ability to meet all of the terms and conditiongled Company's debt obligations;

. overcome Software Spectrum's reliance on finanme@ntives, volume discounts and marketing fundmfsoftware publishers;
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. reduce downward pressure of Software Spectrum'gingas a result of the use of volume licensingraathtenanc
agreements; and

. reduce rate of price compression on certain ofXbmpanies existing transport and IP services.

The Company undertakes no obligation tdiplytupdate any forward-looking statements, whetiie a result of new information, future
events or otherwise. Further disclosures that thmgany makes on related subjects in its additifiliads with the Securities and Exchange
Commission should be consulted. For further infdiamaregarding the risks and uncertainties that afégct the Company's future results,
please review the information set forth below urtferward Looking Statements."

ITEM 1. BUSINESS

Level 3 Communications, Inc. through itemgiing subsidiaries, engages primarily in the comigations and information services
businesses. References to Level 3 or the CompéeryteeLevel 3 Communications, Inc. and its sulsgiigis unless the context requires
otherwise.

The Company is a facilities based provideat is, a provider that owns or leases a suliatgdrtion of the plant, property and equipment
necessary to provide its services) of a broad rafgeegrated communications services. The Comesycreated, generally by constructing
its own assets, but also through a combinatioruoélpasing and leasing facilities, the Level 3 nekwean advanced, international, facilities
based communications network. The Company has mesigevel 3's network to provide communicationyises, which employ and leverage
rapidly improving underlying optical and InternebBcol technologies.

Market and Technology Opportunifjfhhe Company believes that ongoing technology ads&ircboth Internet Protocol and optical
technologies have been revolutionizing the commatidos industry. The Company also believes thatdlalvances have, and will continue
facilitate decreases in unit costs for communicetiservice providers that are able to most effeltileverage these technology advances.
Service providers that can effectively leveragdtetogy advances and reduce unit costs will be @bbéfer lower prices, which, the Compa
believes, will drive substantial increases in teendnd for communications services. The Compangbedi there are two primary factors that
are continuing to drive this market dynamic:

. Rapidly Improving TechnologieOver the past few years, both Internet Protocol@ptital based networking technologies h
undergone extremely rapid innovation, due, in Igrge, to market based development of underlyisgrielogies. This rapid
technology innovation has resulted in both an inapnoeent in price-performance for optical and Int¢itocol systems, as
well as rapid improvement in the functionality aaqplications supported by these technologies. kamele, these
improvements are enabling Voice-over-IP servicegaP to begin to challenge traditional telephoméwork or PSTN services.
The Company believes that this rapid innovation edhtinue well into the future across a numbeditferent aspects of the
communications marketplace.

. High Demand ElasticityThe Company believes decreases in communicatiougss costs and prices causes the development
of new bandwidth-intensive applications, which, otiee, drive even more significant increases indwadth demand. In
addition, communications services are direct stiiss for other, existing modes of information dlsttion such as traditional
broadcast entertainment and distribution of soféwaudio and video content using physical mediaveleld over motor
transportation systems. The Company believes thabmmunications services improve more rapidly these alternative
content distribution systems, significant demantl mé generated from these sources. The Compaisvislithat high elasticity
of demand from both these new applications andtistitution for existing

2




distribution systems will continue for the foreseleafuture. The Company believes that while higlmded elasticity will be
manifested over time, government regulation androanications supply chain inefficiencies may cawsdization of demand 1
be delayed.

In connection with the Company's belief that comioations services are direct substitutes for exgsthodes of information
distribution, during 2002, the Company completesldhquisitions of CorpSoft, Inc., and Software $pea, Inc. Today, this
business is conducted under the name Softwarer8pednc. The Software Spectrum business comptisesubstantial portion
of the Level 3's information services business.

Level 3 believes that companies will, over timegksiformation technology operating efficiency hyrghasing software
functionality and data storage as commercial sesvirocured over broadband networks such as Lé&/akBvork or as
outsourced services that also utilize a broadba&tdork for delivery to the customer. Level 3 beéis\that the combination of
Level 3's network infrastructure and service deprlent capabilities, and Software Spectrum'’s exgeeiti software lifecycle
management and marketing, as well as strong custaiaionships, will position Level 3 to benefi eompanies change the
manner in which they buy and use software capgbilit

The Company also believes that there areraksignificant implications that result fromghnarket dynamic:

. Incorporating Technology ChangeGiven the rapid rate of improvement in InternettBcol and optical technologies, thc
communications service providers that are mostcaffe at rapidly deploying new services that talleamtage of these
technologies will have an inherent cost and seratheantage over companies that are less effedtidge@oying new services
that use these technologies.

. Capital Intensity.The rapid improvements in these technologies aadhéed to move to new technologies more quicklylte
shortened economic lives of underlying assets.chieze improvements in service capabilities and cost reductions, service
providers must deploy new generations of technokmpner, resulting in a more capital-intensive bess model. Those
providers with the technical, operational and ficiahability to take advantage of the rapid advanests in these technologies
are expected to have higher absolute capital rengints, shortened asset lives, rapidly decreasingasts and prices, rapidly
increasing unit demand and higher cash flows aofitpr

. Industry StructureAs a result of the rapid innovation in the undertytechnology, the communications industry has héshly
shifting from a utility model to a technology modé&list as in the computing industry, where markseb standards and rapid
price performance improvements have existed for @0eyears, it is extremely difficult for a singtemmunications company to
be best-of-class across a wide variety of disogdiim a rapidly changing environment. Rather, grodpinity exists for
companies to focus on areas in which they havefgignt competitive advantages and develop sigaiftanarket share in a
disaggregated industry structure.

Level 3's Communications Strate@e Company is seeking to capitalize on the oppdiés presented by significant and rapid
advancements in Internet Protocol and optical teldwies. Key elements of the Company's strateghydtec

. Offer a Comprehensive Range of Communications &=ran a Wholesale Basithe Company provides a comprehensive re
of communications services designed to meet thdsekthe top global bandwidth customers, thatustomers that are of
higher credit quality and have existing demandtffierservices that the Company sells. These seofiiesngs
include: Softswitch based services including madagedem for the dial-up access business,
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wholesale VolP component services and consumentedeV/olP services, Internet Protocol and dataisesvincluding IP VPNs
and broadband transport services such as wavekertstk fiber and private line services includirgnsoceanic, backhaul,
intercity, metro and unprotected private line seesi field technical services and colocation servicdse @vailability of these
services varies by location.

Beginning in 2003, the Company embarked on a prodoadevelop new services that take advantageeoitiestment that the
Company has made in the Level 3 network and thaeigdly target large, existing markets for commatians services. Throu
this effort, the Company has, and continues to se@lcrease significantly its addressable marleddiding new voice and data
services that take advantage of the geographicageeand cost advantages of Level 3's network.éleervices include:
wholesale VolP component services; consumer oidevitdP services that are sold to service provideh as incumbent local
exchange carriers, ISPs and broadband cable coewpatiita services; and additional MPLS based svic

The Company provides customers with several optionaccessing Level 3's intercity network—incluglits metropolitan
networks and colocation facilities. The Company&ropolitan networks enable the Company to condieettly to points of
high traffic aggregation. These traffic aggregafiacilities are typically locations where Level 8lsstomers wish to interconne
with Level 3's intercity network. Level 3's metrdipgen networks allow the Company to extend its rekaservices to these
aggregation points at low costs. As of Decembe2804, the Company had metropolitan networks togadipproximately
14,560 conduit miles and approximately 792,000rfinédes in the United States, and approximatel\8@,86onduit miles and
approximately 155,000 fiber miles in Europe.

Level 3 believes that providing colocation servioedts network attracts communications intensivstemers by allowing Lev
3 to offer those customers reduced bandwidth coeps] provisioning of additional bandwidth, intermection with other third
party networks and improved network performanceréfore, Level 3 believes that controlling colooatfacilities in its
Gateways provides it with a competitive advantagiditionally, the Company's metropolitan networksw it to compete for
certain local communications traffic, which congtis a significant percentage of the communicatiagket. As of

December 31, 2004, Level 3 had secured approxign&t@Imillion square feet of space for its Gatevaay colocation facilities
and other technical space and had completed the-dwi of approximately 3.3 million square feettlois space.

For those locations that are not on Level 3's neéwtbe Company works with other network providersccess these customer
locations.

Target Top Global Bandwidth CustomeThe Company's primary communications servicesitigion strategy is to utilize
direct sales force focused on high bandwidth ubagmesses. These businesses include incumbehtlateange carriers,
established next generation carriers, internatioagiers also known as PTTs, major ISPs, broadbahté television operators,
wireless providers, major interexchange carrieosegnments, system integrators, satellite compaassiemic consortia and
media and entertainment content providers. Progidommunications services at continually declindiagdwidth costs and
prices is at the core of the Company's market émgbtrategy since bandwidth generally represestshatantial portion of these
businesses' costs. Level 3 includes as wholesateroers those customers that purchase significaotiats of capacity to serve
the needs of their customers.

Sell to EncUsers Through Distribution PartnerThe Company seeks to expand its addressable narlafering
communications services through distribution pagnprincipally systems integrators. Systems irgtegs often have significant
direct relationships with enterprises.




. Become the Low Cost Provider of Backbone Servibesiih An Upgradeable Backbone Netwc evel 3's intercity an
metropolitan networks have been designed to pradvigle quality communications services at a lowestcbevel 3's network is
constructed using multiple conduits and flexibleipgqent spacing to allow the Company to cost efffett deploy future
generations of optical and IP networking componémtsh fiber and transmission electronics and opts) and thereby expand
capacity and reduce unit costs. In addition, then@any's strategy is to maximize the use of open;proprietary interfaces in
the design of its network software and hardwarés &pproach is intended to provide Level 3 withahdity to purchase the
most cost effective network equipment from multipéandors and allow Level 3 to deploy new technologyre rapidly and
effectively.

. Pursue Acquisition Opportunitie¥he Company from time to time evaluates possibigiesition opportunities. In evaluating
potential consolidation opportunities, among ottréeria, the Company evaluates the potential aifijoin according to the
transaction's ability to generate positive castvfllmm high credit quality customers. For theseapmities, the Company
generally looks for companies with recurring revetiuat come predominantly from services the Compédready provides, in
geographic areas that are already served, witlouess that are consistent with Level 3's existingt@mer base. As the
Company seeks to expand the addressable markiet arvices, the Company also evaluates oppoisritiat would expand
the Company's service capabilities. Transactioaswould be included in this category would exp#relgeographic scope of
Level 3's network or would provide capabilities &tditional products or distribution channels. fr@se opportunities, the
Company generally considers whether the targetetbaay's distribution strategy is consistent witlvéle3's distribution
strategy and whether management believes thafienees of operating the target's business caighiécantly reduced as a
result of a combination with Level 3's cost struetand network.

. Develop Advanced Operational Processes and BusBgggort System¥he Company has developed and continues to develog
substantial and scalable operational processebusidess support system infrastructure specific#ligned to enable the
Company to offer services efficiently to its taggtustomers. The Company believes that thesensystifer the Company's
customers industry leading performance standaedsices its operating costs, gives its customeestdiontrol over some of the
services they buy from the Company and allows thegany to grow rapidly while minimizing redesignitsf business support
systems.

. Attract and Motivate High Quality Employed@$ie Company has developed programs designed &xtadind retain employees
with the technical and business skills necessaritddusiness. The programs include the Compaytperform Stock Option
program.

Competitive AdvantageShe Company believes that it has the following cetitjve advantages that, together with its strategl assist
it in implementing its strategy:

. Experienced Management TecLevel 3 has assembled a management team thatavéglis well suited for its busine
objectives and strategy. Level 3's senior managehsnsubstantial experience in leading the dewedop and marketing of
communications and information technology prodaetd services and in managing, designing and casteuintercity,
metropolitan and international networks.

. Softswitch based Co-Carrier Netwoihe Company's experience in operating its Softéwhitased co-carrier network is
combined with a set of infrastructure and other aggment experiences, which include extensive intatconnection with loci
exchange carriers, experience in scaling a Softhviiased platform, and an ability to provide seamirterconnection to the
PSTN. The Company believes that its extensive coezanetwork and Softswitch infrastructure provddewith a competitive
advantage in the emerging Voice-over-IP marketplace

5




. Market Neutrality Although the Company is seeking to expand the alizes addressable market by developing servicasate
sold to enterprises and consumers, Level 3 doefoos on selling directly to these customers. Bathevel 3 targets these
customers in an indirect manner. As a result, tae@any is not in a position where it typically cogtgs with its targeted
customer base for these end user customers. Thea&gnbelieves this positions it to become the vendahoice for retail
service providers looking to fill gaps in their comanications service offerings.

. Advanced MPLS Based IP Backbobevel 3 operates one of the largest internaticeglundant MPLS based IP networks or
backbones. By building and operating its own iritgrand metropolitan networks in North America d@wrope, the Company is
able to provide customers with uniformity in perfance across its entire network. Level 3's IP sesvileliver a broad range of
IP transit and network interconnection solutionktad to meet the varied needs of high bandwidtimganies.

. A More Readily Upgradeable Network InfrastructiLevel 3's network design takes advantage of reeehihologica
innovations, incorporating many of the featured #ra not present in older communication netwoaksl provides Level 3
flexibility to take advantage of future developnegahd innovations. Level 3 has designed the trasssom network to optimize
all aspects of fiber and optronics simultaneously aystem to deliver the lowest unit cost to utstamers. As fiber and optical
transmission technology changes, Level 3 expeatsaiize new unit cost improvements by deployirglttest fiber in available
empty or spare conduits in the multiple conduitéle¥ network. Each new generation of fiber enabksociated optical
transmission equipment to be spaced further apdrtarry more traffic than the same equipment deggi@n older generations
of fiber. The Company believes that its spare cdadnd other design characteristics of its netweitkenable Level 3 to
continually lower costs and prices while enjoyirigher margins than its competitors.

. Integrated En-to-End Network PlatforrrLevel 3's strategy has been and continues to beptoy network infrastructure
major metropolitan areas and to link these netwuaiikis significant intercity networks in North Amed and Europe. The
Company believes that the integration of its metdtitgn and intercity networks with its colocaticacflities will expand the
scope and reach of its on-net customer coveragditdége the uniform deployment of technologicah@vations as the Company
manages its future upgrade paths and allow the @oyng grow or scale its service offerings rapidlgvel 3 believes that it is
the only global communications service providetwiite unique combination of large fiber count, mrcdinduit metropolitan
networks, uniformly deployed multi-conduit intesciietworks and substantial colocation facilities.

Level 3's network.

Level 3's network is an advanced, inteorl, facilities based communications network. jodiae Company primarily provides services
over its own facilities. At December 31, 2004, @@mpany's network encompasses:

. an intercity network covering approximately 18,800es in North America

. leased or owned local networks in 77 North Americaarkets;

. an intercity network covering approximately 3,600es across Europe;

. leased or owned local networks in 22 European nisyt

. approximately 5.0 million square feet of Gateway &nansmission facilities in North America and Bugpanc
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. a 1.28 Tbps transatlantic cable syst
Intercity NetworksThe Company's nearly 19,000 mile fiber optic initgroetwork in North America consists of the follong:

. Multiple conduits throughout the vast majority tf intercity network connecting approximately 200rth American cities. |
general, Level 3 has installed groups of 10 todridaits in its intercity network. The Company beéis that the availability of
spare conduit will allow it to deploy future techogical innovations in optical networking comporeas well as providing
Level 3 with the flexibility to offer conduit to ber entities.

. Initial installation of optical fiber strands des&p to accommodate dense wave division multiplekiamgsmission technology.
addition, the Company believes that the instalfatibnewer optical fibers will allow a combinatiofigreater wavelengths of
light per strand, higher transmission speeds angdophysical spacing between network electrofibs. Company also believ
that each new generation of optical fiber will allsncreases in the performance of these networigdespects and will
therefore enable lower unit costs.

. High speed SONET transmission equipment employétighealing protection switching and designed fighhquality and
reliable transmission. The Company expects that tivee, SONET equipped networks will be replacethwietwork designs
that employ a "mesh" architecture made possibladwances in optical technologies. A mesh architecllows carriers to
establish alternative protection schemes that eethe amount of capacity required to be reservegratection purposes.

. A design that maximizes the use of open, non-petary hardware and software interfaces to allow ¢estly upgrades as
hardware and software technology improves.

During the first quarter of 2001, the Compaompleted its construction activities relatingts North American intercity network. Also
during 2001, the Company completed the migratiooustomer traffic from its original leased capacigtwork to the Company's completed
North America intercity network. During 2000, ther@pany had substantially completed the construaifdahis intercity network. Deployme
of the North American intercity network was accoisipéd through simultaneous construction effortsiiritiple locations, with different
portions being completed at different times. In 20®e Company added approximately 2,985 miletstblorth America intercity network as
part of the Genuity transaction.

In Europe, the Company has completed cocistn of, its approximately 3,600 route mile fikmatic intercity network with characteristics
similar to those of the North American intercitytwerk in a two Ring architecture. During 2000, tbempany completed the construction of
both Ring 1 and Ring 2 of its European network.gRinwhich is approximately 1,950 miles, connelstsrhajor European cities of Paris,
Frankfurt, Amsterdam, Brussels and London and vp&sational at December 31, 2000. Ring 2, whiclpjzraximately 1,650 miles, connects
the major German cities of Berlin, Cologne, Dussdld-rankfurt, Hamburg, and Munich. Ring 2 becasperational during the first quarter of
2001.

During 2002, the Company completed an esjoanof its European operations to seven additioitigls. The additional European cities
include: Karlsruhe and Cologne, Germany; MilanlyttZurich and Geneva, Switzerland; Madrid, Spain¢g Stockholm, Sweden. The
Company's expansion to these additional locaticas facilitated through the acquisition of availatégacity from other carriers in the region.
During 2003, the Company completed an expansiats &furopean operations to four additional citielse additional European cities include:
Copenhagen, Denmark; Leipzig, Germany; MancheBtggland and Vienna, Austria. In addition, durin@20Level 3 completed an expans
of its European operations to Dublin, Ireland anaigie, Czech Republic.
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Level 3's European network is linked to ltlegel 3 North American intercity network by theved 3 transatlantic 1.28 Thps cable system,
which was also completed and placed into servieaend2000. The transatlantic cable system—refetodaly the Company as the Yellow
system—nhas an initial capacity of 320 Gbps anggradeable to 1.28 Tbhps. The deployment of Yellag wompleted pursuant to a co-build
agreement announced in February 2000, whereby GGybasing Ltd. participated in the constructionarid obtained a 50% ownership
interest in, Yellow. Under the co-build agreemémtyel 3 and Global Crossing Ltd. each now separateih and operate two of the four fiber
pairs on Yellow. Level 3 also acquired additionapacity on Global Crossing Ltd.'s transatlanticleaBtlantic Crossing 1, during 2000 to
serve as redundant capacity for its fiber pairy ethow.

The Company established an Asia Pacifidfearters in Hong Kong in 1999, and during 2000Gbenpany completed and opened
Gateway facilities in Tokyo and Hong Kong. In Jaryu2000, Level 3 announced its intention to devedod construct a Northern Asia
undersea cable system initially connecting Hongd<and Japan. The Hong Kong-Japan cable was intdndslthe first stage of the
Company's construction of an undersea networkdrreigion. At that time, the Company indicatedrteition to share construction and
operating expenses of the system with one or rmahesiry partners. In December 2000, the Compamesigin agreement to collaborate with
FLAG Telecom on the development of the NortherreAgidersea cable system connecting Hong Kong, JKpaga and Taiwan.

During the fourth quarter of 2001 the Compannounced the disposition of its Asian operationa sale transaction with Reach, Ltd.
Although the Company believed that Asia represeatedttractive longer-term investment opporturgiyen current volatile market and
economic conditions the Company determined thaag necessary to focus its resources, both caithmanagerial, on the immediate
opportunities provided by the Company's operatiasakts in North America and Europe. This transaaiosed on January 18, 2002.

As part of the agreement, Reach and Lewgjrged that Level 3 will provide capacity and g&gs to Reach over Level 3's North Ameri
intercity network, and Level 3 will buy capacitydagervices from Reach in Asia. This arrangemeritalldw Level 3 to continue to service its
customer base with capacity needs in Asia and geoRieach access to the Level 3 intercity netwarlédrth America and Europe.

The Company has built one of the largest.BIBased IP networks in the world and carries ddaich 15, 2005, approximately two
petabytes of traffic per day.

Local Market Infrastructure. The Company's local facilities include fibettiopnetropolitan networks connecting Level 3's iioity
network and Gateway's to ILEC and CLEC centralceffi long distance carrier points-of-presence d?f®uildings housing communication-
intensive end users and Internet peering and triawiities. Level 3's high fiber count metropalit networks allow the Company to extend its
services directly to its customers' locations at tmsts, because the availability of this netwarfkastructure does not require extensive
multiplexing equipment to reach a customer locatihich is required in ordinary fiber constrainedtmpolitan networks. In addition, at
December 31, 2004, the Company had an aggregatgpobximately 850 POPs located on Level 3's netwotke United States and Europe.

The Company had secured approximately 3lldomsquare feet of space for its Gateway anddrmaission facilities as of December 31,
2004, and had completed the buildout of approxiipa&e3 million square feet of this space. The Conysinitial Gateway facilities were
designed to house local sales staff, operatioa#fl $he Company's transmission and Internet Pobtawuting and Softswitch facilities and
technical space to accommodate colocation servitlestis, the colocation of equipment by high-volubexel 3 customers, in an
environmentally controlled, secure site with diractess to Level 3's network generally through,daalt tolerant connections. The Compa
newer




facilities are typically larger than the Comparigiial facilities and were designed to includenaadler percentage of total square feet for the
Company's transmission and Internet Protocol rgiffiaftswitch facilities and a larger percentagéotdl square feet to support colocation

services. Availability of these services varieddmation.

As of December 31, 2004, the Company hataijpnal facilities based local metropolitan netesoin 27 U.S. markets and nine European

markets.

At March 10, 2005, the Company had a tot&19 markets in service: 77 in the United State 22 in Europe. In the United States, the

Company markets in service include:

Akron
Albany
Atlanta
Austin
Baltimore
Birmingham
Boston
Bryan, TX
Buffalo
Charlotte
Chicago
Cincinnati
Clevelanc
Columbus
Dallas
Denver
Des Moines
Detroit
Durham

El Pasc

Fort Worth
Hartford
Houston
Indianapolis
Jacksonville
Jersey City
Kalamazoc
Kansas City
Las Vegas
Little Rock
Long Island
Los Angeles
Louisville
Mancheste
Memphis
Miami
Milwaukee
Minneapolis
Nashville

In Europe, the markets in service include:

Amsterdarnr
Berlin
Brussels
Cologne
Copenhage
Dublin
Dusseldori
Frankfurt

Geneve
Hamburg
Karlsruhe
Leipzig
London
Madrid
Mancheste

New Orleans
New York
Newark
Norfolk, VA
Oakland
Oklahoma City
Omahs
Orlando
Orange Count
Philadelphie
Phoenix
Pittsburgh
Portland
Poughkeepsi
Princeton
Providence
Raleigh
Richmond
Sacrament

Salt Lake City
San Antonic
San Diegc

San Francisc
San Josi

San Luis Obispi
Santa Barbar
Seattle
Springfield

St. Louis
Stamford
Syracuse
Tampa

Toledo

Tucson

Tulsa
Washington, D.C
White Plains
Wilmington

Milan
Munich
Paris
Prague
Stockholm
Vienna
Zurich




Services
Level 3 offers a comprehensive range of momications services, which currently include tbkofving:

. Softswitch Servicetevel 3 pioneered and developed the Softswitch—saidiuted computer system that emulates the funstio
performed by traditional circuit switches—which bfes Level 3 to control and process voice and dalla over an Internet
Protocol network.

. (3)VolP EnhancedMLocal. (3)VolP Enhanced Local service is a VolP solutioattenables broadband cable operators,
inter-exchange carriers (IXCs), enhanced serviogigers, and other companies operating their owitching
infrastructure to launch IP-based local and lorgjaesice communications services with features [H&LE, directory
assistance, and operator services to residensébmiers via any broadband connection. Wholesakomess can easily
offer VoIP services to any consumer with high-spkrternet access—enabling those consumers to nrakeeaeive
local and long distance phone calls worldwide wither an existing analog touch-tone telephonedigial IP
telephone. This effectively eliminates their neegtrchase traditional telephone service. Withpiliehase of (3)VolP
Enhanced Local service, a customer obtains thengéakbuilding blocks required to offer residentiédIP phone service
such as network trunking, local numbers, local nengortability, E-911, operator assistance, dimgcligtings, and
directory assistance. (3)VolP Enhanced Local serprovides these essential components while emathimvoice
service provider to retain the flexibility to mamegnd control end-user features without the timayd® market
associated with implementing complex interconnectirangements.

. HomeToneM. The Company recently began offering HomeTon@raprehensive VolP solution that serves as an
alternative to traditional residential local anddadistance phone service. HomeTone offers IS@sdmand providers,
and other consumédacing retailers all the capabilities of (3)VolPHamced Local service combined with the functiog
provided by the Level 3 Softswitch to provide a gete consumer voice solution. In addition, Homed orcludes
advanced features such as find-me/follow-me anflaghinessaging that allow end-users to more effelgticustomize
and manage their communications experience. Homepwmvides customers with the ability to offer 8-faatured,
cost-effective, high-quality local and long distarielephone service to consumers quickly and wittimal upfront
costs.

. (3)Voice® Termination. The Company offers (3)Voice Termination, an In&rProtocol based long distance serv
which uses Softswitch technology. The end usethe{3)Voice Termination service place a long distacall by using
existing telephone equipment and dialing procedurke local service provider transfers the cathio Level 3
Softswitch where it is converted to Internet Protdormat. The call is then transmitted along Le%'sl network to
another Level 3 Gateway where it is sent to theedgdarty in whatever format is desired, includingtandard telephone
call. Calls on the Level 3 Softswitch network canterminated or completed anywhere in the worldce {3)Voice
Termination long distance service is offered atalidy level equal to that of the traditional ciicswitched telephone
network.

. (3)VolPSMLocal Inbound The Company offers (3)VolP Local Inbound servighich terminates traditional telephone
network or PSTN originated calls to Internet Protdermination points. Customers, such as Call @sntConferencing
Providers, and Enhanced Voice Services Providarspbtain telephone numbers from Level 3 or potbaal telephone
numbers that the customer already controls. Thaes# talls are then converted
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to IP and transported over Level 3's MPLS enabkakbone to a customer's IP voice application atstotner-selected
IP voice end point.

(3)Conne® Modem. The Company offers to its (3)Connect Modem custenan outsourced, ti-key infrastructure
solution for the management of dial up accesseamtliblic Internet. (3)Connect Modem was the fisstvie offered by
the Company that used Softswitch technology to $essly interconnect to the traditional public s\Wid telephone
network or PSTN. ISPs comprise a majority of thetemer base for (3)Connect Modem and are providetya
managed dial up network infrastructure.

As part of this service, Level 3 arranges for thevsion of local network coverage, dedicated lde&#phone numbers,
racks and modems as well as dedicated connectiwvity the customer's location to the Level 3 Gateteaylity. Level 3
also provides monitoring of this infrastructuretfzurs a day, seven days a week. By providing akayninfrastructure
modem solution, Level 3 believes that this seraibews its customers to save both capital and dipgyaosts associated
with maintaining the infrastructure.

Internet Protocol (IP) and Data Servicéthe Company's IP and Data Services are currengiydad (3)CrossRoads® and (3)
FlexSM . Level 3 operates one of the largest internatiaealundant, MPLS based IP networks, or backbd@esuilding and
operating its own intercity and metropolitan netkgoin North America and Europe, the Company is &blgrovide customers
with uniformity in performance across its entireawerk. Level 3's Internet Protocol services deligébroad range of IP transit
and network interconnection solutions tailored &efrthe varied needs of high-bandwidth companies.

(3)CrossRoa® . (3)CrossRoads is a high quality and I-speed Internet access service offering. The seivioffered
in a variety of capacities—100BaseT, GigE, DS-1;H®C-3 and OC-12, OC-48 and 10 Gige—using a wagé
interfaces including Ethernet and SONET.

(3)FlexSMNetwork IP VPN The Company offers (3)Flex Network IP VPN to orgations that are seeking to
consolidate IP-based network traffic currently gsitisparate networks. (3)Flex Network IP VPN alldivsse customers
to accomplish this network consolidation withoutgaromising security and performance. This servitons
corporations, government entities, and distribdesinesses of any size to replace multiple netwaiitsa single, cost-
effective solution that simplifies the transmissafrvoice, video, and data over a single or conedngetwork. The
service allows the customer to achieve this coremrg without sacrificing the quality of servicesecurity levels of
traditional ATM and Frame Relay offerings. (3)FNgtwork IP VPN solutions are designed to suppamverged data,
video, and voice traffic on a single platform; ¢ixig and emerging IP applications; disaster recpimtiatives based on
rapid transfer and redundancy; and interconnectiatislegacy network equipment. (3)Flex NetworkMPN service
also features usage pricing through which the eostds charged only for the capacity that is used.

Transport and Infrastructure Servic. The Company's Transport services are brandedn§¢® Inter-City Wavelength, (¢
Link® Metro Wavelength, (3)Link® Metro Ethernet,)(3nk® Private Line, (3)HubSM Private Line, and (3)Link® Dark Fiber
services.

(3)Link ® Inter-City Wavelength_evel 3 offers (3)Link Inter-City Wavelength sergie-a point-to-point connection of a
fixed amount of bandwidth on a particular colotight. Currently, (3)Link Global Wavelength servitseavailable at 2.5

Gbps and 10 Gbps speeds. This service offeringtsuigistomers who both require significant amoahtandwidth and

desire to provide their own traffic protection setes. The approach enables customers to build andgeaa network by
deploying their own SONET, ATM or IP equipment at

11




the end points where the wavelength is deliveredel 3 typically offers (3)Link Global Wavelengtarsice through
short-term, annual and long-term pre-paid agreesnent

(3)Link ® Metro Wavelengtt(3)Link Metro Wavelength service provides a t-speed, dedicated, po-to-point optical
connection between locations within a metropolasea based on a WDM infrastructure. The serviesdlable at 2.5
Gbps or 10 Gbps speeds, with unprotected or pextemptions. The service provides solutions for igpgibns within a
metropolitan area such as traffic aggregation,ipgedisaster recovery, IP connectivity, and cogedrnetworks, as well
as long-haul extension applications.

(3)Link® Metro Ethernet(3)Link Metro Ethernet service provides a t-speed, dedicated, po-to-point Etherne
connection between locations within a metropoléeea based on a WDM infrastructure. GigE and 1EGirvice
options are available. Customers can also chogs®tatted and protected configurations. The semfiosvs customers
to use a single protocol (Ethernet) in the LAN &N, use existing Ethernet based equipment, andbgiepsolution
that eliminates the need to manage a multi-protengironment.

(3)Link ® Private Line.(3)Link Private Line service consists of a fixedamt of dedicated bandwidth between fixed
locations for the exclusive use of the customeesEhservices are offered with committed levelsuadliy and built-in
network protection schemes. These services areapioffered through short-term, annual and loaig¥t pre-paid
contracts. The Company is offering the followingég of private line services:

. (3)Link Private Lin-Intercity. Level 3 provides this dedicated, pc«-to-point, inte-city transport service. Th
service is SONET-protected and traverses over skveetwork facilities. Available transmission speettiude
DS-3, OC-3, OC-12 and OC-48. In addition, on aciale basis, Level 3 also offers DS-1 speeds.

. (3)Link Private Lin-Metro. Level 3 provides this service within a metropolitaea. Available transmissic
speeds that include DS-3, OC-3, OC-12 and OC-48ir(8 Private Line-Metro service currently providiesir
distinct configuration options. Metro Point-to-Pbisi a dedicated and fully route-diverse circuitween two or
more customespecified locations within one metropolitan or LeSéateway. Metro Access connects a cust
location to the nearest Level 3 Gateway or poirgresence (POP). The service accesses a LevekBdrae
service, such as (3)Link Private Line-Intercitycéin also access and terminate in a (3)Center @tidoccabinet
within a Level 3 Gateway. Metro Managed Ring Ses([®IMRS) provides the customer with a dedicatedcapt
metro ring service connecting two or more on-neatmns within a single metro market. Metro Hub &pibke
provides connectivity from multiple locations witha metropolitan area (D%and above) aggregated (or hubt
into a single customer location.

. (3)Link Unprotected Private Linéevel 3 provides this private line service betwéga locations on a point-to-
point, unprotected basis—that is, without any nekngrotection scheme. As (3)Link Unprotected Piévaine is
offered as an unprotected service, it provides adgantages when a customer desires to purchasgepline
capacity without a network protection scheme, famppses of creating a meshed network or for addduijtional
capacity or protection to the customer's existiatywork. Available transmission speeds for this eerare either
OC-3/STM-1 or OC-12/STM-4.

Transoceanic Service€ustomers may purchase Level 3's transoceanicr8)Riivate Line, (3)Link Unprotected Prive
Line, and (3)Link Inter-city Wavelength servicesween any two Level 3 Gateways in Europe and thigediStates.
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. Backhaul Service. Backhaul services provide connectivity betweendable landing stations and Level 3's netw
Level 3 offers SONET based private line and wavgtleroptions for backhaul facilities.

. (3)Link® Metro and Intercity Dark FiberThrough the option of either a lease or an IRWdaxk fiber and conduit along
Level 3's local and intercity networks, (3)Link Rdfiber service gives carriers, service providers enterprises the
infrastructure required to "own" a fiber optic nerk without the burden of network construction L{8k Dark Fiber
service includes optical fiber cable, colocatiod amnning line facility space, power, and operatonl maintenance of
the network.

. (3)TechSMField Support Level 3 recently began offering "remote handsldfitechnical support services 24 hours a day,
seven days a week, 365 day per year to compangsngito outsource their equipment support at L8vah-network
locations across North American and Europe. Custerren often realize cost savings utilizing theeéle/personnel
instead of hiring technicians in each local matkeatover field support requirements.

. (3)Cente® Colocation. The Company offers high quality, data center gragce where customers can locate servers, ct
storage devices and communications network equipmensafe and secure technical operating enviesrim

At its colocation sites, the Company offers hgpeed, reliable connectivity to Level 3's netwankl #o other networks, includir
both local and wide area networks, the PSTN andntieenet. Level 3 also offers customers AC/DC powenergency back-up
generator power, HVAC, fire protection and securitgese sites are monitored and maintained 24 feodey, seven days a
week, 365 days per year.

As of December 31, 2004, Level 3 offered (3)Cefelocation service in 73 facilities in 66 markeaisdted in the United States
and Europe. Level 3 believes that its ability tieoboth metropolitan and intercity communicati@esvices to its (3)Center
Colocation customers provides it with an advantager its competitors, because (3)Center Colocatistomers often spend a
substantial portion of their operating expenses@nmunications services. This service is typicaffered through annual and
long-term contracts.

For a discussion of the Company's commtioica revenue, please see Management's DiscussibArelysis of Financial Condition and
Results of Operations appearing later in this rep@vel 3's management continues to review the fizom's existing lines of business and
service offerings to determine how those linesudiess and service offerings assist with the Caryipdocus on delivery of communications
and information services and meeting its financkgectives. To the extent that certain lines ofifiess or service offerings are not considered
to be compatible with the delivery of communicai@nd information services or with obtaining fin@hobjectives, Level 3 may exit those
lines of business or stop offering those services.

Distribution Strategy

Level 3's communications services salegegtyy is to utilize a direct sales force focuse¢ampanies with high bandwidth and/or voice
requirements. These businesses include incumbegitéschange carriers, established next generasioters, international carriers also kna
as PTTs, major ISPs, broadband cable televisioratqs, major interexchange carriers, systems tiategs, governments, emerging VolP
service providers, calling card providers, confemeg providers, call centers and media and entertant content providers. Providing
continually declining bandwidth costs to these camies is at the core of Level 3's market enablirajegy.
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Beginning in 2001, Level 3 changed its caminations services customer focus to the top dlobers of bandwidth capacity. These top
customers tend to be financially more viable thariain Internet early stage companies. The Compasyin place policies and procedures to
review the financial condition of potential and ®kig customers and concludes that collectibibtpiiobable prior to commencement of
services. If the financial condition of an existicigstomer deteriorates to a point where paymergdorices is in doubt, the Company will not
recognize revenue attributable to that customel cexth is received. Based on these policies aodealures, the Company believes its expc
to collection risk within the communications businand effect to the financial statements is lichilehe Company is not immune from the
affects of the downturn in the economy and spedtifiche telecommunications industry; however, @@mpany believes the concentration of
credit risk with respect to receivables is mitightteie to the dispersion of the Company's custorase mong geographic areas and remedies
provided by terms of contracts and statutes.

The Company is also seeking to offer comigations services to enterprises and consumersdhrthird party distributor relationships.
The Company is focusing these relationship devetgrafforts on those systems integrators, PTTss B8/ enhanced service providers that
are used by its targeted customers, as many o ttwapanies have significant direct relationshipih @nd users. The Company believes that
the gaps in geographic coverage and service offetimat many of these distributors have will présle@ Company with an attractive means of
increasing the addressable market for the Compaoysnunications services.

The Company is developing new voice ses/ibat in addition to its existing voice servicagyet large and existing markets. The
Company believes that the efficiencies of LevellB'and optical based network, including its Softsiwtechnology, will provide customers a
lower cost alternative than the existing circuititsived networks of its competitors. Several otl@mpetitors with IP technologies have
announced that they will be entering this markewel. While the voice services being launched ley¢l 3 target a large addressable market,
the Company must quickly develop both its capabittmarket and sell in the voice market and dgvéhe internal systems and processes
necessary to support the new services being ladndtne market for voice services is large, howévisrexpected to continue to decline over
time as a result of the new low cost IP and optieeded technologies.

For the year ended December 31, 2004, appately 43% of the Company's sales were to netyookiders (which includes carriers and
broadband access providers), 50% were to servimadars (which includes ISPs and web based sepriveiders) and 7% were to end-users.
For the year ended December 31, 2004, two custofdetsrmined as a combination of affiliated custshaccounted for more than 10% of
the Company's communications services revenue aadwstomer accounted for more than 10% of the @oxip consolidated total revenue.
Revenue attributable to Time Warner Inc. and sudsées, including America Online, on an aggregatsid represented approximately 22% of
communications revenue and approximately 10% o$aclitiated revenue and Verizon Communications,dnd. its affiliates represented
approximately 13% of communications revenue. Iféléwould lose one or more major customers, ond or more major customers
significantly decreased its orders for Level 3 &9, the Company's communications business wailddterially and adversely affected. For
the year ended December 31, 2004, the CompanyXtespmmunications services customers accountegpfomoximately 65% of the
Company's total communications revenue.

Business Support Systems

In order to pursue its sales and distridoustrategies, the Company has developed and isaomg to develop and implement a set of
integrated software applications designed to auteriee Company's operational processes. Througtieelopment of a robust, scalable
business support system, the Company believe# tieas the opportunity to develop a competitiveadage relative to traditional
telecommunications companies. In addition, the Camyprecognizes that for its strategy of
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also using third party distributors to succeed,dlé’s business support systems will need to hi¢yeaxessible and usable by these third party
distributors.

Key design aspects of the business suggstém development program are:

. integrated modular applications to allow the Conyp@nupgrade specific applications as new sernécesavailable;

. a scalable architecture that allows certain fumstithat would otherwise have to be performed byelL8wemployees to k
performed by the Company's distributors;

. phased completion of software releases designaliow the Company to test functionality on an imoestal basis;

. "wek-enabled" applications so that-line access to order entry, network operationingiland customer care functions
available to all authorized users, including Le¥slcustomers and distributors;

. use of a tiered, client/server architecture thakisigned to separate data and applications, aexpected to enable continued
improvement of software functionality at minimumstcand

. use of pr-developed or "shrink wrapped" applications, whemgliaable, which will interface to Level 3's intally developec
applications.

Interconnection and Peering

As a result of the 1996 Act, properly deséited companies may, as a matter of law, intareohwith ILECs on terms designed to help
ensure economic, technical and administrative éguatween the interconnected parties. The 19%Gpavides, among other things, that
ILECs must offer competitors the services and iiéesl necessary to offer local switched servicee ‘S—Regulation."

As of December 31, 2004, the Company haered into approximately 160 interconnection agreet® The Company may be required to
negotiate new or renegotiate existing interconoectigreements as Level 3 expands its operationigriant and additional markets in the fur
and as existing agreements expire or are terminated

Peering agreements between the Companj&Sitedare necessary in order for the Company toaggehtraffic with those ISPs without
having to pay transit costs. The Company is comsitla Tier 1 Internet Service Provider and haseseéint free peering arrangements with all
Tier 1 ISPs in North America. In Europe, the Comphas settlement free peering arrangements witlsB&. The basis on which the large
national ISPs make peering available or imposéese¢int charges is evolving as the provision ofrimteaccess and related services has
expanded.

Employee Recruiting and Retention

As of January 31, 2005, Level 3 had appnately 3,200 employees in the communications porioits business and information servi
had approximately 1,300 employees, for a totalppfraximately 4,500 employees. The Company beliévasits success depends in large part
on its ability to attract and retain substantiaintiers of qualified employees.

In order to attract and retain highly gfial employees, the Company believes that it isoirtgnt to provide a work environment that
encourages each individual to perform to his ordmential and facilitates cooperation towards stiajoals and a compensation program
designed to attract the kinds of individuals thenany needs and to align employees' intereststhaiCompany's stockholders.

As part of its efforts to satisfy the naedattract, retain and motivate the individuals vigossess the skills necessary to grow Level 3's
business, management and the Compensation Comoiittee
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Board believe that the Company's compensation gbyiloy needs to reflect the Company's core belfstarewarding its employees. These
core beliefs include:

. employee ownership as a demonstration of an ecanstake in the Level 3 business that aligns emgshiaterests with those
of our stockholders;

. employees sharing appropriately with investorsimvalue that their results help to create;

. compensation principles that are broad based aadded to be appropriate across business groups+raninations and
information services—and within each business grpopvide all employees with the opportunity totfpate in compensation
programs based on the value that they help toeraatd

. the creation and maintenance of a work environrti&ttencourages each individual to perform to hises potential and
facilitates cooperation towards shared goals.

With respect to compensation programsrifict these core beliefs, the Company believasshort-term financial rewards alone are not
sufficient to attract and retain qualified employe& properly designed lonigrm compensation program is a necessary compofeniployes
recruitment and retention. In this regard the Comyfsaphilosophy is to pay annual cash salary comsgtgon for executives that is moderately
less than the annual cash salary compensatiorbgaidmpetitors and a performance based cash baih, if the Company's goals are met,
when added to the annual salary results in a éotalial cash compensation that is moderately gréegarthe total annual cash compensation
paid on average by competitors. In addition, emgésymay, from time to time, receive additional daghus compensation relating to the
individual employee's contribution to the Companfiaving special initiatives or programs.

The Compensation Committee also believasdtcritical component of Level 3's compensatibitogophy is having the ability to provide
appropriate incentives to employees through a tenm incentive program that is tied to stock ppegformance. The Company currently has
two complementary, equity based, long term incentiwLT| programs. The first is an innovative stoitldexed program referred to as the
Outperform Stock Option or OSO program, which imatdstered under the Company's 1995 Stock Plaapreended. The second is a 401(k)
Plan matching contribution in the form of sharese¥el 3 common stock equal to up to 7% of eligisdenings or regulatory limits for
communications business employees' 401(k) Plarribatibns and 50% of Software Spectrum employedgKOPlan contributions up to 6%
of eligible earnings or regulatory limits. For thear ended December 31, 2004, the Company appeo2&6 discretionary grant to eligible
employees, to be deposited in their 401(k) Plamaats. The 1995 Stock Plan, as amended, affordSdingpensation Committee flexibility to
use a variety of means to provide the appropriateritives as part of a ong term compensation pnogfaom time to time, the Compensation
Committee evaluates the structure of the Compdriyl'programs and may make modifications to thesgy@ms to reflect the changing needs
for the Company to continue to attract, retain enadivate its employees. These changes may be biaseakt, on market conditions and the
LTI programs of competitors. In addition, not athgloyees of Software Spectrum are eligible to pgudte in the OSO program.

The Company continues to believe that tedified candidates it seeks, as well as the cuemployees it wants to retain and motivate,
place particular emphasis on equity based, LTI @og. In determining the type of equity based Ldrhpensation to deliver, Level 3 has
historically designed its compensation program&thas the performance of the Level 3 common stetkwéen the date that an award is made
and the date that the award is exercised by théoyep.

OSOs are currently designed to provideGbmpany's employees with the incentive to maxirstpekholder value and to reward
employees only when the price of the Level 3 Comi@tatk outperforms the S&P 500® Index between tte df grant and the date that the
OSO is exercised.
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OSOs generally have a four year life and vest 508eaend of the first year after grant, with teenaining 50% vesting in four equal quarterly
installments so that the OSOs are fully vestedneyeind of the second year after grant.

OSOs have an initial exercise price thagsal to the closing market price of the Level@rnon Stock on the trading day immediately
prior to the date of grant. This exercise priceeferred to as the Initial Price. When an emplogleets to exercise an OSO, the Initial Price is
adjusted upward or downward—as of the date ofékatcise—by a percentage that is equal to the ggtrepercentage increase or decrease in
the S&P 500® Index over the period beginning ondate of grant and ending on the trading day imatedi preceding the date of exercise of
the OSOs.

Since a core belief of the Company's corspgon philosophy is to have employees share apiptefy with the Company's stockholders
in the value that the employees' efforts createsyalue of the OSO will increase as the pricénefltevel 3 Common Stock increases relatiy
the performance of the S&P® 500 Index over timdsTicrease in value is attributable in part totise of a "success multiplier.

In July 2000, the Company adopted a coiberoutperform stock option program or C-OSO, m&xtension of the existing OSO plan.
The program is a component of the Company's ongenimgloyee retention efforts and offers similar deas to those of an OSO, but provides
an employee with the greater of the value of alsisgare of the Company's common stock at exeroidbe calculated OSO value of a single
OSO at the time of exercise.

C-0OSO awards were made to eligible emplsyzrployed on the date of the grant. The awarde wade in September 2000,
December 2000 and September 2001. These awardswriilly vested and will expire in full as of Septber 1, 2005.

In determining the levels of grants of IcBimpensation, the Company has strived to delivpragimately 25 percent of the
"outperformance" value of the Level 3 Common Sttackmployees. The Compensation Committee definetp&oformance" as the increase in
the price of a share of Level 3 Common Stock fromdate of grant until the date of exercise, redattd the increase in a broad based, market
stock index such as the S&P 500® Index. In addjtiba Compensation Committee of the Board has mhéted that LTI compensation grants
by the Company are to be set at levels necessagntool the overall amount of dilution to publioskholders, even in the situation of extreme
common stock price appreciation, while maintaintimg goal of delivering on average no more than@pprately 25 percent of the
outperformance to employees.

The following modifications, affecting Ausful9, 2002, and later grants, were made to the @8gram:

. OSO targets will be defined in terms of number &3 rather than a target theoretical dollar ve
. The success multiplier was reduced from eight tw.fo
. Awards will continue to vest over 2 years and havkyear life. However, 50% of the award will vasthe end of the first year

after grant, with the remaining 50% vesting over slecond year (12.5% per quarter).

. A 2-year exercise moratorium was enacted for Sevice Presidents and the senior executive teanmuanterly OSO grants
above a given threshold.
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The mechanics for determining the valuarofndividual OSO is described below:

The initial strike price, as determinedtba OSO grant date, is adjusted over time (the Ustdd Strike Price"), until the exercise date.
adjustment is an amount equal to the percentageapgion or depreciation in the value of the S&R® Index from the date of grant to the
date of exercise. The value of the OSO increagasdeeasing levels of outperformance. OSOs graptext to August 19, 2002, have a
multiplier range from zero to eight depending ujiom performance of Level 3 common stock relativeheoS&P 500® Index as shown in the
following table. OSOs granted August 19, 2002, kater have a multiplier range from zero to four eleging upon the performance of Level 3
common stock relative to the S&P 500® Index as shimithe following table.

Then the Pre-multiplier Gain Is Multiplied by a Success Multiplier of:

If Level 3 Stock

Outperforms the S&P 500® August 19, 2002 anc
Index by: Pre August 19, 2002 Grant: Later Grants
0% or Less 0.0c 0.0c
More than 0% but Less than  Outperformance percente Outperformance percente
11% multiplied by8/ 11 multiplied by*/ 11
11% or More 8.0C 4.0C

The Pre-multiplier gain is the Level 3 coomstock price minus the Adjusted Strike Pricelandate of exercise.

The Company adopted the recognition promsiof SFAS No. 123 in March 1998 (the effectiveeds the separation of the Company's
former construction business) and amortizes the/Bdue of the OSO's over their vesting period. @leption of SFAS No. 123 resulted in
non-cash charges to continuing operations of $4omin 2004, $86 million in 2003, and $181 miltion 2002 and will continue to result in
non-cash charges to operations for future periodssthe Company believes will also be material. amunt of the non-cash charge will be
dependent upon a number of factors, including timalyer of options granted and the fair value esthat the time of grant.

Competition

The communications industry is highly cotitpee. A number of factors in recent years havaéased the number of competitors in the
market. First, the Telecommunications Act of 198ated opportunities for non-incumbent providersriter the marketplace. Second, the
capital markets responded by making funding moeglalvie to new and existing competitors. Third heisiasm over the early evolution of the
Internet led the capital markets in general to esgmate the rate at which demand for communicatsanvices would grow. Finally, the
emergence of new IP-based services has createpieptedor new entrants with non-traditional businemdels to compete with legacy
providers.

The Company believes that a confluencéede factors created an unsustainable level of ettiom in the market. Level 3 believes that
this was evidenced by both the number of competitging for similar business and by the amounteéntory or capacity each brings to the
market for many services. The result of these astisas an oversupply of capacity and an intensstypetitive environment.

The Company does not believe the curredisiry structure can be sustained over the lormg-té¥ith the growth of communications
demand, excess capacity will be absorbed over siomeérame. Similarly, some form of consolidationllwiccur based on underlying industry
economics. Given the large ongoing fixed costs@ated with operating a backbone network, LevetBeves that the natural industry
structure will evolve to a more limited number ofpetitors with each having high traffic scale asrtheir networks.
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While the long-run structure appears clgegat uncertainty surrounds how the existing cditipe landscape will evolve toward this new
structure. For example, while a number of next-gatien and incumbent providers have entered andgaddrom bankruptcy protection, the
Company believes these competitors are still oprydtindamentally poor business models, have seesmurce constraints, and are unlikely
to be long-term survivors in their current forms.addition, the affect of the recently announcadgections between AT&T and SBC
Communications and MCI and Verizon is yet to bevknoThe exact timeframe for the new industry stiteto evolve is indeterminable. Until
it does, the competitive environment is likely éomain intense.

The Company believes that each competitmmg-run success in the market will be driventsyavailable resources (for example,
financial, personnel, marketing, customers) anceffectiveness of its business model (for examgeeyice focus and mix, cost effectiveness,
ability to adapt to new technologies, channel ¢ifeness). Level 3 recognizes that many of the Gomgls existing and potential competitor:
the communications industry have resources signifly greater than those of the Company.

The Company's primary competitors are Ildistgnce carriers, incumbent local exchange catre@mpetitive local exchange carriers,
PTTs and other companies that provide communicasenvices. The following information identifiesykeompetitors for each of the
Company's product offerings.

The Company's key competitors for its m@&saignodem services are other providers of dial tgrhet access including MCI and Qwes
addition, the key competitors for the Company'segdervice offerings are other providers of whdesammunications services including
AT&T, MCI, Sprint and certain regional Bell openagi companies and competitive local exchange carrier

For the Company's IP and Data serviceseL@competes with companies that include MCI, @8pAT&T, Savvis Communications, and
Qwest in North America, and Sprint, MCI, Franceebeim and Deutsche Telecom in Europe.

For transport services, Level 3's key catitqrs in the United States are other facilitiesdzhcommunications companies including AT
MCI, Sprint, WilTel Communications, Broadwing Corption Global Crossing and Qwest Communication&urope, the Company's key
competitors are other carriers such as PTTs, Téanational, Colt Telecom Group plc, MCI, and BdbCrossing.

Level 3's key competitors for its colocati&ervices are other facilities based communicat@mmpanies, and other colocation providers
such as web hosting companies and third party atitmc companies. In the United States, these coiepamclude AT&T, Savvis
Communications, Equinix, Switch & Data and QwestiBaunications. In Europe, competitors include Gldbaitch, InterXion, Redbus,
Telecity and Telehouse Europe.

The communications industry is subjectapid and significant changes in technology. Fotainse, recent technological advances permit
substantial increases in transmission capacitytf hew and existing fiber, and the introductiomefv products or emergence of new
technologies may reduce the cost or increase thgysof certain services similar to those which @@mpany plans on providing. According
in the future the Company's most significant coritpet may be new entrants to the communicationsigfiodmation services industry, which
are not burdened by an installed base of outmodézbacy equipment.

Regulation
Federal Regulation

The Federal Communications Commission e C has jurisdiction over interstate and intéomat telecommunications services,
among other things. The FCC imposes extensive adgnk
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on common carriers such as incumbent local excheageers or ILECs that have some degree of magr&eter. The FCC imposes less
regulation on common carriers without market powach as the Company. The FCC permits these nolrdaircarriers to provide domestic
interstate services (including long distance anmetsg services) without prior authorization; bueguires carriers to receive an authorization to
construct and operate telecommunications facildied to provide or resell telecommunications sewibetween the United States and
international points. The Company has obtained Bg@oval to land its transatlantic cable in the.Ilge Company has obtained FCC
authorization to provide international servicesadiacilities and resale basis. Under the Teleconications Act of 1996 or the 1996 Act, any
entity, including cable television companies, aletiic and gas utilities, may enter any telecomitations market, subject to reasonable state
regulation of safety, quality and consumer protettBecause implementation of the 1996 Act is sutlifgnumerous federal and state policy
rulemaking proceedings and judicial review, therstill uncertainty as to what impact it will hawe the Company. The 1996 Act is intende
increase competition. The 1996 Act opens the Isealices market by requiring ILECs to permit contpet carriers to interconnect to their
networks at any technically feasible point and nexguithem to lease certain parts of their netwatksCCregulated (generally cost based) re

it also establishes requirements applicable tme#l exchange carriers, examples include:

. Reciprocal Compensatior. Requires all ILECs and CLECs to complete caliginated by competing carriers under reciprocal
arrangements at prices based on a reasonable apptmn of incremental cost or through mutual exad®of traffic without
explicit payment.

. Resale. Requires all ILECs and CLECs to permit resalthefr telecommunications services without unreabtmrestrictions
or conditions. In addition, ILECs are required fteowholesale versions of all retail services ther telecommunications
carriers for resale at discounted rates, baseti®ndsts avoided by the ILEC in the wholesale ofter

. Access to Right-of-Way . Requires all ILECs and CLECs and any other puldility that owns or controls poles, conduits,
ducts, or rights-of-way used in whole or in partiore communications, to permit competing carri@nsd cable television
systems) access to poles, ducts, conduits andgsfajbway at regulated prices. CLEC rates for acte#s poles, ducts, conduits
and rights-of-way, however, are not regulated.

Generally speaking, CLEC access to ILEQvoéekts and utility poles are implemented throughvitial negotiations, which are governed
by the 1996 Act and applicable FCC Rules. Underl®86 Act, CLEC access to ILEC networks is hearglyulated and the rules governing
that access have been contentious. Over the pastsgears, however, the United States Supremet®as affirmed FCC jurisdiction over
ILEC unbundling, certain specific unbundling reguirents and the FCC's authority to set the mechantsoh governs the rates ILECs may
charge for interconnection and unbundling.

On February 4, 2005, the FCC issued itstafriennial Review Remand Order which modifiegl timbundling obligations for ILECs. The
FCC removed under certain circumstances an ILE@sindling obligations with regard to high capadityal loops and dedicated transport
eliminated the obligation to provide local switchirunder the FCC's new rules, the availability igfhhcapacity loops and transport will depe
upon new tests based on the capacity of the fadilie business line density of incumbent wire eesjtand the existence of collocated fiber
providers in incumbent wire centers. The FCC hgsested that the ILECs identify the specific wiemters that will be affected. Until the
ILECs respond, and the accuracy of the responsenifirmed it is not possible to predict the degrewhich the new rules regarding loops and
transport will affect us To the limited extent thla¢ Company relies upon unbundled network elemémtsefore, the Company cannot at this
time assess how the new rules will impact its bessn

The FCC recently released a Notice of PseddRulemaking ("NPRM") to initiate a comprehensigew of rules governing the pricing
of special access service offered by ILECs subject
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to price cap regulation. Special access pricinghlege carriers currently is subject to price cdgsras well as pricing flexibility rules which
permit these carriers to offer volume and termalists and contract tariffs (Phase | pricing flelip} and remove special access service in a
defined geographic area from price caps regulgdfdrase Il pricing flexibility) based on showingscoimpetition. The NPRM tentatively
concludes to continue to permit pricing flexibilishere competitive market forces are sufficientdastrain special access prices, but will
undertake an examination of whether the curreggéis for pricing flexibility accurately assess gatition and have worked as intended. The
NPRM also asks for comment on whether certain aspgdLEC special access tariff offerings (e.@sing discounts on previous volumes
service; tying nonrecurring charges and termingtienalties to term commitments; and imposing usgictons in connection with discounts),
are unreasonable. Given the early phase of theepdiog, the Company cannot predict the impactyf the NPRM will have on the
Company's network cost structure.

The 1996 Act also codifies the ILECs' ecaadess and nondiscrimination obligations and pptgimconsistent state regulation.

As of August 1, 2001, the Company's tafifisinterstate end user services were eliminatetaur tariffs for international interexchange
services were eliminated on January 28, 2002. Tdrap2ny's rates must still be just and reasonaldenandiscriminatory. The Company's
state tariffs remain in place. The Company haohtslly relied primarily on its sales force andnketing activities to provide information to
its customers regarding these matters and expectantinue to do so. Further, in accordance wighREC's orders the Company maintains a
schedule of its rates, terms and conditions fodasestic and international private line serviceste website at www.level3.com.

Beginning in June 1997, every RBOC adviSe&Cs that they did not consider calls in the séooal calling area from their customers to
CLEC customers, who are ISPs, to be local calleutite interconnection agreements between the REDGshe CLECs. The RBOCs
claimed that these calls are exchange accesdaalidich exchange access charges would be owel RBOCs claimed, however, that the
FCC exempted these calls from access chargestsoeditampensation is owed to the CLECSs for trartémpand terminating such calls. As a
result, the RBOCs threatened to withhold, and imynzases did withhold, reciprocal compensatiorttiertransport and termination of such
calls. To date, almost all state commissions thathruled on this issue in the context of statern@sion arbitration proceedings or
enforcement proceedings have determined that mabcompensation is owed for such calls. Reviewimgrts have upheld the state
commissions in almost all decisions rendered te datappeal. On February 25, 1999, the FCC issitaratory Ruling on the issue of
inter-carrier compensation for calls bound to ISR®e FCC ruled that the calls are largely jurisdically interstate calls, not local calls. The
FCC, however, determined that this issue was reptoditive of whether intercarrier compensationwed.

That decision was appealed to the D.C.u@tisghich held that the FCC had failed to adequaselpport its conclusions under the
requirements of the 1996 Act. On April 18, 200k BECC adopted a new order regarding intercarriempemsation for ISBound traffic. In the
Order, the Commission established a new intergacdmpensation mechanism for ISP-bound traffic wiglelining rates over a three year
period. In addition to establishing a new ratedtrre, the Commission capped through 2003 the atrafu8P bound traffic that would be
"compensable" and prohibited payment of intercag@@npensation for ISBeund traffic to carriers entering new markets. Apeil 2001 orde
was appealed to the D.C. Circuit. On May 3, 2062,0.C. Circuit found that the FCC had not providedadequate legal basis for its ruling,
and therefore remanded the matter to the FCC diintierim, the court let the FCC's rules stand Utnclear when the FCC will issue revised
findings in response to the latest remand. On @ot8b2004, the FCC adopted an order in responadtdy 2003 Petition for Forbearance f
by Core Communications ("Core Petition") asking B@C to forbear from enforcing the rate caps, ghogap, and new market and mirroring
rules of the ISP Remand Order. The FCC grante€the Petition with respect to the growth cap armdrtéw market
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rules, but denied the Petition as to the rate eagsmirroring rules ("Core Order"). That decisi@stbeen appealed to the D.C. Circuit. The
FCC has an open rulemaking proceeding to addréms@mrier compensation, including compensatiortrfaific to ISPs.

Prior to 2004, the Company entered int@agrents providing for payment of compensationdamtnating ISP-bound traffic with
Verizon, in its former Bell Atlantic operating teéory, with SBC Corporation for the 13-state opargtterritory that includes its affiliates
Pacific Bell, Southwestern Bell, Ameritech and $@uh New England Telephone, and with BellSoutlismine-state operating territory. The
Company also entered into interconnection agreesneitth Qwest, Cincinnati Bell Telephone, and Spitiivat reflect the intercarrier
compensation rates adopted by the FCC in its ISRaRd Order in April 2001. Given the general undetyesurrounding the effect of these
decisions, appeals, and the remand, the Companyhmagyto change how it treats the compensatiatéives for terminating calls bound for
ISP-bound traffic if the agreements under which pensation is paid provides for the incorporatioridnges in FCC rules and regulations.

In May 2004, the Company reached a newdnteection agreement with Bell South that incoaped the terms of the ISP Remand Or
In September 2004, the Company and Verizon ametig@dexisting interconnection agreement to essaliltercarrier compensation terms
late 2003, the Company reached an agreement withc®BRtinuing payment for the exchange of ISP-bawaffic that could run through the
end of 2004. In February 2005, SBC and the Compgnged to successor interconnection agreements wbier the payment for the
exchange of ISP-bound traffic.

In December 1996, the FCC initiated a Not€ Inquiry regarding whether to impose regulaion surcharges upon providers of Internet
access and information services (the Internet NOig Internet NOI sought public comment upon whetbémpose or continue to forebear
from regulation of Internet and other packet-swéitimetwork service providers. The Internet NOI fjpedly identifies Internet telephony as a
subject for FCC consideration. On April 10, 199& FCC issued a Report to Congress on its impleatientof the universal service provisic
of the 1996 Act. In that Report, the FCC statedoagnother things, that the provision of transmissiapacity to ISPs constitutes the provision
of telecommunications and is, therefore, subjecotmmon carrier regulations. The FCC indicated ithabuld reexamine its policy of not
requiring an ISP to contribute to the universavger mechanisms when the ISP provides its own tnéson facilities and engages in data
transport over those facilities in order to provadeinformation service. Any such contribution bfaailities based ISP would be related to the
ISP's provision of the underlying telecommunicadiservices. In the Report, the FCC also indicatatlit would examine the question of
whether certain forms of "phone-phone Internet Protocol telephony" are informaservices or telecommunications services. It ndtatl the
FCC did not have an adequate record on which teeraak definitive pronouncements on that issueisttitime, but that the record the FCC t
reviewed suggests that certain forms of phone-tmpHhnternet Protocol telephony appear to havdairhinctionality to non-Internet Protocol
telecommunications services and lack the charatiesithat would render them information servidethe FCC were to determine that certain
Internet Protocol telephony services are subjeEQE€ regulations as telecommunications servicesk-@C noted it may find it reasonable that
the ISPs pay access charges and make universaleseontributions similar to non-Internet Protobaked telecommunications service
providers. The FCC also noted that other formsitédrhet Protocol telephony appear to be informagienvices.

State Regulation

The 1996 Act is intended to increase coitipetin the telecommunications industry, espegiail the local exchange market. With respect
to local services, ILECs are required to allow iatgnection to their networks and to provide unbeddccess to network facilities, as well as
a number of other pro-competitive measures. Bectngsenplementation of the 1996 Act is subject tionerous state
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rulemaking proceedings on these issues, it is otiyrdifficult to predict how quickly full compeiiin for local services will be introduced.

State regulatory agencies have jurisdictithen Company facilities and services are usedduige intrastate telecommunications
services. A portion of the Company's traffic maycltassified as intrastate telecommunications aetefore subject to state regulation. The
Company expects that it will offer more intrastetiecommunications services (including intrastatéched services) as its business and
product lines expand. To provide intrastate sesyitee Company generally must obtain a certifichtgublic convenience and necessity from
the state regulatory agency and comply with seqeirements for telecommunications utilities, imthg state tariffing requirements. The
Company currently is authorized to provide telecamivations services in all fifty states and thetfis of Columbia. In addition, the
Company will be required to obtain and maintairinbnnection agreements with ILECs where it wishgsrovide service. The Company has
approximately 160 interconnection agreements viititéd terms. The Company expects that it shouldtile to negotiate or otherwise obtain
renewals or successor agreements through adogtmthers' contracts or arbitration proceeding$algh the rates, terms, and conditions
applicable to interconnection and the exchangeaffi¢ with certain ILECs could change significgnih certain cases. The degree to which the
rates, terms, and conditions may change will depertiebnly upon the negotiation and arbitration pscand availability of other
interconnection agreements, but will also deperglgnificant part upon state commission proceedthgseither uphold or modify the current
regimes governing interconnection and the exchahgertain kinds of traffic between carriers. Inyi2004, the Company reached agreement
on new interconnection agreements with BellSouthlli® of the BellSouth states. In September 280d Company reached new
interconnection agreements with Verizon, and wBCSn February 2005.

States also often require prior approvalsatifications for certain transfers of assetstomers or ownership of certificated carriers and
for issuances by certified carriers of equity obtde

Local Regulation

The Company's networks will be subjectimerous local regulations such as building codediaansing. Such regulations vary on a
city-by-city, county-by-county and state-by-stasesis. To install its own fiber optic transmissiaifities, the Company will need to obtain
rights-of-way over privately and publicly owned tarRights-of-way that are not already secured nwybe available to the Company on
economically reasonable or advantageous terms.

Regulation of Voice over Internet Protocol (VolP)
Federal and State

Due to the growing acceptance and deploymievolP services, the FCC and state public ytifibmmissions are conducting regulatory
proceedings that could affect the regulatory dwias rights of entities such as the Company affthates that provide IP-based voice
applications. There is regulatory uncertainty as&imposition of access charges and other téa&es,and surcharges on VolP services tha
the public switched telephone network. There isil@gry uncertainty as to the imposition of traafital retail, common carrier regulation on
VolIP products and services. The FCC has initiatadeamaking proceeding to consider changes in R@¥€srfor IP-based voice services. The
FCC has indicated that this rulemaking may addessng other things, 911 requirements, disabilitseas requirements, access charges, and
universal service requirements. The FCC has begaparate rulemaking proceeding to consider thigatidns of IP-based voice services
providers and network providers under the Commuitica Assistance to Law Enforcement Act, which lelithes federal requirements for
wiretapping and other electronic surveillance céjis.
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The FCC is also considering several petitifiled by individual companies concerning theutatpry rights and obligations of providers
IP-based voice services, and networks that hamdlgaked voice traffic or that exchange that traffith operators of Public Switched
Telephone Network (PSTN) facilities. On DecemberZ®3, the Company filed a forbearance petitiotinthie FCC with respect to
intercarrier compensation for certain types of H3dxl voice communications. Specifically, the Companquested that the FCC forbear from
enforcing provisions of the Communications Act thmght otherwise result in the application of istate and intrastate access charges to
certain IP communications. The forbearance petiixtends only to communications that either oritgran the PSTN and terminate on an IP
network, originate on an IP network and terminatehe PSTN, and certain traffic that originates terthinates on the PSTN that is incidental
to an IP-PSTN service. The petition does not reifioelsearance with respect to IP-based voice conications that both originate and
terminate on the PSTN, other than incidental tcafir that originate and terminate on an IP network

The FCC has sought public comment with eéesfo the Company's forbearance petition. Undeibmmunications Act, the FCC must
make a decision on the petition within one yeahefpetition's filing (plus one 90-day extensiomitable at the FCC's discretion) or the
petition is deemed granted as a matter of law. Gtolaer 21, 2004, the FCC extended the time periadhiich it can consider the Petition until
March 22, 2005. The Company cannot predict theayaécof this proceeding, nor can it anticipate tlener in which the FCC's decision may
affect the Company's operations or regulatory @liims.

On October 18, 2002, AT&T Corporation filaghetition with the FCC requesting a declaratating that calls that originate and termin
on the PSTN, but which may be converted into IRmdusome part of the transmission, are exempt fiooess charges under existing FCC
rules. On April 21, 2004, the FCC rejected AT&T&tiEon, stating that the calls described by AT&Ene telecommunications services subject
to access charges under existing FCC rules.

On September 22, 2003, Vonage Holdings @atpn or Vonage filed a petition with the FCCuegting a declaration that its offerings,
which originate on a broadband network in IP foramad terminate on the PSTN, or vice versa, arestate information services not subject to
state regulation under the federal Communicatiotisafid existing FCC rules. On November 10, 2004 R8C adopted an order ruling that
Vonage's service was an interstate service noestty state regulation. The FCC did not rule wieethe service was a telecommunications
service or an information service under the Actpéals have been filed in a number of circuits. dppeals are pending.

The state public utility commissions areoatonducting regulatory proceedings that couldaichpur rights and obligations with respect to
IP-based voice applications. Previously, the Mimt&$’ublic Utilities Commission or MPUC ruled th&inage's DigitalVoice service was a
telephone service under state law, and ordered dotmobtain state certification, file tariffs, aooimply with 911 requirements before
continuing to offer the service in the state. Vanéited a request in the Federal District Courttfor District of Minnesota to enjoin the
MPUC's decision. On October 16, 2003, a federajg¢ugranted Vonage's request for an injunction, loglireg that Vonage provides an
information service immune from state regulatiod #mereby barring the MPUC from enforcing its di&xis On December 22, 2004, the U.S.
Court of Appeals for the Eighth Circuit affirmecdetBistrict Court's judgment on the basis of the FQigtermination that Vonage's service was
interstate and noted that the MPUC would be freghtdlenge the injunction if it or another partgyailed on an appeal of the FCC's Vonage
Order.

The California Public Utilities Commission CPUC, on February 11, 2004, initiated a rulemgkibout the appropriate regulatory
framework to govern Voice over Internet ProtocoMamiP. Among the issues the CPUC may consider isthdr VoIP is subject to CPUC's
regulatory authority, including whether VolP proeid should be required to contribute to state usaleservice programs, whether
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VolIP providers should be required to pay intrasteteess charges, whether VolP should be subjéadic consumer protection rules, and
whether exempting VolP providers from requiremexpplicable to traditional voice providers wouldatesunfair competitive advantages for
VolIP providers.

Proceedings and petitions relating to IBellavoice applications are also under consideratiamumber of other states, including but not
limited to Alabama, Kansas, New York, North Dakdhnjo, Oregon, Pennsylvania, Virginia, Washingtamg Wisconsin.

The Company cannot predict the outcomengfdd these petitions and regulatory proceedingangrsimilar petitions and regulatory
proceedings pending before the FCC or state pulility commissions. Moreover, the Company canmefict how their outcomes may affect
the Company's operations or whether the FCC oe gpialblic utility commissions will impose additioma&lquirements, regulations or charges
upon the Company's provision of services relatd® toommunications.

The Communications Act requires that evelgcommunications carrier contribute, on an etplétand non-discriminatory basis, to
federal universal service mechanisms establishetidi#CC, and the FCC also requires providers nfgmwnmon carrier telecommunications
to contribute to universal service, subject to sexausions and limitations. At present, these Gbuations are calculated based on contribu
interstate and international revenue derived fra®.domestic end users for telecommunicationslecaenmunications services, as those tt
are defined under FCC regulations. The Companyyaunt to federal regulations, pays these contdbatiThe amount of the Company's
contributions can vary based upon the total amofiféderal universal service support being provideder the FCC's federal mechanisms and
associated administrative expenses, the methodoisgy by the FCC to calculate each carrier's darttdns, and, at present, the proportion of
the Company's assessable interstate and interaht®renue derived from its domestic end userselecommunications or
telecommunications services to, for all contribsfdhe total amount of assessable interstate aechational revenue derived from domestic
end users for telecommunications or telecommurtinatservices. The extent to which the Companyidcesr are viewed as
telecommunications/ telecommunications servicessdnformation services will also affect the Compgaontributions.

The FCC seeks comment on how to furthernetthe manner in which the FCC assesses carngrilgotions to the universal service fu
The Company is unable to predict the changes.yif tne FCC will adopt and the cumulative effectnfy such changes on the Company's total
universal service contribution payments.

European Regulation

Unlike the United States which has a freediregulatory scheme with respect to VoIP seryitesEuropean Union has adopted a more
systematic approach to the convergence of netwatds/olP regulation specifically. The European Cassion will oversee the
implementation by its member-states of six newddives developed to regulate electronic commuroecatin a technology and platforneutra
manner. Implementation of the directives has nenheiform across the Member States and it isadiffito predict when they will be
implemented at the national level. Even with harigation, the national regulatory agencies will ¢ouné to be responsible for issuing general
authorizations and specific licenses.

The European Union's approach to the réigunlaf VoIP turns on whether VolP is voice telepioThe European Commission has
defined voice telephony to have four elementsc@hmercial offering as voice telephony; (2) promisto the public; (3) provision to and from
the public switched telephone network terminatiomts; and (4) direct speech transport and switthbinspeech in real time, particularly at the
same level of reliability and speech quality asvited by the PSTN. In its Communication from then@aission, Consultation on Voice on the
Internet in June 2000, the commission directedtki@mber States should continue to allow Interroeteas providers to offer voice over
Internet protocol under data transmission generdiaizations, and that specific licensing condisi@re not justified."
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The Commission has subsequently redefitsedeffinitions to suggest that some VolP offeriags voice telephony. In its December 2000
communication, the Commission noted that increagumgity and reliability as well as marketing ofie#® capabilities with bundled services,
made certain kinds of "voice over Internet" muchrenlike voice services. While the current Commisdiirectives do not mandate the
treatment of VoIP as voice telephony, the commissidl continue to reevaluate the regulation of Pas service quality becomes the
equivalent of traditional voice telephony.

In February 2003, the European Union adbptaew regulatory framework for electronic comneatipns that is designed to address in a
technologically neutral manner the convergenceoairaunications across telecommunications, compungbaoadcasting networks. The
directives address: (1) framework (2) interconrttind access, (3) authorization and licensingui@djersal service and (5) privacy. These
directives and an additional decision on radio spet replace the existing 20 directives on eledr@ommunications. Under the framework,
voice telephony providers will face additional gfaiions, including specific licensing and universaivice obligations. Others will likely face
new regulation. One example could be VoIP. If klasssified as an electronic communications servether than voice telephony, it would ¢
be subject to additional regulations to achievellagry parity with other electronic communications

The United Kingdom was one of the first oies to fully implement the European Union's Hemmework for electronic
communications, which it did by July 25, 2003. A&t time, certain provisions of the United Kingdsmielecommunications Act of 1984 were
repealed. Pursuant to that framework, the licenséggme was replaced with a general authorizafitve. Company's existing licenses were
canceled and replaced with a general authorization.

Under the regime, the United Kingdom retpga/olP as an electronic communication service dégree of regulation imposed on the
service depends upon whether the service is caeside be a Publicly Available Telephone ServicATB). A service is considered to be a
PATS if the following conditions are met: it is rkated as a substitute for the traditional telephsmrgice; the service appears to the customer
to be a substitute for the traditional public télepe service over which they expect access to emeygservices; or the service provides the
customers sole means of access to the traditiamralitcswitched public telephone network.

While the Ofcom, the United Kingdom regolathas established technical standards and imeemtion rights for VolP service providers,
it has recently opened a consultation to assesapbpriate allocation of phone numbers to Vol®aters. The Company cannot predict the
result of this proceeding and how it will affect #@bility to provide services.

As the Company expands the deploymensdf@lP applications in Europe, it will have to cates the appropriate regulatory
requirements for each nation before deploying sesui

Canadian Regulation

The Canadian Radio-television and Telecomipations Commission, or the CRTC, has jurisdictmmegulate long distance
telecommunications services in Canada. Regulatevgldpments over the past several years have tatednhe historic monopolies of the
regional telephone companies, bringing signifigarhpetition to this industry for both domestic amigérnational long distance services, but
also lessening regulation of domestic long distasmapanies. Resellers, which, as well as facilib@sed carriers, now have interconnection
rights, but which are not obligated to file tarjffaay not only provide transborder services toltfe. by reselling the services provided by the
regional companies and other entities but also resgll the services of the former monopoly intdored! carrier, Teleglobe Canada or
Teleglobe, including offering international switchgervices provisioned over leased lines. AlthotnghCRTC formerly restricted the practice
of "switched hubbing" over leased lines througleiintediate countries to or from a third country, @RTC lifted this restriction. The Teleglc
monopoly on international services and undersekedabding rights
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terminated as of October 1, 1998, although theipimv of Canadian international transmission ftielli based services remains restricted to
"Canadian carriers" with majority ownership by Cdiaas. Ownership of non-international transmisgaailities are limited to Canadian
carriers but the Company can own international tseBecables landing in Canada. The Company canmdér current law, enter the Canadian
market as a provider of transmission facilitiesdobdomestic services. In 2003, two committees ®Qhnadian House of Commons issued
conflicting recommendations on whether to lift fbeesign ownership restrictions that prohibit carsiéke the Company from owning intra-
Canadian transmission facilities. If the ownergigigtrictions are repealed, the Company anticiphesgsit will be able to expand its operations
and service offerings in Canada. Recent CRTC ralamifress issues such as the framework for inten@icontribution charges payable to
local exchange carriers to offset some of the ahpitd operating costs of the provision of switcluwm@l access services of the incumbent
regional telephone companies, in their capacity BEs, and the new entrant CLECs.

While competition is permitted in virtual}l other Canadian telecommunications market se¢ggnéne Company believes that the regi
companies continue to retain a substantial majofityre local and calling card markets. Beginnimdgviay 1997, the CRTC released a number
of decisions opening to competition the Canadiaalltelecommunications services market, which detsswere made applicable in the
territories of all of the regional telephone comiganAs a result, networks operated by CLECs may lo® interconnected with the networks of
the ILECs. Transmission facilities based CLECssangject to the same majority Canadian ownershimé@en carrier” requirements as
transmission facilities based long distance casri€LECs have the same status as ILECs, but thepteave universal service or customer
tariff-filing obligations. CLECs are subject to t&n consumer protection safeguards and other CRgGlatory oversight requirements.
CLECs must file interconnection tariffs for sengde interexchange service providers and wirelesgce providers. Certain ILEC services
must be provided to CLECs on an unbundled basisabjct to mandatory pricing, including centrdlagf codes, subscriber listings, and Ic
loops in small urban and rural areas. For a fivaryeeriod, certain other important CLEC serviceshtie provided on an unbundled basis at
mandated prices, notably unbundled local loopaiigd, urban areas. ILECs, which, unlike CLECs, ieethfully regulated, are subject to pt
cap regulation in respect of their utility servieesl these services must not be priced below bustexchange contribution payments are now
pooled and distributed among ILECs and CLECs aédegrib a formula based on their respective proposgiof residential lines, with no
explicit contribution payable from local businessange or directory revenue. CLECs must pay anarnelecommunications fee based on
their proportion of total CLEC operating revenud.undled and unbundled local services (includiesidential lines and other bulk services)
may now be resold, but ILECs need not provide tiseseices to resellers at wholesale prices. Tragson facilities based local and long
distance carriers (but not resellers) are entitecblocate equipment in ILEC central offices parsiuto terms and conditions of tariffs and
intercarrier agreements. Certain local competitssnies are still to be resolved. The CRTC has rillatresellers cannot be classified as
CLECs, and thus are not entitled to CLEC intercatina terms and conditions. The CRTC conductedageding in 2004 to review issues
relating to the introduction of VolP technology.d&cision is expected in 2005. The CRTC has expdesseimber of preliminary views about
how it proposes to regulate VolP services includhgyview that VolP services (and service provigdsh®uld be regulated according to the
CRTC's existing rules. If the preliminary views amnfirmed, then the rules for VolP-based servigi#lsdepend on the category of service
provider (ie., ILEC, CLEC or reseller), the natofehe service and the geographic area in whiclsémeice is provided.
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Information Services Business
Software Spectrum

In connection with the Company's beliet i communications price-performance improves,neanications services are direct
substitutes for existing modes of information digition, during 2002, the Company completed theugsition of CorpSoft, Inc., which
conducted its business under the name Corporater&ef a major distributor, marketer and reselfdsusiness software. In addition, during
2002, the Company completed the acquisition ofa# Spectrum, Inc., a global business-to-busisefis/are services provider. At
December 31, 2002, CorpSoft, Inc. was merged withiato Software Spectrum, Inc., with Software Speu as the surviving entity.

The Company believes that companies wirdime, seek information technology operatingceghcy by purchasing software
functionality and data storage as commercial sesvfirocured over broadband networks such as Lé&sakBvork. Level 3 believes that the
combination of Level 3's network infrastructured@oftware Spectrum's expertise in software liféeycanagement and marketing, as well as
strong customer relationships, will position Le8eb benefit as companies change the manner inhwh&y buy and use software capability.

Through its Software Spectrum subsidiaigetiectively Software Spectrum, the Company idabal business-to-business software
services provider with sales locations and opematlocated in North America, Europe and Asia/PacBioftware Spectrum primarily sells
software through licensing agreements, or rightd@py arrangements, and full-packaged software mtsd$oftware Spectrum has established
supply arrangements with major software publisherduding Adobe Systems, Citrix Systems, Compigsociates, IBM, McAfee, Microsot
Novell, Sun Micro, Symantec and Trend Micro. Softe&pectrum markets a full array of software tiflssmanaging, enabling and secur
business enterprises. The software products offeyesbftware Spectrum include all major desktopdpativity applications, server platforms,
operating systems and wireless applications, inetudtrategic product categories for security ggerand Web infrastructure.

Software Spectrum's strategy is to achiegiastry-leading Adjusted OIBDA margins by buildibgst-in-class operational capability and
to leverage its global infrastructure to expangitsduct offerings and customer base while contigud provide a high level of customer
service. Software Spectrum controls its costs loyraézing its administrative and customer senaperations while utilizing a geographically-
dispersed field sales force strategically locatethajor business markets worldwide. The majoritoftware Spectrum's revenue is derived
from sales to large organizations, including FoetB00® and Fortune Global 500® companies, as wdlausands of mid-sized customers
from many industries.

Through its global sales force and salegrerers, Software Spectrum provides software liesréd related services to large and i
organizations, including companies in the Fortud@® and Fortune Global 500® rankings. Software 8pet concentrates on building and
expanding these relationships through personas saletacts made throughout major global computiagkats. Through its strategically-
located, centralized operations centers in NortreAoa, Europe and Asia/Pacific, Software Spectruppsrts the global marketing efforts of
its sales force.

Software Spectrum's Internet Web siteiw.SoftwareSpectrum.cqrincludes an e-commerce business center whicls lveigtomers meet
their total procurement, asset management, regotbandards-management and order-tracking neeétsieeSpectrum.com also provides
customers the option of obtaining their softwaexgbnically. In addition, Software Spectrum parsnith its customers on e-procurement
platform implementations with providers such ashéariOracle, Perfect Commerce and SAP. See "SateBlarketing."

Software Spectrum adapts its product-rdlagvices to specific customer requests, consitliscustomers on developing strategies to
efficiently select, purchase and manage the custsnimvestment
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in software and manages the accurate and timelyedglof products. Software Spectrum provides itstomers with information on, advice
regarding and assistance with the wide range dfadbla software choices through its marketing, saled technical staff. For customers
electing to standardize desktop software applioatimr otherwise take advantage of right-to-copgragements, Software Spectrum provides
licensing agreement services and support. Undendiong agreements, Software Spectrum acts asgndésil service provider to sell software
licensing rights that permit customers to make espif a publisher's software program from a mabtdrand distribute this software within a
customer’s organization for a fee per copy madeéntdaance agreements entitle customers to updatespgrades of covered products during
the term of the Agreement, typically three yeat®foing the software purchase. By utilizing licemgiagreements, customers are able to
consolidate their worldwide purchases and acquifisvere under a single master agreement for a giudtisher from a global supplier such
Software Spectrum. Increasingly, customers ardiatgto use enterprise-wide licensing agreementichwvgive the customer the right to use a
particular suite of products offered by a publisberall desktops across its enterprise. Softwaee®pm's licensing consultants can assist
customers in selecting the most advantageous félicemsing available based on specific needs astaints. Among its other services,
Software Spectrum offers on-site consultants fagdacorporations, who provide software selectimgisé@nce, software asset management and
determination of price and availability of hardfine software products.

Software Spectrum serves an importantirotee software industry by providing a serviceeoted and cost-effective means for software
publishers to market, sell, distribute and provddpport for their products. The services provide®&bftware Spectrum assist publishers by
building product awareness, marketing productsctlireon behalf of publishers to businesses andraitganizations. Software Spectrum is i
instrumental in the selection, design and implestgon of licensing programs for its customers. Bafe Spectrum believes that maintaining
its relationships with software publishers is intpat to Software Spectrum's future growth and pabfiity. Software Spectrum often will
coordinate product introductions and marketing progs with publishers, which may involve joint remgd product seminars and cross-selling
of selected complementary products. By providingrgales services and marketing support, Softwaget&pn can obtain competitive
discounts from many software publishers, availfisemarketing funds provided by major publishared work closely with publisher
personnel on various marketing and selling magach as the introduction of new products, prograntsrelated service opportunities.

In January 2005, Software Spectrum laundades of Media Plane™, a software asset managéntegtation platform that enables IT
organizations to gain control of their softwareedssthereby saving money and ensuring softwargtiante. Software Spectrum developed
the Media Plane platform after having observedsmpiimary software reselling business that, itespf investing in software asset
management tools, its customers still make unnacggsirchases, go out of compliance with softwerenkes, are slow to distribute software
to their employees, and do not feel that they mmditrol of their software environment. The MeBlane platform focuses companies on the
complexity of managing entitlements to softwaretises. In so doing, the Media Plane platform hetpspanies determine who is entitled to
purchase or use a software license, the right nfedia license entitlement, how to access the sofwhow to entitle users, groups and the
enterprise to receive the software, and how to meeatitlements going forward. The Media Planefptat integrates with internal company
processes and other asset management technolaigwwocompanies to more efficiently purchase, dg@glnd manage their software assets.

Software Spectrum continues to sell mofitvgoe to its customers through licensing agreemeéntluding enterprise-wide licensing
arrangements. For the year ended December 31, 28@4, through licensing agreements representedxapmately 80% of software sales of
Software Spectrum. Because individual software pgek and documentation may not be provided to @seh and due to volume pricing
incentives and lower distribution costs, customailizing licensing agreements can purchase
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licenses for software at a lower cost than by paseig individual shrinkvrapped software packages. Under licensing agresmaniltinations
customers can consolidate their worldwide volunfeasoe purchases under a single master agreemeatgiwen publisher. Software
Spectrum's ability to sell software globally throufese programs is a key factor in its global espm.

Software Spectrum'’s North American operetiare based in Dallas, Texas, and Software Speelso maintains a product center located
in Spokane, Washington. Software Spectrum's Europparations are based in Munich, Germany, andvaodt Spectrum also maintains
offices in Holland, Belgium, France, Italy, Spasweden, and the United Kingdom. Software Spectrésia/Pacific headquarters is located in
Sydney, Australia. Software Spectrum also has edfia Singapore and Hong Kong. In Japan, SoftwpeetBum operates through a company
named Uchida-Spectrum, Inc.

With centralized operations centers in N@imerica, Europe and Asia/Pacific, Software Spautis able to serve the major computing
technology markets around the world. Today, Sofewpectrum provides software or fulfilment sergite customers located in approxima
170 countries, invoices customers in many localengies and provides consolidated worldwide repgrtor its customers.

Product Services

Licensing, Procurement and Deployment $esii  Software Spectrum's customers can purchaseaeftapplications in a number of
different ways. Licensing agreements, or right-dyc agreements, allow a customer to either purchdisense for each user in a transaction
based process or track and periodically reposdfsvare copies, paying a license fee for each copgle. Software Spectrum sells, supports
and services the various licensing arrangementsiaily utilized by software publishers. For custosp¢he overall cost of using one of these
methods of acquiring software may be substantialg than purchasing shrink-wrapped, full-packasggtivare products.

Because each software publisher has cheoséfferent set of procedures for implementingrisiag agreements, businesses are faced with
a significant challenge to sort through all themdatives and procedures to ensure that they #isngt the appropriate agreements, complying
with the publishers' licensing terms and propeelyarting and paying for their software licensest&e publishers offer licensing programs
that reduce the reporting and compliance burdeindazustomers. Software Spectrum supports theseding programs by requiring annual
customer payments over a two- to three-year teroviged the customer agrees to standardize cefgitications within its organization. In
order to address the wide range of procurementebavailable to its customers, Software Spectmawigies information, analysis, advice and
assistance to its customers relating to their poent decisions and negotiations through its tefilisensing consultants as well as by means
of Software Spectrum's marketing and sales stafftrough its publications. See "Publications" &&dles and Marketing."

Increasingly, large corporate customersetgeting to standardize desktop applications awddinate their enterprise-wide computer
management responsibilities. In response to targirpublishers have developed enterprise-widediog agreements, which simplify the
terms, conditions and administration of licensinguiagements and provide the customer with moreigiaze annual costs. Software Specti
works closely with its customers to educate thegarding the options available under licensing agesgs and has developed the systems
needed to provide the global integration and répgrequired under these programs.

The majority of new Microsoft enterprised@ilicensing arrangements are priced, billed atidated directly by Microsoft. Software
Spectrum provides sales and support services deflatihese transactions, and earns a service ffieetlgtifrom Microsoft for these activities.
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Software Spectrum's sales representativedieensing specialists are trained to providaausrs with advice in the evaluation of the
various licensing programs offered by publishemsaddition to Software Spectrum's extensive expegén dealing with licensing agreements,
it has continued to invest in technology basedesystto support the special requirements necessagrvice licensing agreements for its
customers. Software Spectrum's client/server bagstem provides individualized customer contrachaggment data, assists customers in
complying with licensing agreements and providesamers with necessary reporting mechanisms.

To help customers develop or improve teeftware management programs, Software Spectrumide®white papers and consulting
advice to its customers to allow customers to éffety utilize the benefits associated with licergprograms. Software Spectrum provides its
customers with a methodology for evaluating thedlividual software management process and analyzéugs in implementing the licensing
programs offered by various publishers. The adsicglable from Software Spectrum is designed tisaf®e customer in implementing its
software management plan, including internal distiion services, communicating with end-users, mépgpand compliance under licensing
agreements.

Most of Software Spectrum'’s products ademd by the customer's procurement or informati@iems department and may be billed to
another department of the end-user, which may tegtéa at a different site than the procurementforination systems department. Software
Spectrum provides customers, upon request, opesr-etdtus and purchase activity reports formatieshth customer's specifications.
Software Spectrum has also enabled its customexistéin this information directly from Software $pem's Web site. The majority of
Software Spectrum'’s customers now determine thasstd their orders via this Internet tool. Alsostomers can submit orders or other data to
Software Spectrum from their computer systems weiv&re Spectrum's electronic data interchange ("E&apabilities. EDI and online Web
order placement improve order accuracy and reddegrestrative costs for corporate customers andv&oe Spectrum.

The majority of customers who have eletteplurchase software licenses through licensingeagents have also purchased software
maintenance, which allows customers to receive vessions, upgrades or updates of software prodattased during the maintenance period
in exchange for a specified annual fee, which mapdid in monthly, quarterly or annual installmettpgrades and updates are revisions to
previously-published software that improve or erdgacertain features of the software and/or coeecirs found in previous versions.
Customers that have elected not to purchase maimteragreements are still able to upgrade multipits of specific products through
Software Spectrum for a separate fee. Softwaret&pe@ssists publishers and customers in trackigigranewing these agreements.

Electronic Software Distribution. Electronic software distribution ("ESD") supfsothe fast, convenient delivery of software prdaduc
between businesses via electronic links such akitemet. Software Spectrum currently deliversrated amount of software in this manner
and intends to continue to participate in this mdtbf distribution as demand for this service brgéaorganizations emerges and as
communication technology improvements enable thisifof ESD to become more widely used.

E-procurement. Software Spectrum participates in the electrgnocurement arena in two primary ways: through
www.SoftwareSpectrum.com and through its Electr@usiness-to-Business Partner Program or e-B2Bi\®aRrogram. Software Spectrum
also maintains a suite of Internet based toolseghable customers to manage their software proamerfRor most of its larger customers,
Software Spectrum creates customized electronidyatacatalogs containing product information andipg. These catalogs are accessed
through search engine functionality, which enablestomers to quickly locate products they needt@@uesrs are also able to determine the
status of open orders and obtain certain real-fitardard reports online. SoftwareSpectrum.comigades
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tools which allow customers to restrict purchasindy to pre-approved products or allow an admigisir at a customer location to give users
within that organization access to the customeniime account, but restrict the level of their aityi and the features and options available to
them. These e-procurement tools help customersatamsts and potentially eliminate the need faegmrise-wide e-procurement systems.
Under the e-B2B Partner Program, Software Specpartmers with e-procurement providers, such asa@racle, Perfect Commerce and
SAP to support customers' implementations of thi®ua e-procurement platforms in an effort to stibae procurement processes and
improve operational efficiencies.

Publications. Software Spectrum's customer magazine, In T,guavides new product information and case stufligga existing
customers who are implementing the latest prodamdstechnologies from the leading software publisiridwide and offers the latest news
and commentary on industry trends and Company spedseminars and other technology-related events.

Software Spectrum prepares and distribamesnnual publication, which includes in-depth gsial of various product offerings, called the
Licensing and Software Management Guide. This pahtin provides comprehensive information on thayrfacets of software licensing. T
Licensing and Software Management Guide providestirchasing requirements and qualification retgtris of the numerous licensing
publisher programs. Issues such as concurrentiicgrand copying software on home or laptop compudee identified. Because of the
potential savings a corporation can realize byzirtidy alternative procurement methods, customeve lexpressed a significant amount of
interest in this publication, and it has been madalable online at www.softwarespectrum.com.

Software Spectrum's web site contains comp@&ws and information designed to educate cus®at®out Software Spectrum's areas of
expertise, its products (including third-party ews) and services, the publishers represented tw&e Spectrum and the latest trends in the
industry. Software Spectrum also provides infororathrough various Company publications. A portidithe marketing funds provided to
Software Spectrum by publishers is used to offedinire Spectrum's cost of producing these pulitinat Software Spectrum publishes
newsletters, service and product brochures anduptaatalogs and also provides other timely infdramacoincident with major product
releases.

Media Plane™ Platform

In January 2005, Software Spectrum laundades of Media Plane™, a software asset managentegtation platform that enables IT
organizations to gain control of their softwareedssthereby saving money and ensuring softwargtiante. Software Spectrum developed
the Media Plane platform after having observedsmpiimary software reselling business that, inespf investing in software asset
management tools, its customers still make unnacggsirchases, go out of compliance with softweenkes, are slow to distribute software
to their employees, and do not feel that they mmditrol of their software environment. The MeBlane platform focuses companies on the
complexity of managing entitlements to softwarefises. In so doing, the Media Plane platform hedpspanies determine who is entitled to
purchase or use a software license, the right nfedia license entitlement, how to access the softwhow to entitle users, groups and the
enterprise to receive the software, and how to meeatittements going forward. The Media Planefptat integrates with internal company
processes and other asset management technolafigvtocompanies to more efficiently purchase, deglod manage their software assets.

Sales and Marketing

Software Spectrum sells and markets itdyets and services to existing and potential custerthrough its account managers, customer
account service representatives and sales engijiisdrgernet site, as well as its marketing ampport staff. Software Spectrum assigns to
account managers specific
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accounts and/or a specific territory, which gergralcludes major metropolitan areas in one or noentries, states or provinces. Account
managers market the overall services and advantdgesng Software Spectrum as the customer's pesfesoftware and services supplier, and
they concentrate on generating new customer rekgips, maintaining and improving existing customedsitionships and increasing the
volume of software and services provided to corf@ocastomers. For national and global accountgraéaccount managers may work with
the customer in different parts of North Americay@&pe and Asia/Pacific, coordinated by a designatibnal or global account manager. The
number of accounts handled by each account madagends on the relative size of the accounts antettel of service required by each
customer within the assigned territory.

Account managers work directly with serdaod mid-level procurement managers and IT managexsisting and potential customers to
identify the specific needs of each customer arfddilitate the purchase of software products arglises by the customer's organization.
Account managers maintain close contact with custsrm order to provide them with timely communicas and assistance with any special
or strategic requests. Account managers are reiperisr providing customers with useful and relet/product information to assist the
customer in its selection of software availabletf@ desired application, providing customers wiformation and guidance on software
procurement options including licensing agreementplementation and deployment of software undmmsing agreements and planning
product presentations and seminars by represessativSoftware Spectrum and publishers. Finalljivéoe Spectrum's account managers
have expertise in licensing to work with its cusesmto provide advice and consultation on licengiragrams and to produce detailed custc
account analysis and reporting.

Software Spectrum also assigns a teamgibmer account service representatives to larggugtaccounts, generally with each customer
having a dedicated team member as its primary corfaistomer account service representatives, whbased primarily at Software
Spectrum's operations centers, handle all aspétie day-to-day customer account servicing, inclggcommon presale questions, customer
order placement, order status inquiries, requestddmonstration products for evaluation and sesrébr hard-tdind products. They also he
customers perform many of these functions dirdaglguiding them through the variety of options éafale on Software Spectrum's Web site.
This structure enables customer service represegdgab develop close relationships with individuadithin the customer's organization and to
better serve them by being familiar with their aoao

To solicit software business from smalirtim-sized organizations, Software Spectrum utilizelsl based sales representatives located in
major geographic markets. These sales represesgdiandle the day-to-day customer account servfoinguch organizations. While product
price and delivery terms are key factors in snaathid-sized organizations, Software Spectrum atswiges a broad range of licensing
agreement support and services to this categocysibmers. Initial contact and sales are madeditpithrough field engagement, telephone
inquiries, business partner referrals or Web baséfeservice offerings.

To support the efforts of its sales anda@ugr account services representatives, Softwaget&pn employs a team of sales engineers whc
have received training from software publisherdimian industry segment. Using this training, SeftsvSpectrum's sales engineers advise
customers regarding selection of software progiayrassisting them in matching the requirement$eif technical environments with the
various features of available software products.

Software Spectrum has established relatipssvith many of the leading electronic procureb@mpanies including Ariba, Oracle,
Perfect Commerce and SAP. Theggrecurement companies serve a broad base of basmesmany markets and allow Software Spectru
expand its customer base by opening new custortaioreships with little added expense.
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Support Systems

Software Spectrum has developed certaipritary support systems that facilitate the dejivef products and services to its customers
and has invested in technology based systems twsdLie special requirements necessary to seligcemsing agreements for its customers.
Software Spectrum's customized web based cust@nédcs system is written in Microsoft ASP and .Npfovides individualized contract
management data, assists customers in complyifgtidtterms of their licensing agreements and ges/customers with necessary reporting
mechanisms. Using individualized data in this syst& conjunction with Software Spectrum's contraeinagement database, Software
Spectrum's representatives can guide a custormmmrghrthe various purchasing options and assiginmirdstering licensing agreements. The
system also provides Software Spectrum's accounageas and customer account service representatitrea customer profile, account
status, order status and product pricing and aiéifladetails.

Products and Distribution

Software Spectrum markets a full arrayaffvgare titles for managing, enabling and seculinginess enterprises. The software products
offered by Software Spectrum include all major bass programs for the desktop and server environimending strategic product categor
for security storage and Web infrastructure. Ferytear ended December 31, 2004, the top 10 softiti@esold by Software Spectrum
represented approximately 55% of Software Spectruet software sales.

Software Spectrum has outsourced subsligraihof the fulfillment of software for its cusimers to third-party technology distributors.
Under arrangements with such distributors, Softvgpectrum obtains distribution services for proguotthased directly from the distributors,
as well as for odd and hard-to-find product purelasisewhere by Software Spectrum. Product fulfitteough third-party distributors usually
ships the same day Software Spectrum receivegttee. As of December 31, 2004, Software Spectrudmdt have a significant order
backlog.

Customers

In 2004, Software Spectrum handled appraxéty 5,600 active customer accounts. Software tBpats customer base includes
corporations, government agencies, educationatutiens, non-profit organizations and other busientities. Sales contracts with large
customers for the procurement of products genecalyer a one- to three-year period subject to tlstorners' rights to terminate the contract
upon notice. These contracts usually include promgsregarding price, availability, payment termsl aeturn policies. Standard payment terms
with Software Spectrum's customers are net 30 ftagsthe date of invoice or net 10 days in the adssummary periodic billings to
customers. In 2004, no single customer representgd than 5% of Software Spectrum's revenue, aftv&® Spectrum's customer base
included approximately 293 of the calendar yeard2B6rtune 500 companies and approximately 280eftrtune Global 500® companies.
Software Spectrum does not believe that the lossmgfsingle customer would have a material adveffeet on its revenue.

Vendors

Software Spectrum's software sales are@gfrom products purchased from publishers anttiloigors. The decision whether to buy
products directly from publishers or through distitors is determined on a vendor-by-vendor basisdan publisher requirements, cost,
availability, return privileges and demand for atigalar product. For 2004, approximately 85% oft&are Spectrum's sales, based on reve
represented products purchased from its ten lapgdsishers. For the year ended December 31, 2000ducts from Microsoft and IBM/Lotus
accounted for approximately 58% and 10% of softwawenue, respectively.
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Software Spectrum has contractual relalignsswith all its major vendors covering price, pagnt terms and return privileges. These
contracts are non-exclusive and are generally teabié by either party without cause upon 30 to &@sdhotice. Software Spectrum's contracts
with its major vendors are generally for one or{year terms, and the majority contain no providmmautomatic renewal.

Publisher contracts generally permit Sofen@pectrum to submit adjustment reports for licepand maintenance transactions within a
certain time period after the transaction is regabrSuch contracts do not typically require Sofen@pectrum to ensure end-user compliance
with its publishers' licensing and copyright orgydtright protection provisions. Certain of Softe@pectrum's contracts with vendors provide
for early payment discounts. Under the terms oféisdor contracts, Software Spectrum is not gelyeradjuired to meet any minimum
purchase or sales requirements, except to theteki@nSoftware Spectrum's level of purchases leissaay affect the amount or availability of
financial incentives, advertising allowances anakating funds. The reduction in amount, discontmeaof, or Software Spectrum's inability
to meet requirements established by vendors faegitly financial incentives, advertising allowanegsl marketing funds could have an
adverse effect on Software Spectrum's busineséirzantial results, and may have an adverse efiettewvel 3's consolidated financial results.

Competition

The software market is intensely competitiSoftware Spectrum faces competition from a wakgety of sources, including software and
hardware resellers, manufacturers and large sydteagrators. Current competitors from the softweand hardware reseller category include
ASAP Software, CDW, Insight, SoftChoice and Sofaruse International. Software Spectrum believasith global presence and
capabilities, licensing expertise, services andesys that support Software Spectrum's businedsidimg Internet services, and knowledges
industry-experienced personnel serve to distingitiglbm its competitors.

Competitors also include manufacturerslange systems integrators. These companies corptte large and mid-size organization
markets with marketing efforts. Such competitordiude Dell Inc. and Hewlett Packard Corporationdiasare manufacturers that also sell
software, and systems integrators such as Comp&ystems, Inc. Many of these companies do havelmbjwesence. Software Spectrum
believes its licensing expertise and serviceswaott-focused solutions, custom computing systeresifigally designed to support Software
Spectrum's business and knowledgeable industryrexped personnel are differentiating factors is tiroup of competitors.

The manner in which software products as&riduted and sold is continually changing and megthods of distribution may emerge or
expand. Software publishers may intensify theior$fto sell their products directly to end-usarsluding current and potential customers of
Software Spectrum, without utilizing services sashthose provided by Software Spectrum. In the pastct sales from many of Software
Spectrum's key software publishers to end-users hatbeen significant, although end-users hawttimaally been able to purchase upgrades
directly from publishers. From time to time, somsblishers have instituted programs for the dirat¢ of large order quantities of software to
major corporate accounts, and Software Spectruiipates that these typestoéinsactions will continue to be used by varioulighers in th
future. Software Spectrum could be adversely agfdtmajor software publishers successfully impetnor expand programs for the direct
sale of software through volume purchase agreenoemther arrangements intended to exclude thderebannel. Software Spectrum believes
that the total range of services it provides t@itstomers cannot be easily substituted by softyabéishers, particularly because publishers do
not offer the scope of services or product offesinequired by most of Software Spectrum's custonkéaaever, there can be no assurance that
publishers will not increase their efforts to slbstantial quantities of software directly to ersérs without engaging Software Spectrum to
provide value-added services. In addition, theaideensing agreements by organizations as a ndethpurchase software has become widely
accepted.
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Should publishers permit others to sell licensiggeaments, or should additional competitors devéiepcapabilities required to service and
support large licensing programs, Software Specreompetitive advantage could be negatively imgradf the resale channel's participation
in licensing agreements is reduced or eliminated, @her methods of distribution of software bemcommon, Software Spectrum's business
and financial results could be materially adversdfgcted. Software Spectrum currently delivergratéd amount of software through
electronic software distribution and intends totomre to participate in this method of softwareilisition as demand for this service by large
organizations emerges and as communications teafahprovements permit electronic software disttibn to be made securely and
efficiently. Software Spectrum's continuing investrhin e-procurement reflects Software Spectruersmitment to meeting the changing
needs of its customers.

(i) Structure

Level 3 currently offers, through its subiary (i )Structure, LLC, computer operations outsourcingustomers located primarily in the
United States.

(i )Structure is an information technology, or IT rastructure outsourcing company that provides mash@gmputer infrastructure
services across z/OS, 0S/390, iSeries™, NT/UNIX@® lainux platforms in its data centers located in &, Nebraska and Tempe, Arizona.
Additionally, in some casesj |Structure operates equipment located on custoneenipes or in remote data center space, like ctitota
facilities. The Company enables businesses to atteaostly IT operations and benefit from secoosteffective, managed services that st
to meet changing needs.

Services

The computer outsourcing services offengthle Company include networking and computing ises/necessary for older mainframe
based systems and newer open system environmém<dmpany provides its outsourcing services entdithat want to focus their resources
on core businesses, rather than expend capitahandoverhead costs to operate their own compuwimgronments. {)Structure believes that
it is able to utilize its expertise and experieraewell as operating efficiencies, to provideoitissourcing customers with levels of service e
to or better than those achievable by the custotheraselves, while at the same time reducing tlstoouers' cost for such services) (
Structure recently began establishing custometioalships that focus on managed network servicdsoaly incidentally address computing
requirements.

(i )Structure management continues to review its iexjdines of business to determine how those lofdsusiness assist with its focus on
delivery of information services and meeting itsaficial objectives. To the extent that certaindinébusiness are not considered to be
compatible with the delivery of communications amirmation services or with obtaining financialjettives, (i )Structure may exit those
lines of business.

Sales and Marketing

(i )Structure's outsourcing sales are relationshignted. (i )Structure's selling and relationship managemegdrration includes eight
Sales Directors and eight Account Managers. Intewdi(i )Structure senior management teams are directbived in new and existing
customer relationships. Sales activities are fodusenew sales in geographic territories, majooants, sales to existing customers and
channel sales. To support outsourcing sale}Stfucture partners with companies that provideéesys integration and application services. The
marketing activities of the Company include: calal, web marketing, industry conferences and tirearketing programs.
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Competition

The information technology infrastructurgsourcing market is highly competitive. There fanw barriers to entry for new entrants with
access to capital. Companies compete on relialofitheir data centers, knowledge and competentggabinical staff, quality of service and
price. Large competitors have many resources dlaita them including longer operating history, marecognition, greater financial
resources, large installed customer base and is$tatdlindustry relationships. These competitors alggy be able to provide services outsid
the data center, which can be used in pricing niagms. (i )Structure prices competitively, but larger comeaninay be able to more
effectively compete on price to obtain the potdrdistomer's business.

At present, i()Structure's competitors in the information tecloggl infrastructure outsourcing market include:

. larger established computer outsourcing companiels as ACS, IBM Global Services, EDS, and Comp8taence:
Corporation (CSC);

. midsize companies or divisions of larger companiesh as Hewlett Packard, Acxiom, Infocrossing, laockheed; and

. enterprises that maintain their computer processingronments i-house
The Company's Other Businesses

The Company was incorporated as Peter KiSams', Inc. in Delaware in 1941 to continue astaction business founded in Omaha,
Nebraska in 1884. In subsequent years, the Comipaagted a portion of the cash flow generated Hgdnstruction activities in a variety
other businesses. The Company entered the coatgrinisiness in 1943, the telecommunications busifeemsisting of MFS and, more
recently, an investment in C-TEC Corporation asditccessors RCN Corporation, Commonwealth TelepRorerprises, Inc. and Cable
Michigan, Inc.) in 1988, the information servicasslmess in 1990 and the alternative energy busitlegsigh an investment in MidAmerican
Energy Holdings Company, in 1991. Level 3 alsorasle investments in several development-stage nesntu

In 1995, the Company distributed to thedkeod of Class D Stock all of its shares of MFShimseven years from 1988 to 1995, the
Company invested approximately $500 million in MaBthe time of the distribution to stockholderd 895, the Company's holdings in MFS
had a market value of approximately $1.75 billitnDecember 1996, MFS was purchased by WorldCoantiansaction valued at
$14.3 billion. In December 1997, the Company'sldiolders ratified the decision of the Board to efffine splitoff separating the Constructir
Group. As a result of the split-off, which was cdetpd on March 31, 1998, the Company no longer camysinterest in the Construction
Group. In conjunction with the split-off, the Commyachanged its name to "Level 3 Communications,,'lend the Construction Group
changed its name to "Peter Kiewit Sons', Inc."

In January 1998, the Company completed#iteto MidAmerican of its energy investments, ¢stitgy primarily of a 24% equity interest
in MidAmerican. The Company received proceeds praxmately $1.16 billion from this sale, and a®sult recognized an after-tax gain of
approximately $324 million in 1998. In November 898wvalon Cable of Michigan, Inc. acquired all thhétstanding stock of Cable Michigan.
Level 3 received approximately $129 million in cdshits interest in Cable Michigan and recogniaggre-tax gain of approximately
$90 million.

Commonwealth Telephone. Commonwealth Telephone is a Pennsylvania puiblity providing local telephone service to a é8dnty,
5,191 square mile service territory in Pennsylvania

During 2002, the Company sold all of itaugs of common stock of Commonwealth Telephonevinunderwritten public offerings. The
Company retained, however, approximately 1.0 nrilsbares of Class B Common Stock of Commonwealldphene, which was converted
into approximately
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1.1 million shares of common stock during the thjeéhrter 2003. In January 2004, the Company sslgkinaining shares of common stock of
Commonwealth Telephone in a private sale to aitutistnal investor for approximately $41 million.

Coal Mining

The Company is engaged in coal mining tghoits subsidiary, KCP, Inc. ("KCP"). KCP has a 5bfgrest in two mines, which are
operated by a subsidiary of Peter Kiewit Sons', (tffKS"). Decker Coal Company ("Decker") is a johenture with Western Minerals, Inc., a
subsidiary of The RTZ Corporation PLC. Black Bufteal Company ("Black Butte") is a joint venture lwBitter Creek Coal Company, a
subsidiary of Anadarko Petroleum Corporation. Tkeel®r mine is located in southeastern Montana lea@tack Butte mine is in
southwestern Wyoming. The coal mines use the sairfining method.

The coal produced from the KCP mines igl gimarily to electric utilities, which burn coial order to produce steam to generate
electricity. Essentially all of the sales in 200drev made under long-term contracts. Approximat&k559%, and 62% of KCP's revenue in
2004, 2003, and 2002, respectively, were derivenh flong-term contracts with Commonwealth Edison @any (with Decker) and The
Detroit Edison Company (with Decker). KCP has cotnments to deliver approximately 16.4 million torfscoal through 2012 under contracts
with Commonwealth Edison and Detroit Edison. KCébdlas other sales commitments, including thode Sigrra Pacific, Idaho Power,
PacifiCorp, Intermountain Power Agency and Minnad@bwer, that provide for the delivery of approxiety11.5 million tons through 2009.
The level of cash flows generated in recent periydthe Company's coal operations will not contibeeause the delivery requirements under
certain of the Company's current lotegm contracts decline significantly. Under a mingnagement agreement, KCP pays a subsidiary of
an annual fee equal to 30% of KCP's adjusted apgratcome. The fee for 2004 was $6 million.

The coal industry is highly competitive. R€Gompetes not only with other domestic and foreigal suppliers, some of whom are larger
and have greater capital resources than KCP, baotveith alternative methods of generating eledtriand alternative energy sources. In 2003,
the most recent year for which information is aatalié, KCP's production represented approximatelyof ®tal U.S. coal production. Demand
for KCP's coal is affected by economic, politicatlaegulatory factors. For example, recent "claédhl@avs may stimulate demand for low
sulfur coal. KCP's western coal reserves genehalye a low sulfur content (less than one percentt)aaie currently useful principally as fuel
for coal-fired, steam-electric generating units.

KCP's sales of its western coal, like shlesther western coal producers, typically proviaedelivery to customers at the mine. A
significant portion of the customer's deliveredtarfscoal is attributable to transportation cosest of the coal sold from KCP's western mines
is currently shipped by rail to utilities outsideoktana and Wyoming. The Decker and Black Butte mare each served by a single railroad.
Many of their western coal competitors are servetilo railroads and such competitors' customemsnafenefit from lower transportation cc
because of competition between railroads for caalihg business. Other western coal producersicpéatly those in the Powder River Basin
of Wyoming, have lower stripping ratios (that ise amount of overburden that must be removed ipgstmn to the amount of minable coal)
than the Black Butte and Decker mines, often rawspin lower comparative costs of production. A®sult, KCP's production costs per ton of
coal at the Black Butte and Decker mines can brawh as four and five times greater than produatmsts of certain competitors. Because of
these cost disadvantages, there is no assurartdeGRawill be able to enter into additional longftecoal purchase contracts for Black Butte
and Decker production. In addition, these costdiliaatages may adversely affect KCP's ability to jpeta for sales in the future.
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The Company is required to comply with vas federal, state and local laws and regulationserning protection of the environment.
KCP's share of land reclamation expenses for the gqieded December 31, 2004 was approximately $iomiKCP's share of accrued
estimated reclamation costs was $92 million at Dewr 31, 2004. The Company did not make significapital expenditures for
environmental compliance with respect to the cosifess in 2004. The Company believes its comgiavith environmental protection and
land restoration laws will not affect its compeftitiposition since its competitors in the miningustty are similarly affected by such laws.
However, failure to comply with environmental pratien and land restoration laws, or actual recldmmatosts in excess of the Company's
accruals, could have an adverse effect on the Coytgohusiness, results of operations, and finaciatiition.

39




Glossary of Terms

access

access charges

backbone

CAP

capacity

Carrier

Central Office

CLEC

co-carrier

Common carrier

conduit

DS-3

dark fiber
dedicated line

dialing parity

Telecommunications services that permit long distacarriers to use local exchange facil
to originate and/or terminate long distance sen

The fees paid by long distance carriers to LEC®figinating and terminating long distance
calls on the LECs' local network

A high-speed network that interconnects smallatependent networks. It is the through-
portion of a transmission network, as opposed twssprhich branch off the throu-portions.

Competitive Access Provider. A company that progile customers with an alternative to
the local exchange company for local transportrivigbe line and special access
telecommunications service

The information carrying ability of a telecommurtioas facility.

A provider of communications transmission serviggdiber, wire or radio

Telephone company facility where subscribers' liaesjoined to switching equipment for
connecting other subscribers to each other, loeaitylong distance

Competitive Local Exchange Carrier. A company ttwhpetes with LECs in the local
services marke

A relationship between a CLEC and an ILEC thatraffceach company the same access to
and right on the other's network and provides aceaes services on an equal ba

A government-defined group of private companieerifiy telecommunications services or
facilities to the general public on a r-discriminatory basis

A pipe, usually made of metal, ceramic or plagtiat protects buried cable

A data communications circuit capable of transmgttilata at 45 Mbp:

Fiber optic strands that are not connected to inésson equipmen

Telecommunications lines reserved for use by pagiccustomers

The ability of a competing local or toll serviceogider to provide telecommunications
services in such a manner that customers havebtlity 0 route automatically, without the

use of any access code, their telecommunicatiotigetservice provider of the customers'
designation
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equal access

facilities based carriel

fiber optics

Gbps

ILEC

The basis upon which customers of interexchang#ecsiare able to obtain access to their
Primary Interexchange Carriers' (PIC) long distaedephone network by dialing "1", thus
eliminating the need to dial additional digits aardauthorization code to obtain such acc

Carriers that own and operate their own networkeaudpment

A technology in which light is used to transpoifoirmation from one point to another. Fiber
optic cables are thin filaments of glass througlcilight beams are transmitted over long
distances carrying enormous amounts of data. Méidgléight on thin strands of glass
produces major benefits including high bandwidétatively low cost, low power
consumption, small space needs and total inseitgitovelectromagnetic interferenc

Gigabits per second. A transmission rate. One digajoals 1.024 billion bits of informatio
Incumbent Local Exchange Carrier. A company histily providing local telephone servi

Often refers to one of the Regional Bell Operatdgmpanies (RBOCSs). Often referred to as
"LEC" (Local Exchange Carrier



Interconnection

Interconnection of facilities between or amongtleévorks of carriers, including potential
physical colocation of one carrier's equipmentim dther carrier's premises to facilitate such
interconnection

InterLATA Telecommunications services originating in a LAT#daerminating outside of that LAT/

Internet A global collection of interconnected computer natkg which use a specific
communications protocc

IntraLATA Telecommunications services originating and tertiigain the same LATA

ISDN Integrated Services Digital Network. An informatitsansfer standard for transmitting digital
voice and data over telephone lines at speeds 1p&dbps

ISPs Internet Service Providers. Companies formed teigeaccess to the Internet to consumers
and business customers via local netwc

IXC Interexchange Carrier. A telecommunications comghay provides telecommunications
services between local exchanges on an interstatérastate basit

Kbps Kilobits per second. A transmission rate. One kileuals 1,024 bits of informatio

LATA Local Access and Transport Area. A geographic eoeaposed of contiguous local
exchanges, usually but not always within a sintées There are approximately 200 LATAs
in the United State:
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leased line An amount of telecommunications capacity dedicébeal particular customer along
predetermined route

LEC Local Exchange Carrier. A telecommunications comnyhat provides telecommunications

local exchange

local loop

long distance carriers

Mbps

MPLS

multiplexing

NAP
0C-3
0C-12

0C-48

services in a geographic area. LECs include boHECl and CLEC:s

A geographic area determined by the appropriate stgulatory authority in which calls
generally are transmitted without toll chargeshte ¢alling or called part

A circuit that connects an end user to the LECredofffice within a LATA.

Long distance carriers provide services betweeal lexchanges on an interstate or intrastate
basis. A long distance carrier may offer servicesr @s own or another carrier's faciliti¢

Megabits per second. A transmission rate. One nieggbals 1.024 million bits of
information.

MultiProtocol Label Switching. A standards-approvedhnology for speeding up network
traffic flow and making it easier to manage. MPb8dlves setting up a specific path for a
given sequence of packets, identified by a labelrpaach packet, thus saving the time
needed for a router or switch to look up the adslteshe next node to forward the packe:
An electronic or optical process that combinesgdaumber of lower speed transmission
lines into one high speed line by splitting theatatvailable bandwidth into narrower bands
(frequency division), or by allotting a common chehto several different transmitting
devices, one at a time in sequence (time divis

Network Access Point. A location at which ISPs exade traffic with each othe

A data communications circuit capable of transmgttilata at 155 Mbp

A data communications circuit capable of transmgttilata at 622 Mbp

A data communications circuit capable of transmgttilata at approximately 2.45 Gb



peering

The commercial practice under which ISPs excharafa with each other. Although ISPs
are free to make a private commercial arrangentiesite are generally two types of peering.
With a settlement free peering arrangement the &Rt need to pay each other for the
exchange of traffic. With paid peering, the lartf&f receives payment from the smaller ISP

to carry the traffic of that smaller ISP. Peerimgurs at both public and private exchange
points.
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POP

private line

PSTN

RBOCs

reciprocal compensation

resale

router

SONET

special access services

Point of Presence. Telecommunications facility veheeicommunications provider locates
network equipment used to connect customers teettsork backbone

A dedicated telecommunications connection betweehuser locations

Public Switched Telephone Network. That portiormdbcal exchange company's network
available to all users generally on a shared l{asis not dedicated to a particular user).
Traffic along the public switched network is gerigrawitched at the local exchange
company's central office

Regional Bell Operating Companies. Originally, se¥en local telephone companies
(formerly part of AT&T) established as a resultloé AT&T Divestiture. Currently consists
of four local telephone companies as a result @iiergers of Bell Atlantic with NYNEX au
SBC with Pacific Telesis and Ameritec

The compensation of a CLEC for termination of alamall by the ILEC on the CLEC's
network, which is the same as the compensatioritiea€LEC pays the ILEC for terminati
of local calls on the ILEC's networ

Resale by a provider of telecommunications serfisash as a LEC) of such services to ¢
providers or carriers on a wholesale or a retaid

Equipment placed between networks that relaystdatzose networks based upon a
destination address contained in the data paclkétg lbouted

Synchronous Optical Network. An electronics anduoek architecture for variable
bandwidth products which enables transmission afeyalata and video (multimedia) at very
high speeds. SONET ring architecture provides fidually instantaneous restoration of
service in the event of a fiber cut or equipmeiiltifa by automatically rerouting traffic in tt
opposite direction around the rir

The lease of private, dedicated telecommunicatioes or “circuits" along the network of a
local exchange company or a CAP, which lines amuits run to or from the long distance
carrier POPs. Examples of special access serviedglacommunications lines running
between POPs of a single long distance carriem fvae long distance carrier POP to the
POP of another long distance carrier or from anws® to a long distance carrier P(

switch A device that selects the paths or circuits to $edufor transmission of information and
establishes a connection. Switching is the prooés#erconnecting circuits to form a
transmission path between users and it also capinfiermation for billing purpose
43
Tbps Terabits per second. A transmission rate. One itezghals 1.024 trillion bits of informatio
T-1 A data communications circuit capable of transmgttilata at 1.544 Mbp
unbundlec Services, programs, software and training soldregglg from the hardwart

unbundled access

VolP

web site

wireless

world wide web or web

Access to unbundled elements of a telecommunicaernvices provider's network including
network facilities, equipment, features, functiamsl capabilities, at any technically feasible
point within such network

Voice over Internet Protoc

A server connected to the Internet from which Imétusers can obtain informatic

A communications system that operates without wiggslular service is an examp

A collection of computer systems supporting a comitations protocol that permits
multimedia presentation of information over theshniet.



xDSL A term referring to a variety of new Digital Sebier Line technologies. Some of these new
varieties are asymmetric with different data rétethe downstream and upstream directions.
Others are symmetric. Downstream speeds range38znKbps (or "SDSL") to 1.5t0 8
Mbps ("ADSL").
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Directors and Executive Officers

Set forth below is information as of Marth, 2005, about each director and each executficepobf the Company. The executive officers
of the Company have been determined in accordaitbethve rules of the SEC.

Name Age Position

Walter Scott, Jr.(1 73 Chairman of the Boar

James Q. Crowe(: 55 Chief Executive Officer and Directi

Kevin J. O'Har 44 President and Chief Operating Offic

Charles C. Miller, llI 52 Vice Chairman and Executive Vice
Presiden

Sunit S. Patel 43 Group Vice President and Chief
Financial Officer

Thomas C. Stort 53 Executive Vice President, Chief Lec
Officer and Secretar

Sureel A. Choks 32 Executive Vice President of Level
Communications, LLC

Keith R. Coogan 52 Chief Executive Officer of Software
Spectrumr

Mogens C. Bay(3)(4 56 Director

Richard R. Jaros(2)(: 53 Director

Robert E. Julian(2 65 Director

Arun Netravali(3) 58 Director

John T. Reed(2)(« 61 Director

Michael B. Yanney(1)(3)(4 71 Director

(1) Member of Executive Committee

(2) Member of Audit Committee

3) Member of Compensation Committee

4) Member of Nominating and Governance Committee

Other Management

Set forth below is information as of Marh, 2005, about the following members of senior aggment of Level 3 Communications,
LLC, except as otherwise noted.

Name Age Position

Linda J. Adam: 47 Group Vice Presider

Donald H. Gips 44 Group Vice Presider

Kevin T. Hart 38 Group Vice Presider

John Neil Hobb: 44  Group Vice Presider

Joseph M. Howell, I 57 Group Vice Presider

Michael D. Jone 47 Chief Executive Officer o(i) Structure

Brady Rafuse 40 Group Vice Presider

Frank Mambuc: 40 Group Vice Presider

Charles Meyer 38 Group Vice Presider

John F. Waters, Jr. 38 Executive Vice President, Chief
Technology Officel

Walter Scott, Jr. has been the ChairmaheBoard of the Company since September 1979aatiicector of the Company since
April 1964. Mr. Scott has been Chairman EmerituBeter Kiewit
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Sons', Inc. ("PKS") since the split-off. Mr. Scistialso a director of PKS, Berkshire Hathaway IMigAmerican, Inc., Commonwealth
Telephone Enterprises, Inc. ("Commonwealth Telephjoand Valmont Industries, Inc. Mr. Scott is alke Chairman of the Executive
Committee of the Board of Directors.

James Q. Crowe has been the Chief ExecQtifieer of the Company since August 1997, andraador of the Company since June 1993.
Mr. Crowe was also President of the Company uriirbiary 2000. Mr. Crowe was President and Chietttkee Officer of MFS
Communications Company, Inc. ("MFS") from June 1893une 1997. Mr. Crowe also served as ChairmaneoBoard of WorldCom from
January 1997 until July 1997, and as ChairmaneBtbard of MFS from 1992 through 1996. Mr. Crowerissently a director of
Commonwealth Telephone.

Kevin J. O'Hara has been President of t@&any since July 2000 and Chief Operating Offafehe Company since March 1998.
Mr. O'Hara was also Executive Vice President of@oenpany from August 1997 until July 2000. Priothat, Mr. O'Hara served as President
and Chief Executive Officer of MFS Global Networkr8ices, Inc. from 1995 to 1997, and as Senior YWimsident of MFS and President of
MFS Development, Inc. from October 1992 to Augu@23. From 1990 to 1992, he was a Vice PresidenFs Telecom, Inc. ("MFS
Telecom™).

Charles C. Miller, Il has been Vice Chainmand Executive Vice President of the Companyesirebruary 15, 2001. Mr. Miller was also
a director from February 15, 2001 until May 18, 20Brior to that, Mr. Miller was President of Bellgh International, a subsidiary of
Bellsouth Corporation from 1995 until December 20Pflor to that, Mr. Miller held various senior Ehofficer and management position at
BellSouth from 1987.

Sunit S. Patel has been Chief Financiaic®ffsince May 2003 and a Group Vice Presidenbh@f@ompany since March 13, 2003. Prior to
that, Mr. Patel was Chief Financial Officer of Laog Glass Networks, Inc., a provider of metropdalifédber optic networks, from April 2000
until March 2003. Mr. Patel was Treasurer of Wod€Inc. and MCIWorldcom Inc., each long distandeghone services providers from
1997 to March 2000. From 1994 to 1997, Mr. Pated Waeasurer of MFS Communications Company Incorapetitive local exchange carri

Thomas C. Stortz has been Executive ViesiBent, Chief Legal Officer and Secretary sinderéary 2004. Prior to that, Mr. Stortz was
Group Vice President, General Counsel and Secrefahe Company from February 2000 to February 280#r to that, Mr. Stortz served as
Senior Vice President, General Counsel and Segrefahe Company from September 1998 to Februa®0@Q. Prior to that, he served as
Vice President and General Counsel of Peter Ki8wits', Inc. and Kiewit Construction Group, Incnfrépril 1991 to September 1998. He |
served as a director of Peter Kiewit Sons', INeTEC, Kiewit Diversified Group Inc. and CCL Industs, Inc.

Sureel A. Choksi has been Executive Viaskelent of Services since November 2004, respanfibldeveloping and managing Level 3's
communications services. Prior to that, Mr. Chakas Executive Vice President Softswitch Servicemfdanuary 2004 and Group Vice
President Transport and Infrastructure from May3060til January 2004. Mr. Choksi was a Group ViceskRlent and Chief Financial Officer
of the Company from July 2000 to May 2003. Priotttat, Mr. Choksi was Group Vice President Corpoi¢velopment and Treasurer of the
Company from February 2000 until August 2000. Piothat, Mr. Choksi served as Vice President area3urer of the Company from
January 1999 to February 1, 2000. Prior to that,®froksi was a Director of Finance at the Compaoynf1997 to 1998, an Associate at
TeleSoft Management, LLC in 1997 and an Analysslaacher & Company from 1995 to 1997.

Keith R. Coogan has been Chief Executiviec®f of Software Spectrum since September 2002reaxinamed President in May 1998.
Mr. Coogan has been Chief Operating Officer of 8afe Spectrum since April 1996. Mr. Coogan servebeecutive Vice President of
Software Spectrum from
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April 1996 to May 1998 and had been a Vice PresidéSoftware Spectrum since October 1990. From M289 until joining Software
Spectrum, Mr. Coogan served as Vice Presidentrarigie for Leather Center Holdings, Inc., a priwabtedld manufacturer and retailer of
leather furniture. Mr. Coogan is a Certified Pulficcountant.

Mogens C. Bay has been a director of the@my since November 2000. Since January 1997B&r.has been the Chairman and Chief
Executive Officer of Valmont Industries, Inc., angeany engaged in the infrastructure and irrigatiosinesses. Prior to that, Mr. Bay was
President and Chief Executive Officer of Valmordustries from August 1993 to December 1996 as agedl director of Valmont since
October 1993. Mr. Bay is also a director of PKS @uthAgra Foods, Inc.

Richard R. Jaros has been a director o€trapany since June 1993 and served as Presid#reg Gompany from 1996 to 1997. Mr. Je
served as Executive Vice President of the Compeomy 1993 to 1996 and Chief Financial Officer of @@mpany from 1995 to 1996. He also
served as President and Chief Operating Offic&@aEnergy from 1992 to 1993, and is presently eatar of MidAmerican and
Commonwealth Telephone

Robert E. Julian has been a director ofdbmpany since March 1998. From 1992 to 1995 Mradwserved as Executive Vice President
and Chief Financial Officer of the Company. Mr.idalis the Chairman of the Audit Committee of theaRl of Directors.

Arun Netravali has been a director of ttmmPany since April 2003. Prior to that, Mr. Netrihveas Chief Scientist for Lucent
Technologies, working with academic and investmeemmunities to identify and implement important nestworking technologies from
January 2002 to April 2003. Prior to that positittr, Netravali was President of Bell Labs as wsllLaicent's Chief Technology Officer and
Chief Network Architect from June 1999 to Januad®2 Bell Labs serves as the research and devetdmrganization for Lucent
Technologies.

John T. Reed has been a director of thegaomsince March 2003. Mr. Reed is also a Direst@nd a member of the Audit Committee
of Bridges Investment Fund, Inc., a mutual fund. Reed was Chairman of HMG Properties, the reatestvestment banking joint venture
McCarthy Group, Inc. from 2000 until February 208%ior to that, he was Chairman of McCarthy & Qbe investment banking affiliate of
McCarthy Group. Mr. Reed is also a director of Ma@w Group. Prior to joining McCarthy Group in 19%Mr. Reed spent 32 years with
Arthur Andersen, LLP. Mr. Reed is the Chairmanhe& Nominating and Governance Committee of the Bo&mirectors.

Michael B. Yanney has been a director ef@ompany since March 1998. He has served as Clwaiofrthe Board, President and Chief
Executive Officer of America First Companies L.LfGt more than the last five years. Mr. Yanneylsoa director of Burlington Northern
Santa Fe Corporation. Mr. Yanney is the ChairmatmefCompensation Committee of the Board of Dinecto

Linda J. Adams has been Group Vice Presideman Resources since February 2000. Prior to M Adams was Vice President,
Human Resources of the Company from November 1@%®lbruary 2000. Prior to that, Ms. Adams wasatitiVice President of Human
Resources Rent-A-Center, a subsidiary of Thorn Aeasr Inc., and then Senior Vice President of HuRasources for Thorn Americas, Inc.
from August 1995 until August 1998. Prior to thds. Adams was Vice President of Worldwide Compengsat Benefits for PepsiCo, Inc.
from August 1994 to August 1995.

Donald H. Gips has been Group Vice Presi@emporate Strategy since January 2001. Pridnat Mr. Gips was Group Vice President,
Sales and Marketing of the Company from FebruaB02@rior to that, Mr. Gips served as Senior VicesRlent, Corporate Development from
November 1998 to February 2000. Prior to that, ®ips served in the White House as Chief DomesticyPAdvisor to Vice President Gol
from April 1997 to April 1998. Before working ateéiWhite House, Mr. Gips was at the Federal Comnatigics Commission as the
International Bureau Chief and Director of
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Strategic Policy from January 1994 to April 1997oPto his government service, Mr. Gips was a ngamaent consultant at McKinsey and
Company.

Kevin T. Hart has been Group Vice Presidglobal Systems Development since January 2008r ®rithat, Mr. Hart was Vice President
of Telecommunications, Media & Entertainment at @apini (formerly Ernst & Young), a management cdtmsg firms in Dallas, Texas, for
over nine years. In that role, he was responsiiéhife overall growth and direction of the orgatizmals Communications Operations Support
Systems, Billing/Business Support Systems and #igvdbrk Management Systems service offerings angetgl Prior to joining Capgemini's
management consulting practice, he held the positid Director of Strategic Planning at InternatibRaper and Manager of Operations at
SBC Communications.

John Neil Hobbs has been Group Vice Presi@éobal Sales since September 2000. Prior tg MatHobbs was President, Global
Accounts for Concert, a joint venture between AT&Td British Telecom from July 1999 until Septem®@®@0. Prior to that, Mr. Hobbs was
Director Transition and Implementation for the fation of Concert representing British Telecom frdmme 1998 until July 1999. From
April 1997 until June 1998, Mr. Hobbs was Britisaldcom's General Manager for Global Sales & Seramefrom April 1994 until
April 1997, Mr. Hobbs was British Telecom's Genavianager for Corporate Clients.

Joseph M. Howell, Ill has been Group Viecedtdent Corporate Marketing since February 2000r o that, Mr. Howell served as Senior
Vice President, Corporate Marketing from Octobe® 7.8 February 1, 2000. Prior to that, Mr. Howe#lsna Senior Vice President of
MFS/WorldCom from 1993 to 1997.

Michael D. Jones has served Chief Execudiffecer of (i)Structure, LLC since August 2000id?rto that, Mr. Jones served as Group Vice
President and Chief Information Officer of the Canp from February 2000 to August 2000 and as Sa&fiae President and Chief
Information Officer of the Company from DecembeB&30 February 1, 2000. Prior to that, Mr. Jones Wige President and Chief
Information Officer of Corporate Express, Inc. frdtiay 1994 to May 1998.

Charles Meyers has been Group Vice Presmfeviarketing since December 2003. Prior to théit, Meyers was Group Vice President IP
and Data Services from June 2003 to December 2083 anior Vice President Global Softswitch Servites August 2001 to June 2003.
Prior to that, Mr. Meyers was a partner with Kicefientures, an Atlanta based venture capital fimmfMarch 2000 to May 2001 and a Vice
President at Internet Security Systems, a softeangpany in Atlanta from January 1998 to Februa@®0

Frank Mambuca has been Group Vice Presi@nbal Operations since April 2003. Prior to tHdt. Mambuca was Senior Vice
President Global Field Services from January 20 April 2003. Mr. Mambuca was also Vice PresidefiNorth American Field Services
from March 1999 until December 2000 and Vice Presidbf Eastern Field Operations from March 1998| iérch 1999.

Brady Rafuse has been Group Vice Pres@editPresident of the Company's European operadione August 2001 and Senior Vice
President of European Sales and Marketing sincei@ber 2000. Prior to that, Mr. Rafuse served asildé&ommercial Operations for
Concert, a joint venture between AT&T and Britisll@dcom, from September 1999 to December 2000,raadrariety of positions with British
Telecom from 1987 until December 2000. His lasttopmswas as General Manager, Global Energy Sexchich he held from August 1998 to
September 1999 and prior to that he was Deputy @eNmnager, Banking Sector from April 1997 to Asgt998.

John F. Waters, Jr. has been Executive Niesident, Chief Technology Officer since JanZ@94. Prior to that, Mr. Waters was Group
Vice President and Chief Technology Officer of @@mpany from February 2000 to January 2004. Poithat, Mr. Waters was Vice
President,
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Engineering of the Company from November 1997 urgibruary 1, 2000. Prior to that, Mr. Waters wagxecutive staff member of MCI
Communications from 1994 to November 1997.

The Board is divided into three classesjgteted Class I, Class Il and Class lll, eachsatamsisting, as nearly as may be possible, of
one-third of the total number of directors consititg the Board. As of December 31, 2004, the Cld3isectors consist of Walter Scott, Jr., and
James Q. Crowe, the Class Il Directors consist ofdhs C. Bay, Richard R. Jaros, Robert E. Juliat;2avid C. McCourt, and the Class IlI
Directors consist of Arun Netravali, John T. Reed Michael B. Yanney. The term of the Class | Dioes will terminate on the date of the
2007 annual meeting of stockholders; the term efCGlass Il Directors will terminate on the datehe 2005 annual meeting of stockholders;
and the term of the Class Il Directors will terraia on the date of the 2006 annual meeting of btdkrs. At each annual meeting of
stockholders, successors to the class of direatbose term expires at that annual meeting willlbeted for three-year terms. The Company's
officers are elected annually to serve until eaattessor is elected and qualified or until his le@signation or removal. David C. McCourt
resigned from the Board effective January 27, 2@@bniral James O. Ellis Jr., U.S. Navy (Ret.), &rdAlbert C. Yates, former president of
Colorado State University, have been named to tiragainy's Board of Directors effective March 17,200

Level 3 believes that the members of thdidcommittee are independent within the meanintheflisting standards of The Nasdaqg Stock
Market. The Board has determined that Mr. Robeduian, Chairman of the Audit Committee, qualifeesa "financial expert" as defined by
the Securities and Exchange Commission. The Baandidered Mr. Julian's credentials and financiakigeound and found that he was
qualified to serve as the "financial expert."

Code of Ethics

Level 3 has adopted a code of ethics thatpdies with the standards mandated by the Sarb@rkey Act of 2002. The complete code of
ethics is available on the Company's websitevaiv.level3.com At any time that the code of ethics is not adddaon the Company's website,
the Company will provide a copy upon written regueade to Investor Relations, Level 3 Communicatjdnc., 1025 Eldorado Blvd.,
Broomfield, Colorado 80021. Any information thairnisluded in the Level 3 website is not part ostreport. If Level 3 amends the code of
ethics, or grants any waiver from a provision e thode of ethics that applies to the Company'sugixecofficers or directors, Level 3 will
publicly disclose such amendment or waiver as requby applicable law, including by posting sucheamhment or waiver on its website at
www.level3.conor by filing a Current Report on Form 8-K.

SEC Filings

The Company's annual reports on Form 18khg with all other reports and amendments filétth wr furnished to the Securities and
Exchange Commission are publicly available freerafrge on the investor relations section of the @amy's website as soon as reasonably
practicable after the Company files such materiatls, or furnishes them to, the Securities and BExge Commission. The information on the
Company's website is not part of this or any otbeort the Company files with, or furnishes to, 8exurities and Exchange Commission.

Section 16(a)—Beneficial Ownership Reporting Compdince

Except as set forth below, to Level 3'swisalge, no person that was a director, executifieasfor beneficial owner of more than 10% of
the outstanding shares of Level 3 Common Stockddib timely file all reports required under Sewtld6(a) of the Securities Exchange Act of
1934.

In connection with the distribution of searf Level 3 Common Stock pursuant to the Compat898 Deferred Stock Purchase Plan in
2004, on one occasion a Form 4 reporting suchiloigions was
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not timely filed for Messrs. Charles C. Miller, Kiewd. O'Hara, Thomas C. Stortz, Sureel A. Chokdiric J. Mortensen. In connection with a
quarterly grant of restricted stock to non-emploglzgectors as part of their annual compensatiomr@occasion, a Form 4 reporting that grant
was not timely filed for Messrs. Mogens C. Bay, Rird R. Jaros, Robert E. Julian, David C. McCoAin Netravali, John T. Reed and
Michael B. Yanney. In addition, a Form 4 reportthg indirect acquisition of shares of Level 3 comnstock was not timely filed for

Mr. Michael B. Yanney.

Employees

As of January 31, 2005, Level 3 had appnately 3,200 employees in the communications pomidts business and information servi
had approximately 1,300 employees, for a totalppiraximately 4,500 employees. The Company belidvasits success depends in large part
on its ability to attract and retain substantiainers of qualified employees.

Forward Looking Statements

The Company, or its representatives, frione tto time may make or may have made certain fadv@oking statements, whether orally or
in writing, including without limitation statementsade or to be made in this Annual Report on Fddri1the Company's Quarterly Reports
on Form 10-Q, information contained in other filingith the Securities and Exchange Commission spredeases and other public documents
or statements. In addition, representatives ofxbmpany, from time to time, participate in speeduas calls with market analysts, conferer
with investors or potential investors in the Compaisecurities and other meetings and conferesmsae of the information presented at such
speeches, calls, meetings and conferences mayletdoward-looking statements. The Company usesisviike "expects," "anticipates” or
"believes" to identify forward-looking statements.

The Company wishes to ensure that all fowaoking statements are accompanied by meanimgiutionary statements, so as to ensure
to the fullest extent possible the protectionshef$afe harbor established in the Private Secsitifiggation Reform Act of 1995. Accordingly,
all forward-looking statements are qualified inithentirety by reference to, and are accompaniedhgyfollowing discussion of certain
important factors that could cause actual resaltifer materially from those projected in suclhward-looking statements. The Company
cautions the reader that this list of importantdex may not be exhaustive. The Company operategpidly changing businesses, and new risk
factors emerge from time to time. Management capredict every risk factor, nor can it assess itimgaict, if any, of all such risk factors on-
Company's business or the extent to which any factawombination of factors, may cause actualltesa differ materially from those
projected in any forward-looking statements. Acaagty, forwardiooking statements should not be relied upon agdigtion of actual result
Further, the Company undertakes no obligation ttatgforward-looking statements after the date treymade to conform the statements to
actual results or changes in the Company's expecsat

Risks Related to Level 3's Business
Communications Group

The prices that Level 3 charges for its services ka been decreasing, and Level 3 expects that thejllwontinue to decrease over time
and Level 3 may be unable to compensate for thisdbrevenue

Level 3 expects to continue to experienserelasing prices for its services as Level 3 anddmpetitors increase transmission capacity on
existing and new networks, as a result of its euragreements with customers which often contalarae based pricing, through technologi
advances or otherwise, and as volume based pifigiogmes more prevalent. Accordingly, Level 3'sanisal revenue is not indicative of futt
revenue based on comparable traffic volumes. Aptioes for its services decrease for whatevemrgatLevel 3 is unable to offer additional
services from which it can
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derive additional revenue or otherwise reduceptrating expenses, Level 3's operating resultsdeiline and its business and financial re:
will suffer.

Level 3 also expects, excluding the effeftacquisitions, managed modem related revengeritinue to decline in the future primarily
due to an increase in the number of subscribersatimg to broadband services and continued pripiegsures and declining customer
obligations under contractual arrangements. Lexad$8 expects a significant decline in its DSL agation revenue during 2005, as a
significant customer of this service is expectetetminate its customer contract effective durifgz

Level 3's VolIP services have only been sold for arlited period and there is no guarantee that thesservices will gain broad market
acceptance.

Although Level 3 has sold Softswitch basetdvices since the late 1990's, Level 3 has bdkmgsites VolP services for a limited period of
time. As a result, there are many difficulties thavel 3 may encounter, including regulatory husdi@d other problems that the Company may
not anticipate. To date, Level 3 has not genersigaficant revenue from the sale of its VolP seegi, and there is no guarantee that Level 3
will be successful in generating significant VoB¥enues.

The success of Level 3's VoIP services is dependentthe growth and public acceptance of VolIP telegmny.

The success of Level 3's VolIP servicegjgeddent upon future demand for VolP telephonyisesvin order for the IP telephony market
to continue to grow, several things need to octatephone and cable service providers must contimirevest in the deployment of high spe
broadband networks to residential and commercistiocuers. VolP networks must continue to improveityuaf service for real-time
communications, managing effects such as packet, jjgacket loss, and unreliable bandwidth, sotdiktjuality service can be provided. VoIP
telephony equipment and services must achieve itasilevel of reliability that users of the pubBevitched telephone network have come to
expect from their telephone service. VoIP telephsenyvice providers must offer cost and feature fisnt® their customers that are sufficien
cause the customers to switch away from tradititglaphony service providers. If any or all of tadéactors fail to occur, Level 3's VolP
services business may not grow.

Failure to complete development, testing and introdction of new services, including VolP services, ol affect Level 3's ability to
compete in the industry

Level 3 continuously develops, tests aricbiuces new services that are delivered over évelL3 network. These new services are
intended to allow Level 3 to address new segmehritseocommunications marketplace and to competadditional customers. In certain
instances, the introduction of new services reguine successful development of new technologyth@aextent that upgrades of existing
technology are required for the introduction of reawvices, the success of these upgrades may kedk=gt on the conclusion of contract
negotiations with vendors and vendors meeting thigigations in a timely manner. In addition, neangce offerings, including new Voice-
over-IP (or VolIP) services, may not be widely adedby customers, which may result in the termaratf those service offerings and an
impairment of any assets used to develop or dffese services. If Level 3 is not able to succelystdmplete the development and
introduction of new services, including new VoiceeoIP (or VolIP) services, in a timely manner, Lie¥s business could be materially
adversely affected.
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Level 3 needs to increase the volume of traffic dts network or its network will not generate profits

Level 3 must continue to increase the va@whlinternet, data, voice and video transmissioih.@vel 3's network in order to realize the
anticipated cash flow, operating efficiencies aastd®denefits of the Level 3 network. If Level 3 do®t maintain its relationship with current
customers and develop new large-volume customessIL3 may not be able to substantially increaafficron the Level 3 network, which
would adversely affect Level 3's ability to becopnefitable.

Continuing softness in the economy is having a disgportionate effect on the telecommunications indutsy

The downturn in general economic conditjgrasticularly in the telecommunications serviagdustry, has forced a number of Level 3's
competitors and certain customers to file for prite from creditors under bankruptcy laws andafcetother extraordinary actions to
reconfigure their capital structure. These compahed significant debt servicing requirements ardewinable to generate sufficient cash f
operations to both service their debt and condeit businesses. Level 3 has changed its custoaserih order to focus on global users of
bandwidth capacity, which tend to be more finagiailable than certain of Level 3's former Inters&rt-up customers, and Level 3 has
implemented policies and procedures designed tblersto make determinations regarding the finahcondition of potential and existing
customers. However, there can be no assurancaliegdhe financial viability of Level 3's customersthat these policies and procedures will
be effective. If general conditions in the teleconmications marketplace remain at current levelsafoextended period of time or worsen,
Level 3 could be materially adversely affected.

Level 3's communications revenue is concentrated i limited number of customers

A significant portion of Level 3's commuaimns revenue is concentrated among a limited murmbcustomers. If Level 3 lost one or
more of these major customers, or if one or morpnwstomers significantly decreased orders forel 8's services, Level 3's
communications business would be materially ancesibly affected. Revenue from Level 3's two largestmunications customers, Time
Warner, Inc. and its subsidiaries and Verizon Comigations, Inc. and its affiliates, representedrapimately 22% and 13% of Level 3's
communications revenue for 2004, respectively. AcaeDnline, Level 3's largest managed modem custame: an affiliate of Time
Warner, Inc., has reduced the number of manage@mambrts it purchases from Level 3 by approxima®22%o during the third quarter of
2004 with additional port turndowns of approximgt®8® occurring in the fourth quarter. Level 3'suii communications operating results will
depend on the success of these customers andcostemers and its success in selling servicesaim thn addition, revenue attributable to
Time Warner Inc. and its subsidiaries, including &ita Online, amounted, on an aggregate basig#8 fillion for the year ended
December 31, 2004, representing approximately 1Dé6msolidated revenue for Level 3.

If Level 3 were to lose a significant portiof its communications revenue from either Ameex@nline or Verizon, Level 3 would not be
able to replace this revenue in the short termitsnaperating losses would increase, which increaag be significant.

During its communications business operating histaor, Level 3 has generated substantial losses, whichvel 3 expects to continue

The development of Level 3's communicatioasiness required, and may continue to requigajfsiant expenditures. These expenditt
could result in substantial negative cash flow froperating activities and substantial net losseshi® near future. For the fiscal year ended
December 31, 2004, Level 3 incurred a loss frontinaing operations of approximately $458 milliore\tel 3 expects to continue to
experience losses, and may not be able to achiesigstain operating
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profitability in the future. Continued operating®es could limit Level 3's ability to obtain theskaneeded to expand its network, make interest
and principal payments on its debt or fund othesiiess needs.

Level 3 will need to continue to expand and adaptd network in order to remain competitive, which mg require significant additional
funding

Future expansion and adaptations of theeL&wetwork's electronic and software componeiritde necessary in order to respond to:

. growing number of customer

. the development and launching of new servi

. increased demands by customers to transmit largeuats of data;
. changes in customers' service requirements;

. technological advances by competitors;

. governmental regulations.

Future expansion or adaptation of Leveh@&svork will require substantial additional fingail¢c operational and managerial resources,
which may not be available at the time. If Levé$ 8inable to expand or adapt its network to resgoridese developments on a timely basis
and at a commercially reasonable cost, its busiwésbe materially adversely affected.

Level 3's need to obtain additional capacity for & network from other providers increases its costs

Level 3 continues in some part to leasechmunications capacity and obtains rights todask fiber from both long distance and local
telecommunications carriers in order to extendsttape of Level 3's network both in the United Stated Europe. Any failure by companies
leasing capacity to Level 3 to provide timely seevio Level 3 would adversely affect Level 3'sifptb serve its customers or increase the
costs of doing so. Some of Level 3's agreements etiter providers require the payment of amountsdovices whether or not those services
are used. Level 3 enters into interconnection agesgs with many domestic and foreign local teleghoompanies, but Level 3 is not always
able to do so on favorable terms.

Costs of obtaining local service from otharriers comprise a significant proportion of tdperating expenses of long distance carriers.
Similarly, a large proportion of the costs of piing international service consists of paymentsther carriers. Changes in regulation,
particularly the regulation of local and internaéd telecommunication carriers, could indirectlyt bignificantly, affect Level 3's competitive
position. These changes could increase or dectbasmsts of providing Level 3's services.

Level 3's business requires the continued developmieof effective business support systems to implemecustomer orders and to
provide and bill for services

Level 3's business depends on its abiityantinue to develop effective business suppatesys and in particular the development of
these systems for use by customers who intendeth @gel 3's services in their own service offerifijis is a complicated undertaking
requiring significant resources and expertise ampbert from third-party vendors. Business suppgsteams are needed for:

. implementing customer orders for servic
. provisioning, installing and delivering these sees; and
. monthly billing for these services.
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Because Level 3's business provides for continapiti growth in the number and volume of servicdsrefl, there is a need to continue to
develop these business support systems on a sehadfitient to meet proposed service rollout ddtesddition, Level 3 requires these
business support systems to expand and adaptrapitsgrowth and alternate distribution channedtegy. The failure to continue to develop
effective business support systems could materdaliersely affect Level 3's ability to implemerstitusiness plans.

Level 3's growth may depend upon its successful iegration of acquired businesses

The integration of acquired businessesliresoa number of risks, including, but not limited

. demands on management related to the significanédse in size after the acquisition;

. the diversion of management's attention from theagament of daily operations to the integratioopdrations

. difficulties in the assimilation and retention ahployees;

. difficulties in the assimilation of different cules and practices, as well as in the assimilatidor@ad and geographically

dispersed personnel and operations; and

. difficulties in the integration of departments, t§yss, including accounting systems, technologieskbé and records ar
procedures, as well as in maintaining uniform séads, controls, including internal accounting colstr procedures and policies.

If Level 3 cannot successfully integrate acquiradibesses or operations, Level 3 may experienceriabhegative consequences to its
business, financial condition or results of operadi Successful integration of these acquired lesses or operations will depend on Level 3's
ability to manage these operations, realize oppdiés for revenue growth presented by strengtheeedce offerings and expanded
geographic market coverage and, to some degretinimate redundant and excess costs. Becauséiofilfies in combining geographically
distant operations, Level 3 may not be able toeaghthe benefits that Level 3 hopes to achieverasut of the acquisition.

Level 3 may be unable to hire and retain sufficienqualified personnel; the loss of any of its key @cutive officers could adversely affect
Level 3

Level 3 believes that its future succedbdepend in large part on its ability to attrantaretain highly skilled, knowledgeable,
sophisticated and qualified managerial, profesdiand technical personnel. Level 3 has experiesgguficant competition in attracting and
retaining personnel who possess the skills tHatseeking. As a result of this significant competi, Level 3 may experience a shortage of
qualified personnel. Level 3's businesses are nethhg a small number of key executive officerstipalarly James Q. Crowe, Chief
Executive Officer, Charles C. Miller, IIl, Vice Chiman of the Board, and Kevin J. O'Hara, Chief @giag Officer. The loss of any of these
key executive officers could have a material adveféect on Level 3.

Level 3 must obtain and maintain permits and rightsof-way to operate Level 3's network

If Level 3 is unable, on acceptable termd an a timely basis, to obtain and maintain thadhises, permits and rights needed to expand
and operate Level 3's network, its business coelhaterially adversely affected. In addition, theeellation or nonrenewal of the franchises,
permits or rights that are obtained could matsriatlversely affect Level 3. Level 3 is a defendargeveral lawsuits that the plaintiffs have
sought to have certified as class actions thatngnether things, challenge its use of rights of wais likely that additional suits challenging
use of its rights of way will occur and that theaintiffs also will seek class certification. Thatcome of this litigation may increase Level 3's
costs and adversely affect its operating results.
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Termination of relationships with key suppliers codd cause delay and costs

Level 3 is dependent on thipdsty suppliers for fiber, computers, software ropics, transmission electronics and related coraptntha
are integrated into Level 3's network. If any afdh relationships is terminated or a supplier failsrovide reliable services or equipment and
Level 3 is unable to reach suitable alternativaragements quickly, Level 3 may experience significadditional costs. If that happens, Lev:
could be materially adversely affected.

Rapid technological changes can lead to further copetition

The communications industry is subjectapid and significant changes in technology. In toldj the introduction of new products or
technologies, as well as the further developmemixadting products and technologies may reducedlsé or increase the supply of certain
services similar to those that Level 3 providesaAssult, Level 3's most significant competitorshe future may be new entrants to the
communications and information services industifégse new entrants may not be burdened by anléwstzase of outdated equipment.
Future success depends, in part, on the abiligntwipate and adapt in a timely manner to techgiold changes. Technological changes and
the resulting competition could have a materialeade effect on Level 3.

Increased industry capacity and other factors couldead to lower prices for Level 3's services

Additional network capacity available fraravel 3's competitors may cause significant de@gasthe prices for services. Prices may
decline due to capacity increases resulting frachrielogical advances and strategic acquisitions) sis the announced transactions between
SBC and AT&T and Verizon and MCI. Increased contpmtihas already led to a decline in rates chafgedarious telecommunications
services.

Level 3 is subject to significant regulation that ould change in an adverse manner

Communications services are subject toifsogmt regulation at the federal, state, local andrnational levels. These regulations affect
Level 3 and its existing and potential competit@slays in receiving required regulatory approva@snpleting interconnection agreements
with incumbent local exchange carriers or the enaot of new and adverse regulations or regulatguirements may have a material adverse
effect on Level 3. In addition, future legislatiyadicial and regulatory agency actions could haveaterial adverse effect on Level 3.

Recent federal legislation provides foigm#icant deregulation of the U.S. telecommunioas industry, including the local exchange,
long distance and cable television industries. Tdgsslation remains subject to judicial review auttlitional FCC rulemaking. As a result,
Level 3 cannot predict the legislation's effectitarfuture operations. Many regulatory actionsuamder way or are being contemplated by
federal and state authorities regarding importizmé. These actions could have a material advéfieset en Level 3's business.

Level 3 may lose customers if it experiences systdailures that significantly disrupt the availability and quality of the services that it
provides

Level 3's operations depend on its abibtavoid and mitigate any interruptions in senaceeduced capacity for customers. Interruptions
in service or performance problems, for whatevasoa, could undermine confidence in Level 3's ses/aind cause Level 3 to lose customers
or make it more difficult to attract new ones. tid@ion, because many of Level 3's services atialito the businesses of many of its
customers, any significant interruption in sendoeild result in lost profits or other loss to cusers. Although Level 3 attempts to disclaim
liability in its service agreements, a court might enforce a limitation on liability, which couékpose Level 3 to financial loss. In addition,
Level 3 often provides its customers with guarathiservice level commitments. If Level 3 is unalderteet these guaranteed service level
commitments as a result of service interruptioresdl 3
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may be obligated to provide credits, generallyhia form of free service for a short period of tinweits customers, which could negatively
affect its operating results.

The failure of any equipment or facility bavel 3's network, including the network operasi@ontrol center and network data storage
locations, could result in the interruption of craer service until necessary repairs are effeatedmacement equipment is installed. Network
failures, delays and errors could also result fratural disasters, terrorist acts, power lossesirgg breaches and computer viruses. These
failures, faults or errors could cause delays,isernterruptions, expose Level 3 to customer ligbor require expensive modifications that
could have a material adverse effect on Level 3&ress.

Intellectual property and proprietary rights of oth ers could prevent Level 3 from using necessary teohlogy to provide Internet
protocol voice services

While Level 3 does not know of any techigids that are patented by others that it believesiecessary for Level 3 to provide its
services, necessary technology may in fact be fddoy other parties either now or in the futufendcessary technology were held under
patent by another person, Level 3 would have toti@g a license for the use of that technologyell@ may not be able to negotiate such a
license at a price that is acceptable. The existefisuch patents, or Level 3's inability to negpetia license for any such technology on
acceptable terms, could force Level 3 to ceasgyubia technology and offering products and senvicesrporating the technology.

Canadian law currently does not permit Level 3 to ffer services in Canada

Ownership of facilities that originate erminate traffic in Canada is currently limited@anadian carriers. This restriction hinders Level
3's entry into the Canadian market unless apprgpaia@angements can be made to address it.

Potential regulation of Internet service providersin the United States could adversely affect Levelsoperations

The FCC has to date treated Internet seiioviders as enhanced service providers. Enhaeete providers are currently exempt fi
federal and state regulations governing commonasarrincluding the obligation to pay access chsuayal contribute to the universal service
fund. The FCC is currently examining the statuitdrnet service providers and the services theyige. If the FCC were to determine that
Internet service providers, or the services th@yide, are subject to FCC regulation, including plgment of access charges and contribution
to the universal service funds, it could have aemaltt adverse effect on Level 3's business angtbitability of its services.

The communications and information services indusies are highly competitive with participants that have greater resources and a
greater number of existing customers

The communications and information servioesistries are highly competitive. Many of Levéd 8xisting and potential competitors have
financial, personnel, marketing and other resousggsificantly greater than Level 3. Many of thesenpetitors have the added competitive
advantage of a larger existing customer base. ditiad, significant new competitors could arisesasult of:

. the recent increased consolidation in the industry;
. allowing foreign carriers to compete in the U.Srke#
. further technological advances; ¢

. further deregulation and other regulatory initiat\

If Level 3 is unable to compete successfully, itsibess could be materially adversely affected.
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Level 3 may be unable to successfully identify, mage and assimilate future acquisitions, investmentnd strategic alliances, which
could adversely affect Level 3's results of operains

Level 3 continually evaluates potentialdstments and strategic opportunities to expandIlByaetwork, enhance connectivity and add
traffic to the network. In the future, Level 3 msgek additional investments, strategic alliancesiroilar arrangements, which may expose it to
risks such as:

. the difficulty of identifying appropriate investmisn strategic allies or opportunities;

. the possibility that senior management may be redub spend considerable time negotiating agretngerd monitoring these
arrangements;

. the possibility that definitive agreements will e finalized,;

. potential regulatory issues applicable to the lemunications business;

. the loss or reduction in value of the capital inment;

. the inability of management to capitalize on theanunities presented by these arrangements

. the possibility of insolvency of a strategic ally.

There can be no assurance that Level 3 would ssitiysovercome these risks or any other problentantered with these investments,
strategic alliances or similar arrangements.

I nformation Services
Software Spectrum relies on financial incentives,alume discounts and marketing funds from software pblishers

As part of Software Spectrum's supply ageets with certain publishers and distributors h8afe Spectrum receives substantial
incentives in the form of rebates, volume purchdiseounts, cooperative advertising funds and mat&eelopment funds. Under the licensing
model increasingly used by Microsoft, which becaaffective in October 2001, Software Spectrum n@&receives these forms of financial
incentives on the majority of new enterprise-widersing agreements, but instead Software Spedspaid fees for services performed under
those agreements. Other publishers have baseditigicial incentives on specific market segments$ products. If the Software Spectrum
business model does not continue to align withothjectives established for these incentives oofifiigare publishers further change, reduce or
discontinue these incentives, discounts or adwegtiallowances, Software Spectrum's business awdl[3s consolidated financial results
could be materially adversely affected.

Software Spectrum is very dependent on a small nungb of vendors

A large percentage of Software Spectrualsssare represented by popular business softwadeigts from a small number of vendors.
For the year ended December 31, 2004, approxim@@ty of Software Spectrum's net software sales der@ed from products published by
Microsoft and IBM/ Lotus. Most of Software Spectrgroontracts with vendors are terminable by eifi@ty, without cause, upon 30 to
60 days notice. The loss or significant changedftvgare Spectrum's relationship with these vendordd have a material adverse effect on
Software Spectrum's business and Level 3's coraetidinancial results. Although Software Spectheatieves the software products would be
available from other parties, Software Spectrum heaye to obtain such products on terms that waokiédyl adversely affect its financial
results.
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Software Spectrum's business is sensitive to genésconomic conditions and its success at expandiitg business geographically

Software Spectrum's business is sensititke spending patterns of its customers, whidhrim are subject to prevailing economic and
business conditions. Recent economic conditionsezha decrease in spending for information teclyyobwer the several past years. If
customers and potential customers continue to deertheir spending in this area, Level 3's conatdidi financial results would be adversely
affected. Further, sales to large corporations feesn important to Software Spectrum's results,jtarfdture results are dependent on its
continued success with such customers. Sales eut§ithe United States accounted for approximat8hp of Software Spectrum's revenue for
the year ended December 31, 2004. Software Spestfutare growth and success depend on continuegtlrand success in international
markets. The success and profitability of Softw@pectrum's international operations are subjectitoerous risks and uncertainties, including
local economic and labor conditions, unexpectedhgba in the regulatory environment, trade proteatieasures and tax laws, currency
exchange risks, political instability and otheks®f conducting business abroad.

Software Spectrum's business is subject to seasomdlanges in demand and resulting sales activities

Software Spectrum's software distributiogibess is subject to seasonal influences. Inqudati, net sales and profits in the United States,
Canada and Europe are typically lower in the firsd third quarters due to lower levels of informatiechnology purchases during those times.
As a result, Software Spectrum's quarterly resulig be materially affected during those quarterer&fore, the operating results for any three
month period are not necessarily indicative ofrémults that may be achieved for any subsequerdl figiarter or for a full fiscal year. In
addition, periods of higher sales activities duriegtain quarters may require a greater use of wgrgapital to fund the Software Spectrum
business in the quarter that follows the higheelewf sales activities.

Software Spectrum operates in a highly-competitiveéusiness environment and is subject to significangricing competition

The desktop technology marketplace is sggncompetitive. Software Spectrum faces competitiom a wide variety of sources,
including other software resellers, hardware mactufars and resellers, large system integratofsyare publishers, contact services
providers, software suppliers, retail stores (idolg superstores), mail order, Internet and otlsradint business suppliers. Many competitors,
particularly software publishers, have substatigteater financial resources than Software SpettBecause of the intense competition
within the software channel, companies that comjpetieis market, including Software Spectrum, draracterized by low gross and operating
margins. Consequently, Software Spectrum's prdfitalis highly dependent upon effective cost andmagement controls.

The market for Software Spectrum's products and serices is characterized by rapidly-changing technolgy

The market for Software Spectrum's prodaaots services is characterized by rapidly chantgognology, evolving industry standards
frequent introductions of new products and serviGagtware Spectrum's future success will deperghion its ability to enhance existing
services, to continue to invest in rapidly changechnology and to offer new services on a timelgi®. Additionally, Level 3's business res
can be adversely affected by disruptions in custargering patterns, the effect of new productasés and changes in licensing programs.
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Software Spectrum's new Media Plane™ platform

Software Spectrum has made significantstments in research, development and marketinigsfoew Media Plane application.
Significant revenue from this new product investimaay not be achieved for a number of years, #llain addition, Software Spectrum may
face warranty and/or infringement claims relatethis new product, unlike in its historic softwasselling business in which Software
Spectrum has merely passed on to its customessgdiranties and intellectual property infringemertdtpctions provided by the software
publishers.

Software Spectrum's business is subject to signifiat changes in the methods of software distribution

In late 2001, Microsoft announced a chatogés licensing programs, whereby new enterpriggevicensing arrangements are priced,
billed and collected directly by Microsoft. SofteaBpectrum continues to provide sales and supenvices related to these transactions and
will earn a service fee directly from Microsoft fibrese activities. Enterprisgide licensing agreements in effect prior to Octahe2001, whicl
generally have terms of three years from the dath agreements are signed, and Microsoft's otbending programs were not affected by this
change. The licensing program changes have resualsgnificantly lower revenue for the SoftwareeBgrum on the affected transactions. For
the year ended December 31, 2004, approximately &086ftware Spectrum's sales were under Micrasurprise-wide licensing
agreements. Software Spectrum's continued abiligdfust to and compete under this new model apeiitant factors in its future success.

The manner in which software products as&ituted and sold is continually changing, and/meethods of distribution may continue to
emerge or expand. Software publishers may intetiséfiy efforts to sell their products directly toceusers, including current and potential
customers of Software Spectrum. Other productsaeithodologies for distributing software to users/rba introduced by publishers, present
competitors or other third parties. If software gligrs' participation in these programs is redugedliminated, or if other methods of
distribution of software, which exclude the softeraesale channel, become common, Software Spesthusiness and Level 3's consolidated
financial results could be materially adverselyeaféd.

Other Operations
Environmental liabilities from Level 3's historical operations could be material

Level 3's operations and properties argestito a wide variety of laws and regulations tieato environmental protection, human health
and safety. These laws and regulations includesthoacerning the use and management of hazarddusoarhazardous substances and
wastes. Level 3 has made and will continue to nsadpeificant expenditures relating to its environraicompliance obligations. Level 3 may
not at all times be in compliance with all of thesquirements.

In connection with certain historical opgéras, Level 3 is a party to, or otherwise involvegdlegal proceedings under state and federa
involving investigation and remediation activit@sapproximately 110 contaminated properties. L8vebuld be held liable, jointly and
severally, and without regard to fault, for suchestigation and remediation. The discovery of add#l environmental liabilities related to
historical operations or changes in existing envinental requirements could have a material adweffeet on Level 3.

Potential liabilities and claims arising from coaloperations could be significant

Level 3's coal operations are subject tergsive laws and regulations that impose stringpetational, maintenance, financial assurance,
environmental compliance, reclamation, restorasind closure requirements.

These requirements include those goveraingnd water emissions, waste disposal, workeltthaad safety, benefits for current and
retired coal miners, and other general permitting licensing

59




requirements. Level 3 may not at all times be imptance with all of these requirements. Liabibtier claims associated with this non-
compliance could require Level 3 to incur mateciadts or suspend production. Mine reclamation dbstisexceed reserves for these matters
also could require Level 3 to incur material costs.

General

If Level 3 is unable to comply with the restrictiors and covenants in its debt agreements, there woulet a default under the terms of
these agreements, and this could result in an aceehtion of payment of funds that have been borrowed

If Level 3 were unable to comply with thestrictions and covenants in any of its debt agezes) there would be a default under the terms
of those agreements. As a result, borrowings uatder debt instruments that contain cross-accéberatr cross-default provisions may also be
accelerated and become due and payable. If arhesétevents occur, there can be no assuranceetedt3 would be able to make necessary
payments to the lenders or that it would be ablntbalternative financing. Even if Level 3 weral@to obtain alternative financing, there can
be no assurance that it would be on terms thaa@reptable.

Level 3 has substantial debt, which may hinder itgrowth and put it at a competitive disadvantage
Level 3's substantial debt may have impiirtansequences, including the following:

. the ability to obtain additional financing for adsjtions, working capital, investments and capitabther expenditure could be
impaired or financing may not be available on atziele terms;

. a substantial portion of Level 3's cash flow will bsed to make principal and interest paymentsutstanding debt, reducing t
funds that would otherwise be available for operaiand future business opportunities;

. a substantial decrease in cash flows from operatitigities or an increase in expenses could miadtifficult to meet deb
service requirements and force modifications toralens;

. Level 3 has more debt than certain of its compestitwhich may place Level 3 at a competitive disadage; and

. substantial debt may make Level 3 more vulnerabkedownturn in business or the economy generally.

Level 3 had substantial deficiencies of earningsawer fixed charges of approximately $384 millfonthe fiscal year ended December 31,
2004, $706 million for the fiscal year 2003, $92#lion for the fiscal year 2002 and $4.378 billitor the fiscal year 2001.

Level 3 may not be able to repay its existing debfailure to do so or refinance the debt could prevat Level 3 from implementing its
strategy and realizing anticipated profits

If Level 3 were unable to refinance its tebto raise additional capital on acceptable trits ability to operate its business would be
impaired. As of December 31, 2004, after giving fmana effect to the proposed offering of $880 millaggregate principal amount of 10%
Convertible Senior Notes due 2011, Level 3 Commatioas, Inc. would have had an aggregate of apprately $6.091 billion of long-term
debt on a consolidated basis, including currenunitégs, and approximately $157 million of stocktheis' deficit. Level 3's ability to make
interest and principal payments on its debt anddwoadditional funds on favorable terms dependtherfuture performance of the business. If
Level 3 does not have enough cash flow in the &utarmake interest or principal payments on it3,delmay be required to refinance all or a
part of its debt or to raise additional capitalveke3 cannot assure that it will be able to refirmits debt or raise additional capital on accdp
terms.
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Restrictions and covenants in Level 3's debt agreesnts limit its ability to conduct its business andatould prevent it from obtaining
needed funds in the future

Level 3's debt and financing arrangemeotgain a number of significant limitations thattreg its ability to, among other things:

. borrow additional money or issue guarantees;

. pay dividends or other distributions to stockhodd
. make investment:

. create liens on assets;

. sell assets;

. enter into sal-leaseback transactior

. enter into transactions with affiliates; and

. engage in mergers or consolidations.

Increased scrutiny of financial disclosure, particlarly in the telecommunications industry in which Level 3 operates, could adversely
affect investor confidence, and any restatement &arnings could increase litigation risks and limitits ability to access the capital
markets

Congress, the SEC, other regulatory auikserand the media are intensely scrutinizing almemof financial reporting issues and
practices. Although all businesses face uncertairtty respect to how the U.S. financial disclostggime may be impacted by this process,
particular attention has been focused recentlyhertélecommunications industry and companies'pné¢ations of generally accepted
accounting principles.

If Level 3 were required to restate itsaficial statements as a result of a determinatiahitihad incorrectly applied generally accepted
accounting principles, that restatement could asbigraffect its ability to access the capital méslar the trading price of its securities. The
recent scrutiny regarding financial reporting his® aesulted in an increase in litigation in thee¢emmunications industry. There can be no
assurance that any such litigation against Lewebd8ld not materially adversely affect its businesshe trading price of Level 3's securities.

Terrorist attacks and other acts of violence or wamay adversely affect the financial markets and Les 3's business

As a result of the September 11, 2001otestrattacks and subsequent events, there hascbasiterable uncertainty in world financial
markets. The full effect on the financial marketsh@se events, as well as concerns about futmerig attacks, is not yet known. They could,
however, adversely affect Level 3's ability to abtnancing on terms acceptable to it, or at all.

There can be no assurance that there atilba further terrorist attacks against the Uniéates or U.S. businesses. These attacks or ¢
conflicts may directly affect Level 3's physicatiléies or those of its customers. These eventddcoause consumer confidence and spending
to decrease or result in increased volatility i@ thS. and world financial markets and economy. ahthese occurrences could materially
adversely affect Level 3's business.
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Level 3's international operations and investmentgxpose it to risks that could materially adverselaffect the busines:

Level 3 has operations and investmentsaeitsf the United States, as well as rights to useke cable capacity extending to other
countries, that expose it to risks inherent inrimé¢ional operations. These include:

. general economic, social and political conditic

. the difficulty of enforcing agreements and collagtreceivables through certain foreign legal system

. tax rates in some foreign countries may exceecethothe U.S.;

. foreign currency exchange rates may fluctuate, whawuld adversely affect Level 3's results of opens and the value of i

international assets and investments;
. foreign earnings may be subject to withholding iegraents or the imposition of tariffs, exchangeteols or other restrictions;

. difficulties and costs of compliance with foreigawls and regulations that impose restrictions oreL8\s investments ar
operations, with penalties for noncompliance, idalg loss of licenses and monetary fines;

. difficulties in obtaining licenses or interconnectiarrangements on acceptable terms, if at all; and

. changes in U.S. laws and regulations relating teifm trade and investment.

ITEM 2. PROPERTIES

The Company's headquarters are located @tres in the Interlocken Advanced Technology Emwnent within the City of Broomfield,
Colorado, and within Broomfield County, ColoraddeTcampus facility, which is owned by the Compamgcompasses over 800,000 square
feet of office space. In Europe, the Company hasagmately 211,000 square feet of office spacth@United Kingdom, approximately
59,000 square feet of office space in Germany agpioximately 14,000 square feet of office spaderance.

Properties relating to the Company's cdaimg segment are described under "ITEM 1. BUSINES®e Company's Other Businesses”
above. In connection with certain existing anddristl operations, the Company is subject to emvirental risks.

The Company's Gateway facilities are desiigio house local sales staff, operational stiadf,Gompany's transmission and IP
routing/switching facilities and technical spacatzommodate colocation of equipment by high-vollweaeel 3 customers. The Company has
approximately 5.0 million square feet of spaceif®Gateway and transmission facilities and hasptetad construction on approximately
3.3 million square feet of this space. This Gateggce is either owned by the Company or is hetdyaunt to long-term lease agreements.

The Company has entered into various agea&sregarding its unused office and technicalejpaorder to reduce its ongoing operating
expenses regarding such space.

Software Spectrum recently signed a newdaa Plano, Texas (a suburb in the Dallas/Ft. Wioretroplex) to which the operational
headquarters will be migrating to over the next feanths. The new lease is for approximately 72 &fifare feet and a term of 10 years. The
initial monthly rent obligation will be approximdye$35,000. Software Spectrum's current headquaiseapproximately 184,000 square feet of
leased space in Garland, Texas (a suburb in tHadfabrth Worth metroplex) which presently house®perational headquarters and will be
expiring in the next few months. The
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Garland leases have aggregate current monthly pagréapproximately $110,000. Software Spectrussds approximately 108,000 square
feet of office space in Spokane, Washington witlrent aggregate monthly payments of approximat&B5$00. As of May 1, 2005, the total
space leased in Spokane will be reduced to 16,608rs feet. The remaining term will be one year tiedmonthly rental obligation will be
approximately $18,000. Software Spectrum leasesappately 73,000 square feet of space for an auit contact services center in North
Richland Hills, Texas (a suburb in the Dallas/Rbidrth metroplex), which is currently unoccupied€llbase provides for monthly rental
payments of approximately $84,000 and has a remgiiirm of approximately 31 months.

Software Spectrum has a lease commitmeNbmvood, Massachusetts. This commitment providesionthly payments of
approximately $157,000 and has a remaining terappfoximately 1.5 years.

With respect to its European based opergtiSoftware Spectrum currently leases spacedonajor operations center in Munich,
Germany. In addition, Software Spectrum has offindsrance, Holland, Belgium, the United Kingdonaly, Sweden and Spain. Software
Spectrum's Asia/Pacific headquarters is locate®lyuney, Australia. Software Spectrum also has edfia Singapore and Hong Kong.

(i) Structure also maintains its corporate headquaneapproximately 25,000 square feet of office gpaw the Level 3 headquarters
campus in the Broomfield, Colorado area, approxétys23,000 square foot office and computer cem&maha, Nebraska, and an
approximately 60,000 square foot computer centdieimpe, Arizona.

ITEM 3. LEGAL PROCEEDINGS

On November 19, 2002, Gary Haegle commenc&thareholder's derivative suit on behalf of toen@any in the District Court of
Colorado for the City and County of Broomfield ¢letil Haegle v. Scott, et allndex No. 02-CV-0196) (the "Complaint"). The actis
brought against the Company as a nominal deferatahtigainst the directors of the Company, a fodirector of the Company and Peter
Kiewit Sons', Inc. ("PKS"). The Complaint allegbést the director defendants, aided and abetteK8; Breached their fiduciary duties to the
Company in connection with several transactionsieen the Company and PKS including contracts uwtiéch PKS constructed the
Company's fiber optic cable network and manage€trmapany's mine properties. The Complaint als@eaBehat in building the fiber optic
cable network, the defendants caused the Compavigltde the property rights of landowners, thersbpjecting the Company to substantial
potential liability. In addition, the Complaint efles that Company assets were transferred tdiitersf and directors in the form of personal
loans, excessive salaries and the payment of palre@penses. The action seeks both equitable gatirelief, including restitution,
compensatory and punitive damages of an unspedcifiealint, imposition of a constructive trust, digganent and injunctive relief. The
defendants filed a motion to dismiss, which wadelkby the court in early October 2003. Subseqyetiit Board of Directors of the
Company appointed a Special Litigation Committeeedsed of an independent director with the exekigiower to conduct or cause to be
conducted an impartial and independent investigaifcall matters alleged by the Plaintiff and taetmine whether the litigation should be
maintained, terminated, or otherwise disposedcaoalance with its findings as to whether the ditign is in the best interests of the Company.
On August 2, 2004, the Special Litigation Committiedivered its report in which it concluded thaisinot in the best interests of either the
Company or its stockholders to pursue any of thend the plaintiff asserted in the Complaint. Trarpany has filed a motion to dismiss the
Complaint based on the recommendation of the Shieitigation Committee. The disposition of this ot is currently pending. Although it
remains too early for the Company to reach a camtuas to the ultimate outcome of these actiomsiagement continues to believe that there
are substantial defenses to the claims asserthdsiaction, and intends to defend them vigorously.

63




In May 2001, Level 3 Communications, Irand two of its subsidiaries were named as a defgnd®8auer, et. al. v. Level 3
Communications, LLC, et ala purported multi-state class action, filed ia thS. District Court for the Southern Districtithhois. In
April 2002, the same plaintiffs filed a second mgétentical purported multi-state class actiorsiate court in Madison County, lllinois. In
July 2001, the Company was named as a defend&ayile, et. al. v. Level 3 Communications, Inc.akt, a purported multi-state class action
filed in the U.S. District Court for the District tdaho. In September 2002, Level 3 Communicatituh§; was named as a defendanBimith
et al v. Sprint Communications Company, L.P., etalpurported nationwide class action filed in theéted States District Court for the
Northern District of lllinois. These actions invelthe Company's right to install its fiber optibkanetwork in easements and r-of-ways
crossing the plaintiffs' land. In general, the Camp obtained the rights to construct its netwodkfrrailroads, utilities, and others, and is
installing its network along the rights-of-way s@igted. Plaintiffs in the purported class actiosseat that they are the owners of lands over
which the Company's fiber optic cable network pasaad that the railroads, utilities, and others whanted the Company the right to const
and maintain its network did not have the legaligttio do so. The complaints seek damages on ibgof trespass, unjust enrichment and
slander of title and property, as well as punitieenages. The Company has also received, and ntlg foture receive, claims and demands
related to rights-of-way issues similar to the essin these cases that may be based on similaffenedt legal theories. To date, all adjudicated
attempts to have class action status granted opledmts filed against the Company or any of itsssdiaries involving claims and demands
related to rights-of-way issues have been denied.

On July 25, 2003, tiemithCourt entered an Order preliminarily approving tlement agreement that would have resolved ailinda
against the Company arising out of the Companygation of fiber optic cable and related telecomroations facilities that the Company owns
within railroad rights-of-way throughout the Unit&dates. In connection with the Court's Order prilarily approving the settlement, the
Court entered an Order enjoining the parties ipafding federal and state railroad rights-of-wiags action litigation involving the Company
from further pursuing those pending actions at tinie.

In September 2003, a petition for appea granted which sought reversal of 8raithCourt's decision to preliminarily approve the
settlement and certify a nationwide class for egtédnt purposes. On October 19, 2004, the SeventhiOCourt of Appeals issued a 2-1
decision vacating the nationwide certification whigas a necessary element of the nationwide sedtlerihe Court also vacated the injunc
against competing class actions and remanded feetodhe district court for further proceedingsvél 3 is considering whether to appeal the
Seventh Circuit's decision to the United Statesr&up Court.

It is still too early for the Company taddh a conclusion as to the ultimate outcome ofetlaetions. However, management believes that
the Company and its subsidiaries have substargfahdes to the claims asserted in all of theserstiand any similar claims which may be
named in the future), and intends to defend thegoreusly if a satisfactory form of the settlemenhot approved.

The Company and its subsidiaries are mttienany other legal proceedings. Managementusdithat any resulting liabilities for these
legal proceedings, beyond amounts reserved, willragerially affect the Company's financial coratitior future results of operations, but
could impact future cash flows.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted during the foguhrter of the fiscal year covered by this repmi vote of security holders, through the
solicitation of proxies or otherwise.
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ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELA TED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Market Information. The Company's common stock is traded on thel&tpblational Market under the symbol "LVLT." AsMfrch 10
2005, there were approximately 7,780 holders afneof the Company's common stock, par value $é¥Ispare. The table below sets forth,
for the calendar quarters indicated, the high amdger share closing sale prices of the commorksiaeaeported by the Nasdag National
Market.

Year Ended December 31, 2004 High Low

First Quarte! $ 682 $ 3.7¢
Second Quarte 4.2¢ 2.8:
Third Quartel 3.34 2.5C
Fourth Quarte 3.9:¢ 2.61
Year Ended December 31, 200 High Low

First Quartel $ 53 $ 461
Second Quarte 7.4€ 5.2z
Third Quartel 6.1t 4.4t
Fourth Quarte 5.7¢ 5.0C

Equity Compensation Plan InformationLevel 3 has only one equity compensation plate-T995 Stock Plan, as amended—under
which Level 3 may issue shares of Common Stockrtpleyees, officers, directors and consultants. ptas has been approved by the
Company's stockholders. The following table prosidgormation about the shares of Level 3's comstonk that may be issued upon exer
of awards under the 1995 Stock Plan as of DeceBithe2004.

Number of
securities Number of securities
to be issued upon remaining available
exercise of for
outstanding Weighted-average future issuance
options, exercise price of under
warrants and outstanding options, equity compensation
Plan Category rights warrants and rights plans
Equity compensation plans approved
stockholder: 37,888,361 $ 5.71t% 122,692,87
Equity compensation plans not approved by
stockholder: 275,33} $ 0.0C 0
T Includes awards of Outperform Stock Options ("O90S6nvertible Outperform Stock Options ("C-OSCatid Special Recognition

Outperform Stock Options ("SR-OSOs"). For purpasfahis table, these securities are consideredéoausingle share of Level 3
Common Stock from the total number of shares reskfor issuance under the 1995 Stock Plan.

i Includes weighted-average exercise price of outlitgnOSOs, C-OSOs and SR-OSOs at the date of graatexercise price of an
0SO, C-0OS0 and SRSO is subject to change based upon the perfornadribe Level 3 Common Stock relative to the perfance o
the S&P 500® Index from the time of the grant of the award utitd award has been exercised.

In connection with the Company's acquisitid Telverse Communications, Inc., the Companyigm to a total of 32 employees of
Telverse the right to receive an aggregate of Z&bshares of Level 3 Common Stock. The shares |l Common Stock will be issued to
these employees, without those employees requirpdyt any further consideration, upon the satigfaaif certain performance conditions. |
a total of 11 employees ("Performance Based Emplgyethese
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performance conditions relate to the employee oairig his or her employment with the Company oulasgliary of the Company and the
Company obtaining specified numbers of (3)TéM@usiness service subscribers over a specified gefitime. For the remaining 21
employees ("Non-Performance Based Employees"peéhrmance conditions are limited to continued kyment with the Company or a
subsidiary of the Company. As the issuance of thigb¢s were made as an inducement for these TsEhvamployees to become employees of
the Company, stockholder approval of this arranggmes not required.

Vesting of these awards for the Performa@ased Employees occurs in two parts. Vesting dategbe number of awards based on
subscriber growth are October 21, 2003; Januarg@d4; April 21, 2004; July 21, 2004; October 2002; January 21, 2005; April 21, 2005;
and July 21, 2005. As of each vesting date, thebmuraf awards that vest is based upon the numhest#lled, billed and cash collected
subscribers to a service based on he technologyiradgn the Telverse acquisition, divided by 1T®0Vesting of the portion of the awards
Performance Based Employees that are not relatsabiscriber growth is 50% on January 21, 2004588 on July 21, 2004. For Non-
Performance Based Employees, their awards vestds03anuary 21, 2004, and 50% on July 21, 2004.

Dividend Policy. The Company's current dividend policy, in efféiace April 1, 1998, is to retain future earnifigsuse in the
Company's business. As a result, management doesiticipate paying any cash dividends on shar€Xafimon Stock in the foreseeable
future. In addition, the Company is effectivelytreeged under certain debt covenants from payirghatividends on shares of its Common
Stock.
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ITEM 6. SELECTED FINANCIAL DATA

The Selected Financial Data of Level 3 Camitations, Inc. and its subsidiaries appears below

Fiscal Year Ended(1)

2004 2003 2002 2001 2000

(dollars in millions, except per share amounts)

Results of Operation:

Revenue $ 3712 $ 4,02 $ 3111 $ 153 $ 1,18¢
Net loss from continuing operationsi (459) (723) (860) (4,379 (1,407
Net loss(3) (45¢) (71)) (85¢) (4,979) (1,455
Per Common Shar
Net loss from continuing operations| (0.67) (1.2¢) (2.1)) (11.70 (3.8¢)
Net loss(3) (0.67) (1.26) (2.13) (13.39) (4.01)
Dividends(4) — — — — —
Financial Position
Total asset 7,544 8,30z 8,972 9,32t 14,91¢
Current portion of lon-term debt(5 144 12t 4 7 7
Long-term debt, less current portion| 5,067 5,25( 6,10z 6,20¢ 7,31¢
Stockholders' equity (deficit)(¢ (157) 181 (240 (65) 4,54¢
(1)  The operating results of the Company's Midwest iIFitic Network business acquired from Genuity @®2 and sold in 2003, tt

@)

Company's Asian communications operations whichtChpany agreed to sell in 2001, as well as Soéwgrectrum's contact service
business obtained in the Software Spectrum acgprisit 2002 and sold in 2003 are included in disitwed operations for all periods
presented for which Level 3 owned each business.

The Company purchased software resellers CorplBoftand Software Spectrum, Inc. in March and fr@002, respectively. The
Company recorded approximately $1.8 billion of mawe attributable to these two businesses in 2002.

The Company purchased substantially all of thetass®l operations of Genuity, Inc. in February 2008 Company also purchased
Telverse Communications, Inc. in July 2003.

The Company acquired the managed modem busineSEeG @and Sprint on April 1, 2004 and October 1020respectively.

Level 3 incurred significant expenses in conjunctidgth the expansion of its communications andrimfation services busine
beginning in 1998.

In 2000, RCN Corporation issued stock in publiedfigs and for certain transactions. These traimsecteduced the Company's
ownership in RCN to 31% at December 31, 2000 asdlted in pre-tax gains to the Company of $95 onillin 2000. Level 3 recorded
equity losses attributable to RCN of $260 milli@n the year ended December 31, 2000. In 2000, L¥sgiroportionate share of RCI
losses exceeded the carrying amount of the invedtmdrRCN. Level 3 did not have additional finand@ammitments to RCN;
therefore, it no longer recorded its proportiorsttare of RCN's losses in subsequent periods.

In 2001, Level 3 recorded a $3.2 billion impairmeharge to reflect the reduction in the carryingant of certain of its
communications assets in accordance with SFAS M ."Accounting for the Impairment or Disposal ofrigeLived Assets”. Also in
2001, Level 3 recognized a gain of $1.1 billioraagsult of the early extinguishment of long-terebd

In 2002, the Company recognized approximately $h8tlon of impairment and restructuring chargesgjadn of approximately
$191 million from the sale of Commonwealth Telepéon
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3)

(4)

()

Enterprises, Inc. common stock, $88 million of indd conversion expenses attributable to the exehahthe Company's convertible
debt securities, $120 million of Federal tax betsedue to legislation enacted in 2002 and a ga$26b million as a result of the early
extinguishment of long-term debt.

In 2003, the Company recognized approximately $84Bon of termination and settlement revenue, $4ilion of impairment and
restructuring charges, a gain of approximately gifllon from the sale of "91 Express Lanes" toladobassets, $200 million of induced
conversion expenses attributable to the exchangfeea€ompany's convertible debt securities, andgeized a gain of $41 million as a
result of the early extinguishment of long-termtdeb

In 2004, The Company recognized a gain of $197anilhs a result of the early extinguishments ofadelong-term debt and
$117 million of termination and settlement revenue.

In 2001, the Company agreed to sell its Asian teteounications business to Reach Ltd. and recordéchairment charge of
$516 million related to its discontinued Asian gii@&ms. Losses attributable to the Asian operatiaie $89 million and $48 million
for fiscal 2001 and 2000, respectively.

The Company's current dividend policy, in effecicgl April 1998, is to retain future earnings foe urs the Company's business. As a
result, management does not anticipate paying asly dividends on shares of common stock in theséarable future. In addition, the
Company is effectively restricted under certainaamants from paying cash dividends on shares gbitsmon stock.

In 2000, Level 3 received net proceeds of approtéipa3.2 billion from the offering of $863 milliom convertible subordinated notes,
$1.4 billion in three tranches of U.S. dollar demaated senior debt securities, $780 million frono tiranches of Euro denominated
senior debt securities and $233 million from mogegéinancings.

In 2001, the Company negotiated an increase itotlabamount available under its senior securedicfacility to $1.775 billion and
borrowed $650 million under the facility. Also i®@1, a subsidiary of the Company and Level 3 rémsed, using cash and common
stock, approximately $1.9 billion face amount af thompany's long-term debt and recognized a gaappfoximately $1.1 billion as a
result of the early extinguishment of debt.

In 2002, the Company received net proceeds of $4i8®n from the issuance of $500 million of 9% JanConvertible Subordinated
Notes due 2012. Also in 2002, the Company repurthassing cash and common stock, approximately &71bi&n face amount of its
long-term debt and recognized a gain of approxilp&255 million as a result of the early extinguigint of debt.

In 2003, the Company received net proceeds of $&#®n from the issuance of $374 million of 2.878%nvertible Senior Notes due
2010 and the issuance of $500 million of 10.75%i&exotes due 2011. The Company completed a deditaerge whereby the
Company issued $295 million (face amount) of 9% \@otible Senior Discount Notes due 2013 and comstook in exchange for
$352 million (book value) of long-term debt. In dtdith, Level 3 using cash on hand, restricted cashthe proceeds from the issuance
of the 10.75% Senior Notes due 2011, repaid in fod $1.125 billion purchase money indebtednesstamding under the Senior
Secured Credit Facility. Also in 2003, the Compaggyurchased, using common stock, approximatelydFi@llion face amount of its
long-term debt and recognized a gain of approxilp&41 million as a result of the early extinguistmh of debt.

In 2004, the Company received net proceeds of $38ion from the issuance of a $730 million SenBrcured Term Loan due 2011
and the issuance of $345 million of 5.25% Senion@otible Notes due 2011. The Company used thenoekeeds to repay portions of
its 9.125% Senior Notes
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due 2008, 11% Senior Notes due 2008, 10.5% SerngmoDnt Notes due 2008 and 10.75% Senior Euro Nhte2008. The Company
repurchased portions of the outstanding notesieggpranging from 83 percent to 89 percent of éprurchased principal balances. The
net gain on the early extinguishment of the detiuiding transaction costs, realized foreign curydonsses and unamortized debt
issuance costs, was $50 million for these transastiAlso in 2004, the Company paid approximat&# fillion and assumed
obligations to extinguish a capital lease obligatmd recognized a gain of $147 million on thegeantion.

In 2000, the Company received approximately $2libbiof net proceeds from the sale of 23 millidrases of its common stoc

In 2001, the Company issued approximately 16 mmlbbares of common stock, valued at approximatéBrsillion, in exchange for
long-term debt.

In 2002, the Company issued approximately 47 mmilsbares of common stock, valued at approximat@bg3$nillion, in exchange for
long-term debt. Included in the value of commortktissued, are induced conversion premiums of $ll&omfor convertible debt
securities.

In 2003, the Company issued approximately 216 omilkhares of common stock, valued at approxim&@5b8 million, in exchange for
long-term debt. Included in the value of commorektissued, are induced conversion premiums of $2illibn for convertible debt
securities.

In 2004, the Company realized $95 million of foreurrency losses on the repurchase of its Eurorderated debt. The unrealized
foreign currency losses had been recorded in @berprehensive Income within Stockholders' equisfigit).
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ITEM7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

This document contains forward looking estagénts and information that are based on the baliahanagement as well as assumptions
made by and information currently available to Ue&€ommunications, Inc. and its subsidiaries (‘&le¥" or the "Company"). When used in
this document, the words "anticipate”, "believgdlahs”, "estimate” and "expect" and similar expss as they relate to the Company or its
management, are intended to identify forward-logldtatements. Such statements reflect the curiewswof the Company with respect to
future events and are subject to certain risksedamties and assumptions. Should one or morkeesft risks or uncertainties materialize, or
should underlying assumptions prove incorrect,aatesults may vary materially from those descrilethis document. See "Cautionary

Factors That May Affect Future Results" immediafgigceding Item 1—Business in this Form 10-K.

Level 3 Communications, Inc., through ipemating subsidiaries, is primarily engaged indgbemunications and information services
businesses, with additional operations in coal ngni

Communication Services

The Company is a facilities based proviofeat broad range of integrated communications sesvincluding voice, private line,
wavelengths, colocation, Internet access, managetbm, data services and dark fiber. Revenue fonmamcations services is recognized
monthly basis as these services are provided. ¢idracts involving private line, wavelengths andkdéer services, Level 3 may receive up-
front payments for services to be delivered foedaqa of up to 20 years. In these situations, L&weill defer the revenue and amortize it on a
straight-line basis to earnings over the term efdbntract. At December 31, 2004, the Company'ghted average remaining contract period
was approximately 13 years.

The Company segregates its communicatiodymts into three separate groups with each beiagdifferent phase of the product life
cycle, incorporating different marketing and distition strategies and different contributions @ @ompany's profitability. Growth products
include both wholesale and consumer oriented v&gceices and IP-VPN services. The Company's car@yats consist of Transport &
Infrastructure and IP & Data products. Level 3 gdsovides managed modem and DSL services to cussontéch are deemed to be mature
products by the Company.

Management of Level 3 believes that growwtrecurring revenue is critical to the long-terutsess of the communications business. The
Company believes it must continue to increase needrom its core services in the Transport anduginess units, as well as from the new
growth products including VolP and IP-VPN servicdsthe same time, the Company believes it mustiooa to effectively manage the
positive cash flows from its mature managed modeth@SL services.

The Company is developing new voice ses/ibat in addition to its existing voice servicagyet large and existing markets. The
Company believes that the efficiencies of LevellB'and optical based network, including its Softslwtechnology, will provide customers a
lower cost alternative than the existing circuititsived networks of its competitors. Several otl@mpetitors with IP technologies have
announced that they will be entering this markewel. While the voice services being launched ley¢l 3 target a large addressable market,
the Company must quickly develop both its capabititmarket and sell in the voice market and dgvéhe internal systems and processes
necessary to support the new services being ladndtne market for voice services is large, howévisrexpected to continue to decline over
time as a result of the new low cost IP and optiealed technologies. In addition, the market face/services is being targeted by many
competitors, several of which are larger and haweerfinancial resources than the Company.

The Company's IP-VPN services permit busgee of any size to replace multiple networks aittingle, cost-effective solution that
greatly simplifies the converged transmission dtgpvideo, and
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data. This convergence to a single platform caoltained without sacrificing the quality of servimesecurity levels of traditional ATM and
Frame Relay offerings. IP-VPN services also peougtomers to prioritize network application traffic that high priority applications such as
voice and video, are not compromised in performdrycthe flow of low priority applications such anail.

Growth in Transport & Infrastructure revens largely dependent on increased demand fontidttd services and available capital of
companies requiring communications capacity foirtben use or in providing capacity as a servicavjter to their customers. These
expenditures may be in the form of up-front payreemtmonthly payments for private line, wavelengtidark fiber services. An increase in
demand will likely be partially offset by declingsunit pricing. The Company continues to experenngoing price compression in its
Transport and Infrastructure services. The emergehseveral companies from bankruptcy protectiwh additional competition from other
distressed carriers has resulted in a difficult emehpetitive operating environment. The Companysdus expect this environment to change
significantly until the industry consolidates.

During the first quarter of 2005, SBC anerizon announced that they intended to acquire AB&d MCI, respectively. While these
proposed transactions still require regulatory stegkholder approval and are not expected to beptmied until 2006, the Company believes
that the net result of these transactions will iehevel 3. Not only will price compression potailly be mitigated by the elimination of
competitors, but there will be increased pressuarthe combined entities to reduce the cost of jlingi services in order to improve historical
operating results. Level 3's position as the loat goovider in the industry should provide futuesenue opportunities.

The conversion from narrow band dial-upves to higher speed broadband services is expéziacrease demand for the Company's
IP & Data services. Growth in this area is depehderincreased usage by both enterprises and ca@rsuAn increase in the reliability of
information transmitted over the Internet and dexdiin the cost to transmit data have resulteddreased utilization of e-commerce or web
based services by businesses. The abundance tHldeaiapacity and the numerous companies compigtitigs market, have resulted in a
very competitive pricing environment.

The Company and its customers continue¢oasm acceleration of the trend away from narromdlzial-up services to higher speed
broadband services as the narrow band market nsafline Company recognized $488 million of managedem and managed modem rel;
revenue in 2004. This trend is expected to reaulieiclines in managed modem revenue in the futnr@ddition, an exclusive contract with the
Company's primary DSL customer expires at the drideofirst quarter of 2005. The customer has reatif_evel 3 that it intends to migrate its
existing DSL customers to its own network during finst and second quarters of 2005. The Compaeggrdzed $112 million of DSL revenue
attributable to this customer in 2004 and is expgdDSL revenue to decline significantly in 2005i€Ee declines may be mitigated by growth
in IP-based services offered by the Company thatess the market shift to higher speed broadbanvites. Level 3 believes that the low cost
structure of its network will enable it to aggresdy compete for new business in this market.

Level 3's management continues to reviemGbmpany's existing lines of business and sepffegings to determine how those lines of
business and service offerings assist with the Gaylp focus on delivery of communications and imfation services and meeting its finan
objectives. To the extent that certain lines ofilbess or service offerings are not considered todmepatible with the delivery of
communications and information services or withagihg financial objectives, Level 3 may exit thdises of business or stop offering those
services.

The Company experienced price compressithd 25%-45% range for transport and IP service)04. Level 3 believes that industry
wide, excess network inventory has been signifigaetiuced and that current pricing may not beisigfit to allow some providers to recover
their incremental costs to add new capacity. Theeesome early indications that some of the pripirggsure is starting to abate, but it is fai
early to draw conclusions. Level 3 intends to renthisciplined in its
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approach to pricing with targeted rates of improgetrfor its transport and IP services. Level 3 dustsintend to pursue volume at the expense
of profitability.

Management focuses on Adjusted OIBDA, dashks from operating activities and capital expeuacds to assess the operating
performance of the businesses. Management belibaesdjusted OIBDA, when viewed over time, reflethe operating trend and
performance of its communications business. AdfUSBDA, or similar measures, also is an indicatbperformance used by Level 3's
competitors and is used by management in evaluatiagjive performance.

The expected increase in revenue attritbeitabthe Company's Voice and IP-VPN services aedekpected decline in revenue from the
managed modem and DSL services will likely resulbiwer gross profit margins and possibly lowerdsigd OIBDA in the future. Profit
margins for the Company's mature services haverigsatly been higher than the average profit maggiarned by the Company's
communications business while the profit margingtie Company's growth services are expected twelmv the current average profit margin
earned by the communication business.

In January 2005, the Company announcedoorgainment initiatives that are intended to redoperating expenses by approximately
$60 million to $70 million in 2005. The initiativésclude the elimination of approximately 500 jgdramarily in the non-growth and support
areas of the communications business. The Commaoyded a restructuring charge of $16 million ia finst quarter of 2005 attributable to
this action.

Management believes that cash flows froerajing activities as reported on the consolidatatement of cash flows, also is a measure of
operating performance, but in addition measuregémeration of cash from or use of cash for worldagital (particularly accounts receivable,
accounts payable and deferred revenue) purposesighimportant as the Company monitors and maistis liquidity.

The Company is focusing its attention omgrbwing revenue through existing core servicesrawl service development efforts,
2) continuing to show improvements in Adjusted OMBBs a percentage of revenue, 3) managing worlkapiia and 4) making certain its
capital expenditures are made primarily for adigithat directly generate revenue. The chandgeeicdmposition of revenue will require the
Company to carefully manage operating expensesapital expenditures while the Company investsrawgh products to replace the decline
in earnings from mature products.

In addition to the operational metrics, @@mpany is also focusing on improving its finahciandition and extending the maturity date
and lowering the effective interest rate on itsstartding debt. In 2004, the Company was able, tir@useries of transactions, to extend
approximately $1 billion of debt maturing in 20@82011 and to reduce the effective interest rattherdebt outstanding. The Company will
continue to look for opportunities in this are@05 and focus its resources on growing revenuararthging cost for the communications
business.

Information Services

The Company's information services busitiessmprised of two operating units: )Structure, LLC and Software Spectrum, Inc) (
Structure provides computer outsourcing servicesgly to small and medium-sized businesses thattwo concentrate their resources on
their core business rather than expend capitalrana overhead costs to operate their own compugmgronments. Efforts to grow this
business are largely dependent opStructure's ability to effectively market itsetf businesses while competing against other outsaurc
providers with greater financial resources and nesnegnition.(i) Structure recognizes revenue in the period theéeEnare provided.

Software Spectrum is a global resellerusibess software, primarily to large and mediuregizusinesses. Software Spectrum recognize:
revenue at the time the product is shipped or @oatance with the terms of the licensing contra8tdes under certain licensing programs
permit Software Spectrum to recognize only a serfée paid by the software publisher as revenuéw8ce Spectrum
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has experienced an increase in sales under tmsdblicensing program and management expectsdugtoption of agency licensing
programs in the future. The Company's ability tetkesoftware is influenced by the general econagnicironment, specifically in North
America and Western Europe, as well as the level gpending for business software by large andiumedized companies.

The software distribution and resale bussrie very competitive with profitability largeledendent upon rebates received from the
software publishers. The amount of rebates recdiead the publisher is tied directly to the valuesoftware sold for that publisher. These
programs vary from publisher to publisher, but ¢tglly contain sales targets that are tiered soSbétvare Spectrum can earn higher rebate
incremental sales above certain sales targetsinaltieely, Software Spectrum may forfeit publishelates if certain minimum sales targets are
not achieved. As such, it is not uncommon for safewesellers, including Software Spectrum, togsicftware at or below their cost, prima
at the end of the second and fourth quarters o€tdrapany's fiscal year, in order to attain the rsakés target and thus earn higher rebates fron
software publishers.

Microsoft is the primary provider of busésesoftware to the Company's Software Spectrunnbssi If Microsoft should successfully
implement programs for the direct sale of softwtareugh volume purchase agreements or other amaggts intended to exclude the
distribution or resale channel, Software Spectrugssits of operations would be materially and askly affected.

In order to achieve a desired return oedéted capital, Management of the information ses/lsusiness focuses on the Adjusted OIBDA
metric and cash flow from operating activities ssess the overall operating performance of thernmdtion services business. Specifically, for
the (i )Structure business, Adjusted OIBDA reflects theraging results of the business and, viewed inwartjon with net capital
expenditures required to support existing and nestammer contracts, provides management with vigilid the financial condition and
operating performance of the business. For then&oft Spectrum business, Management focuses ontadj@BDA and cash flow from
operating activities, including changes in workoapital accounts, to assess the financial condémhoperating performance of the business.
Software Spectrum's working capital requiremengsdmtermined primarily by changes in its accouatgivable and accounts payable
balances. Management is focusing its attention minmizing working capital requirements by loweriitg days sales outstanding through
consistent collection procedures. Management egpeatking capital requirements for the Software®pen business to decline in the future
as software publishers continue to adopt the agkeeysing model described in the Critical AccongtPolicies section below.

Coal Mining

Level 3, through its two 50% owned joinhtgre surface mines in Montana and Wyoming, seléd primarily through londerm contract
with public utilities. The long-term contracts fitre delivery of coal establish the price, volume] guality requirements of the coal to be
delivered. Revenue under these and other confsatsognized when coal is shipped to the customer.

The following discussion and analysis of financiahdition and results of operations should be regmdonjunction with the Consolidated
Financial Statements and accompanying notes beginoin page -1 of this annual report.

Critical Accounting Policies

The Company has identified the policieohehs critical to its business operations and tigetstanding of its results of operations. The
effect and any associated risks related to thebeiggoon the Company's business operations isigéssl throughout this Management's
Discussion and Analysis of Financial Condition &ebults of Operations where these policies affeeGompany's reported and expected
financial results.
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Revenue

Revenue for communications services, inolgdoice, private line, wavelengths, colocatiamglnet access, managed modem, data
services and dark fiber revenue is recognized nhpaththe services are provided. Communicationges are provided either on a usage
basis, which can vary period to period, or on aremually committed amount. Reciprocal compensat&venue is recognized only when an
interconnection agreement is in place with anotiaerier, and the relevant regulatory authoritiegeha@pproved the terms of the agreement.
Periodically, the Company will receive paymentfieciprocal compensation services before the regylauthorities approve the agreement.
These amounts are included in other current ligdslion the consolidated balance sheet until theg2my receives the necessary regulatory
approvals.

Revenue attributable to leases of darkrfifpesuant to indefeasible rights-of-use agreem@h®dJs") that qualify for sales-type lease
accounting, and were entered into prior to Junel909, was recognized at the time of delivery aswkptance of the fiber by the customer.
Certain sale and long-term IRU agreements of dass fand capacity entered into after June 30, 1889required to be accounted for in the
same manner as sales of real estate with propepsoivements or integral equipment. This accourttiegtment results in the deferral of
revenue which is then recognized ratably over ¢ tof the agreement (currently up to 20 yearsh eélreugh cash was received upon
acceptance of the fiber by the customer.

Termination revenue is recognized whenstaruer discontinues service prior to the end oftcthr@ract period, for which Level 3 had
previously received consideration and for whicherayve recognition was deferred. Termination revasia¢so recognized when customers
make termination penalty payments to Level 3 tdesebntractually committed purchase amounts thatustomer no longer expects to meet.
Settlement revenue is recognized when a custonteLewvel 3 renegotiate a contract under which L&vislno longer obligated to provide
product or services for consideration previoushereed and for which revenue recognition has bederted. Termination/settlement revenue
is reported in the same manner as the originalyarookr service provided.

Software Spectrum is a reseller of busise$svare. Accounting literature provides guidatwenable companies to determine whether
revenues from the reselling of goods and servibesld be recorded on a "gross"” or "net" basis. Company believes that the facts and
circumstances of the Software Spectrum businesscylarly those involving pricing and credit riskdicate that the majority of Software
Spectrum's sales should be recorded on a "grosss. Bdhe latitude and ability of Software Spectrianestablish the selling price to the
customer is one significant indication of "grossVenue reporting. The assumption of credit risknisther important factor in determining
"gross” versus "net" reporting. Software Spectras the responsibility to pay suppliers for all pro$ ordered, regardless of when, or if, it
collects from its customers. Software Spectrurnigs aolely responsible for determining the creditiimess of its customers.

Microsoft Corporation, a significant sugplbf software to Software Spectrum, changed celi@nsing programs in 2001 whereby new
enterprisewide licensing arrangements will be priced, billed collected directly by Microsoft. In 2003, sealesther suppliers began adopt
this type of program. Software Spectrum will con#rto provide sales and support services relatéuese transactions and will earn a service
fee directly from the software publishers for thassvities. Under this licensing program, Softw&mectrum only recognizes the service fee it
receives from the software publisher as revenuenahthe entire sales price of the software. Then@any continues to sell products under
various licensing programs but beginning in 2008egienced an increase in the level of sales uidmetnew programs. If Microsoft and other
software publishers are able to successfully implenand sell a significant amount of software urtber program, or it is determined that the
accounting for reselling of the software shouldd®orded on a "net" basis, the Company may expeziarsignificant decline in information
services revenue but will also experience a confppardecline in cost of revenue given the high odsevenue associated with the software
reseller business.
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Revenue is recognized from software sal¢iseatime of product shipment, or in accordanctweérms of licensing contracts, when the
price to the customer is fixed, and collectibilgyreasonably assured. Revenue from maintenandeactmis recognized when invoiced, the
license period has commenced, when the price toub®mer is fixed, and collectibility is reasonabsured, as Software Spectrum has no
future obligations associated with future perforcennder these maintenance contracts. Advancegdslkre recorded as deferred revenue
services are provided.

Accounting practice and guidance with respe the accounting treatment of revenue contitoevolve. Any changes in the accounting
treatment could affect the manner in which the Canypaccounts for revenue within its communicatiom®rmation services and coal
businesses.

Nor-Cash Compensation

The Company applies the expense recogrtionisions of SFAS No. 123, "Accounting for StoBksed Compensation" ("SFAS
No. 123"). Most companies do not follow the experesmgnition provisions of SFAS No. 123; ratheg)thlisclose the information only or
pro-forma basis. As a result, these pro-forma d&ales must be considered when comparing the Conspasults of operations to those
reported by other companies. Under SFAS No. 128fah value of an option or other stock-based oansgtion (as computed in accordance
with accepted option valuation models) on the détgrant is amortized over the vesting periodshefaptions in accordance with FASB
Interpretation No. 28 "Accounting for Stock Appratidon Rights and Other Variable Stock Option or AsdvRlans”. Although the recognition
the value of the instruments results in compensaiigrofessional expenses in an entity's finarstetements, the expense differs from other
compensation and professional expenses in that ttrewges, though generally permitted to be seitiledsh, are typically settled through the
issuance of common stock, which would have a diugiffect upon earnings per share, if and when sptibns are exercised.

In December 2004, the Financial Accounttgndards Board issued SFAS No. 123R which williregall companies to recognize the
value of stock based compensation in the stateofesgerations for reporting periods beginning afene 15, 2005.

LongLived Assets

Property and equipment is stated at cedtjaed by provisions to recognize economic impaitrirevalue when management determines
that events have occurred that require an anadygistential impairment. Costs associated diresith the uncompleted network and the
development of business support systems, primenilployee-related costs, and interest expense gdduring the construction period, are
capitalized. The Company capitalized $66 millio1$nillion and $66 million of cost, primarily direlabor and related employee benefits, in
2004, 2003 and 2002, respectively. Intercity nelwsmgments, gateway facilities, local networks apérating equipment that have been pli
in service are being depreciated over their eséohaseful lives, primarily ranging from 2-40 yearhe total cost of a business support system
is amortized over a useful life of three years. Tikeful lives of the Company's assets are estinaagsictual in-service periods for specific
assets could differ significantly from these estiesa

The Company at least annually, or as evaentircumstances change that could impact thevexability of the carrying value of its
communications and information services assetgjwtis a comprehensive review of the carrying valués assets to determine if the carry
amount of the assets are recoverable in accordeitit SFAS No. 144. An impairment loss exists whetireated undiscounted cash flows
attributable to the assets are less than theiyiocgramount. If an asset is deemed to be impathedamount of the impairment loss recognized
represents the excess of the asset's carrying saluempared to its estimated fair value, basedamagement's assumptions and projections.
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The Company assessed its communicatiomgsliead assets for impairment at December 31, 2@0d,determined that an impairment
charge was not required. Level 3 separately evesduar impairment its colocation facilities, cent@aixcess conduits and its communications
network (including electronics, fiber, conduits angtomer premise equipment) as these are the tdsweds with separately identifiable cash
flows. The impairment analysis of these assetbased on long term cash flow forecasts of operatsglts and sales of assets over their
estimated useful lives.

Level 3 recorded impairment charges of $iflon in 2002 to write down the carrying amouwdtcertain colocation assets and
communication inventory to their estimated fairuehs these telecommunications assets were iégehdi§ being excess, obsolete or carried at
values that may not be recoverable due to an aelwdi@ange in the extent in which these assets vedng ltilized in the business, which was
caused by the unfavorable business climate witiérteélecommunications industry.

Level 3 also assesses the carrying valgmofiwill on an annual basis in accordance to SRAS142 "Goodwill and Other Intangible
Assets". The carrying value of each reporting unitluding goodwill assigned to that reporting urgtcompared to its fair value. If the fair
value of the reporting unit does not exceed theyoay value of the reporting unit, including goodiwan analysis is performed to determine if
an impairment charge should be recorded. The Coyngia@imot record charges for goodwill impairmen®®04, 2003 or 2002.

Management's estimate of the future cashisflattributable to its long-lived assets and #ievialue of its businesses involve significant
uncertainty. Those estimates are based on managisrassumptions of future results, growth trendsiadustry conditions. Management will
continue to assess the Company's assets for imgaiims events occur or as industry conditions warra

Use of Estimates

The preparation of financial statementsdnformity with generally accepted accounting pipfes requires management to make
estimates and assumptions that affect the repartexiints of assets and liabilities and disclosum@afingent assets and liabilities at the da
the financial statements and the reported amodmssenues and expenses during the reporting pefioel most critical estimates and
assumptions are made in determining the allowamcddubtful accounts, revenue reserves, whetheaimmgnt charges are necessary, useful
lives of fixed assets, accruals for estimated ligé that are probable and estimatable, and astis#gment obligations. Actual results could
differ from those estimates and assumptions.

Recently I ssued Accounting Pronouncements

Recently issued accounting pronouncemeastsl@scribed in Note 1 to the consolidated findrsteEtements. The following are the recel
issued pronouncements that the Company believes hasignificant affect on the Company's resultsperations and financial position.

In June 2001, the FASB approved SFAS N8, 1Accounting for Asset Retirement ObligationsSFAS No. 143"). SFAS No. 143
establishes accounting standards for recognitishna@asurement of a liability for an asset retirenodatigation and the associated asset
retirement cost. The fair value of a liability fan asset retirement obligation is to be recognizete period in which it is incurred if a
reasonable estimate of fair value can be madea$beciated retirement costs are capitalized arhdded as part of the carrying value of the
long-lived asset and amortized over the usefuldffthe asset. SFAS No. 143 was effective for tbenany beginning on January 1, 2003. The
Company's coal mining business had previously &ckras a component of cost of revenue, an estiofiditeure reclamation liability. The net
effect of the adoption of SFAS No. 143 to the Conyscoal mining business as of January 1, 2003andesrease in noncurrent liabilities of
approximately $5 million (which is being amortizedexpense) and was reflected as a cumulativetefffastment in the consolidated
condensed statement of operations.

76




The communications business has enteremdartain colocation leases whereby it is requingdn termination of the lease, to remove the
leasehold improvements and return the leased spatseoriginal condition. The Company has als@esd in to right-ofwvay agreements for i
intercity and metropolitan networks that may reguire removal of the conduit upon termination &f élgreement. Upon adoption of this
standard on January 1, 2003, the Company alsodedabligations and corresponding assets of appately $31 million for these lease and
right-of-way agreements. Asset retirement obligagapense of $11 million and $12 million were relgat during the years ended
December 31, 2004 and 2003; resulting in totaltastieement obligations, including reclamation tsa®r the coal business, of $138 million at
December 31, 2004.

The value of the Company's communicaticrsegretirement obligations have been discounteeffiect the assumption that Level 3 will
use the underlying assets over the entire lease tetevel 3 should elect to abandon these adsdtsre the end of the lease term, it may be
required to remediate the leased property to itgral condition at the time of abandonment andsfig at amounts higher than the obligation
recorded on the consolidated balance sheet. Iiaddihe asset retirement obligations are caledl&#tased on the several assumptions which
could change over time. If actual results diffemfrthe assumptions used, the amounts requiredrtediate the properties may differ
significantly from the amounts reflected in the solidated financial statements.

In April 2002, the FASB issued SFAS No. 1%Bescission of FASB Statements No. 4, 44, and\@dendment of FASB Statement
No. 13, and Technical Corrections” ("SFAS No. 145FAS No. 145 is effective for fiscal years begngnand certain transactions entered
after May 15, 2002. SFAS No. 145 requires gainslasses from the extinguishment of debt be classifis extraordinary items only if they
meet the criteria in APB Opinion No. 30. PrevioyshASB Statement No. 4 generally required all gaind losses from debt extinguished prior
to maturity to be classified as an extraordinagynitin the statement of operations. APB Opinion 3@®requires that to qualify as an
extraordinary item, the underlying event or tratiseicshould possess a high degree of abnormaliybanof a type clearly unrelated to, or only
incidentally related to, the ordinary activitiestbé Company, and would not reasonably be expeotastur in the foreseeable future. Any gain
or loss on extinguishment of debt classified asxraordinary item in prior periods presented thas not meet the criteria in APB Opinion
No. 30 shall be reclassified. Upon adoption of SB¥SE 145, due to the recurring nature of its depurchases and exchanges, the Com
reclassified the related gains previously clasgiéie extraordinary gains during the year ended mDbee 31, 2002 of $255 million in the
consolidated statement of operations to other muerading income.

In June 2002, the FASB issued SFAS No. 146¢counting for Costs Associated with Exit or Disal Activities”, ("SFAS No. 146").
SFAS No. 146 addresses financial accounting anartieg for costs associated with exit or disposaivities (excluding an entity newly
acquired in a business combination), often refetveak "restructuring costs", and nullifies priocagnting guidance with respect to such costs.
SFAS No. 146 will spread out the reporting of exqemrelated to restructurings initiated after 2@@2ause commitment to a plan to exit an
activity or dispose of longived assets will no longer be enough to recoridlaillty for the anticipated costs. Under previgusdance, a liabilit
for an exit cost was recognized at the date ofrdityés commitment to an exit plan. Instead, exid @isposal costs will be recorded when they
are incurred and can be measured at fair valueredatid liabilities will be subsequently adjustedchanges in estimated cash flows. The
provisions of SFAS No. 146 are effective for exidisposal activities initiated after December 3002, with no retroactive restatement
allowed. The Company announced in 2003, that iteeesolidating the Genuity operations into thosthefexisting communications business,
as well as combining certain facilities and operagiof Software Spectrum. The Company incurredsdostworkforce reductions and lease
terminations as a result of these decisions ofrillion and $45 million in 2004 and 2003, respeet

In September 2002, the Emerging Issues Faste ("EITF") addressed the accounting for cotitver debt for equity exchanges in Issue
02-15: "Determining Whether Certain Conversions of
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Convertible Debt to Equity Securities Are withiretBcope of FASB Statement No. 84" ("EITF 02-15HeEITF concluded in EITF 025 tha
these types of transactions should be accounteakfarduced conversions in accordance with FASB84o ' Induced Conversions of
Convertible Debt" ("SFAS No. 84"). SFAS No. 84 rigga a noncash charge to earnings for the implied value dhdncement to convert frc
convertible debt to common equity securities ofiiseler. The accounting is to be applied prospelstifior those convertible debt for equity
exchanges completed after September 11, 2002 atieeofithe EITF's consensus. The Company applegrbvisions of SFAS No. 84 to all
convertible debt for equity exchange transactimmpmeted after June 30, 2002. The Company recodiziiced conversion expenses of
$200 million and $88 million in 2003 and 2002, resfively.

Results of Operations 2004 vs. 2003

Revenuefor 2004 and 2003 is summarized as follows:

2004 2003

(dollars in millions)

Communication $ 1,68 $ 1,947
Information Service 1,93¢ 1,99¢
Coal Mining 91 80
Other — —

$ 3712 $ 4,02¢

Communicationsrevenue is classified into two categories, serviegenue and reciprocal compensation. The Compantiyefr
segregates services revenue into three strategindss units: 1) Softswitch services (including agad modem and voice services),
2) Transport & Infrastructure services (includirmiypte line, wavelength, transoceanic, dark fibed aolocation services) and 3) IP & Data
services (including Internet Protocol, data, DShragation and security services). Revenue attiit@t® these strategic business units are
identified in the following table:

2004 2003

(dollars in millions)

Services
Softswitch Service $ 541 $ 644
Transport & Infrastructur 574 77¢
IP & Data Service: 42C 397
Total Services Revent 1,53¢ 1,82(
Reciprocal Compensatic 15C 127
Total Communications Reven $ 1,68 $ 1,947

The Company also segregates its commuaitaservices into three separate categories with le@ing in a different phase of the product
life cycle, incorporating different marketing anidtdbution strategies and different contributidagshe Company's profitability. The categories
include: 1) Growth services (wholesale and consumented voice services and IP-VPN services) 2eGervices (Transport & Infrastructure
and IP & Data products) and 3) Mature services @gad modem,
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managed modem related and DSL services). Reventledse services are identified in the followingléa

2004 2003

(dollars in millions)

Services
Growth Service: $ 58 $ 17
Core Service 851 1,077
Mature Service: 62€ 72€
Total Services Revent 1,53t 1,82(
Reciprocal Compensatic 15C 127
Total Communications Reven $ 1,68 $ 1,947

Softswitch revenue in 2004 is comprise&®3 million for voice services (growth) and $488limmn for managed modem and managed
modem related services (mature) compared to $libmand $628 million in 2003. Voice revenue in@ed as a result of the new services
introduced in 2003 and 2004, particularly the whale services which include voice termination, laéglhound and enhanced local services.
The decline in managed modem revenue is primatig/td price declines in services and a reductidghéemumber of ports provided to
America Online. Partially offsetting the price daelk was an increase in managed modem usage reagribetable to the acquisitions of
certain ICG and Sprint customer contracts at thggriméng of the second and fourth quarters of 208dpectively. 2004 managed modem
revenue includes $38 million and $4 million atttifbie to the ICG and Sprint acquisitions, respetyivThe Company expects voice revenu
continue to increase in future periods as a resute future service introductions and the acasggeaof VolP technology by businesses and
consumers.

In 2004, Level 3's largest managed modestocoer, America Online, informed the Company thatduld reduce its overall purchases of
fixed service ports for its U.S. dial-up networkmarica Online reduced the number of ports it puseBdrom Level 3 by approximately 22%
during the third quarter of 2004 with additionakipimrndowns of approximately 8% occurring in tieifth quarter. In addition to the port
cancellation provisions, the contracts with Amef@ualine contain market-pricing provisions which Mabhave the effect of lowering revenue.
As a result of concessions to America Online inye2004, the markepricing provisions of these contracts are not etgubto be enforced un
at least April 2005 for a portion of the ports alahuary 2006 for the remaining ports. The contrditt America Online continues to contain
pricing provisions whereby Level 3 is obligatedtovide America Online a reduced price per poe ibtevel 3 offers a third party better
pricing for a lower volume of comparable servicBise Company expects, excluding the effects of aitipms, managed modem related
revenue to continue to decline in the future prifpatue to an increase in the number of subscrib@gsating to broadband services and
continued pricing pressures.

Transport & Infrastructure (core productsjenue, in 2004 decreased significantly from 200 arily as a result of the recognition of
$344 million of termination revenue in 2003 ver$d97 million in 2004. In 2003, an amended IRU agreset originally executed in 1998 with
XO Communications resulted in Level 3 recognizii294 million of revenue that had previously beereded, but did not result in any
incremental cash benefit to the Company. In Decerd®@4, Level 3 and McLeod amended their 1999 ageet which resulted in Level 3
recognizing $98 million of non-cash terminationeaue for amounts previously deferred. Excludinghteation revenue, Transport &
Infrastructure revenue increased 7% due to highek fiber, private line, wavelength and colocatiemenue.

On February 22, 2005 France Telecom anelL&¥inalized an agreement to terminate a 200R fiber agreement. Under the terms of
agreement France Telecom returned the fiber toll3w@ash received for the fiber under the origegleement was deferred and amortized to
revenue over
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the 20-year term of the agreement. Level 3 hasurthdr service obligations with respect to the ffiaed therefore expects to recognize
approximately $40 million of unamortized deferregtlenue as non-cash termination revenue in thegiiratter of 2005. The Company has
reflected the unamortized deferred revenue asremtiiability at December 31, 2004, due to thesale of the agreement in the first quarter of
2005.

On March 1, 2005, Level 3 entered into greament with 360networks in which both partiessadrto terminate a 2¢ear IRU agreemel
Under the new agreement 360networks returned thefither originally provided by Level 3. Under tbeiginal IRU agreement, signed in
2000, the cash received by Level 3 was deferrechamttized to revenue over the g€ar term of the agreement. As a result of thissaation
Level 3 expects to recognize the unamortized dederevenue of approximately $86 million as non-dasimination revenue in the first quarter
of 2005.

The Company expects to recognize terminaicd settlement revenue in the future as custodesise to renegotiate contracts or are
required to terminate service. The Company is big ® estimate the specific value of these tygd@snsactions until they occur, but based on
agreements reached in 2005 with certain dark fibstomers, expects termination revenue will inaeslightly from 2004 to 2005.

IP & Data services revenue increased iMd2@@inpared to 2003 and is comprised of $138 miibBSL aggregation services (mature),
$5 million for IP-VPN services (growth) and $277llioh of Internet and data services (core). For2dDSL aggregation revenue was
$99 million, IP-VPN was less than $1 million andeimet and data service revenue was $298 millienel3 began providing DSL services
when it purchased certain assets from Genuity briigey 2003. The growth in DSL aggregation reveiswdue to the inclusion of revenue for
the full period as well as an increase in demandhfe product. The increase in IP-VPN revenue stduthe demand for the service which was
introduced in 2003. The decline in the revenuelaitable to the core IP and data services is pilynattributable to wholesale Internet access.
Although demand for Internet services increaseihdu2004, price declines more than offset revemakeging to the increase in volume.

The Company's DSL aggregation servicepanearily provided to a single customer on an esisle basis in certain markets, which
exclusivity expires at the end of the first quad&R005. The customer has notified Level 3 thakjpects to migrate its customers off of the
Level 3 network in the first and second quarter2@d5. As a result, DSL revenue is expected taimkeslignificantly in 2005. At December 31,
2004, this customer's portion of total DSL reveremognized was approximately 90%.

Reciprocal compensation revenue increas&d 50 million in 2004 from $127 million in 2003hiE increase is primarily attributable to
agreements reached with carriers in the secondhénadquarters of 2004.

In the third quarter, the Company and all@arrier entered into an agreement that resalaissues for current and prior periods. The
agreement resulted in the recognition of approxéyeb67 million of reciprocal compensation revemu@004. A portion of the revenue
recognized as a result of this agreement pertaissrvices provided in previous periods. Of thaltmvenue recognized, Level 3 had received
and deferred approximately $31 million of procepdsr to 2004, which had been reflected as otherea liabilities on the consolidated
balance sheet.

During the second quarter of 2004, the Camypand BellSouth finalized a new interconnectigreament, which resulted in the Company
recognizing approximately $10 million of reciproc@mpensation revenue in the second quarter, whjotesented the majority of the revenue
to be recognized in 2004 under this agreement.rGivis arrangement, Level 3 expects to receivgrecal compensation revenue from
BellSouth over the three year term of the agreement
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The Company signed an amendment to itdiegitnterconnection Agreement with Verizon Commaations in the third quarter of 2004.
Under the agreement, the intercarrier compensaditanfor local, ISP-bound traffic was set at $.0p@6 minute for 2004, $.00045 per minute
for 2005, and $.0004 per minute for 2006.

On February 14, 2005, Level 3 announcetlitiexecuted amendments to its existing intercatioe agreement with SBC. The
amendments set the intercarrier compensation eatedal, ISP-bound traffic between the two comparat $.0005 per minute for the first half
of 2005; $.00045 per minute for the second haz@d5; and $.0004 per minute for 2006. Level 3'sraded agreement with SBC covers SBC's
entire service territory, which includes Californiexas, lllinois and 10 other states. The ameitedconnection agreement is subject to the
review and approval of all 13 state public utikilgmmissions.

In October 2004, the FCC approved certapeats of a forbearance petition filed by Core Camications in July 2003. Specifically, the
FCC lifted ISPbound traffic growth caps and new market exclusidre FCC rate cap of $.0007 per minute did not ghan this order. Certa
of the Company's interconnection agreements cotdaguage that supersedes this order.

Certain ISP-bound traffic that is termirtatan the Level 3 network is expected to be sultfetihte FCC's ISP Remand Order, which has
been pending at the FCC for two years. The FCGrthsated that it will rule on the ISP Remand Ordeon. The ruling is expected to addr
among other things, the FCC's basis for assentirigdiction over ISP-bound traffic.

Once the FCC has ruled on the ISP RemaddrQthe Company will determine the impact of @hetision on its current interconnection
agreements. If an agreement contains a changavip+avision, a party will be able to invoke the nga-of-law clauses to prospectively
modify the terms of that agreement. If there ichange-of-law provision in the agreement, the pnasly negotiated terms will stay in place
until expiration of the agreement. When an agred¢regpires, the parties would default to the FC@swn ISP-bound traffic.

With the three agreements reached in 20842805, Level 3 has interconnection agreemernpaice for the majority of traffic subject to
reciprocal compensation. Level 3 continues to riagohew interconnection agreements with its loeatiers. To the extent that the Company
is unable to sign new interconnection agreemenssgois new agreements containing lower rates,eetts a significant decline in the
Company's managed modem dial-up business, or FG@ierregulations change such that carriers dreegaired to compensate other carriers
for terminating ISP-bound traffic, reciprocal compation revenue may decline significantly over time

Information servicesrevenue decreased from 2003 to 2004 primarilyr@salt of an increase in sales under software ghibls' agency
licensing programs that result in only a servieelfeing recognized as revenue, rather than thiagellice of the software. The software
reseller industry is seasonal, with revenue andigtéd OIBDA typically being higher in the secondl #ourth quarters of the Company's fiscal
year. Revenue from the Software Spectrum businesgdsed from $1,920 million for 2003 to $1,861liorilin 2004. Revenue declin
attributable to an increase in agency sales wetelha offset by increased information technolagpending throughout the United States that
the Company and the IT industry began to experi@ntiee fourth quarter of 2003. In addition, theesgthening of the Euro and other foreign
currencies against the U.S. dollar resulted instimated additional $88 million of information s&res revenue in 2004 compared to 2003.

Software Spectrum began experiencing are@se in sales under Microsoft's 6.0 licensing regand similar programs offered by other
suppliers in 2003. Under these programs, new emservide licensing arrangements are priced, biled collected directly by the software
publishers. Software Spectrum continues to prosales and support services related to these tridmssiand earns a service fee directly from
publishers for these activities. The Company recmthe service fee it
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receives as revenue and not the entire value afdfierare under this program. Software Spectrurardad approximately $54 million and
$35 million of revenue attributable to these typésontracts in 2004 and 2003, respectively. Thieneged selling price of the software sold
under these agreements was $975 million and $6Bibmfior the corresponding periods.

If Microsoft and the other suppliers aressful in implementing agency licensing prograimsill result in a significant decline in the
amount of information services revenue recognizethb Company. The decline in revenue is not exgaktd have a meaningful effect on
operating income (loss), as the Company shouldrexquee a corresponding decline in cost of revenue.

Revenue attributable @ Structure's business decreased to $75 million 04 2fbm $79 million in 2003. A decline in revenugriutable
to the former systems integration business andetimeination of two outsourcing contracts, partialf§set by $4 million of termination revenue
attributable to the two contracts, resulted indkeline in revenue. In 2003, the Company notiftedsystems integration customers and
employees that it would honor its existing contsattowever, once these contracts expired, the Coynwauld no longer provide systems
integration services. The existing contracts exppemarily in the second and third quarters of 200

Coal mining revenue increased to $91 million in 2004 compaoe®B0 million in 2003. The increase in revenuetistatable to a 12%
increase in coal tonnage shipped to new and egististomers partially offset by a lower averagegger ton.

Cost of Revenue as a percentage of revenue for 2004 and 2002W4sand 19%, respectively. In 2003, the Companggeized
$346 million of settlement and termination revenuémnarily related to XO Communications. In 200éttement and termination revenue was
$113 million, most of which was attributable to tleLeod transaction in the fourth quarter. The gggtion of this revenue, with no
corresponding cost of revenue, resulted in the taast of revenue as a percentage of revenue i8.202004, the ICG, KMC and Allegiance
transactions also resulted in additional netwonlesses prior to migrating the customer traffic &wél 3's network.

As the Company's revenue mix changes igleeh concentration of voice revenue and lower @etage of managed modem and DSL
revenue, the cost of revenue, as a percentage@iue, will increase due to the lower margin eaimethe Company's voice services.

The cost of revenue for the informatiorvgsrs businesses, as a percentage of its revemse9 16 for 2004 down from 92% in 2003. 1
decrease is attributable to an increase in saldsrurew licensing programs implemented by softvpatdishers for which the cost of revenu
minimal. Software Spectrum is very reliant on resateceived from software publishers to improvejisrating results. In 2004 and 2003,
Software Spectrum earned approximately $42 mililorebates which reduced cost of revenue. Soft@aextrum does not earn rebates from
Microsoft on agency program sales. As a resulagesicy program sales increase, the amount of ebateed from Microsoft is expected to
decline. This decline is partially offset, by Sodive Spectrum earning, in general, higher marginslienosoft agency sales than on Microsoft
non-agency sales. Cost of revenue, as a perceotageenue, for the outsourcing business declitigtitty in 2004 as a result of the contract
termination revenue recognized in 2004.

Cost of revenue, as a percentage of reydauthe coal mining business was consistent @@42and 2003 at 73%.

Depreciation and Amortization expenses were $695 million in 2004, a 16% decrizase 2003 depreciation and amortization expenses
of $827 million. The decrease is primarily attriofe to shortelived communications assets that were placed wicgem prior years becomil
fully depreciated during 2003 and 2004. In addititve McLeod intangible assets were fully amortidedng the third quarter of 2004. These
decreases were partially offset by the amortizatxmense
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attributable to the intangible assets acquirethénl€CG and Sprint acquisitions, completed in ttead and fourth quarters of 2004,
respectively.

Due to communications assets with threefsmedyear estimated useful lives becoming fullprkiated as well as current capital
expenditure levels; Level 3 expects depreciatiocotatinue to decline in 2005.

Selling, General and Administrativeexpenses decreased 9% to $956 million in 2004 $&r@46 billion in 2003. This decrease is
primarily the result of the synergies realized friiva Genuity transaction in the second half of 28938vell as declines in non-cash
compensation expense. The acquisition of GenuiBeloruary 2003 initially resulted in higher compeitn, travel, training, contract
maintenance and facilities expenses for the CompEmpughout 2003, the Company was able to incatgamuch of Genuity's operations i
its existing support infrastructure and thus wds &breduce the incremental workforce and dispdsexcess facilities. Also contributing to the
decline in operating expenses were lower advegjsimarketing and bad debt expenses. Partially wifigethese declines were increases in
consulting and professional fees associated welCthmpany's efforts to expand its voice servicesdmvelop internal systems and processes.
During 2004, the Company received final propergyaluations and assessments from several jurisdfor property taxes accrued in 2003.
These assessments were lower than the Companydéadysly estimated and, therefore, it reducedotioperty tax accrual by approximately
$3 million during 2004 for 2003 property taxes. Dgr2003, the Company received final property tabugtions and assessments from several
jurisdictions for property taxes accrued in 200Be3e assessments were lower than the Company éadysly estimated and, therefore
reduced the property tax accrual by approximat8lynfilion during 2003 for 2002 property taxes.

Included in operating expenses for 2004 200@B, were $46 million and $86 million, respediyy@f non-cash compensation and
professional expenses recognized under SFAS Norel@ted to grants of stock options, warrants ahdrostock-based compensation
programs. The decrease in non-cash compensati@mgjis attributable to a decline in the valuerahts distributed to eligible employees.
During the second quarter of 2004, the Compangtkhblders approved a proposal at the Company'4 a0fual meeting for the reservation
of additional shares of common stock under the Gomis 1995 Stock Plan. The Company expects to taagger grants under its stock-based
compensation programs as compared to grants mamegthe annual meeting, which would result idiéidnal stock-based compensation
expense in 2005.

The Company expects selling, general amdir@idtrative expenses to decline in 2005 versugt288 the Company realizes the cost sa
from the action to reduce its workforce that ocedrin the first quarter of 2005 and ongoing nonkfance related cost containment efforts.

Restructuring and Impairment Chargeswere $16 million in 2004 and $45 million in 200heéTCompany recorded real property lease
impairment charges of $14 million for leases in tRokmerica and Europe in the fourth quarter of 2004#e charge resulted from the ceased
use of certain space, the signing of subleasesxisting vacant space at lower than estimated,ratesextending the estimated sublease dates
for other vacant properties due to current marketions. The Company also recognized approximai2imillion of restructuring charges
related to the ongoing integration and restructudghSoftware Spectrum that began in 2003.

During the first quarter of 2003, Leveldhaunced workforce reductions that affected appnately 1,200 employees in the
communications business. The Company recordedintsting charges of approximately $26 million rethto these actions in 2003.

In 2003, the information services busimesegnized $19 million of restructuring chargesited to the ongoing integration and
restructuring of Software Spectrum, as well asctbeure of (i )Structure's system integration operations in Eerdese actions resulted in
the termination of
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approximately 580 employees in 2003. The restruggucharges include $6 million for lease terminatomsts for facilities the Company has
ceased using.

The Company expects to incur additionaksance costs of $16 million for workforce reducion the communications businesses in
2005 as a result of the action taken to reduc€tirapany's workforce in the first quarter of 2005.

Level 3 conducted a comprehensive revieitsacfommunications assets, specifically assettogled in and along its intercity network,
metropolitan networks, in its gateway facilitiegldts colocation facilities and obligations as @dd@mber 31, 2004. The Company determined
based upon its projections that the estimated éutadiscounted cash flows attributable to the radezi of communications assets exceede:
carrying value of those assets, and thereforedprsment to the carrying value of those assetsneasecessary.

Adjusted OIBDA is defined by the Company, as operating income)lisem the consolidated statements of operatiass tHepreciation
and amortization expense, less non-cash compensatfense included within selling, general and adstration expense on the consolidated
statements of operations, and less the non-casiopaof restructuring and impairment charges. Ag§dsOIBDA is not a measurement under
accounting principles generally accepted in thetéthStates and may not be used by other compaviegggement believes that Adjusted
OIBDA is an important part of the Company's intémegorting and is an indicator of profitability doperating performance used by the chief
operating decision maker or decision making gregpecially in a capital-intensive industry suchedscommunications. Adjusted OIBDA
excludes interest expense and income tax expersether gains/losses not included in operatingrmeoExcluding these items eliminates the
expenses associated with the Company's capitalizatid tax structures. Note 18 of the consolidfiteshcial statements provides a
reconciliation of Adjusted OIBDA for each of the @pany's operating segments.

Adjusted OIBDA for the communications buese was $463 million and $735 million for 2004 2003, respectively. The decrease in
2004 is primarily attributable to $346 million @rtnination and settlement revenue recognized b trapany in 2003 versus $113 million in
2004. Also contributing to the decrease in 2004 avdscline in managed modem revenue and incremeetiabrk costs incurred from the
Sprint, ICG, KMC and Allegiance transactions. Thdselines were partially offset by decreased sgligeneral and administrative expenses
discussed above.

Adjusted OIBDA for the information servickessiness increased from $10 million in 2003 to 84%ion for 2004. Adjusted OIBDA for
the for the ( )Structure business increased significantly in 2884 result of the cost of restructuring actisitiecorded in 2003, lower selling,
general and administrative expenses in 2004, andifién of termination revenue recognized in tirstfquarter of 2004. Adjusted OIBDA for
Software Spectrum increased as a result of lowstr@forevenue, as a percentage of revenue, asliedabove as well as the absence of
restructuring charges recorded in 2003.

Adjusted OIBDA for the mining business iaased slightly to $18 million in 2004, from $17 lioih in 2003. The increase is due to
increased revenues as discussed above with conigpardling, general and administrative expensesdst periods.

Adjusted OIBDA for the Company's other Ingsises increased from negative $5 million in 26@8ggative $1 million in 2004. The
increase is attributable to the receipt of $5 wiillof insurance proceeds which related to the Coylparevious investment in packaging
businesses. These proceeds represent the recdweastain legal and environmental expenses incumrgaior years, and therefore reduced
selling, general and administrative expenses.

Interest Incomewas $13 million for 2004 compared to $18 million2@03. The decrease is primarily attributable ®decline in the
average cash and marketable security portfolionoal@ffset slightly by an increase in the weighdaedrage interest rate earned on the port
The Company's
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average return on its cash and cash equivalemsased from 1.1% in 2003 to 1.3% in 2004 whileaherage cash balance decreased from
$1.5 billion during 2003 to $1.0 billion during 200Pending utilization of cash and cash equivalghtsCompany invests the funds primarily
in government and government agency securitiesvarky market funds. The investment strategy gelygradvides lower yields on the funds
than on alternative investments, but reduces #hetoi principal in the short term prior to thesads being used in the Company's business.

In 2004, the Company elected to take acgmnbf the yield curve and purchase lonigem U.S. government securities. The maturity ¢
on the government securities ranged from Octob64 20rough March 2006. The Company intends to tidde securities until they mature.

Interest Expense, netlecreased by $82 million from $567 million in 20@35485 million in 2004. Interest expense decregsidarily
as a result of the repayment of the $1.125 bilBemior Secured Credit Facility during the fourttadar of 2003, which included a $24 million
charge to interest expense for the unamortizeddefelebt issuance costs attributable to the textioin. Also contributing to the decrease was
the conversion of $480 million of Junior Convertit8ubordinated Notes into Level 3 common stockénsecond quarter of 2003, reduced
interest charges on debt repurchased or converteqity during or after the second quarter of 2@0®I the extinguishment of the Allegiance
capital lease obligation during the second quat@004. The Company also repurchased portions & 125% Senior Notes due 2008, 11%
Senior Notes due 2008, 10.5% Senior Discount Naties2008 and 10.75% Senior Euro Notes due 2008glthie fourth quarter of 2004,
thereby reducing interest charges on these notesseldecreases in interest expense were sliglfélgtdiy increased interest expense from the
issuance of a $730 million Senior Secured Term Lehan2011 and 5.25% Senior Convertible Notes did 20the fourth quarter of 2004 as
well as the issuance of 2.875% Convertible Senimtebldue 2010 in the second quarter of 2003 anidshiance of 9% Convertible Senior
Discount Notes due 2013 and 10.75% Senior Note2@u in the fourth quarter of 2003.

The Company expects interest expense tease in 2005 as a result of the issuance of the@Onvertible Senior Notes due 2011 in the
first quarter of 2005. This will be partially offisley lower interest expense resulting from theregdishment of the Allegiance capital lease
obligation and the debt repurchased during thettioguarter of 2004 that carried a higher aggretpézest rate than the new issuances of the
$730 million Senior Secured Term Loan due 2011%28% Senior Convertible Notes due 2011.

Gain on Extinguishment of Debtwas $197 million in 2004 and $41 million in 2008.the fourth quarter of 2004, the Company
repurchased portions of its 9.125% Senior Notes2@8, 11% Senior Notes due 2008, 10.5% SenioroDigcNotes due 2008 and 10.75%
Senior Euro Notes due 2008. The Company repurchaagidns of the outstanding notes at prices ran@iom 83 percent to 89 percent of the
repurchased principal balances. The net gain oedhg extinguishment of the debt, including trastm costs, realized foreign currency los
and unamortized debt issuance costs, was $50 mfthiothese transactions. In the second quart2004, the Company paid approximately
$54 million and assumed certain obligations torgydish the Allegiance capital lease obligation esmbgnized a gain of $147 million on the
transaction.

In the fourth quarter of 2003, the Comparghanged $61 million aggregate principal amourtsd®.125% Senior Notes due 2008,
$53 million aggregate principal amount of its 11&m®r Notes due 2008, $26 million aggregate prialcgmount of its 11.25% Senior Notes
due 2010, and $212 million face value ($210 milli@mrying value) of its 10.5% Senior Discount Naleg 2008. The Company issued
approximately 20 million shares of its common staakth approximately $105 million in exchange fbese senior notes. The net gain on the
early extinguishment of the debt, including unanzed debt issuance costs, was $37 million for thesesactions.
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In the third quarter 2003, the Company exded $18 million aggregate principal amount ol it% Senior Notes due 2008, $23 million
of its 9.125% Senior Notes due 2008 and $2 miléiggregate principal amount of its 11.25% SenioreNalue 2010. The Company issued
approximately 7 million shares of its common stedth a market value of approximately $41 milliorhelnet gain on the early extinguishment
of the debt, including unamortized debt issuansts;avas $2 million for these transactions.

In the second quarter of 2003, the Compaxapranged $100 million aggregate principal amofiits®.125% Senior Notes due 2008. The
Company issued approximately 13 million sharesso€ommon stock with a market value of approxinya$8l6 million. The net gain on the
early extinguishment of the debt, including transsccosts and unamortized debt issuance costs$@asllion.

Other, netincreased to a gain of $39 million in 2004 fronoad of $107 million in 2003. In 2004, the Compagglized a gain of
$23 million on the sale of Commonwealth Telephoommon stock and a $9 million gain associated withdale of certain investment
securities. In 2003, the Company realized a gafi76f million from the sale of "91 Express Lanes!'toad and $200 million of induced
conversion expense resulting from the Company'sesion of convertible debt securities.

Income Tax Expensdor 2004 was a $6 million provision compared tceméfit of $50 million for 2003. In 2004, the Compan
recognized tax expense in certain foreign jurisolict for Software Spectrum as well as the Comparoas business. In 2003, the Internal
Revenue Service completed the audit of the Compdr®p6 and 1997 Federal tax returns. The resolofitinese federal tax audits and other
state tax issues primarily related to its coal mgndperations, resulted in the Company reducinddferred tax liabilities by approximately
$50 million in 2003.

Income from Discontinued Operationswas $5 million for 2003. During 2003 the Companidsts MFON business and recorded as
discontinued operations, operating income of $l#iani(from acquisition in February 2003 through #ale in December 2003). Level 3 did
recognize a gain or loss on this transaction, asdurred within the one year "allocation periodd\yided under SFAS No. 141.

During 2003, the Company also exited SoféaBpectrum's contact services business and retarless from discontinued operations of
$7 million, including a loss of $9 million on thale of the business.

Cumulative Effect of Change in Accounting Principleof $5 million resulted from the adoption of SFAS.Nd@3 as of January 1, 2003.
The $5 million reflects the net change in accruemamation liability attributable to the Compangtsl operations.

Results of Operations 2003 vs. 2002

The operating results attributable to thel Bbd and Genuity transactions and Telverse adorisire included in the consolidated results
from their acquisition dates of January 24, 20Ghrbary 4, 2003 and July 21, 2003, respectively fHsults of operations of CorpSoft and
Software Spectrum are in included in the consatidaesults from their acquisition dates of March2(2 and June 18, 2002.

The operating results of the Company's MistiFiber Optic Network, ("MFON") business acquifiein Genuity and sold in 2003, the
Company's Asian communications operations soldbR2as well as Software Spectrum's contact sebuseess sold in 2003 are included in
discontinued operations for all periods presentedvhich Level 3 owned these businesses. Certédn pear amounts have been reclassified to
conform to current year presentation.
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Revenuefor 2003 and 2002 is summarized as follows:

2003 2002

(dollars in millions)

Communication: $ 1947 $ 1,101
Information Service 1,99¢ 1,89¢
Coal Mining 80 84
Other — 3C

$ 402¢ $ 3,111

Communicationsrevenue is classified into two categories, serviegenue and reciprocal compensation. The Compantiyefr
segregates services revenue into three strategindss units: 1) Transport & Infrastructure sersi@iacluding private line, wavelength,
transoceanic, dark fiber and colocation servic@sgoftswitch services (including managed modem\anick services), and 3) IP & Data
services (including Internet Protocol, data, DShragation and security services). Revenue attiidet® these strategic business units are
identified in the following table:

2003 2002

(dollars in millions)

Services
Softswitch Service $ 644 $ 332
Transport & Infrastructur 77¢ 50¢
IP & Data Service: 397 13¢€
Total Services Revent 1,82(C 97¢
Reciprocal Compensatic 127 122
Total Communications Reven $ 1947 $ 1,101

The Company also segregates its commuaitaservices into three separate categories with le@ing in a different phase of the product
life cycle, incorporating different marketing andtdbution strategies and different contributidaghe Company's profitability. The categories
include: 1) Growth services (wholesale and consumented voice services and IP-VPN services) 2eGervices (Transport & Infrastructure
and IP & Data products) and 3) Mature services @gad modem, managed modem related and DSL servit@g@nue for these services are
identified in the following table:

2003 2002

(dollars in millions)

Services
Growth Service: $ 17 % 22
Core Service: 1,077 64¢
Mature Service 72¢€ 30¢
Total Services Revent 1,82(C 97¢
Reciprocal Compensatic 127 122
Total Communications Reven $ 1,947 $ 1,101

Softswitch revenue increased 94% in 2008pared to 2002. An increase in managed modem giabvenue from customers obtained in
the Genuity transaction accounted for the majaritthe increase in revenue, while sales to newextigting customers accounted for the
remaining incremental Softswitch services revekige.the year ended December 31, 2003, the Compawjded customers
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approximately 123 billion minutes of use compam@835 billion minutes in 2002. This increase in wsags primarily attributable to an incre
from customer contracts acquired in the Genuitygaation.

Transport & Infrastructure revenue in 2003 eased 53% from 2002. The increase is primatiiybutable to additional settlement and
termination revenue recognized in 2003. As desdribeéNote 4 to the consolidated financial statersgint2003 Level 3 and XO
Communications amended an IRU agreement enteredhirat prior year. The amended agreement resuitédvel 3 recognizing $294 million
of revenue that had previously been deferred, lslihdt result in any additional cash payment toGloenpany. Included within Transport and
Infrastructure revenue is a total of $344 millidrsettlement and termination revenue in 2003 veg§igsmillion in 2002.  Additionally, the
Company's private line revenue increased in 2008apily as a result of the Genuity transaction arayelength revenue increased from sales
to new and existing customers. These increasespegtially offset by declines in amortized revenpiémarily due to the XO settlement noted
above.

IP & Data revenue increased 188% in 20@®amily as a result of the Genuity transaction &l aws growth in sales to new and existing
customers. Level 3 continued to see increased dMata usage, however the continued competitivee@mwient for these types of services
resulted in reduced pricing that partially offdet incremental usage in 2003. Increases in DSLeggdion, Internet access and security ser
all contributed to the increase in IP and Data meree

Reciprocal compensation increased slight®003 and is primarily attributable to an incre&s billable minutes partially offset by a
decline in reciprocal compensation rates. Levalc®ives reciprocal compensation from a limited neindd carriers and negotiated a new
interconnection agreement with one of its primagiprocal compensation customers. During thesetiztigms, Level 3 continued to bill the
customer at the previously contracted amount, écagnized revenue at the FCC mandated rates. {éthes of the final contract result in an
interconnection rate higher than the FCC rate, L8weill recognize the incremental reciprocal comgation revenue at that time. Level 3 is
also negotiating interconnection agreements witlerotarriers. As a result, reciprocal compensagwenue may fluctuate from period to
period as these negotiations are completed anchtiteactual terms are agreed to.

Information services revenueincreased from 2002 to 2003 and is attributablke fiall year of results in 2003 from the acquisigayf
CorpSoft in March of 2002 and Software Spectrurdune of 2002 (CorpSoft was merged into Software®pe on December 31, 2002), and
increased spending on business software as patrefased information technology spending broadllthe United States that the Company
and the IT industry began to experience in thetfoquarter of 2003. Partially offsetting the incgeavas an increase in the proportion of sales
under Microsoft and other software publishers' tieensing programs that result in only a servieelfeing recognized as revenue. The
software reseller industry is highly seasonal, ws#ies activity and profits typically being higheithe second and fourth quarters of the
Company's fiscal year. Revenue from the Softwaer®pm business increased from $1.800 billion 62 $1.920 billion in 2003. Software
Spectrum has experienced an increase in sales Midersoft's 6.0 licensing program, under whicht@&afre Spectrum receives only a service
fee, and similar programs offered by other softwarklishers in 2003. Software Spectrum recordedaqmately $35 million and $14 million
of revenue attributable to these types of contriac2903 and 2002 (acquisition date to Decembef802), respectively. The selling price of
the software sold under these agreements was $8idnmand $237 million for the corresponding pef#o

Revenue attributable @ Structure's business declined from $96 million®®2 to $79 million, primarily as a result of thecdgon to
wind down the systems integration business. Irsétoond quarter of 2003, the Company notified isteays integration customers and
employees that it would honor its existing contsattowever, once these contracts expire, the Coynwdhno longer be providing systems
integration services. The existing contracts exppgmarily in the second and third quarters of 20Revenue attributable to the outsourcing
business declined from $80 million in 2002 to $7Hliom in 2003 and is attributable to the renewhtastomer contracts at lower prices, which
is a trend that is being experienced throughostitidustry.
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Coal mining revenue declined 5% in 2003 versus 2002. Certaitracts do not require the customer to take deflie¢its contracted
tonnage if the customer pays the Company the ptafibuld have earned on the mined coal. In 20@8/el 3 recognized approximately
$4 million of fees and revenue from these provisjas compared to less than $1 million in 2002003, the difference between the fees
received and the contract price resulted in a $lfomidecline in coal revenue. This decline wagtipdly offset by increased sales under new
long-term contracts. Coal provided to customegeiserally sold under long-term contracts. Salesutttese londerm contracts represent o
90% of related revenue in 2003 and 2002, respéytive

Other revenue in 2002 was attributable to California BévTransportation Company, L.P, ("CPTC") the owoyerator of the "91
Express Lanes" toll road in southern Californiajchitwas sold in January 2003.

Cost of Revenudor the communications business in 2003 was $37ilomiversus $209 million in 2002. Increased netkoosts
attributable primarily to the Genuity transactioe aesponsible for this increase. Overall, the obsévenue for the communications business,
as a percentage of communications revenue, remairE@P6 for 2002 and 2003. Excluding the effect$36 million and $76 million of
termination and settlement revenue in 2003 and 2@&pectively, which typically does not have aresponding cost of revenue, the cost of
revenue as a percentage of revenue, would haveaised from 21% during 2002 to 23% during 2003. Tueease is attributable to the
additional network costs incurred with the acqidsitof Genuity assets and operations in the fiustrter of 2003.

The cost of revenue for the informatiorvgsrs business increased 5% to $1.836 billion. ddw of revenue for the information services
businesses, as a percentage of its revenue, wasd®Z%03 and consistent with that of 2002. Sofev@pectrum is very reliant on rebates
received from software publishers to improve itemgping results. In 2003 and 2002, Software Spectearned approximately $42 million and
$49 million, respectively, in rebates which reducedt of revenue.

The cost of revenue, as a percentage ehey, was flat for both the outsourcing and softwaselling businesses of the information
services segment. The cost of revenue for themgdhg business, as a percentage of revenue, wWasai32003 and 68% for 2002. The lower
rate in 2002 is attributable to the release of $#lan in accruals due to favorable resolution eftain royalty issues. In 2003, new lower ma
coal sales and increased labor costs at one @dhgany's mines were partially offset by contraatination revenue.

Depreciation and Amortization expense increased by 3% in 2003 to $827 milliore iflcrease is primarily attributable to the tangibl
and intangible assets acquired in the Genuity &eticen in 2003 and the Software Spectrum and Cétrpsquisitions in 2002, partially offset
by shorter lived communications assets placedrvicin prior years becoming fully depreciated.

Selling, General and Administrativeexpenses increased 12% to $1.046 billion in 2008 Mcrease is a result of the additional
employees and other expenses associated with thaité&ransaction. The Company's global workfortigally increased by approximately
1,400 employees as a result of this transactioa.additional employees resulted in higher compémsatavel, training and facilities
expenses. The Company also experienced an indreasirance and professional expenses in 2003&4sawselling, general and
administrative expenses attributable to the Sofv&pectrum businesses acquired in 2002. Theseasesavere partially offset by declines in
bad debt expense, CPTC's operating expenses, sbrcompensation and property tax expenses. Dufifg,2he Company received final
property valuations and assessments from seveisdlictions for property taxes accrued in 2002 2003. These assessments were lower than
the Company had previously estimated and, thergiffioreduced the property tax accrual by approxatya$8 million during 2003 for 2002
property taxes.
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Level 3 recorded bad debt expense of $liomiln 2003, which was consistent with that of 20h 2003, the Company was able to collect
approximately $4 million of receivables that haébevritten off in prior periods, which was recordesia reduction of bad debt expense. The
Company's allowance for bad debts has decreasedhms/tast few years. This is a result of elimingtthe receivables and related allowanc:
amounts that were deemed uncollectible, and impneves in the overall creditworthiness of the Conysmoustomer base.

Included in operating expenses for 2003 200@P, were $86 million and $181 million, respeelyy of non-cash compensation and
professional expenses recognized under SFAS Norel@ted to grants of stock options, warrants ahdrostock-based compensation
programs. The decrease in non-cash compensati@ms(is attributable to a decline in the valuerahts distributed to eligible employees.

Restructuring and Impairment Chargeswere $45 million in 2003 and $181 million in 20@ring the first quarter of 2003, Level 3
announced workforce reductions that ultimately wepected to affect approximately 1,200 employedghé communications business by the
end of the first quarter of 2004. During 2003, paiity as part of the integration of the businesgu@red from Genuity, the communications
business terminated approximately 1,100 employedsecorded restructuring expenses of $26 million.

In 2003, the information services busimesagnized $19 million of restructuring chargesited to the ongoing integration and
restructuring of Software Spectrum, as well asctbsure of (i )Structure's system integration operations in h@ld hese actions resulted in
termination of approximately 580 employees in 200% restructuring charges include $6 million fade termination costs for facilities the
Company has ceased using.

In 2002, the Company's communications mssimecorded impairment charges of $101 millioateel to a colocation facility in Boston,
well as certain corporate facilities in Colorada a&axcess communications inventory, which were dladsas held for sale in other non-current
assets. As a result of the completion of additi@asédcation space in Boston by other providers sthfe demand for office space in the
metropolitan Denver area and the continued overddnure of communications equipment in the seconabankets, the Company believed that
these assets were obsolete and that the estimdated tindiscounted cash flows attributable to tleessets were insufficient to recover their
carrying value. The new carrying values of these@swere based on offers received from third g&ftr the real estate properties or actual
sales of similar communication assets.

In December 2002, Level 3 entered in tala kaseback transaction for one of its New Yalbcation facilities and sold the colocation
facility near Boston. The Company recognized a tosthese transactions of approximately $81 millishich is included in restructuring and
impairment charges on the consolidated statemérmigerations.

The Company recorded a benefit of $13 amilfior the year ending December 31, 2002, dueeidettmination of leases for less than had
originally been estimated in 2001 and includediterefit as a reduction in restructuring and impaintrcharges in the consolidated statements
of operations in 2002.

Adjusted OIBDA for the communications business was $735 millioth 281 million for 2003 and 2002, respectively. Therease in
2003 is primarily attributable to the $346 milliohtermination and settlement revenue recognizetheyCompany in 2003 versus $76 million
in 2002. Also contributing to the increase in 20083 e lower network and selling, general and adnrative expenses, excluding the impact
the Genuity acquisition, and earnings attributablthe Genuity transaction. Adjusted OIBDA for théormation services business declined
from $40 million in 2002, to $10 million for 2003d is primarily attributable to $19 million of casstructuring charges recorded in 2003. In
addition, the timing of the acquisition of Softwa&pectrum late in the second quarter of 2002 redutt higher Adjusted OIBDA levels due to
the seasonality of the business. A significantiparof the revenue and

90




gross profit for the software business occursitatee second quarter. As a result, the Companyabbesto record sales and profits while
incurring a disproportionately low amount of opargtexpenses in the second quarter of 2002. In 20@3its earned by Software Spectrum on
the additional sales were more than offset by tiit@mnal operating expenses incurred during théope Adjusted OIBDA for the mining
business declined to $17 million in 2003, from $&dion in 2002. The decrease was due to lowermees, increases in labor costs at one of
the Company's mines in 2003 and the reversal oyalty accrual in 2002. Adjusted OIBDA for the Coamy's other businesses decreased

a positive $10 million in 2002, to a negative $3lior in 2003. The decline was attributable to #isence of earnings from the 91 Express
Lanes toll road, which was sold in January 2003ianrkases in legal and other professional fees.

Interest Incomewas $18 million for 2003 compared to $29 millior2@02. The decrease is primarily attributable teduction in the
weighted average interest rate earned on cashdeslafihe Company's average return on its cashashderjuivalents decreased from 1.6% in
2002 to 1.0% in 2003. Pending utilization of casl aash equivalents, the Company invests the fpridgrily in government and government
agency securities and money market funds. The imesg strategy generally provides lower yieldstom funds than on alternative investme
but reduces the risk to principal in the short temor to these funds being used in the Companysinless.

Interest Expense, netncreased by $7 million from 2002 to $567 million2003. Interest expense increased in 2003 priynasila result
of a 50 basis point rate increase on borrowing®utite amended Senior Secured Credit Facilitywlaat effective in late 2002, the issuance of
the 2.875% Convertible Senior Notes due 2010 irso®nd quarter of 2003, the issuance of the 9% & thle Senior Discount Notes due
2013 and 10.75% Senior Notes due 2011 in the fayu#nter of 2003 and the $24 million charge formogized deferred debt issuance costs
attributable to the termination of the Senior SeduCredit Facility that was charged to interestezge in the third quarter of 2003. The incri
in interest expense was partially offset by reduoégtest expense due to the repayment of the E8eicured Credit Facility in October 2003
and the debt for equity transactions that occutinesighout 2003.

Gain on Extinguishment of Debtfor 2003 was $41 million and $255 million for 2008.2002, the Company had classified gains on the
extinguishment of debt as an extraordinary iterthénstatement of operations. Pursuant to SFAS BB, Which became effective January 1,
2003, Level 3 reclassified these gains to gainsxtimguishment of debt on the consolidated statésnafroperations for all periods presented.

In the fourth quarter of 2003, the Comparghanged $61 million aggregate principal amourntsd®.125% Senior Notes due 2008,
$53 million aggregate principal amount of its 11&m®r Notes due 2008, $26 million aggregate prialcgmount of its 11.25% Senior Notes
due 2010, and $212 million face value ($210 milli@mrying value) of its 10.5% Senior Discount Naleg 2008. The Company issued
approximately 20 million shares of its common staakth approximately $105 million in exchange fbese senior notes. The net gain on the
early extinguishment of the debt, including unanzed debt issuance costs, was $37 million for thesesactions.

In the third quarter 2003, the Company exded $18 million aggregate principal amount oL it% Senior Notes due 2008, $23 million
of its 9.125% Senior Notes due 2008 and $2 miléiggregate principal amount of its 11.25% SenioreNalue 2010. The Company issued
approximately 7 million shares of its common stadth a market value of approximately $41 milliorhelnet gain on the early extinguishment
of the debt, including unamortized debt issuanetscavas $2 million for these transactions.

In the second quarter of 2003, the Compapanged $100 million aggregate principal amofiits®.125% Senior Notes due 2008. The
Company issued approximately 13 million sharesso€dommon
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stock with a market value of approximately $96 ioill The net gain on the early extinguishment efdebt, including transaction costs and
unamortized debt issuance costs, was $2 million.

For the year ended December 31, 2002, tepgany exchanged $12 million of its senior noted $ti75 million face value ($141 million
carrying value) of its senior discount notes. ThenPany issued approximately 15 million shares€dmmon stock worth approximately
$70 million in exchange for these notes. The trefisas were accounted for as extinguishments of. déte net gain on the early
extinguishments of the debt, including transactiosts and unamortized debt issuance costs, wam#igh.

In the first and second quarters of 2088 ,Gompany exchanged $171 million aggregate prheimount of its convertible debt in
exchange for the issuance of approximately 12 amilihares of its common stock with a market vafiegpproximately $52 million. The
transactions were accounted for as extinguishnadrdebt, in accordance with APB No. 26. The nehgai the early extinguishments of the
debt, including transactions costs and unamortilegdd issuance costs, was $114 million.

In February 2002, the Company purchased$i8®n aggregate principal amount of debt fortta$ $31 million. The net gain on the
extinguishments of the debt, including transactiosts, realized foreign currency gains and unamedtdebt issuance costs, was approximi
$59 million.

Other, netdecreased to a loss of $107 million in 2003 frogaen of $108 million in 2002. In 2003, the Compaeglized a gain of
$70 million from the sale of "91 Express Lanes! toad, $200 million of induced conversion experesulting from the Company's conversion
of convertible debt securities and $3 million ofigy earnings from the Company's investment in Camwealth Telephone. In 2002, the
Company realized a gain of $191 million on the sdlapproximately 9.6 million shares of Commonwedlelephone common stock,
$88 million of induced conversion expenses resgifiom the Company's conversion of convertible dedaiurities, realized losses of
$14 million resulting from the sale of foreign demoated currency and $14 million of equity earniagisibutable to Commonwealth
Telephone.

Income Tax Benefit (Expensejor 2002 was $121 million compared to $50 milliam £003. In 2003, the Internal Revenue Service
completed the audit of the Company's 1996 and 188&ral tax returns. The resolution of these fddasaaudits and other state tax issues
primarily related to its coal mining operationsuksd in the Company reducing its deferred taxiliités by approximately $50 million in 200

Federal legislation enacted in the firshmer of 2002 enabled the Company to carrybacRUél federal income net operating losses to
1996. In accordance with SFAS No. 109 "Accountioiglhicome Taxes", the Company recorded the beinetfite period in which the
legislation was enacted. The Company, as it is kentabdetermine when the tax benefits attributabldhe remaining net operating losses will
be realizable, recorded a valuation allowance ag#ire deferred tax assets.

Income from Discontinued Operationswas $5 million for 2003. During 2003 the Companidsts MFON business and recorded as
discontinued operations, operating income of $ll#ani(from acquisition in February 2003 through #ale in December 2003). Level 3 did
recognize a gain or loss on this transaction, asdurred within the one year "allocation periodd\yided under SFAS No. 141.

The Company also exited Software Spectrgorsact services business and recorded a lossdisgrontinued operations of $7 million,
including a loss of $9 million on the sale of thesimess. As a result of its decision to exit thetaot services business in 2003, the Company
reflected $2 million of operating income attributakbo the contact services business in 2002, widlisnontinued operations.
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Cumulative Effect of Change in Accounting Principleof $5 million resulted from the adoption of SFAS.Nd@3 as of January 1, 2003.
The $5 million reflects the net change in accrusddamation liability attributable to the Compangtsl operations.

Financial Condition—December 31, 2004

Cash flows provided by (used in) continuagerations for the year ended December 31 arellasvé (dollars in millions):

Year Ended
December 31,

2004 2003

Communications*’ $ (@121 $ 3)
Information Service 58 21
Other D 6
Total $ 64 $ 24

** Includes interest expense net of interest income

The decrease in communications operatisg @aws is primarily attributable to lower operggiresults in 2004 after excluding the effects
of non-cash termination revenue in both periodsddition, fluctuation in the Company's working itapbalances resulted in an incremental
use of cash of $26 million in 2004 compared to 208%rovements in the collection of receivable2@®4 were more than offset by payments
to settle sales, property and income taxes andatimins assumed in the Genuity acquisition in 200& Company's contractual terms and
conditions permit Level 3 to bill the customerla beginning of the service period. The vast mgja@i customer contracts acquired in the
Genuity transaction required billings to be madthatend of the service period, or in arrears. T a negative affect on cash provided by
operating activities in 2003

An increase in Adjusted OIBDA from $10 riahi for the year ended December 31, 2003 compar&d4 million for the year ended
December 31, 2004 was the primary factor contnitguto the increase in cash provided by operatitigities for the information services
business.

The decline in operating cash flows for ¢higer businesses is primarily attributable toghgment of state tax obligations in 2004 for
which liabilities had previously been recorded tiagdly offset by higher operating income, includimgurance proceeds received in 2004.

Investing activities in 2004 include $410lion used to purchase marketable securities, $&€&million of maturities, $288 million used
for gross capital expenditures, primarily in thentounications business, $34 million for the acqigribf Sprint's wholesale dial Internet
access business and $35 million for the acquis@fdiCG's wholesale dial access business. Paridibetting these cash outflows were
$41 million and $30 million of proceeds from théesaf its Commonwealth Telephone shares and prppgleint and equipment, respectively.
In addition, the Company was able to reduce itgiotsd securities by approximately $21 millionirparily through negotiations with its
financial institutions.

Financing sources in 2004 consisted of $ilBon and $272 million of net proceeds from fksuance of a Senior Secured Term Loan
and 5.25% Convertible Senior Notes, respectivehye Tompany used the proceeds to repay $1.105rbdfitong-term debt on portions of its
9.125% Senior Notes due 2008, 11% Senior Note2€108, 10.5% Senior Discount Notes due 2008 andb¥ 3enior Euro Notes due 2008.
Financing uses of cash consisted of payments of#illi®n on capitalized leases assumed in the Ggritansaction and payments for its
GMAC commercial mortgage.
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On February 21, 2005, Level 3 agreed tb$840 million of 10% Convertible Senior Notes @1 to institutional investors. The
Company expects this transaction will be complétethe end of the first quarter of 2005. Interastlze notes will be payable semi-annually
beginning on November 1, 2005. The notes will beveatible by holders at any time after JanuaryQQ72(or sooner if certain corporate eve
occur) into shares of Level 3 common stock at avemsion price of $3.60 per share (subject to adjaest in certain events). This is equivalent
to a conversion rate of approximately 277.77 shpee<$1,000 principal amount of notes.

The net proceeds from this offering will dggproximately $878 million after giving effectéstimated offering expenses. Level 3 intenc
use the net proceeds from this offering for geneogborate purposes, including possible acquisitigrorking capital, capital expenditures,
debt refinancing and debt repurchases.

Liquidity and Capital Resources

The Company provides a broad range of mated communications services as a facilities-basedder (that is, a provider that owns or
leases a substantial portion of the property, fatequipment necessary to provide its servidég)Company has created, generally by
constructing its own assets, but also through abdmation of purchasing and leasing facilities, dmanced, international, end-to-end, facilities-
based communications network. The Company has mesigs network based on optical and Internet Raiteechnologies in order to leverage
the efficiencies of these technologies to provaedr cost communications services.

The further development of the communicagibusiness will continue to require significanpenditures, including new service
development costs. These expenditures may resn#gative cash flows from operating activities apdrating losses for the Company in the
near future. The Company's expenditures will bengrily attributable to operating expenses, cagixglenditures and interest payments. The
Company expects base capital expenditures (capiaired to keep the network operating efficienttype approximately $100 million in
2005. The majority of the Company's ongoing cag@tgdenditures are expected to be success-baserh auta tied to incremental revenue. The
Company expects success-based capital expendituresice customers to increase in 2005.

The Company does not have any significaintcjpal amounts due on its outstanding debt (edioly capitalized leases and a mortgage)
until 2008. In 2005, the Company expects to pageish, based on debt levels at December 31, 2000, $8lion of interest expense.

Level 3 has approximately $782 million afh, cash equivalents and marketable securitibsuot at December 31, 2004. During the
second quarter of 2004, the Company purchased fgaga U.S. government securities to take advantddee yield curve. As a result, the
Company has reflected $225 million and $114 millidmarketable securities as current and noncuassets, respectively, on the
December 31, 2004 consolidated balance sheet. Basigdlormation available at this time, managenwrthe Company believes that the
Company's current liquidity and anticipated futaash flows from operations will be sufficient tontlits business.

The Company estimates that its currenidityiand cash flows provided by operating actestiwill be sufficient to operate the business
and will not require additional sources of finargi€ash flows from operating activities will fluetie in 2005 and will be a function of revenue
fluctuations from existing and new services, thenpany's management of network, selling, generalkaimndinistrative, and capital
expenditures and fluctuations in working capitdieTTompany's previous debt and equity offeringetgiven the Company the ability to
develop its business. However, if additional inwestt opportunities should present themselves, tregany may be required to secure
additional financing in the future. In order to pue these possible opportunities and provide aaditiflexibility to fund its business the
Company, in January 2001, filed a "universal" shegfistration statement for an additional $3 billimf common stock, preferred stock, debt
securities, warrants, stock purchase
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agreements and depository shares. The 10% ConeeBinior Notes due 2011 will be issued under #istiag registration statement. The
remaining availability under this registration staent and under a previously existing registrasi@tement would allow Level 3 to offer an
aggregate of up to $1.4 billion of additional sétes to fund its business, although there candagsurance that the Company could raise sucl
amounts on acceptable terms or at the time tharignd necessary.

In addition to raising capital through thebt and equity markets, the Company may sellspatie of existing businesses, investments or
other non-core assets to fund portions of the lessiplan. In 2004, the Company completed the $ale equity position in Commonwealth
Telephone for approximately $41 million. With trEdesof Commonwealth Telephone shares, MFON andicertal estate transactions in 2(
management believes that the Company has nowsalsubstantial majority of its valuable non-corsegs.

The Company may not be successful in priogusufficient cash flow, raising sufficient debtequity capital on terms that it will consider
acceptable. In addition, proceeds from dispositimiithe Company's assets may not reflect the agseissic values. Further, expenses may
exceed the Company's estimates and any financiedegemay be higher than estimated. Failure to @émeufficient funds may require the
Company to delay or abandon some of its future esipa or expenditures, which could have a matedakrse effect on the business.

Level 3's management continues to revien@bmpany's existing lines of business and senffegings to determine how those lines of
business and service offerings assist with the Gamylp focus on delivery of communications and imfation services and meeting its finan
objectives. To the extent that certain lines ofifiess or service offerings are not considered todpepatible with the delivery of
communications and information services or withieeimg financial objectives, Level 3 may exit thdsees of business or stop offering those
services.

Level 3 is aware that the various issuanéés outstanding senior notes, senior discomtésand convertible notes may to trade at
discounts to their respective face or accreted autsoin order to continue to reduce future caséredt payments, as well as future amounts
at maturity, Level 3 or its affiliates may, fronmte to time, enter into debt for debt, debt for &gar cash transactions to purchase these
outstanding debt securities in open market or pelyanegotiated transactions. Level 3 will evaluatg such transactions in light of then
existing market conditions and the possible dikigffect to stockholders. The amounts involvediy such transactions, individually or in the
aggregate, may be material.

In April 2004, Level 3 and Allegiance agide terminate an agreement whereby Level 3 leasathged modem ports from Allegiance.
Level 3 recorded this agreement as a capitalizegeland the $54 million paid to terminate the @amtand the liabilities assumed were
significantly below the carrying value of the olgigpn and related assets and resulted in a g&d4# million on the extinguishment of debt.

Current economic conditions of the telecamivations and information services industry, camebiwith Level 3's financial position and
significant liquidity, have created potential opfpmities for Level 3 to acquire companies or porsi@f companies at attractive prices in
addition to the ICG and Sprint transactions describelow. Level 3 continues to evaluate these dppities and could make additional
acquisitions in 2005.
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On October 1, 2004, the Company acquiredaholesale dial Internet access business of Sponimunications Company, L.P. Level 3
paid $34 million in cash to acquire the businedsictvprovides dial-up Internet access to leadirigriet service providers throughout the
United States and agreed to provide discountedcesrto Sprint that were valued at $5 million whiehs accounted for as part of the purchase
price. Level 3 and Sprint entered into a transiservices agreement for the migration of custoroats the Level 3 network, which Level 3
expects to complete in mid-2005. During the migmnagperiod, until such time as a customer contaessumed or assigned, amounts received
for services provided by Sprint are accounted $oa aeduction in purchase price as opposed to vevérhe net amount received prior to the
assumption or assignment of these contracts tofHedillion in 2004 therefore reducing the purchpsee to $29 million. At December 31,
2004, substantially all customer contracts had fzesigned to Level 3 or Level 3 had entered inte oentractual arrangements with the
customers acquired from Sprint. Level 3 expectsattgpiired business to generate positive cash flom bperations in 2005.

On April 1, 2004, the Company acquiredwhmlesale dial access customer contracts of ICGr@anications, Inc. The Company agreed
to pay approximately $35 million in cash to acqufre contracts and related equipment, which prevéial-up Internet access to various large
customers and other leading ISPs. The terms addheement required Level 3 to pay $25 million asitlg and additional payments of
$5 million on both July 1, 2004 and October 1, 200de purchase price was subject to pesing adjustments, but those adjustments wer
material. Level 3 migrated the traffic from the tmuser contracts acquired from ICG onto its own retwinfrastructure and the migration was
substantially complete by the end of 2004.

Off-Balance Sheet Arrangements

Level 3 has not entered into off-balanoeestarrangements that have had, or are likelyve, teacurrent or future material effect to its
results of operations or its financial position.

The following tables summarize the conwatbbligations and commercial commitments of tlien@any at December 31, 2004, as
further described in the notes to the financiaiesteents.

Payments Due by Peric

Less than 4-5 After 5
Total 1 Year 1-3 Years Years Years
Contractual Obligations
Long-Term Debt, including current portic $ 518/ % 117 % 1 $ 166C $ 3,40¢
Capitalized Lease 27 27 — — —
Interest Expense Obligatio 2,391 39C 834 70¢ 45¢
Asset Retirement Obligatiot 13¢ 2 6 9 121
Operating Lease 1,094 10¢€ 20¢€ 192 58¢
Purchase Obligatior 144 144 — — —
Other Commercial Commitments
Letters of Credi 26 — 8 — 18

The Company's debt instruments contairagedovenants, which among other things, limit #ddal indebtedness, dividend payments,
certain investments and transactions with affifatéthe Company should fail to comply with theswenants, amounts due under the
instruments may be accelerated at the note holdiscsetion after the declaration of an event dadk.

Long-term debt obligations reflect only amts recorded on the balance sheet as of Decerib2084. As of December 31, 2004, certain
discount notes had not accreted to their face value
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Interest expense obligations assume irteatss on variable rate debt do not change froeebBer 31, 2004. In addition, interest is
calculated based on debt outstanding as of DeceBihe¥004 and on existing maturity dates.

The value of the Company's communicati@setretirement obligations have been discounteelffiect the assumption that Level 3 will
use the underlying assets over the entire lease tetevel 3 should elect to abandon these assftsre the end of the lease term, it may be
required to remediate the leased property to itgral condition at the time of abandonment andsgalg at amounts higher than the obligation
recorded on the consolidated balance sheet. Tle¢ rgBement obligations for the coal businessbarsed on the estimated total cost to restore
the mined properties to meet compliance with laasgegning surface mining. These estimated costsaloellated based on the expected future
risk adjusted cash flows to remediate such progediscounted at a risk-free rate.

The asset retirement obligations are catedl based on several assumptions which could eharey time. If actual results differ from the
assumptions used, the amounts required to rematagroperties may differ significantly from theeunts reflected in the consolidated
financial statements.

Purchase obligations represent all outstgnamounts of the Company as of December 31, 28@dhas not been reduced for obligations
that have been recorded in certain accounts onahsolidated balance sheet at December 31, 2004.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURE S ABOUT MARKET RISK

Level 3 is subject to market risks arisirggn changes in interest rates, equity prices aneign exchange rates. As of December 31, 2004
the Company had borrowed a total of $847 milliodema commercial mortgage and Senior Secured Tean.LAmounts drawn on the debt
instruments bear interest at a LIBOR rates pluappiicable margin. As the LIBOR rates fluctuatet@mwill the interest expense on amounts
borrowed under the debt instruments. The weightedage interest rate on the variable rate instrusn@nDecember 31, 2004, was
approximately 8.76%. A hypothetical increase inthgable portion of the weighted average rate #y(iLe. a weighted average rate of 9.76%)
would increase annual interest expense of the Coynpsg approximately $8.5 million. At December 3002, the Company had $4.36 billion
of fixed rate debt bearing a weighted average ésterate of 8.52%. A decline in interest rateshinfuture will not benefit the Company with
respect to the fixed rate debt due to the termscanditions of the loan agreements that requireQtbipany to repurchase the debt at specified
premiums. The Company has been able to reducgptssare to interest rate risk by acquiring certaitstanding indebtedness in exchange for
shares of common stock and cash.

At the beginning of 2004, the Company reidequity position in Commonwealth Telephone, diplyltraded company. In January 2004,
the Company sold its remaining shares in Commortiv@alephone for $41 million in cash. Level 3 affdd positions in certain publicly
traded entities at December 31, 2004, primarily RBNVay 2004, RCN filed for bankruptcy protectionder Chapter 11 of the United States
Bankruptcy Code. RCN emerged from bankruptcy pt@edn December 2004 and the Company receivedamgsrequal to less than 0.25% of
the common stock of the new RCN entity. The Com{saogrrying value of this investment was zero atddeber 31, 2004. The Company did
not utilize financial instruments to minimize itsp@sure to price fluctuations in equity securities.

The Company's business plan includes oipgrattelecommunications network and informatiorvises business in Europe. As of
December 31, 2004, the Company had invested signifiamounts of capital in the region for its cominations business. The Company
issued €800 million (€154 million outstanding atd@mber 31, 2004) in Senior Euro Notes in Febru@f802as an economic hedge against its
net investment in its European subsidiaries atithe. As of December 31, 2004, the Company heldighdoreign denominated currency to
fund its current working capital
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obligations and remaining interest payments oito denominated debt. The Company has not maddisant use of financial instruments
to minimize its exposure to foreign currency fluatiaons.

Foreign exchange rate fluctuations in 2(#tlted in incremental revenue of approximatel@Gtillion for the Company's businesses.
However, due to the costs of the Company's forefgrations, the effect to Adjusted OIBDA was indfigant. The strengthened Euro against
the U.S. dollar resulted in an increase in the El@mominated cash balances and Euro denominatéthaeinces at December 31, 2004. The
Company continues to analyze risk management gtestéo reduce foreign currency exchange risk.

The change in interest rates is based pothgtical movements and are not necessarily itideeaf the actual results that may occur.
Future earnings and losses will be affected byaddluctuations in interest rates and foreign cocserates.

In conjunction with the offering of the 5% Convertible Senior Notes due 2011, Level 3 eotén to a forward contract with Merrill
Lynch International which allows Level 3 to acquitgficient common shares from Merrill Lynch at $3 per share to meet its obligation to
deliver common shares upon conversion by the natiéeh In addition, Level 3 sold a warrant to Misihich entitles Merrill to purchase an
equal amount of Level 3 common stock at $6.00 pares When the fair value of our common sharesed<86.00, the contracts have an
offsetting economic impact, and accordingly will looger be effective as a hedge of the dilutiveaotmf possible conversion.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Financial statements and supplementarnéighinformation for Level 3 Communications, Irmnd Subsidiaries begin on page F-1.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE

None.

ITEM 9A. CONTROLS AND PROCEDURES
Conclusion Regarding the Effectiveness of DisclosairControls and Procedures

Under the supervision and with the parttipgn of our management, including our principa@xtive officer and principal financial
officer, we conducted an evaluation of our disctestontrols and procedures, as such term is definddr Rule 13a-15(e) promulgated under
the Securities Exchange Act of 1934, as amendEéacfiange Act"). Based on this evaluation, our ppialcexecutive officer and our principal
financial officer concluded that our disclosure trols and procedures were effective as of the dndeoperiod covered by this annual report.

Management's Report on Internal Control Over Finandal Reporting

Management of the Company is responsiblestablishing and maintaining adequate internatrobover financial reporting, as such te
is defined in Rules 13a-15(f) and 15d-15(f) undher $ecurities Exchange Act of 1934, as amendedettthe supervision and with the
participation of our management, including our pifial executive officer and principal financial iofr, nanagement assessed the effective
of internal controls over financial reporting basedthe framework ofnternal Control—Integrated Frameworksued by the Committee of
Sponsoring Organizations of the Treadway Commisagaf December 31, 2004. Based on our assessmamigement concluded that our
internal control over financial reporting was effee as of December 31, 2004.

The Company's independent registered palotiounting firm, KPMG LLP, have issued an audiore on our assessment of the
Company's internal control over financial reportatdoecember 31, 2004. This report appears on peje
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Changes in Internal Control Over Financial Reporting

There has been no change in the Compantgiial control over financial reporting during floeirth quarter of 2004 that has materially
affected, or is reasonably likely to materiallyeaff, the Company's internal control over finanoéporting.

ITEM 9B. OTHER INFORMATION

None.

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE RE GISTRANT

The information required by this Item 10risorporated by reference to the Company's défajtroxy statement for the 2005 Annual
Meeting of Stockholders to be filed with the Setiesiand Exchange Commission, however certain imdgion is included in Item 1. Business
above under the caption "Directors and Executiviicexs."

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item 1irsorporated by reference to the Company's défajtroxy statement for the 2005 Annual
Meeting of Stockholders to be filed with the Setiesiand Exchange Commission.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT

The information required by this Item 12risorporated by reference to the Company's défnjproxy statement for the 2005 Annual
Meeting of Stockholders to be filed with the Setiesiand Exchange Commission.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS

The information required by this Item 13risorporated by reference to the Company's défenjproxy statement for the 2005 Annual
Meeting of Stockholders to be filed with the Setiesiand Exchange Commission.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

KPMG LLP serves as the Company's indeperaaditors. The following table presents fees (editlg expenses) for professional audit
services rendered by KPMG LLP for the audit of tleeel 3 annual financial statements for the yearked December 31, 2004, and 2003 and
fees billed for other services rendered by KPMG lduPing those periods.

2004 2003
Audit Fees(1, $ 3,770,000 % 2,067,001
Audit-Related Fees(z $ 122,000 $ 151,00(
Tax Fees(3 $ 245,000 $ 58,00(
All Other Fees $ 0 0
Total Fees $ 4,137,000 $ 2,276,001

(1)  Audit fees consisted principally of fees for thel&uwf financial statements, including statutorylas of foreign subsidiaries, audit
controls over financial reporting and fees relatiogomfort letters and registration statements.
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(2)  Audit related fees consisted principally of feesdadits of employee benefit plans, ag-upon procedures reports and due dilige
activities.

3 Tax fees consisted principally of fees for tax adtagion and tax compliance activities.

The Audit Committee of the Board of Dirastof Level 3 is responsible for appointing, sefttompensation, and overseeing the work of
the independent public accountants. As part ofrdsponsibility, the Audit Committee is requiredot@-approve the audit and non-audit
services performed by the independent public ademiisiin order to assure the public accountardisgendence. The Audit Committee has
adopted a pre-approval process with respect tpritnd@sion of audit and non-audit services to bedqyered by KPMG LLP. This pre-approval
process requires the Audit Committee to review @pptrove all audit services and permitted non-asefitices to be performed by KPMG LLP.
Pre-approval fee levels for all services to be es by KPMG LLP are established annually by thalif@Committee. Audit services are
subject to specific pre-approval while audit-retbservices, tax services and all other servicesmagranted pre-approvals within specified
categories. Any proposed services exceeding teestslirequire specific pre-approval by the Auditr@aittee. Additionally, the Audit
Committee may delegate either type of pre-appraugtority to one or more if its members. A reptot,informational purposes only, of any
pre-approval decisions made by a single membdreoAudit Committee is made to the full Audit Comteét on at least a quarterly basis. One
hundred percent of the services that required ppeewal by the Audit Committee received that apptov

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES

€)) Financial statements and financial statement sdbedaquired to be filed for the registrant undemis 8 or 15 are set for
following the index page at page F-I. Exhibitsdilas a part of this report are listed below. Exkibicorporated by reference are
indicated in parentheses.

3.1 Restated Certificate of Incorporation dated Marth1®98 (Exhibit 1 to Registrant's Fori-A filed
on April 1,1998).

3.2 Certificate of Amendment of Restated Certificatérmiorporation of Level 3 Communications, Inc.
(Exhibit 3.1 to the Registrant's Current Reporfanm &K dated June 3, 199¢

3.3 Specimen Stock Certificate of Common Stock, pan@#&.01 per share (Exhibit 3 to the Registri
Form &A filed on March 31, 1998

3.4 Amended and Restated By-laws as of November 6, gBi3ibit 3 to Registrant's Current Report
on Form K filed on November 7, 2003

3.7 Form of Certificate of Designations, Number, Votiagwers, Preferences and Rights of Series B
Convertible Preferred Stock (Exhibit 1.3 to the Regnt's Current Report on Form 8-K filed on
July 8, 2002)

4.1 Indenture, dated as of April 28, 1998, betweerRbgistrant and IBJ Schroder Bank & Trust
Company as Trustee relating to the Registrant’ss® Senior Notes due 2008 (Exhibit 4.1 to the
Registrant's Registration Statement on Fo-4 File No. 33-56399).

4.2 Indenture, dated as of December 2, 1998, betweeRé¢gistrant and IBJ Schroder Bank & Trust
Company as Trustee relating to the Registrant’s/ 286 Senior Discount Notes due 2008 (Exhibit
4.1 to the Registrant's Registration StatementamFs-4 File No. 33-71687).

4.3.1 Form of Senior Indenture (incorporated by referetocExhibit 4.1 to Amendment 1 to the

Registrant's Registration Statement on Form S48 ({fo. 333-68887) filed with the Securities and
Exchange Commission on February 3, 19
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4.3.z First Supplemental Indenture, dated as of Septe2m®@©99, between the Registrant and IBJ
Whitehall Bank & Trust Company as Trustee relatmghe Registrant's 6% Convertible
Subordinated Notes due 2009 (Exhibit 4.1 to theiftemt's Current Report on Form 8-K dated
September 20, 199¢

4.3.2  Second Supplemental Indenture, dated as of FebR2ar3000, between the Registrant and The
Bank of New York as Trustee relating to the Registts 6% Convertible Subordinated Notes due



4.3.L

4.4

4.5

4.6

4.7

4.8

4.9

4.1C

411

4.12.1

4122

2010 (Exhibit 4.1 to the Registrant's Current RéparForm -K dated February 29, 200(

Third Supplemental Indenture, dated as of July0®822 between the Registrant and The Bank of
New York as Trustee relating to the Registrant's®#ior Convertible Subordinated Notes
2012 (Exhibit 1.2 to the Registrant's Current ReparForm K filed on July 8, 2002)

Indenture, dated as of February 29, 2000, betweeRéegistrant and The Bank of New York as
Trustee relating to the Registrant's 11% Senioebldue 2008 (Exhibit 4.1 to the Registrant's
Registration Statement on Forr-4 File No. 33-37362).

Indenture, dated as of February 29, 2000, betwseRegistrant and The Bank of New York as

Trustee relating to the Registrant's¥k % Senior Notes due 2010 (Exhibit 4.2 to the Regigts
Registration Statement on Forr-4 File No. 33-37362).

Indenture, dated as of February 29, 2000, betwseRegistrant and The Bank of New York as

Trustee relating to the Registrant's’42 % Senior Discount Notes due 2010 (Exhibit 4.3 ® th
Registrant's Registration Statement on Fo-4 File No. 33-37362).

Indenture, dated as of February 29, 2000, betwseRegistrant and The Bank of New York as

Trustee relating to the Registrant's31® % Senior Euro Notes due 2008 (Exhibit 4.1 to the
Registrant's Registration Statement on Fo-4 File No. 33-37364).

Indenture, dated as of February 29, 2000, betweRegistrant and The Bank of New York as

Trustee relating to the Registrant's¥k % Senior Euro Notes due 2010 (Exhibit 4.2 to the
Registrant's Registration Statement on Fo-4 File No. 33-37364).

Amended and Restated Indenture dated as of J2QC(R, by and between the Company and The
Bank of New York, as successor to IBJ Whitehall B&nTrust Company, as trustee (amends and
restates the Senior Debt Indenture, a Form of wiviab filed as an Exhibit to the Company's
Registration Statement on Form S-3-File No. 3338G8§Exhibit 4.1 to the Registrant's Current
Report on Form-K filed July 8, 2003)

First Supplemental Indenture, dated as of July0832by and between the Company and The Bank
of New York, as successor to IBJ Whitehall Bank 81§t Company, as Trustee (Exhibit 4.2 to the
Registrant's Current Report on For-K filed July 8, 2003)

Indenture, dated as of October 1, 2003, by anddmtvi.evel 3 Communications, Inc., as
Guarantor, Level 3 Financing, Inc. as Issuer anel Bank of New York as Trustee relating to the
Level 3 Financing, Inc. 10.75% Senior Notes duel2(Exhibit 4.11 to the Registrant's Annual
Report on Form 1-K for the year ending December 31, 20(

Indenture, dated as of October 24, 2003, by andd®at the Registrant and The Bank of New York
as Trustee relating to the Registrant's 9% CorblerBenior Discount Notes due 2013 (Exhibit 4.12
to the Registrant's Annual Report on Forn-K for the year ending December 31, 20(

First Supplemental Indenture, dated as of Febrda®p05, by and between the Company and The

Bank of New York, as Trustee relating to the Regisis 9% Convertible Senior Discount Notes
2013.
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Supplemental Indenture, dated as of October 204 26bng Level 3 Financing, Inc., Level 3
Communications, LLC and The Bank of New York asstee, supplementing the Indenture date
of October 1 2003, among Level 3 Financing, Ineyél 3 Communications, Inc. and The Bank of
New York as Trustee, relating to Level 3 Financimg,'s 10.75% Senior Notes due 2014. (Ext
99.1 to the Registrant's Current Report on Fo-K filed October 22, 2004

Supplemental Indenture, dated as of October 204 26bng Level 3 Financing, Inc., Level 3
Communications, LLC and The Bank of New York asstee, supplementing the Indenture date
of October 1 2003, among Level 3 Financing, Indsaser, Level 3 Communications, Inc. as
Guarantor and The Bank of New York as Trusteetirgldo Level 3 Financing, Inc.'s 10.75%
Senior Notes due 2011. (Exhibit 99.1 to the Reaigts Current Report on Form 8-K/A-1 filed
October 22, 2004
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10.1

10.z
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10.4.1

10.4.

10.4.2

10.4.

Registration Rights Agreement, dated as of Noverh@e2004, among Level 3 Communications,
Inc. and the Initial Purchasers. (Exhibit 4.1 te Registrant's Current Report on Form 8-K filed
November 23, 2004

Indenture, dated December 2, 2004, among LevelBmmnications, Inc. and The Bank of New
York. (Exhibit 4.1 to the Registrant's Current Remm Form K filed December 7, 2004

Supplemental Indenture, dated December 1, 2004ng@revel 3 Financing, Inc., Level 3
Communications, Inc., Level 3 Communications, L@ &he Bank of New York, as Trustee,
relating to the Level 3 Financing 10.75% Seniord$éadue 2011. (Exhibit 4.2 to the Registrant's
Current Report on Formr-K filed December 7, 2004

Separation Agreement, dated December 8, 1997, dyamong Peter Kiewit Sons', Inc., Kiewit
Diversified Group Inc., PKS Holdings, Inc. and Kie®@onstruction Group Inc. (Exhibit 10.1 to the
Registrant's Form =K for 1997).

Amendment No. 1 to Separation Agreement, dated M&8; 1997, by and among Peter Kiewit
Sons', Inc., Kiewit Diversified Group Inc., PKS Holigs, Inc. and Kiewit Construction Group Inc.
(Exhibit 10.1 to the Registrant's Form-K for 1997).

Form of Aircraft Time-Share Agreement (Exhibit 1@o7the Registrant's Annual Report on Form
1C-K for the year ended December 31, 20t

Asset Purchase Agreement by and among Level 3 Caications, Inc., Level 3 Communications,
LLC, Genuity Inc., and the subsidiaries of Genlity. listed on the signature page thereto, dated as
of November 27, 2002 (Exhibit 10.1 to the Registea@urrent Report on Form 8-K filed on
December 2, 2002

Amendment, Consent and Waiver to the Asset Purchgesement, dated as of December 30, 2
effective as of November 27, 2002, by and amondrtbgistrant, the Purchasers and the Sellers
(Exhibit 10.1 to the Registrant's current reporframm ¢-K dated January 3, 200:

Second Amendment and Waiver to the Asset Purchgseefment, dated as of January 24, 2003, by
and among the Registrant, the Purchasers and HeesS&xhibit 10.2 to the Registrant's Current
Report on Form -K dated February 4, 200

Third Amendment and Waiver to the Asset Purchaseément, dated as of January 31, 2003, by

and among the Registrant, the Purchasers and HeesS&xhibit 10.3 to the Registrant's Current
Report on Form-K dated February 4, 200
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Transition Services Agreement, dated as of FebrdaPP03, by and among the Purchasers and the
Sellers (Exhibit 10.4 to the Registrant's Curreep®&t on Form -K dated February 4, 200:

Warrant Agreement, dated as of April 15, 2002, leetwthe Registrant and Walter Scott, Jr.
(Exhibit 10.9 to the Registrant's Annual Reportramm 1(-K for 2002).

Credit Agreement, dated December 1, 2004, amongll3*Communications, Inc., Level 3
Financing, Inc., and the Lenders party theretoMedill Lynch Capital Corporation. (Exhibit 10.1
to the Registrant's Current Report on ForK filed December 7, 2004

Guarantee Agreement, dated December 1, 2004, ahewgy 3 Communications, Inc., the
Subsidiaries party thereto and Merrill Lynch Cap@arporation. (Exhibit 10.2 to the Registrant's
Current Report on Forrr-K filed December 7, 2004

Collateral Agreement, dated December 1, 2004, anengl 3 Financing, Inc., Level 3
Communications, Inc., Level 3 Communications, LLr@ &errill Lynch Capital Corporation.
(Exhibit 10.3 to the Registrant's Current Reporfomm ¢-K filed December 7, 2004

Indemnity, Subrogation and Contribution Agreemelated December 1, 2004, among Level 3
Communications, Inc., Level 3 Financing, Inc., Swsidiaries party thereto and Merrill Lynch
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Capital Corporation. (Exhibit 10.4 to the RegisttaCurrent Report on Formi8{filed December °
2004).

Offering Proceeds Note Subordination Agreementdi&tecember 1, 2004, among Level 3
Communications, Inc., Level 3 Communications, L@ & evel 3 Financing, Inc. (Exhibit 10.5 to
the Registrant's Current Report on For-K filed December 7, 2004

Loan Proceeds Note, dated December 1, 2004, issukdvel 3 Communications, LLC to Level 3
Financing. (Exhibit 10.6 to the Registrant's Cutf@aport on Form-K filed December 7, 2004

Loan Proceeds Note Collateral Agreement, dated iDbee 1, 2004, among Level 3 Financing, |
Level 3 Communications, Inc. and Merrill Lynch CapiCorporation. (Exhibit 10.7 to the
Registrant's Current Report on For-K filed December 7, 2004

Confirmation of OTC Convertible Note Hedge, dateetBmber 2, 2004, from Merrill Lynch
International to Level 3 Communications, Inc. (EbihiL0.8 to the Registrant's Current Report on
Form &K filed December 7, 2004

Confirmation of OTC Warrant, dated December 2, 20@n Merrill Lynch International to Level
3 Communications, Inc. (Exhibit 10.9 to the Registts Current Report on Form 8-K filed
December 7, 2004

Special Retention Bonus Agreement, dated May 104 20y and between Software Spectrum, Inc.
and Keith R. Coogar

Statements re computation of rati

List of subsidiaries of the Compar

Consent of KPMG LLP

Rule 13i-14(a)/15¢-14(a) Certification of the Chief Executive Offic:
Rule 13i-14(a)/15+-14(a) Certification of the Chief Financial Offict

Certification of Chief Executive Officer pursuant18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbal-Oxley Act of 2002

Certification of Chief Financial Officer pursuant18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbal-Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of SectionrlB5(d) of the Securities Exchange Act of 1934, rétgistrant has duly caused this report to be
signed on its behalf by the undersigned, thereduolp authorized, this 16th day of March, 2005.

LEVEL 3 COMMUNICATIONS, INC.

By: /sl JAMES Q. CROWE

Name: James Q. Crowe
Title:  Chief Executive Office

Pursuant to the requirements of the Seéeariixchange Act of 1934, this report has beeresidrelow by the following persons on behalf
of the registrant and in the capacities and orddtes indicated.

/sl WALTER SCOTT. JR

Chairman of the Boar March 16, 200¢
Walter Scott. Jr

/s/ JAMES Q. CROWE
Chief Executive Officer and Director March 16, 2005

James Q. Crow

/s/ SUNIT S. PATEL Group Vice President and Chief Financial Officer

(Principal Financial Officer)

March 16, 2005
Sunit S. Pate

s/ ERIC J. MORTENSEN Senior Vice President and Controller (Principal

Accounting Officer)

March 16, 2005
Eric J. Mortense!

/sl MOGENS C. BAY

Director March 16, 2005
Mogens C. Ba
/s/ RICHARD R. JAROS
Director March 16, 2005
Richard R. Jaro
/s/ ROBERT E. JULIAN
Director March 16, 2005
Robert E. Juliai
/s/ ARUN NETRAVALI
Director March 16, 2005
Arun Netravali
/s JOHN T. REED
Director March 16, 2005
John T. Reel
/s/ MICHAEL B. YANNEY
Director March 16, 2005

Michael B. Yanney




LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

INDEX TO CONSOLIDATED FINANCIAL STATEMENTS

Reports of Independent Registered Public Accourfing
Financial Statements as of December 31, 2004 a8 &0d for each of the three years en
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Consolidated Statements of Operati
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Consolidated Statements of Cash Flc
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Schedules not indicated above have beetigzhbiecause of the absence of the conditions umdieh they are required or because the
information called for is shown in the consolidafedncial statements or in the notes thereto.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Level 3 Communications, Inc.:

We have audited the consolidated balaneetstof Level 3 Communications, Inc. (a Delawamparation) and subsidiaries as of
December 31, 2004 and 2003, and the related coiasetl statements of operations, cash flows, changagsckholders' equity (deficit) and
comprehensive loss for each of the years in treetgear period ended December 31, 2004. Thesel@ated financial statements are the
responsibility of the Company's management. Oyvaesibility is to express an opinion on these cbdated financial statements based on our
audits.

We conducted our audits in accordance stdindards of the Public Company Accounting Ovetdgglard (United States). Those
standards require that we plan and perform thet &madbtain reasonable assurance about whethdinthecial statements are free of material
misstatement. An audit includes examining, on aliasis, evidence supporting the amounts and digids in the financial statements. An a
also includes assessing the accounting principged and significant estimates made by managenewntelhas evaluating the overall financial
statement presentation. We believe that our apditgide a reasonable basis for our opinion.

In our opinion, the consolidated finanattements referred to above present fairly, imallerial respects, the financial position of Level
3 Communications, Inc. and subsidiaries as of Déegr@1, 2004 and 2003, and the results of theiratipes and their cash flows for each of
the years in the three-year period ended Decenthe2®4, in conformity with U.S. generally accepéedounting principles.

As discussed in note 1 to the consolidéiteahcial statements, Level 3 Communications, &rd subsidiaries adopted the provisions of
Statement of Financial Accounting Standards No, B&dwill and Other Intangible Assetsffective January 1, 2002, and Statement of
Financial Accounting Standards No. 14®counting for Asset Retirement Obligatigresfective January 1, 2003.

We also have audited, in accordance wighstandards of the Public Company Accounting Ogbtdoard (United States), the
effectiveness of Level 3 Communications, Inc. amgsgdiaries' internal control over financial repogtas of December 31, 2004, based on
criteria established in Internal Control—Integralgdmework issued by the Committee of Sponsorirga@irations of the Treadway
Commission (COSO), and our report dated March @@52xpressed an unqualified opinion on managesasdéessment of, and the effective
operation of, internal control over financial retiog.

/sl KPMG LLP

Denver, Colorado
March 14, 2005
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Report of Independent Registered Public Accountindrirm

The Board of Directors and Stockholders
Level 3 Communications, Inc.:

We have audited management's assessmentjéd in the accompanying Management's Repontamrial Control Over Financial
Reporting that Level 3 Communications, Inc. ands&dibries maintained effective internal control ofieancial reporting as of December 31,
2004, based on criteria established in Internalt@bn-Integrated Framework issued by the CommitteBpmnsoring Organizations of the
Treadway Commission (COSO). Level 3 Communicatitms, and subsidiaries’ management is responsiblaéintaining effective internal
control over financial reporting and for its assesat of the effectiveness of internal control ofileancial reporting. Our responsibility is to
express an opinion on management's assessment apihéon on the effectiveness of the Companyeriral control over financial reporting
based on our audit.

We conducted our audit in accordance withstandards of the Public Company Accounting Qgkt8oard (United States). Those
standards require that we plan and perform thet amdbtain reasonable assurance about whetheatigifenternal control over financial
reporting was maintained in all material respe©tst audit included obtaining an understanding térimal control over financial reporting,
evaluating management's assessment, testing ahating the design and operating effectivenessteirnal control, and performing such of
procedures as we considered necessary in the @tanoes. We believe that our audit provides a redse basis for our opinion.

A company's internal control over finanaiborting is a process designed to provide redderassurance regarding the reliability of
financial reporting and the preparation of finahsiatements for external purposes in accordantegenerally accepted accounting princip
A company's internal control over financial repogtincludes those policies and procedures that€ftpin to the maintenance of records that,
in reasonable detail, accurately and fairly reftbettransactions and dispositions of the assdtseofompany; (2) provide reasonable assurance
that transactions are recorded as necessary tatggaparation of financial statements in accor@éawith generally accepted accounting
principles, and that receipts and expendituree®tbmpany are being made only in accordance witioaizations of management and
directors of the company; and (3) provide reasanabburance regarding prevention or timely deteafainauthorized acquisition, use, or
disposition of the company's assets that could bawaterial effect on the financial statements.

Because of its inherent limitations, intdroontrol over financial reporting may not preventletect misstatements. Also, projections of
any evaluation of effectiveness to future periogssabject to the risk that controls may becomdénaate because of changes in condition
that the degree of compliance with the policiepraicedures may deteriorate.

In our opinion, management's assessmenktéwel 3 Communications, Inc. and subsidiariesmaaned effective internal control over
financial reporting as of December 31, 2004, idyaitated, in all material respects, based orgatestablished in Internal Control—Integrated
Framework issued by the Committee of Sponsoringa@imgtions of the Treadway Commission (COSO). Alls@ur opinion, Level 3
Communications, Inc. and subsidiaries maintainedllimaterial respects, effective internal contreér financial reporting as of December 31,
2004, based on criteria established in Internalt@br-Integrated Framework issued by the CommitteSpmonsoring Organizations of the
Treadway Commission (COSO).

We also have audited, in accordance wighstandards of the Public Company Accounting Ogbtdoard (United States), the
consolidated balance sheets of Level 3 Communitsitimc. and subsidiaries as of December 31, 2864803, and the related consolidated
statements of operations, stockholders' equityiditlednd comprehensive loss, and cash flows fehed the years in the three-year period
ended December 31, 2004, and our report dated MatcR005 expressed an unqualified opinion on tltossolidated financial statements.

/s KPMG LLP

Denver, Colorado
March 14, 200¢
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

For each of the three years ended December 31, 2004

Revenue
Communication:
Information Service
Coal Mining
Other

Total revenu
Costs and Expenses (exclusive of depreciation amattezation shown
separately below
Cost of revenue
Communication:
Information Service
Coal Mining

Total cost of revenu

Depreciation and amortizatic
Selling, general and administrati
Restructuring and impairment char

Total costs and expens

Operating Los:
Other Income (Expense

Interest incom:

Interest expense, n

Gains on early extinguishment of dt

Other, ne

Total other income (expens

Loss from Continuing Operations Before Income Tad €hange in
Accounting Principle
Income Tax Benefit (Expens

Loss from Continuing Operatiol

Income from Discontinued Operatio

Net Loss Before Change in Accounting Princi

Cumulative Effect of Change in Accounting Princi

Net Loss

Earnings (Loss) Per Share of Level 3 Common StBelsi¢ and Diluted)
Loss from Continuing Operatiol

2004

2003

2002

(dollars in millions, except per share data

$ 1,688 $ 1,947 $ 1,101
1,93¢ 1,99¢ 1,89€

91 80 84

— — 30

3,712 4,02¢ 3,111
43€ 37¢ 20¢
1,75¢ 1,83¢ 1,747

67 58 57

2,261 2,26¢ 2,00¢
69E 827 801

95€ 1,04¢ 934

16 45 181

3,92¢ 4,18: 3,92¢
(216) (15€) (813

13 18 29

(48E) (567) (560)

197 41 25E

39 (107) 10€

(236€) (615) (168)
(452) (772) (981)

(6) 50 121

(45€) (721) (860)

— 5 2

(45€) (716) (85¢)

— 5 —

$ (459 $ (71D $ (859
| | |
$ (067 $ (129 $ (2.1))
| | |



Income from Discontinued Operatio

@
|
@
o
o
=
©“

|

Cumulative Effect of Change in Accounting Princi

@
|
@
o
o
=
©“

|

Net Loss $ (067 $ (120 % (2.1))

See accompanying notes to consolidated finanassients.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
December 31, 2004 and 2003

2004 2003

(dollars in millions, except per

share data)
Assets
Current Assets
Cash and cash equivale $ 44 $ 1,12¢
Marketable securitie 22t 42
Restricted cas 48 74
Receivables, less allowances for doubtful accooh$#23 and $28, respective 54t 57C
Other 141 14C
Total Current Asset 1,402 1,95¢
Net Property, Plant and Equipme 5,40¢ 5,721
Marketable Securitie 114 —
Restricted Cas 67 61
Goodwill and Intangibles, ni 457 45¢
Other Assets, n¢ 96 10C

$ 754 $ 8,302

Liabilities and Stockholders' Equity (Deficit)
Current Liabilities:

Accounts payabl $ 614 $ 651
Current portion of lon-term deb! 144 12t
Accrued payroll and employee bene 82 13t
Accrued interes 73 10C
Deferred revenu 22¢€ 18¢
Other 134 212
Total Current Liabilities 1,27: 1,412
Long-Term Debt, less current portit 5,06 5,25(
Deferred Revenu 86¢ 954
Other Liabilities 492 50&

Commitments and Contingenci

Stockholders' Equity (Deficit,
Preferred stock, $.01 par value, authorized 100@@shares: no shares outstanc — —
Common stock
Common stock, $.01 par value, authorized 1,50000@shares: 686,496,721

outstanding in 2004 and 677,828,634 outstandirp08 7 7
Class R, $.01 par value, authorized 8,500,000 shateshares outstandi — —
Additional paic-in capital 7,371 7,36(
Accumulated other comprehensive income (It 19 (90)
Accumulated defici (7,55%) (7,09¢6)
Total Stockholders' Equity (Defici (157) 181

$ 754 $ 8,302

See accompanying notes to consolidated finanassients.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the three years ended December 31, 2004

2004 2003 2002

(dollars in millions)

Cash Flows from Operating Activitie

Net Loss $ (458 $ (711) $ (859
Income from discontinued operatic — 5) 2
Cumulative effect of change in accounting princ — 5) —
Loss from continuing operatiol (458) (727) (860)

Adjustments to reconcile loss from continuing opierss to net cash
provided by (used in) continuing operatio

Equity earnings, ne — (©)] 19
Depreciation and amortizatic 69t 827 801
Induced conversion expense on convertible — 20C 88
Gain on debt extinguishments, 1 (297 (42) (255)
Loss on impairments and asset si — — 182
Gain on sale of property, plant and equipment, Comaealth Telephon
shares and other ass (39) (74) (189)
Non-cash compensation expense attributable to stockda 46 86 181
Deferred revenu (65) (267) 49
Deferred income taxe — (57) 16
Amortization of debt issuance co: 16 42 40
Accreted interest on discount dt 75 10€ 11C
Accrued interest on loi-term debt (27) 25 9
Change in working capital items net of amounts aeqlu
Receivable: 27 (26) (26)
Other current asse 15 41 (77)
Payable: (37 (55 (340
Other liabilities (10§) (48) (117)
Other (7) 11 (29)
Net Cash Provided by (Used in) Continuing Operat (64) 24 (431)
Cash Flows from Investing Activitie
Proceeds from sales and maturities of marketalolergies 70 — 20C
Purchases of marketable securi (410 — —
Decrease (increase) in restricted secur 21 9 (410
Capital expenditure (28¢) (191) (21¢)
Release of capital expenditure accrt 8 28 21t
Investments and acquisitio — 2 (16)
Sprint acquisition, excluding g-assignment or assumption inco (34) — —
ICG acquisitior (35) — —
Genuity acquisitior — (209 —
McLeod acquisitior — — (52)
CorpSoft acquisition, net of cash acquired of — — (93
Software Spectrum acquisition, net of cash acquofekitO — — (94)
Proceeds from sale of toll road operati — 46 —
Proceeds from sale of Commonwealth sh 41 — 32¢
Proceeds from sale of property, plant and equipn@ other investmen 30 58 13C
Net Cash Used in Investing Activiti $ (597 $ (161 $ 11

(continued)
See accompanying notes to consolidated finanassients.
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2004 2003

2002

(dollars in millions)

Cash Flows from Financing Activitie

Long-term debt borrowings, net of issuance c $ 98t % 84¢ $ 49C
Payments and repurchases of term debt, including current portic (1,027 (772) (159)
Stock options exercise — 3 1
Net Cash Provided by (Used in) Financing Activit (42) 79 332
Net Cash Provided by (Used in) Discontinued Opens — 37 (45)
Effect of Exchange Rates on Cash and Cash Equis: 17 8 —
Net Change in Cash and Cash Equival (68€) 13 (155)
Cash and Cash Equivalents at Beginning of ® 1,12¢ 1,142 1,297
Cash and Cash Equivalents at End of } $ 443 $ 1,12¢ $ 1,14:
I $EE
Supplemental Disclosure of Cash Flow Informati
Cash interest pai $ 421 $ 394 $ 414
Income taxes pai 13 — —
Noncash Investing and Financing Activiti
Common stock issued in exchange for long term $ — $ 95z % 46€
Long-term debt principal retired by issuing common st — 1,007 582
Accrued interest paid with common stc — 10 —
Common stock issued for Telverse acquisi — 29 —
Long-term debt extinguished due to sale of toll roadratiens — 13¢ —
Settlement of debt obligation and current liakgktiwith restricted securitie — 41C —
Capital leases assumed in Genuity transat — 30¢ —
Decrease in deferred revenue related to Genuitgaetion — 76 —
Warrants cancelled in exchange for constructionices — (2) —

See accompanying notes to consolidated finan@ssients.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY (DEFICIT)

Balances at December 31, 2(

Common Stock
Issued to extinguish lo-term debt
Stock options exercise
Stock plan grant
Shareworks pla
Net Loss
Other Comprehensive Incor

Balances at December 31, 2(

Common Stock
Issued to extinguish loi-term deb
Stock options exercise
Stock plan grant
Shareworks pla
401(k) plan
Warrants cancelle
Telverse acquisitio
Net Loss
Other Comprehensive Incor

Balances at December 31, 2(

Common Stock
Stock plan grant
Shareworks pla
401(k) plan

For the three years ended December 31, 2004

Convertible Note Hedge and Warrant (See Note

Net Loss
Other Comprehensive Incor

Balances at December 31, 2(

Accumulated
Additional Other
Common Paid-in Comprehensive Accumulated
Stock Capital Income (Loss) Deficit Total
(dollars in millions)
$ 4% 5,60z $ (144 $ (5,52)$ (65
— 46€ — — 46€
— 1 — — 1
— 16€ — — 16¢
— 36 — — 36
— — — (85€) (85€)
— — 12 — 12
4 6,277 (132) (6,385 (240)
3 95C — — 95z
— 3 — — 3
— 57 — — 57
— 36 — — 36
— 14 — — 14
— ) — — @
— 29 — — 29
— — — (712 (712
— — 42 — 42
7 7,36( (90) (7,096 181
— 22 — — 22
— 34 — — 34
— 17 — — 17
— (62 — — (62
— — — (45¢€) (45¢€)
— — 10¢ — 10¢
$ 7% 7371 $ 1¢ $ (7,559 % (157

See accompanying notes to consolidated finan@ssients.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF COMPREHENSIVE LOSS
For the three years ended December 31, 2004

2004 2003 2002

(dollars in millions)

Net Loss $ (459 $ (711) $ (859
Other Comprehensive Income (Loss) Before 1
Foreign currency translation adjustme 29 31 24
Unrealized holding gains (losses) on marketablétggecurities and other arisit
during perioc 2 14 (22)
Reclassification adjustment for (gains) lossesudet! in net los 82 3 9
Other Comprehensive Income, Before - 10¢ 42 12

Income Tax Benefit Related to Items of Other Corhprssive Income (Los! — — —

Other Comprehensive Income, Net of Ta 10¢ 42 12

Comprehensive Los $ (349 $ (669 $ (846

See accompanying notes to consolidated financissents.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(1) Summary of Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements idelthe accounts of Level 3 Communications, Inc.sutibidiaries (the "Company" or "Level 3")
in which it has control, which are engaged in gwises primarily related to communications, infotima services, and coal mining. Fifty-
percent-owned mining joint ventures are consolidiate a pro rata basis. Investments in other congganiwhich the Company exercises
significant influence over operating and finangialicies or has significant equity ownership arecamted for by the equity method. All
significant intercompany accounts and transactitng been eliminated.

In 2003, Level 3 sold Software Spectrune,'thcontact service business and the Midwest Fipgic Network ("MFON") business
acquired in the Genuity Inc. ("Genuity") transantid herefore, the results of operations and casfsfifor these businesses have been clas:
as discontinued operations in the consolidatechfiiz statements (See Note 3).

Communications

The Company's communications business gesva broad range of integrated communicationscasrprimarily in the United States and
Europe as a facilities-based provider (that isscvider that owns or leases a substantial porticheproperty, plant and equipment necessary
to provide its services). The Company has credtedygh a combination of construction, purchaselaasging of facilities and other assets, an
advanced international, end-to-end, facilities-das@mmunications network. The Company has built@mtinues to upgrade the network
based on optical and Internet Protocol technologiesder to leverage the efficiencies of thesémetogies to provide lower cost
communications services.

Revenue for communications services, inoggrivate line, wavelengths, colocation, Interaetess, managed modem, voice and dark
fiber revenue is recognized monthly as the senacerovided based on contractual amounts expéateel collected. Reciprocal
compensation revenue is recognized only when @&ndabhnection agreement is in place with anothateraand the relevant regulatory
authorities have approved the terms of the agreemen

Termination revenue is recognized whensiamer discontinues service prior to the end ofcthr@tract period for which Level 3 had
previously received consideration and for whicheraye recognition was deferred. Termination reveésa¢so recognized when customers
make termination penalty payments to Level 3 tdesebntractually committed purchase amounts thatustomer no longer expects to meet.
Settlement revenue is recognized when a custontet@vel 3 renegotiate a contract under which L&vislno longer obligated to provide
services for consideration previously received famdvhich revenue recognition was deferred. Termiamdsettlement revenue is reported in
same manner as the original service provided, amabated to $113 million, $346 million, and $76 moifl in 2004, 2003, and 2002,
respectively (See Note 4).

The Company is obligated under dark fithld$ and other capacity agreements to maintairetsark in efficient working order and in
accordance with industry standards. Customersladigated for the term of the agreement to pay Hieirtallocable share of the costs for
operating and maintaining the network. The Compaapgnizes this revenue monthly as services argdqeo.

Level 3's customer contracts require then@any to provide certain service level commitmelitsevel 3 does not meet the required
service levels, it may be obligated to provide @sedisually in the
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form of free service for a short period of time eTdriginal services that resulted in the crediesret included in revenue and to date, have not
been material.

Cost of revenue for the communications messs includes leased capacity, right-of-way cestsess charges and other third party circuit
costs directly attributable to the network, as vaslicosts of assets sold pursuant to sales-typedehbut excludes depreciation and amortization
and related impairment expenses. The Company rezexgjthe cost of network services as they are irdwaind in accordance with contractual
requirements. The Company disputes incorrect g#liftom its suppliers of network services. The npustalent types of disputes include
disputes for circuits that are not disconnectea timely basis and usage bills with incorrect @daquate information. Depending on the type
and complexity of the issues involved, it may takgeral quarters to resolve disputes.

In determining the amount of such expemrsesrelated accrued liabilities to reflect in itsaicial statements, the Company considers the
adequacy of documentation of disconnect noticamptiance with prevailing contractual requirememtisgubmitting such disconnect notices
and disputes to the provider of the network sesjie@d compliance with its interconnection agredametith these carriers. Significant
judgment is required in estimating the ultimateconte of the dispute resolution process, as wedhgsother amounts that may be incurre
conclude the negotiations or settle any litigation.

The Company may periodically enter intoeggnents to acquire network assets from other telsemications service carriers. These
carriers may in turn acquire network assets fromel.8. Transactions in which Level 3 transfers retnassets to and acquires network assets
from the same third party at or about the same tireaeferred to as "contemporaneous transactidhgse transactions would generally be
recorded as non-monetary exchanges of similarsaasébok value, as these transactions do notgepir¢he culmination of an earnings
process. Contemporaneous transactions do not reghk recognition of revenue. Net cash or othenetary assets paid or received in
contemporaneous transactions are recorded as @stragnt to the book value of the transferred ptgp@he adjusted book value becomes the
carrying value of the transferred property, plamd aquipment. The Company did not enter into tigses of agreements during the three y
ended December 31, 2004.

Competition

The communications industry is highly cotitpee and is currently operating in a difficult@wmic environment. Many of the Company's
existing and potential competitors in the commutidees industry have financial, personnel, marketing other resources significantly greater
than those of the Company, as well as other comretidvantages including larger customer basese&sed consolidation and strategic
alliances in the industry resulting from the Telaoounications Act of 1996, the opening of the U.&rket to foreign carriers, technological
advances and further deregulation could give dsggnificant new competitors to the Company.

Concentration of Credit Risk

The Company provides communications sesvioea wide range of customers, ranging from wesgtlitalized national carriers to smaller,
early stage companies. Beginning in 2001, Levedi&entrated its direct sales efforts on certait@loasers of bandwidth capacity. The
Company has in place policies and procedures fewethe financial condition of potential and exigticustomers and concludes that
collectibility of revenue and other out-of-pockepenses is probable prior to commencement of sesvif the financial condition of an
existing customer deteriorates to a point wherevsmt for
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services is in doubt, the Company will not recognigvenue attributable to that customer until égashceived. As a result of the Genuity
acquisition in 2003, there was significant growththe number of customers which resulted in in@dasedit risk, although the policies and
procedures for reviewing the financial conditiomaacognizing revenues of these additional custemeamained consistent with those
described above. As of December 31, 2004, the notaiber of customers was approximately 2,800. Témgany has entered into agreements
with value-added resellers and other channel partioereach consumer and enterprise markets feews®rvices. The Company has policies
and procedures in place to evaluate the finanoiadlition of these resellers prior to initiatingdee to the final customer. The Company is not
immune from the effects of the downturn in the exmag and specifically the communications industrywiever, management believes the
concentration of credit risk with respect to reaediles is mitigated due to the dispersion of the gamy's customer base among different
industries and geographic areas and remedies gabtig terms of contracts and statutes.

A significant portion of Level 3's commuaiomns service revenue is concentrated among telinmumber of customers. Revenue
attributable to Time Warner Inc. and subsidiariesluding America Online, amounted, on an aggrepasss, to $373 million and $446 million
for the years ended December 31, 2004 and 20Q¥ctgely, representing approximately 10 perceit Bh percent of consolidated revenue
and is included within the Communications segmenthe consolidated statements of operations. IEL8wvould lose one or more major
customers, or if one or more major customers dicanitly decreased its orders for Level 3 servities,Company's communications business
would be materially and adversely affected.

The Company's DSL aggregation servicepanearily provided to a single customer on an esisle basis in certain markets, which
exclusivity expires at the end of the first quadéR005. The customer has notified Level 3 thaitiénds to migrate its existing DSL customers
to its own network during the first and second tgrarof 2005. The Company recognized $112 millibB$L revenue attributable to this
customer in 2004, and is expecting DSL revenuestie significantly in 2005.

Information Services

The Company's information services busimessmprised of two operating units: }Structure, primarily a provider of computer
outsourcing services, and Software Spectrum, l'Soffware Spectrum"), a distributor, marketer aesktler of business software. The
outsourcing services provided by)Structure are managed computer infrastructurdeasyprimarily networking and computing services f
mainframe, midrange and UNIX/Windows servers lodatéhin (i )Structure's data centerd.)Structure enables its customers to avoid
expending capital and incurring redundant overheests to operate their own computing environmegdslting in a lower cost of computing
and improved levels of service. A majority of thesourcing contracts between)Structure and its customers provide for a fixeglffar a bas
level of computing services that are delivered eaohth throughout the three to five year term ef ¢bntracts. ()Structure recognizes
revenue in the month the service is provided, galyeequal to the contract value amortized on aight-line basis. Certain contracts allow for
incremental or decremental services above or bthevbase level of services with the majority ofstheontracts determining charges based on
actual hours utilized. The base monthly servicetfie¢ (i )Structure recognizes as revenue is increasedopeased in accordance with the
terms of the contract.

Software Spectrum is a reseller of busise$svare. Revenue is recognized as either an gder¢cwhereby sales under certain licensing
programs permit Software Spectrum to recognize ardgrvice fee paid by the software publisher asmee, or on a "gross" basis in which
case the Company recognizes the full value of dfievare sold as revenue. Accounting literature jates guidance to

F-12




enable companies to determine whether revenuestfremeselling of goods and services should berdecbon a "gross" or "net" basis. The
Company believes that the facts and circumstampegtcularly those involving pricing and creditkigdicate that the majority of Software
Spectrum's sales should be recorded on a "grosss. Jde latitude and ability of Software Spectronestablish the selling price to the
customer is a clear indication of "gross" reveremorting. The assumption of credit risk is anofhmgortant factor in determining "gross”
versus "net" reporting. Software Spectrum hasélspansibility to pay suppliers for all productsenedd, regardless of when, or if, it collects
from its customers. Software Spectrum is also gakgponsible for determining the creditworthinesis customers.

Microsoft Corporation, a significant suggplof software to Software Spectrum, changed celi@nsing programs in 2001 whereby new
enterprise-wide licensing arrangements will begatjdilled and collected directly by Microsoft.2003, several other suppliers, for whom
Software Spectrum resells products and servicgmrbadopting this type of program. Software Spectwill continue to provide sales and
support services related to these transactionsvilhearn a service fee directly from the softwarelishers for these activities. Under this
licensing program, Software Spectrum only recogthe service fee it receives from the softwardiplbr as revenue and not the entire value
of the software. The Company continues to sell petglunder various licensing programs, but begipimr2003, has experienced an increase
in the level of sales under these new progranididfosoft and other software publishers are ablguttcessfully implement and sell a
significant amount of software under this programit is determined that the accounting for resglibf the software should be recorded on a
"net" basis, the Company may experience a sigmifidacline in information services revenue, but aldo experience a comparable decline in
cost of revenue.

Revenue is recognized from software saléisestime of product shipment, or in accordancthwérms of licensing contracts, when the
price to the customer is fixed, and collectibiigyreasonably assured. Revenue from maintenandeactsis recognized when invoiced, the
license period has commenced, when the price tous®mer is fixed, and collectibility is reasonahssured, as Software Spectrum has no
future obligations associated with future perforegnnder these maintenance contracts. Advancedslire recorded as deferred revenue
services are provided. Cost of revenue includesctitosts of the licensing activity and costs tapase and distribute software. The costs
directly attributable to advance billings are degdrand included in other current and noncurresgtasn the consolidated balance sheet. R
income received from software publishers is recogphias a reduction of cost of revenue in the penadhich the rebate is earned based on a
systematic allocation of the total rebate incomesatered probable of being realized.

Competition

The information services industry is hightympetitive. Many of the Company's competitorthie industry have financial, marketing and
other resources significantly greater than thogh@Company. In addition, the Company's softwaselting business could be adversely
affected if major software publishers successfiniplement or expand programs for the direct saleoftivare through volume purchase
agreements or other arrangements intended to extheddistribution or resale channel.

Concentration of Credit Risk

The Company's customer base consists efakethousand accounts including corporations, gowent agencies, educational institutions,
non-profit organizations and other business entities.the year ended December 31, 2004, no singlemestrepresented more than 10 pet
of information services revenue. The customer msepresented by a large number of Fortune 500 and
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Fortune Global 500 companies and the Company dutesatieve that the loss of any single customerldibave a material adverse effect ol
revenues.

Coal Mining

Historically, coal sold by Level 3 subsidés has been sold primarily under long-term cangravith electric utilities, which burn coal in
order to generate steam to produce electricityuldstantial portion of Level 3's coal revenue wasea from long-term contracts during 2004,
2003, and 2002. The remainder of Level 3's sakesrade on the spot market where prices are genéraler than those in the Company's
long-term contracts. Costs of revenue related & sales include costs of mining and processingnased reclamation costs, royalties and
production taxes.

The long-term contracts for the deliveryco@l establish the price, volume, and quality negments of the coal to be delivered. The
contracts also contain provisions for periodic @raljustments through the use of indices for iteuth as materials, supplies and labor. Other
portions of the price are adjusted for changesadpction taxes, royalties and changes in costtaluew legislation or regulation. These
contractual adjustments are recognized in reveaudkeachanges occur and become billable to themess.

The terms and conditions of the long-teontracts generally require the customer to meeti@ntontractual commitments. Thus, the
customer has the ability to defer or acceleraté slipments during the year to meet its requireseRévenue under these and other contracts
is recognized when coal is actually shipped toctistomer.

Competition

The coal industry is highly competitive Meé3 competes with other domestic and foreign sogbpliers, most of whom are larger and
have greater capital resources devoted to thensivéthg business than Level 3, and with alternathathods of generating electricity and
alternative energy sources. Many of Level 3's cditgye are served by two railroads and, due tactivapetition, often benefit from lower
transportation costs than Level 3, which at eadksahines is served by a single railroad. Addigityn many competitors have more favorable
geological conditions than Level 3, often resultindower comparative costs of production.

Level 3 is also required to comply withiears federal, state and local laws concerning ptate of the environment. Level 3 believes its
compliance with environmental protection and laestoration laws will not affect its competitive i@ since its competitors are similarly
affected by these laws.

Concentration of Credit Risk

Level 3's coal sales contracts are conatgdrwith several electric utility and industriahepanies. In the event that these customers do nc
fulfill contractual responsibilities, Level 3 coupdirsue the available legal remedies.

Selling, General and Administrative Expenses

Selling, general and administrative experiselude salaries, wages and related benefittugiing charges for stock based compensation),
property taxes, travel, insurance, rent, contraaintenance, advertising and other administratiyeeages.
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Advertising Costs

Level 3 expenses the cost of advertising@asred. Advertising expense is included as ammment of selling, general and administrative
expenses in the accompanying consolidated stateroénperations. Advertising expense was $14 miJl&26 million and $20 million for the
years ended December 31, 2004, 2003 and 2002 ctasip.

Stock-Based Employee Compensation

The Company has accounted for stock-basgidoyee compensation using the fair value basetiodgtursuant to SFAS No. 123
"Accounting for Stock-Based Compensation" ("SFAS WN&3") since 1998. The Company recognizes expeasisg the accelerated vesting
methodology of FASB Interpretation No. 28 "Accougtifor Stock Appreciation Rights and Other VariaBteck Option or Award
Plans” ("FIN 28") (See Note 15).

Depreciation and Amortization

Property, plant and equipment are recoedaxbst. Depreciation and amortization for the Canys property, plant and equipment are
computed on straight-line and accelerated (foragetoal assets) methods based on the followinfyliees:

Facility and Leasehold Improvemel 1C—40 year
Network Infrastructure (including fiber and congt 7—25 year
Operating Equipmer 3—7 year
Furniture, Fixtures and Office Equipme 2—7 year

Depletion on mineral properties is providada units-of-extraction basis determined in fetato coal committed under sales contracts.
The Company's coal mining business does not usedisreserve estimates for purposes of depletionather, depletes the properties over the
estimated recoverable tons of coal that are requade delivered under existing coal contracts.

Earnings Per Share

Basic earnings per share have been compsiad the weighted average number of shares dedn period. Diluted earnings per share
is computed by including the dilutive effect of cmmon stock that would be issued assuming conversi@xercise of outstanding convertible
notes, stock options, stock based compensationdaveard other dilutive securities.

Trade Accounts Receivable

Trade accounts receivable are recordeukeainvoiced amount and can bear interest. The alhoe for doubtful accounts is the Company's
best estimate of the amount of probable crediel®ds the Company's existing accounts receivalile. Jompany determines the allowance
based on historical write-off experience. The Conypaviews its allowance for doubtful accounts nmbntPast due balances over 90 days and
over a specified amount are reviewed individuatly dollectibility. Account balances are chargedagffinst the allowance after all means of
collection have been exhausted and the potentiakfmvery is considered remote. The Company dotkave any off-balance-sheet credit
exposure related to its customers.
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Restricted Cash

The Company classifies any cash or otheursiges that collateralize outstanding lettergiadit, long-term debt, or certain operating
obligations of the Company as restricted cash.tmmpany also classifies cash or other securititsiceed to fund certain reclamation
liabilities or purchase noncurrent assets as oéstricash. The classification of restricted castherconsolidated balance sheet as current or
noncurrent is dependent on the duration of theiotisin and the purpose for which the restrictiomsts.

Goodwill and Intangible Assets

The Company segregates identifiable intalegassets acquired in an acquisition from goodwal of January 1, 2002, upon adoption of
SFAS No. 142, "Goodwill and Other Intangible As5€tSFAS No. 142"), the remaining goodwill is nanfger amortized, but is evaluated for
impairment at least annually (beginning with thetfanniversary of the acquisition date) basecherfdir value of the reporting unit to which
the goodwill relates.

Intangible assets primarily include custommntracts, customer relationships and technodmgpuired in business combinations. These
assets are amortized on a straight-line basistbeegxpected period of benefit which ranges frotm 20 years.

Long-Lived Assets

Rq

The Company reviews the carrying amourbog-lived assets or groups of assets, at the loasset level where cash flow is separately
measurable, for impairment whenever events or ahairgcircumstances indicate that the carrying athmay not be recoverable. The
determination of any impairment includes a compmarisf the estimated future undiscounted operatagi dlows anticipated to be generated
during the remaining life of the asset to the reetying value of the asset.

Accounting for Asset Retirement Obligations

The Company follows the policy of providiag accrual for reclamation of mined propertieadnordance with SFAS No. 143,
"Accounting for Asset Retirement Obligations" ("SEA0. 143"), based on the estimated total coststbration of such properties to meet
compliance with laws governing surface mining. Thestimated costs are calculated based on thetedpeture risk adjusted cash flows to
remediate such properties discounted at afresikrate. The Company also provides an accrualliigations related to certain colocation le:
and right-of-way agreements in accordance with SN&S143, based on the estimated total cost obratsvn of such properties to their
original condition. These estimated obligationsealeulated based on the expected future discowatsll flows using the Company's estimi
weighted average cost of capital at the time tHigation is incurred and applying a probability t@icfor conditional restoration obligations.
Changes in expected future cash flows are discduattgterest rates that were in effect at the tfnéhe original estimate for downward
revision to such cash flows, and at interest rmtesfect at the time of the change for upward s@ris in the expected future cash flows.

Income Taxes

Deferred income taxes are provided fortémeporary differences between the financial repgréind tax basis of the Company's assets an:
liabilities using enacted tax rates in effect tog yyear in which the differences are expectedverse. Net operating losses not utilized can be
carried forward for 20 years to offset future taralbcome. A valuation allowance has been recoedginst deferred
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tax assets, as the Company is unable to concludier waelevant accounting standards that it is mi&edyl than not that deferred tax assets will
be realizable. Federal legislation enacted in 28&2nitted the Company to apply unutilized net ofiegdosses incurred in 2001 against 1996
taxable income. As a result, the Company recogrézidieral income tax benefit and received a reffrgll 20 million in 2002.

Comprehensive Income (Loss)

Comprehensive income (loss) includes incfioes) and other non-owner related changes ingqot included in income (loss), such as
unrealized gains and losses on marketable secucitissified as available for sale, foreign curyananslation adjustments related to foreign
subsidiaries, and other adjustments.

Foreign Currencies

Generally, local currencies of foreign ddizgies are the functional currencies for finahogporting purposes. Assets and liabilities are
translated into U.S. dollars at year-end exchaatgsr Revenue, expenses and cash flows are texhsising average exchange rates prevailing
during the year. Gains or losses resulting frommenay translation are recorded as a componentafnaglated other comprehensive income
(loss) in stockholders' equity (deficit) and in gtatements of comprehensive loss. A significantiguo of the Company's foreign subsidiaries
have the Euro as its functional currency which elgpeed significant gains against the U.S. dolladirly 2004 and 2003. As a result, the
Company has experienced significant foreign cuyeéranslation adjustments which are recognized @amgponent of accumulated other
comprehensive income (loss) in stockholders' eddigicit) and in the statement of comprehensigs.lo

Use of Estimates

The preparation of financial statementsdnformity with generally accepted accounting pipfes requires management to make
estimates and assumptions that affect the repartexiints of assets and liabilities and disclosuireofingent assets and liabilities at the da
the financial statements and the reported amodmssenues and expenses during the reporting pefioel most critical estimates and
assumptions are made in determining the allowamcddubtful accounts, revenue reserves, whetheaimmgnt charges are necessary, useful
lives of fixed assets, accruals for estimated ligé that are probable and estimatable, and astis#gment obligations. Actual results could
differ from those estimates and assumptions.

Recently Issued Accounting Pronouncements

In June 2001, the FASB approved SFAS N8. B#AS No. 143 establishes accounting standardedognition and measurement of a
liability for an asset retirement obligation ane tissociated asset retirement cost. The fair \aladiability for an asset retirement obligatia
to be recognized in the period in which it is ineatif a reasonable estimate of fair value can bdenThe associated retirement costs are
capitalized and included as part of the carryinge®f the long-lived asset and amortized overnutheful life of the asset. SFAS No. 143 was
effective for the Company beginning on JanuarydD3 The Company's coal mining business had preljiaccrued, as a component of cost
of revenue, an estimate of future reclamation lighiThe reclamation liability is included in nomcent liabilities on the consolidated balance
sheets. The net effect of the adoption of SFASIMG. to the Company's coal mining business as afalgril, 2003 was a decrease in
noncurrent
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liabilities of approximately $5 million (which isging amortized to expense) and was reflected asnalative-effect adjustment in the 2003
consolidated statement of operations.

The communications business has enteredcértain colocation and office space leases wlydtab required upon termination of the
lease, to remove the leasehold improvements anthréte leased space to its original condition. Toeenpany has also entered into right-of-
way agreements for its intercity and metropolitatworks that may require the removal of the condp@n termination of the agreement. Uj
adoption of this standard on January 1, 2003, thragany also recorded obligations and corresponalisgts of approximately $31 million for
these lease and right-of-way agreements.

Asset retirement obligation expense of $iillion and $12 million was recorded during the sseeanded December 31, 2004 and 2003,
respectively; resulting in total asset retiremdsiigations, including reclamation costs for theldmasiness, of $138 million and $127 million at
December 31, 2004 and 2003, respectively.

Accretion expense of $7 million relatedtie communications business was recorded in seljiegeral and administrative expenses ol
consolidated statement of operations for the yaded December 31, 2004. Accretion expense of $dbmilelated to the Company's coal
mining business was recorded in cost of revenut@iconsolidated statement of operations for ttee gaded December 31, 2004. In addition,
the coal mining business incurred $4 million of éddal reclamation liabilities and incurred cofts work performed on asset retirement
obligations of $1 million.

Accretion expense of $8 million relatedtie communications business was recorded in seljieigeral and administrative expenses ol
consolidated statement of operations for the yade@ December 31, 2003. Accretion expense of $dbmilelated to the Company's coal
mining business was recorded in cost of revenud@ronsolidated statement of operations for tlae gaded December 31, 2003. This was
partially offset by $1 million of gains recognized settlement of obligations attributable to the akinternal resources rather than third parties
to perform reclamation work. In addition, the coahing business incurred $3 million of additionetlamation liabilities and incurred costs for
work performed on asset retirement obligations2friilion.

The Company had noncurrent restricted casipproximately $52 million and $45 million seidesto fund the reclamation liabilities at
December 31, 2004 and 2003, respectively. Theuiatlg is pro-forma financial information of the Coany assuming SFAS No. 143 had been
in effect as of January 1, 2002:

Years Ended December 31

2004 2003 2002
(dollars in millions, except per share data Actual Actual Pro-Forma
Asset Retirement Obligations, end of y $ 136 $ 127 % 11F
SFAS 143 Expens — — (8)
Net Loss (45¢€) (711) (86€)
Loss Per Shar (0.67) (1.2¢) (2.19)

In April 2002, the FASB issued SFAS No. 1ZBescission of FASB Statements No. 4, 44, andAédendment of FASB Statement
No. 13, and Technical Corrections” ("SFAS No. 145FAS No. 145 is effective for fiscal years begngnand certain transactions entered
after May 15, 2002. SFAS No. 145 requires gainslasskes from the extinguishment of debt be clastifis extraordinary items only if they
meet the criteria in APB Opinion No. 30. PrevioyshASB Statement No. 4 generally required all gaind losses from debt extinguished prior
to maturity to be classified as an
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extraordinary item in the statement of operatié®B Opinion No. 30 requires that to qualify as atraordinary item, the underlying event or
transaction should possess a high degree of abfityriaad be of a type clearly unrelated to, or omlgidentally related to, the ordinary
activities of the Company, and would not reasonalelyxpected to recur in the foreseeable futurg.dein or loss on extinguishment of debt
classified as an extraordinary item in prior pesipdesented that does not meet the criteria in @PBion No. 30 shall be reclassified. Upon
adoption of SFAS No. 145, due to the recurring reatf its debt repurchases and exchanges, the Gompelassified the related gains
previously classified as extraordinary gains dutimgyear ended December 31, 2002 of $255 millioihé statement of operations to other
non-operating income.

In June 2002, the FASB issued SFAS No. 14écounting for Costs Associated with Exit or Disgal Activities" ("SFAS No. 146").
SFAS No. 146 addresses financial accounting anartieg for costs associated with exit or disposdivities (excluding an entity newly
acquired in a business combination), often refetweab "restructuring costs"”, and nullifies priccaunting guidance with respect to such costs.
SFAS No. 146 will spread out the reporting of exggxrelated to restructurings initiated after 2@@2ause commitment to a plan to exit an
activity or dispose of longived assets will no longer be enough to recoridlaillty for the anticipated costs. Under previgusdance, a liabilit
for an exit cost was recognized at the date ofrdityés commitment to an exit plan. Instead, exid @isposal costs will be recorded when they
are incurred and can be measured at fair valueredated liabilities will be subsequently adjustedchanges in estimated cash flows. The
provisions of SFAS No. 146 are effective for exidisposal activities initiated after December 3002, with no retroactive restatement
allowed. On January 1, 2003, the Company adoptédS¥o. 146 for all restructuring activities thatcocred after that date. Under SFAS
No. 146, the Company can no longer record estinmlatesiks upon the decision to exit a busin

In September 2002, the Emerging Issues Faste ("EITF") addressed the accounting for cotitver debt for equity exchanges in Issue
02-15: "Determining Whether Certain Conversiongofivertible Debt to Equity Securities Are withiretBcope of FASB Statement
No. 84" ("EITF 0:-15"). The EITF concluded in EITF 02-15 that thegees of transactions should be accounted fordwcied conversions in
accordance with FASB No. 84, "Induced ConversidnSanvertible Debt" ("SFAS No. 84"). SFAS No. 84juéres a non-cash charge to
earnings for the implied value of an inducemertdnovert from convertible debt to common equity sities of the issuer. The accounting is to
be applied prospectively for those convertible debequity exchanges completed after Septembe2d2, the date of the EITF's consensus.
The Company applied the provisions of SFAS No.@4dlltconvertible debt for equity exchange transast completed after June 30, 2002.

In December 2004, the FASB issued SFASIR8R, "Share Based Payment" ("SFAS No. 123R"). SRAS123R requires that
compensation cost relating to share-based paymaargdctions to be recognized in the financial statés based on the fair value of equity or
liability instruments issued. SFAS No. 123R is efifiee for interim periods beginning July 1, 200%eTadoption of SFAS No. 123R is not
expected to have a significant impact on the Comipdimancial position or results of operationgtees Company adopted the expense
recognition provisions of SFAS No. 123 in 1998.

In December 2004, the FASB issued SFAS1$8, "Exchange of Nonmonetary Assets an AmendmieAP8 Opinion No. 29" ("SFAS
No. 153"). SFAS No. 153 is effective for interimripels beginning July 1, 2005. Under SFAS No. 153e#s exchanged in r-monetary
transactions will be measured at fair value, ag s the transaction has commercial substanceharfdit value is determinable within
reasonable limits. A hon-monetary exchange has cential substance if the future cash flows of thityare expected to change significantly
as a result of the exchange. The adoption of SFASIN3 is not expected to have a material effedherCompany's financial position or
results of operations.
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Reclassifications
Certain prior year amounts may have beelassified to conform to the current year presémat
(2) Acquisitions

On October 1, 2004, the Company acquireduholesale dial Internet access business of Spommunications Company, L.P.
("Sprint"). Level 3 paid $34 million in cash to adre the business, which provides dial-up Inteaegtess to leading Internet service providers
throughout the United States and agreed to praligtmunted services to Sprint that were valuedbaniflion, which was accounted for as part
of the purchase price. Level 3 and Sprint enteméma transition services agreement for the mignatif customers onto the Level 3 network,
which Level 3 expects to complete in mid-2005. Dgrihe migration period, until such time as a corgpcontract is assumed or assigned,
amounts received for services provided by Spriatecounted for as a reduction in purchase pricppssed to revenue. The net amount
received prior to the assumption or assignmerti@$e contracts totaled $5 million in 2004 and tloeeereduced the purchase price to
$29 million. At December 31, 2004, substantiallycaistomer contracts had been assigned to LevelL&wel 3 had entered into new
contractual arrangements with the customers aatjfrioen Sprint. The results of operations attribigab the Sprint assets acquired and
liabilities assumed are included in the consoliddieancial statements from the date of assumpircsissignment of contracts.

On April 1, 2004, the Company acquiredwhmlesale dial access customer contracts of ICGr@amications, Inc. ("ICG"). The
Company agreed to pay approximately $35 millionash to acquire the contracts and related equipmianth provides dialsp Internet acce:
to various large customers and other leading I5Rs.terms of the agreement required Level 3 to§2bymillion at closing and additional
payments of $5 million on both July 1, 2004 anddbet 1, 2004. The purchase price was subject tbgbasing adjustments, but those
adjustments were not material. Level 3 migratedihiic from the customer contracts acquired fi@® onto its own network infrastructure
and the migration was substantially complete byetie of 2004. The results of operations attribtablthe ICG assets acquired and liabilities
assumed are included in the consolidated finaistééments from the date of acquisition.

Level 3 completed the acquisition of TebeCommunications, Inc. ("Telverse"), a providehos$ted IP-based voice services for
enterprises, in July 2003 for approximately $2diomilin Level 3 common stock (approximately 4.2lioit shares) and $2 million in cash
consideration. Telverse's revenues and resultparfations are included in the consolidated stat¢srafroperations from the date of
acquisition. The financial results of Telverse ptacquisition were immaterial to Level 3. Managat's preliminary allocation of the
purchase price resulted in the consideration, dinlytransaction costs, plus assumed liabilitieseerling the fair value of the identifiable
tangible assets acquired by approximately $32 onillivhich was initially recorded as goodwill. Ther@pany completed its assessment of the
assets acquired and liabilities assumed in theeFedvtransaction in the fourth quarter of 2003 cwhiesulted in allocating the purchase price
consideration primarily to developed technologyuag with an insignificant amount allocated totomser contracts.

In 2003, Level 3 completed the acquisitidisubstantially all of the assets and operatidr@enuity, a Tier 1 Internet Protocol (IP)
communications company. The total cash consideraitcluding transaction costs, was approximatdi4smillion including approximately
$60 million in cash consideration to the GenuitynBaiptcy Estate plus approximately $77 million ash to reimburse
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the estate for payments on assumed capital ledigatidns related to network operating equipmemtadidition, Level 3 assumed certain of
Genuity's long term operating agreements. Levelt8red into certain transactions with Genuity ptathe acquisition of the assets and
operations of Genuity by Level 3, whereby it reegi\cash for communications services to be provideie future. As a result of the
acquisition, Level 3 could no longer amortize ttéderred revenue into earnings and accordinglyced the purchase price applied to the net
assets acquired in the Genuity transaction by $ifldm the amount of the unamortized deferred rawebalance on February 4, 2003. The
preliminary fair value of the assets acquired aalilities assumed was subsequently adjusted d2003 based upon actual settlements
between the Genuity Bankruptcy Estate and Lever pdst closing adjustments, which reduced thelmasge price paid by Level 3 by

$35 million, as well as increased the liabilitissamed by $4 million. This resulted primarily inecrease in the value assigned to property,
plant and equipment and identifiable intangibleetssThe results of operations attributable toGleauity assets acquired and liabilities
assumed are included in the consolidated finasté&ements from the date of acquisition.

In 2002, Level 3 completed the acquisitidéithe wholesale dial-up access business of McL&#llhcorporated for approximately
$51 million in cash consideration and the assumptiocertain operating liabilities related to thatsiness. The acquisition included customer
contracts, approximately 350 POPs (Points of Preeand related facilities across the U.S., equigmenderlying circuits and certain
employees. The acquisition enabled Level 3 to pil@wanaged modem services in all 50 states witlverage area that, at the time, included
approximately 80 percent of the United States patfnn, up from 37 states, and approximately 57 gxgrof the United States population. The
allocation of the purchase price resulted in treha@nsideration plus assumed liabilities exceethiedfair value of the identifiable tangible ¢
intangible assets acquired by approximately $34ianjlwhich was recorded as goodwill. Subsequetihéoacquisition, the Company
reevaluated excess equipment acquired in this sitigui and as a result decreased property, plahegnipment by $7 million to reflect the
current carrying value of the assets. As a regobdwill was increased to $41 million. In accordamath SFAS No. 142, the goodwill will be
assessed annually for impairment based on thetiegamit to which it was assigned and will notdraortized. The results of operations
attributable to the McLeod assets and liabilitisssiacluded in the consolidated financial statermértm the date of acquisition.

In 2002, the Company completed the acqoisibf Software Spectrum, Inc., a global providegrketer and reseller of business software.
Software Spectrum shareholders received $37 inftashLevel 3 for each share of Software Spectrammon stock. The total cash
consideration, including outstanding options angeeted transaction costs, was approximately $18®miThe transaction was valued at
approximately $95 million, adjusted for SoftwareeBpum's $40 million cash position on the acqusitilate. The $135 million purchase price,
including transaction costs, exceeded the fairevalfithe net tangible and intangible assets byamately $79 million based on a valuatior
the assets acquired and an estimate of liabitgssimed. Subsequent to the initial valuation, th@@any has made immaterial changes to the
purchase price allocation.

In 2002, the Company acquired privatelydh@brpSoft, Inc., a global provider, marketer a@sktler of business software. Level 3 agreed
to pay approximately $89 million in cash and reipproximately $37 million in debt to acquire CoofiSThe transaction was valued at
approximately $95 million, adjusted for CorpSo$34 million cash position on the acquisition ddtee $129 million cash purchase price,
including transaction costs, exceeded the fairezalfithe net tangible and intangible assets byamately $131 million based on a valuation
of the assets acquired and an
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estimate of liabilities assumed. Subsequent tartitial valuation, the Company has made immatesielnges to the purchase price allocation.

The results of CorpSoft and Software Speets operations are included in the consolidategstents from the dates of acquisition. Level
3 expects these acquisitions will enable its infation services business to leverage CorpSoft aftv&® Spectrum'’s customer base,
worldwide presence and relationships to expanplattfolio of services.

Effective on December 31, 2002, CorpSofs weerged with and into Software Spectrum, with\Bafe Spectrum being the surviving
company.

The following is unaudited pforma financial information of the Company assumting acquisitions of Sprint, ICG, Telverse and G
had occurred at the beginning of the periods ptesen

Pro-Forma
Years ended December 31,

2004 2003

(dollars in millions, except per
share data)

Revenue $ 375¢ $ 4,20(
Loss from Continuing Operatiol (445) (684)
Income from Discontinued Operatio — 6
Cumulative Effect of Change in Accounting Princi — 5
Net Loss (445) (6793
Net Loss per Shal (0.65) (1.19

Included in the actual results and pro-fafinancial information for the year ended DecenBigr2004 are certain amounts which affect
the comparability of the results, including gaifi$n97 million as a result of the early extinguistmts of certain long-term debt, $113 million
of termination revenue, a gain of approximately $#iBion from the sale of Commonwealth Telephonedgprises, Inc. common stock
("Commonwealth Telephone") and lease impairmentggsof $14 million.

Included in the actual results and pro-fafinancial information for the year ended Decenfier2003 are certain amounts which affect
the comparability of the results, including $294lionm of revenue related to a contract settlementfhich the revenue had been in the process
of being recognized over the contract term, a $ifllom gain on the sale of the Company's interasts toll road operations, $200 million of
induced conversion expense as a result of therisguaf shares of Level 3 common stock in exchanga portion of the Company's
convertible debt, $45 million of restructuring ches, a $41 million gain resulting from the earlyirguishment of debt and $50 million of
income tax benefits.
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The following are the estimated fair vabf@ssets acquired and liabilities assumed in thfn& ICG, Telverse, Genuity, McLeod, and
CorpSoft/Software Spectrum transactions as of tiesipective acquisition dates after reflecting fmbs$ing purchase price adjustments.

CorpSoft/
Software
Sprint ICG Telverse Genuity McLeod Spectrum
(dollars in millions)
Assets:
Cash and cash equivale! $ —%$ — 3 — % — % — $ 74
Accounts receivabl — — — — — 264
Other current asse 3 2 — 5C — 21
Property, plant and equipment, | — — 1 24¢ 12 19
Identifiable intangible: 31 37 32 107 49 75
Goodwill — — — — 41 207
Other asset — — — 22 — 12
Total Asset: 34 39 33 42F 10z 672
Liabilities:
Accounts payabl — — 2 — — 31¢
Accrued payrol — — — — — 38
Other current liabilitie: — 4 — 56 43 30
Current portion of lon-term debt — — — 121 8 —
Long-term debt — — — 18¢ — —
Deferred revenu— Genuity — — — 6 — —
Deferred revenu— Level 3 5 — — (76) — —
Other liabilities — — — 21 — 21
Total Liabilities 5 4 2 31€ 51 40¢
Purchase Pric $ 29 $ 35 % 31 % 10¢€ $ 51 $ 264

The fair value of the assets acquired afdlities assumed in the Genuity transaction wirermined based on a valuation completed in
May 2003. Subsequently in 2003, Level 3 changegthiehase price allocation by increasing the prielary fair value of the assets to be sold
to CenturyTel, Inc. ("CenturyTel") (See Note 3306 million to reflect the actual proceeds receifredh CenturyTel. A corresponding
decrease in property, plant and equipment andifadie intangibles was recorded in conjunctionhiittis adjustment.

In July 2003, the Company sold the formen@ty headquarters building for approximately $20ion in cash. Level 3 did not recognize
a gain or loss on this transaction as the fairevalssigned in purchase accounting approximatesitleeprice. The Company continued leasing
the facility through 2003.

During the second quarter of 2003, the Camypexited the managed hosting portion of the lassint acquired through the Genuity
transaction. The Company's hosting customers aachtipns are being served by Computer Scienceso@aiipn ("CSC"). Due to the decision
to exit the managed hosting portion of the busimetsch had been contemplated at the time of adwnsthe net operating results of the
business have not been consolidated in the comseticstatement of operations. Level 3 did not zealiny proceeds from the sale of the ho
business to CSC.
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The following is the summarized result®pérations of the managed hosting business fopehied ended May 24, 2003 (since
acquisition on February 4, 2003).

Revenue $ 14
Operating Los: D

Level 3's management continues to revien@bmpany's existing lines of business and senffegings to determine how those lines of
business and service offerings assist with the @Gmylp focus on delivery of communications and imfation services and meeting its finan
objectives. To the extent that certain lines ofilbess or service offerings are not considered todmepatible with the delivery of
communications and information services or withaiihg financial objectives, Level 3 may exit thdises of business or stop offering those
services.

(3) Discontinued Operations

On December 31, 2003, Level 3 sold MFONC&mturyTel for approximately $16 million. MFON igegional communications system
located in the midwestern United States and wasieat|by Level 3 as part of the Genuity transactioRebruary 2003. Level 3 adjusted the
value of MFON assets from its original estimatetligapursuant to the one-year "allocation periaaivsions of SFAS No. 141, to match the
proceeds from this transaction. As a result, then@any did not recognize a gain or loss on the disipom of MFON.

The following is the summarized result®pérations of the MFON business for the period dridecember 31, 2003 (since acquisition on
February 4, 2003).

Revenue $ 16
Costs and Expense

Cost of revenu 2
Selling, general and administrati 2
Total costs and expens 4
Income from Operatior 12
Loss from Sale of Discontinued Operatic —
Income from Discontinued Operatio $ 12
|

In June 2003, Software Spectrum annourttatittwas exiting the contact services businessder to concentrate on the software reseller
business. In conjunction with this decision, Sofev8pectrum sold substantially all of the contactices business to H.I.G. Capital for
approximately $4 million in cash. Software Spectmamorded a loss within discontinued operationapgroximately $9 million on the sale.
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The following is the summarized result®pérations of the contact services business fopéhied through June 18, 2003 and the period
from acquisition (June 18, 2002) through Decemtier2B02.

2003 2002
Revenue $ 38 $ 37
Costs and Expense
Cost of revenu 25 24
Depreciation and amortizatic 1 1
Selling, general and administrati 10 1C
Total costs and expens 36 35
Income from Operatior 2 2
Loss from Sale of Discontinued Operatic 9 —
Income (Loss) from Discontinued Operatic $ 7 % 2

In December 2001, Level 3 agreed to selhgian telecommunications business for no cashkideration. Level 3 recorded an impairment
loss equal to the difference between the carryalgerof the assets and their fair value in 2005eBan the terms of the agreement, the
Company was required to pay approximately $49 amilfor certain capital obligations and estimateth$action costs in 2002.

(4) Settlement Revenue

Level 3 and McLeod entered into an agreg¢raeriNovember 1, 2004, whereby McLeod will retuentain intercity dark fiber provided by
Level 3 under a 1999 agreement and will providealisted network services to Level 3 in exchange#sh and other consideration. Cash
received under the 1999 agreement was deferredrandized to revenue over the g8ar term of the agreement. Level 3 has no fuidberice
obligations with respect to the fiber and theref@eognized the $98 million of remaining unamoddizieferred revenue for the fiber returne:
non-cash termination revenue. The Company allodhiedmounts paid to McLeod to fiber and prepaitvoek expenses. The value of the
fiber returned was determined based on the cagotehk that would be avoided in pulling additioribéf in certain segments of the Company's
intercity network where fiber inventory would netdbe replenished in the next three years. Thegidepetwork expense was valued based on
the amount of discounted network expense serviese€bompany expects to realize through purchastsesé services on McLeod's network.

In February 2003, Level 3 and XO Commuridret ("XO") amended their 1998 IRU agreement. Ad phthe 1998 agreement, XO
purchased 24 fibers and one empty conduit along@lL&s North American intercity network. The amethdgreement, among other things,
required XO to return six fibers and the empty aghtb Level 3. In return, Level 3, 1) reduced #mual operations and maintenance charges
that XO was required to pay under the original agrent, 2) provided XO an option, expiring July 20@7acquire a 20 year IRU for a single
conduit within or along Level 3's intercity netwaakd 3) provided XO an option to purchase up to 26%e fiber installed in the next conduit
within or along each segment of the intercity netwo

As individual segments were delivered to, X@vel 3 deferred and amortized the revenue atilile to the conduit over the term of the
original agreement. As a result of the amendedesgeat, Level 3 has no further service obligatiothwiéspect to the original conduit, and thus
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recognized $294 million of communications revenuiich was the remaining unamortized deferred regdram the original sale of the
conduit, less the fair values of the operationsraathtenance services, and options to purchasedilmk conduit provided by Level 3 under the
amended agreement. The values of the servicesmithe to purchase fiber and conduit were deterthbresed on the fair value of similar
services and assets.

(5) Restructuring and Impairment Charges

In the second quarter of 2002, Level 3 réed restructuring charges of $3 million for castsociated with a workforce reduction of
approximately 200 employees in the communicatiarsress in North America and Europe. The Compars/atide to record benefits of
$13 million for the year ending December 31, 2G0% to the termination of leases for less thandniginally been estimated and recorded in
2001, and included the reduction of expense inrRetstring and Impairment Charges in the 2002 cadatdd statement of operations.

In the third quarter of 2002, the Compaegorded a restructuring charge of $5 million priiflgeor severance and employee related costs
associated with the integration of CorpSoft and\8axfe Spectrum. Approximately 100 employees, pritpar Boston, were affected by the
workforce reduction.

In the first quarter of 2003, Level 3 annoed workforce reductions that affected approxitgate200 employees in the communications
business. These actions were primarily a resuti@integration of acquired operations from the @rtransaction into Level 3's operations
and the Company matching its European costs wipleeted revenues. The Company recorded restructchniaiges of approximately
$26 million related to these actions during therysraded December 31, 2003. The remaining obligadfdd million with respect to this action
was paid during 2004.

The information services business recoghfee the year ended December 31, 2003, approxlyn@ie® million of restructuring charges
related to the ongoing integration and restrucgudghSoftware Spectrum, as well as the closurei §8{ructure’'s systems integration operations
in Europe. These actions affected approximatelyd@ployees and resulted in the closure of certiliies. Included in the $19 million of
restructuring charges, were $6 million of accrusskk termination costs for facilities it has ceassdg.

The Company recorded lease impairment @san§ $14 million for real property leases in No#timerica and Europe in the fourth quarter
of 2004. The charge resulted from ceasing usertdiodeased space, the signing of subleases fstix vacant space at lower than estimated
rates, and extending the estimated sublease aatether vacant properties due to current marketitmns. The Company paid approximately
$3 million of facilities related costs in 2004 fi@structuring charges recorded in 2001.

In 2004, the information services busines®gnized approximately $2 million of restructgricharges related to the ongoing integration
and restructuring of Software Spectrum announc&®08. In total, the information services busingesisl approximately $8 million of costs
during 2004, including $4 million for employee reld matters and $4 million in facilities relatedstoassociated with the 2003 and 2004
integration and restructuring actions.
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A summary of the restructuring charges eahated activity follows:

Severance and Relate

Number of Facilities Related
Employees Amount Amount
(in millions) (in millions)

Balance December 31, 20 354 $ 17 $ 41
2002 Charge 30C 8 —
2002 Reductions of 2001 Charc¢ — — (13
2002 Payment (599 (22 (18)
Balance December 31, 20 55 3 1C
2003 Charge 1,715 39 6
2003 Payment (1,667 (35) 4
Balance December 31, 20 10¢ 7 12
2004 Charge 8C 1 15
2004 Payment (189 (8 (8)
Balance December 31, 20 — % — $ 19

Lease termination obligations of $19 milliare expected to be paid over the terms of thaiirag leases, which extend to 2015, if the
Company is unable to negotiate a buyout of theckeas

Impairments

The Company at least annually, or as eventircumstances change that could impact thevexability of the carrying value of its
communications and information services assetgjwtis a comprehensive review of the carrying valués communications assets to
determine if the carrying amount of the communmatissets are recoverable in accordance with SFA3 ML, "Accounting for the
Impairment or Disposal of Long-Lived Assets” ("SFAS. 144"). Level 3 separately evaluates for impaint its colocation facilities, certain
excess conduits and its communications networku@tieg electronics, fiber, conduits and customemnpise equipment) as these are the lowest
levels with separately identifiable cash flows. Tim@airment analysis of these assets are baseshgrtérm cash flow forecasts of operating
results and sales of assets over their estimagfdldves. The Company concluded that the assete wot impaired as of December 31, 2004.
Management will continue to assess the Compang&tsafor impairment as events occur or as industngitions warrant.

The Company recorded impairment chargel6f million in 2002 related to a colocation fagilhear Boston, as well as abandoned
lateral fiber builds, certain corporate facilitiesColorado and excess communications inventorya Assult of the completion of additional
colocation space in Boston by other providerscthretinued overabundance of communications equipinghe secondary markets, and the
soft demand for office space in the metropolitami area, the Company believed that these assetsobsolete and that the estimated future
undiscounted cash flows attributable to these asgete insufficient to recover their carrying vallibe new carrying values of these assets
were based on offers received from third partiesHe real estate properties or actual sales dfssitommunications assets.

In December 2002, Level 3 sold one of iessNYork colocation facilities and the colocatiowifily near Boston. The Company leased
back 3 of 10 floors of the New York colocation fagi The Company recognized a loss on these t@itss of approximately $81 million,
which is included in Restructuring and Impairmeh&€es on the 2002 consolidated statement of apesat
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(6) Sale of Toll Road Operations

On January 3, 2003, California Private Bportation Company ("CPTC"), a majority owned sdiasy of the Company, sold the "91
Express Lanes" toll road assets in Orange Courahfatnia to the Orange County Transportation Auttyo The Company received net
proceeds from the sale of $46 million and recor@gain of approximately $70 million in Other, netthe consolidated statement of operati
The Company's total long-term debt was reducedplpycximately $139 million as a result of the saddtee debt incurred to finance the
construction of the toll road had been consolidatieel to the Company's 65% equity interest in CPTC.

(7) Loss Per Share

The Company had a loss from continuing apens for the three years ended December 31, Z0@&%tefore, the dilutive effect of the
approximately 171 million, 83 million and 156 milii shares issuable pursuant to the five, four brektseries of convertible notes at
December 31, 2004, 2003, and 2002 respectivelye havbeen included in the computation of dilutessIper share because their inclusion
would have been anti-dilutive to the computationaddition, the dilutive effect of the approximatdb million, 52 million and 54 million
options and warrants outstanding at December 314,22003 and 2002 respectively, have not beendeclun the computation of diluted loss
per share because their inclusion would have beg#utive to the computation.

The following details the loss per sharewations for the Level 3 common stock (dollarsmiilion, except per share data):

Year Ended
2004 2003 2002
Loss from Continuing Operatiol $ (45¢) $ (721 $ (860)
Income from Discontinued Operatio — 5 2
Cumulative Effect of Change in Accounting Princi — 5 —
Net Loss $ (458 $ (711 $ (85¢)

Total Number of Weighted Average Shares Outstandgsgl to Compute Bas

and Dilutive Earnings Per Share (in thousat 683,84¢ 565,93: 407,31
Earnings (Loss) Per Share of Level 3 Common StBelsi¢ and Diluted)
Loss from Continuing Operatiol $ 0.67) $ (1.2¢) $ (2.11)

001 $ —

»
|
»

Income from Discontinued Operatio

0.01 $ —

*
|
&

Cumulative Effect of Change in Accounting Princi

Net Loss $ (0.67) $ (1.26) $ (2.1
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(8) Disclosures about Fair Value of Financial Insuments

The following methods and assumptions wsed to determine classification and fair valueraincial instruments:

Cash and Cash Equivalents

Cash equivalents generally consist of fungested in highly liquid instruments purchasethvéin original maturity of three months or
less. The securities are stated at cost, whichoxppates fair value.

Marketable and Restricted Securities

In 2004, marketable securities consist &.Ureasury securities that are characterizeelastb maturity. Marketable securities in 2003
are comprised of the investment in the common stdékommonwealth Telephone and are classified adable for sale. Restricted securities
consist primarily of cash investments that serveditateralize outstanding letters of credit andaia operating obligations of the Company.
The cost of the securities used in computing uiredland realized gains and losses is determinespégific identification. Fair values are
estimated based on quoted market prices for theriies. The net unrealized holding gains and ls$esemarketable securities classified as
available for sale are included in accumulatedotienprehensive income (loss) within stockholdegglity (deficit). The unrealized holding
gains and losses for securities characterizedldgdenaturity are not reflected in the consolidefi@ancial statements.
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At December 31, 2004 and 2003 the unredlim#ding gains and losses on the marketable dexuwere as follows:

Unrealized Unrealized
Holding Holding Fair
Cost Gains Losses Value

(dollars in millions)

2004
Marketable Securitie:
U.S. Treasury securiti—Current $ 22t % — $ — $ 22¢
U.S. Treasury securiti—Noncurrent 114 — D) 113
$ 33 $ — $ 1 $ 33¢
| I I |
2003
Marketable Securitie:
Commonwealth Telephone common st $ 18 $ 24 $ — % 42

Scheduled maturities of marketable se@agritield at December 31, 2004 are as follows (coitemillions): 2005—$225; 2006—$114.

The Company recognized $32 million of readi gains from the sale of marketable equity sdesrin 2004 which are reflected in Other,
net on the consolidated statement of operations.ddmpany did not recognize any realized gaind@ssks on sales of marketable equity
securities in 2003. The Company recognized $14amilbf losses in 2002 from the sale of marketabtausties; all of which were attributable
to foreign currency losses on securities denomihat€-uros.

Maturities for the restricted securitiey&aot been presented, as the types of securitesither cash or money market mutual funds
which do not have a single maturity date.

Long-Term Debt

The fair value of long-term debt was estadausing the December 31, 2004 and 2003 averatpe dfid and ask price for the publicly
traded debt instruments. The GMAC Commercial Magtge not traded in an organized public manner.falesalue of this instrument is
assumed to approximate its carrying value at Deeer8b, 2004 and 2003 as it is secured by underlggsgts and has a variable interest rate
thus minimizing credit and interest rate risks. D& Convertible Senior Discount Notes due 2013uitket! within Longterm Debt is not trade
in an organized public manner. The fair value i tiote was calculated using a convertible modethhses the Black-Scholes valuation
model to value the equity portion of the securitg #ond math to value the debt portion of the sgc(uwsing market yields on other Level 3
traded debt).
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The carrying amount and estimated fair @alof Level 3's financial instruments are as foow

2004 2003

Carrying Fair Carrying Fair
Amount Value Amount Value

(dollars in millions)

Cash and Cash Equivalel $ 44 $ 44 $ 1,12¢ % 1,12¢
Marketable Securiti—Current 22t 22t 42 42
Marketable Securiti—Noncurrent 114 11z — —
Restricted Securiti—Current 48 48 74 74
Restricted Securiti—Noncurrent 67 67 61 61
Investments (Note 1! 5 5 6 22
Long-term Debt, including current portion (Note 1 5,211 4,44¢ 5,37¢ 4,79¢

(9) Receivables

Receivables at December 31, 2004 and 2@08 as follows:

Information
Communications Services Coal Total
2004
Accounts Receivable
Services and Software Sa $ 13¢ % 418 $ 12 % 56¢
Allowance for Doubtful Account ()] (6) — (23
Total $ 121 % 41z % 12 $ 54t
.| .| [ | |
2003
Accounts Receivable
Services and Software Sa $ 134 % 457 % 1 % 59¢
Allowance for Doubtful Account (20 (8) — (28)
Total $ 114 $ 44t $ 11 % 57C

The Company recognized bad debt expenselling, general and administrative expenses ahthon, $7 million and $7 million in 200:
2003 and 2002, respectively. Level 3 received $fanj $4 million and $1 million of proceeds for ammts previously deemed uncollectible in
2004, 2003 and 2002, respectively. The Companyedsed accounts receivable and allowance for ddudstéounts by approximately
$8 million, $8 million and $23 million in 2004, 28@&nd 2002, respectively, for previously reserveants the Company deemed as
uncollectible.

(10) Other

At December 31, 2004 and 2003 other curasséts consisted of the following:

2004 2003

(dollars in millions)

Deferred Cost $ 65 $ 63
Prepaid Asset 45 46
Debt Issuance Costs, r 16 15
Other 15 16

$ 141 $ 14C
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Deferred costs include deferred softwai @ther related costs attributable to the infororagervices business and are related to future
revenues.

(11) Net Property, Plant and Equipment

Costs associated directly with expansiomsimmprovements to the communications network arsdammer installations, including
employee related costs, have been capitalizedCbmepany generally capitalizes costs associatedneitivork construction, provisioning of
services and software development. Capitalizedrlabd related costs associated with employees @migact labor working on capital projects
were approximately $66 million, $61 million, and&billion, for the years ended December 31, 200832and 2002, respectively. Included in
capitalized labor and related costs was $2 milli&hmillion and $7 million of capitalized non-castmpensation costs related to options and
warrants granted to employees for the years endéegmber 31, 2004, 2003 and 2002, respectively.

The Company continues to develop businegpat systems required for its business plan.éxternal direct costs of software, services,
and payroll and payroll related expenses for emgssydirectly associated with developing the busisepport systems are capitalized. Upon
completion of a project, the total cost of the bhess support system is amortized over an estimestefdl life of three years. If it is determined
that these assets are not expected to providesformefit, either in whole or in part, then thatedasvill be accounted for as abandoned and
impaired asset in accordance with SFAS No. 144.

In 2002, Level 3 either sold or entered isdle leaseback transactions for colocation faslin London, Boston and New York City. The
carrying value of these assets at the time of tlrassactions was approximately $167 million arel@mpany received approximately
$91 million in gross proceeds, and recorded relbissks within loss from operations in the consaéid statement of operations.

Level 3 has been able to finalize negaiiaiand claims on several of its large multi-yestemork construction projects. As a result, the
Company was able to release approximately $8 mijlg28 million and $215 million of capital expend# accruals for the years ended
December 31, 2004, 2003 and 2002, respectivelyhtdh previously been reported as property, pladteqjuipment. In the ordinary course of
business, as construction projects come to a dleee€;ompany reviews the final amounts due antesethy outstanding amounts related to
these contracts which can result in changes tmaggid costs of the construction projects.

Included in Land and Mineral Properties miaeral properties related to the coal busine$ls aicost basis of approximately $5 million
the years ended December 31, 2004 and 2003, resggctThe remaining Land and Mineral Propertielahae of approximately $184 million
and $179 million for the year ended December 3042dnd 2003, respectively, represent owned askdie communications and information
services businesses, including land improvemerits.cbal mineral properties include owned and leassdts. The various coal lease
agreements require minimum lease payments anddeder royalty or overriding royalty payments basedhe tons of coal mined or sold
from the properties. Depletion on the mineral prtips is provided on a units-@ftraction basis determined in relation to coal otied unde
sales contracts.

Capitalized business support systems atwdonke construction costs that have not been platagrvice have been classified as
construction-in-progress within property, plant @ggiipment below.
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At December 31, 2004 and 2003, propergniphnd equipment were as follows:

December 31, 200:

Land and Mineral Propertie

Facility and Leasehold Improvemen
Communication:
Information Service
Coal Mining

Network Infrastructurt

Operating Equipmen
Communication:
Information Service
Coal Mining
Furniture, Fixtures and Office Equipme
Other
Constructiorin-Progres:

Accumulated Book
Cost Depreciation Value
(dollars in millions)
$ 18¢ $ (18 $ 171
1,38¢ (281) 1,107
28 (6) 22
14¢ (14E) 4
4,37¢ (1,009 3,37t
1,84: (1,219 624
91 (68) 23
74 (68) 6
122 (101) 21
24 (14) 10
45 — 45
$ 833 $ (2,929 $ 5,40¢
| | |
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Accumulated Book
Cost Depreciation Value

(dollars in millions)

December 31, 200:

Land and Mineral Propertie $ 184 $ 19 $ 16t
Facility and Leasehold Improvemen
Communication: 1,351 (200) 1,151
Information Service 27 5) 22
Coal Mining 14¢ (144 5
Network Infrastructure 4,36¢ (740) 3,62¢
Operating Equipmen
Communication: 1,615 (959) 65€
Information Service 93 (63) 30
Coal Mining 73 (67) 6
Furniture, Fixtures and Office Equipme 11¢ (86) 33
Other 33 (16) 17
Constructio-in-Progres: 16 — 16
$ 8,02¢ $ (2,299) $ 5,727

Depreciation expense was $630 million i0£205766 million in 2003 and $776 million in 2008.2004 and 2003, a significant portion of
assets with assigned useful lives of 3 to 5 yeacaime fully depreciated.

(12) Goodwill and Intangibles, net

Goodwill and Intangibles, net at DecemhkrZ004 and 2003 were as follows (dollars in il

Goodwill Intangibles

December 31, 200.
Sprint $ — $ 28
ICG — 23
Telverse — 23
Genuity — 55
McLeod 41 —
Software Spectrum (including Corpsc 20z 55
XCOM 3C —

$ 27 $ 184

December 31, 200:

Telverse $ — 3 29
Genuity — 79
McLeod 41 11
Software Spectrum (including Corpsc 207 62
XCOM 3C —

$ 27t $ 181
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The Company adopted the provisions of SN&S142 in January 2002. SFAS No. 142 requires @mgs to segregate identifiable
intangible assets acquired in a business combmétion goodwill. The remaining goodwill is no lorrgaubject to amortization over its
estimated useful life. However, the carrying amanfrthe goodwill must be assessed at least annfaliynpairment using a fair value based
test. Level 3 has acquired several businesses siradoption of SFAS No. 142 that resulted in gatd

In October 2004, Level 3 acquired the whale dial Internet access business of Sprint. Alsgbdhe preliminary purchase price
allocation, Level 3 valued the customer relatiopskand contracts at $31 million and is amortizing &sset over an estimated life of three
years.

In April 2004, Level 3 purchased managediem contracts and related equipment from ICG. Asqfahe preliminary purchase price
allocation, Level 3 valued the customer relatiopskind contracts at $37 million and is amortizimg &sset over a period equal to the term of
the primary customer contract acquired of two years

In July 2003, Level 3 purchased Telversen@minications, Inc. for approximately $31 millionlievel 3 common stock, cash
consideration and transaction costs. This acqositsulted in identifiable intangible assets o &3llion primarily related to developed
technology acquired with an insignificant amouthdedted to customer contracts. The Company is anvugtthe intangible assets over an
estimated life of five years.

Level 3 purchased substantially all of #issets and operations of Genuity in February 2008&.initial fair value of the assets, adjusted for
subsequent purchase price adjustments, indicatédhth assets acquired net of the Company's estiof@bligations assumed was in excess of
the purchase price paid by $86 million. As a resh# Company did not recognize goodwill in thansaction and reallocated the negative
goodwill against the long-lived asset values inoadance with SFAS No. 141. The Company has atetbapproximately $107 million of the
Genuity purchase price to identifiable intangibdsets, including $79 million to specific customentacts and $28 million to the existing
customer base. Level 3 is amortizing these intdagibver periods ranging from 3 to 5 years, withegghted average remaining life of
3.2 years at December 31, 2004. The intangiblegigetjas part of the Genuity transaction were aeguduring the fourth quarter of 2003 fri
their previously allocated values to reflect chanigethe purchase price allocation and the setiiemiéh the Genuity Bankruptcy Estate
described in Note 2.

Level 3 completed the acquisition of McL&sogdholesale dial-up business in 2002. The Combasyattributed approximately $49 million
of the purchase price to customer contracts withraortization period equal to the remaining ternthef primary contract of approximately
30 months at the date of acquisition. The purcipaise in excess of the fair value allocated to tdtle tangible and intangible assets resu
in goodwill of $41 million.

The acquisition of CorpSoft was complete@®02. The $129 million cash purchase price, ooy transaction costs, exceeded the fair
value of the net assets by approximately $131 anilbased on a valuation of the assets acquire@stiates of the liabilities assumed. The
Company has attributed approximately $26 milliorthef purchase price to a customer relationshimgibde asset with an amortization period
equal to ten years.

In 2002, the Company completed the acdaisibf Software Spectrum, Inc. The $135 million ghase price, including transaction costs,
exceeded the estimated fair value of the net abgedpproximately $79 million based on a valuatibthe assets acquired and estimates of the
liabilities
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assumed. The Company has attributed approxima#&yn$llion of the purchase price to a customerti@feship intangible asset with an
amortization period equal to ten years.

In 2004, the Company determined that $%ianilof obligations included in the original purceaprice allocation for CorpSoft and
Software Spectrum were no longer required. As altiethe Company reduced the goodwill attributabléhe acquisitions by $5 million in
2004.

At December 31, 2004 and 2003, the Compaay$30 million of goodwill attributable to the adsjtion of XCOM in 1998.

At December 31, 2004 and 2003 identifiabtangible assets were as follows (dollars in oil§):

Accumulated

Cost Amortization Book Value

December 31, 200

Customer Contract:

Sprint $ 31 $ 3 % 28
ICG 37 (14 23
Genuity 28 (13) 17

McLeod 49 (49) —

Customer Relationship
Genuity 79 (42) 38
Software Spectrum (including CorpSc 75 (20) 55

Technology:

Telverse 32 9 23
$ 331 $ 147 $ 184

Accumulated
Cost Amortization Book Value

December 31, 200:
Customer Contract:

Genuity $ 28 $ 6 $ 22
McLeod 49 (38) 11
Customer Relationship

Genuity 79 (22) 57

Software Spectrum (including CorpSc 75 (13 62
Technology:

Telverse 32 3 29

$ 26z % 82 $ 181

Goodwill attributable to these acquisitidres been or will be assessed at least annuallynfoairment in accordance with SFAS No. 142,
beginning with the first anniversary of the acqtiisi and December 31 of each year thereafter.

Intangible asset amortization expense véasriillion, $61 million and $25 million for the yesaended December 31, 2004, 2003 and -
respectively.

The amortization expense related to intaleghssets currently recorded on the Company'sdfmsleach of the five succeeding years is
estimated to be the following for the years endedddnber 31: 2005—$68 million; 2006—$54 million; 286$25 million; 2008—%$11 million
and 2009—$8 million.
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(13) Other Assets, ne

At December 31, 2004 and 2003 other assetsisted of the following:

2004 2003

(dollars in millions)

Debt Issuance Costs, r $ 67 $ 64
Investments 5 6
Prepaid Network Asse — 2
Prepaid Operating and Maintenance C — 18
Other 24 10

$ % % 10C

At the beginning of 2004, the Company hesidity positions in two publicly traded compani€e@mmonwealth Telephone and RCN
Corporation ("RCN"). Commonwealth Telephone ownsn@mnwealth Telephone Company, an incumbent loagiaxge carrier operating in
various rural Pennsylvania markets, and CTSI, &nmompetitive local exchange carrier. RCN is alitees-based provider of bundled local and
long distance phone, cable television and Intesastices to residential markets primarily on thetead West coasts as well as Chicago.

In 2002, Level 3 Holdings, Inc., a whollwioed subsidiary of the Company, agreed to acquara Mr. David C. McCourt, a director of
the Company at the time, his 10% interest in L&&kElecom Holdings, Inc., the Company's subsidibay indirectly held the Company's
ownership interests in RCN and Commonwealth Telaph®@he total cash consideration paid to Mr. Mc€aouthis transaction was
$15 million and was accounted for as an increasledarcarrying value of the Commonwealth Telepham RCN investments.

In 2002, the Company sold in two sepanaesactions, approximately 9.6 million shares ehown stock of Commonwealth Telephone.
The Company received approximately $362 milliopadceeds from these transactions and recordechabgahe disposition of $191 million,
which is included in Other, net on the consolidattdement of operations.

As a result of these transactions, the Gommwned approximately 4% of the total Commonweaéilephone shares outstanding as of
December 31, 2002 through its ownership of 1,017 d&ares of Class B common stock. Class B commarekblders are entitled to 15 votes
for every share held. Therefore, the Company h&é% voting interest in Commonwealth Telephone etdnber 31, 2002. Due primarily to
the Company's significant voting interest in Commealth Telephone, the Company accounted for thesimvent using the equity method
prior to the recapitalization discussed below.

In September 2003, the shareholders of Comvealth Telephone approved a recapitalizationeageat that provided for the
reclassification and conversion of each outstandivaye of Commonwealth Telephone Class B commark $t¢o 1.09 shares of
Commonwealth Telephone common stock. This recagatadn reduced Level 3's equity and voting intetesapproximately 4.6% and as a
result, the Company accounted for its investmeimguthe cost method effective in September 200D étcember 31, 2003, Level 3 reflected
the Commonwealth Telephone shares as availabkafermarketable securities, and, accordingly, cefttthe Commonwealth Telephone
shares at their fair market value of $42 milliorDatcember 31, 2003 on the consolidated balancé.shee

In January 2004, the Company sold its raimgishares in Commonwealth Telephone for $41 amilin cash, resulting in a gain of
approximately $23 million.
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On December 31, 2003, Level 3 owned appnaieély 27 million shares of RCN common stock repnéisg approximately 22% of the
outstanding shares of RCN. The Company accountissforvestment in RCN using the equity method. ldeer, Level 3 has not recognized its
proportionate share of RCN's losses since 2000nwheel 3's share of RCN's losses exceeded LeveeBiaining carrying amount for the
investment and because Level 3 did not have additifinancial commitments to RCN. The Company'sstient in RCN, including goodwi
was zero at December 31, 2003. The market valtieeo€ompany's investment in RCN was $18 milliobDatember 31, 2003.

In May 2004, RCN filed for bankruptcy pretien under Chapter 11 of the United States Bartksu@ode. In December 2004, RCN
emerged from bankruptcy protection and the oldtgcholders received warrants equal to less thab%.8f the common stock of the new R
entity. The Company's carrying value of this investt was zero at December 31, 2004 and the maaka vf its investment in RCN was not
significant.

As of the date of completion of the Genaiignsaction, Level 3 was obligated as part ofaiertapital lease agreements, to purchase
approximately $30 million of operating and mainteca ("O&M") services from suppliers over the neptiif years. At the acquisition date,
Level 3 recorded both a prepaid asset and an aloligtor the value of the services to be provides of December 31, 2003, the Company has
reflected the current ($9 million) and remainingiaarrent ($15 million) portions of the O&M paymentise under these arrangements.

As a result of the 2004 settlement withe@lance Telecom, Inc., (See Note 14) certain O&Nigakions payable to Allegiance were
eliminated. The Company will amortize less tham#illion of the remaining prepaid expenses in 208&ted to these agreements.

(14) Long-Term Debt

At December 31, 2004 and 2003, long-terint ee&as as follows:

2004 2003

(dollars in millions)

Senior Secured Term Loan (9.375% due 2( $ 73C % —
Senior Notes (9.125% due 20( 954 1,204
Senior Notes (11.0% due 20( 132 362
Senior Discount Notes (10.5% due 20 144 40¢
Senior Euro Notes (10.75% due 20 68 40C
Convertible Senior Notes (2.875% due 20 374 374
Senior Discount Notes (12.875% due 20 47E 42C
Senior Euro Notes (11.25% due 20 14z 13C
Senior Notes (11.25% due 20! 96 96
Senior Notes (10.75% due 201 50C 50C
Convertible Senior Notes (5.25% due 20 34t —
Convertible Senior Discount Notes (9.0% due 2( 23C 211
Convertible Subordinated Notes (6.0% due 2( 362 362
Convertible Subordinated Notes (6.0% due 2( 514 514
Commercial Mortgage:

GMAC (4.89% due 20(-2005) 117 11¢
Capital leases assumed in Genuity transat 24 26¢€
Other 4 6

5,211 5,37¢

Less current portio (144 (125)

$ 5,067 $ 5,25(
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Debt Exchanges and Repurchases

Beginning in 2001, Level 3 began repurahgsieveral series of its public debt, includingvts series of convertible debt, in exchange for
Level 3 common stock. In August 2002, the SEC stefified certain public companies and accountingg that it was reviewing the
accounting treatment for certain transactions gl the conversion of convertible debt pursuanhthucements made to prompt conversic
the debt to equity securities of the issuer. Th€ Staff acknowledged that there was diversity icoanting practice and asked the Emerging
Issues Task Force of the Financial Accounting StashelBoard to address the issue as part of ite8dyr 2002 agenda.

In September 2002, the EITF issued EITAB2The EITF concluded that these types of traimasshould be accounted for as induced
conversions in accordance with SFAS No. 84. SFAS84aequires a non-cash charge to earnings fantpked value of an inducement to
convert from convertible debt to common equity sii@s of the issuer. In addition, under SFAS Né, & gain or loss on early extinguishment
of debt, as applicable, is not recorded upon thersion of convertible debt. The accounting ibecapplied prospectively for those
convertible debt for equity exchanges completeer&8eptember 11, 2002, the date of the EITF's esuse The Company applied the
provisions of SFAS No. 84 to all convertible detnt €quity exchange transactions completed subsé¢puéme second quarter of 2002. The
gains on early extinguishment of debt for debt exgies or repurchases, and the SFAS No. 84 induseision expense for convertible debt
for equity exchanges subsequent to June 30, 208badh included in other income (expense) in tempanying consolidated statements of
operations in the periods indicated below.

In the fourth quarter of 2004, Level 3 usleel $713 million of net proceeds from the issuasfadie Senior Secured Term Loan due in 2
described below and $272 million from the issuamitéhe 5.25% Senior Convertible Notes due 2011 rilesd below to repay portions of its
9.125% Senior Notes due 2008, 11% Senior Note2608, 10.5% Senior Discount Notes due 2008 andb¥.3enior Euro Notes due 2008.
The Company repurchased portions of the outstanuites at prices ranging from 83 percent to 89ep#rof the repurchased principal
balances. The net gain on the early extinguishroktite debt, including transaction costs, realiftedign currency losses and unamortized
issuance costs, was $50 million for these transasti

In the fourth quarter of 2003, the Comparghanged $61 million aggregate principal amouritsa®.125% Senior Notes due 2008,
$53 million aggregate principal amount of its 11&m®r Notes due 2008, $26 million aggregate prialcgmount of its 11.25% Senior Notes
due 2010, and $212 million face value ($210 millc@mrying value) of its 10.5% Senior Discount Naleg 2008. The Company issued
approximately 20 million shares of its common staakth approximately $105 million and $208 millioha new issue of 9% Convertible
Senior Discount Notes due 2013, ("9% Convertiblei@eDiscount Notes") in exchange for these senaies. The transactions were accoul
for as extinguishments of debt, in accordance WRiB No. 26 "Early Extinguishment of Debt", ("APB N26"). The net gain on the early
extinguishment of the debt, including unamortizetitdssuance costs, was $37 million for these #retiens.

In the third quarter 2003, the Company exded $2 million aggregate principal amount o6fs Convertible Subordinated Notes due
2009 and $12 million aggregate principal amourit26% Convertible Subordinated Notes due 2010.Ttmpany issued approximately
2 million shares of its common stock with a mankaiue of approximately $10 million. The value o€ssties issuable pursuant to original
conversion terms was approximately $1 million. Hfere, pursuant to the provisions of SFAS No. 8delbt conversion expense of $9 million
was recorded and included in other income (expangbk consolidated statement of operations. To@@any also exchanged

F-39




$18 million aggregate principal amount of its 11&m®r Notes due 2008, $23 million of its 9.125% iSeiotes due 2008 and $2 million
aggregate principal amount of its 11.25% SenioreNatie 2010. The Company issued approximatelylibmghares of its common stock w
a market value of approximately $41 million. Thansaction was accounted for as an extinguishmeshelaif in accordance with APB No. 26.
The net gain on the early extinguishment of thet,dabluding unamortized debt issuance costs, v2asflion for these transactions.

In the second quarter of 2003, the Compaxapranged $100 million aggregate principal amofiits®.125% Senior Notes due 2008. The
Company issued approximately 13 million sharesso€ommon stock with a market value of approxinya$8lé million. The transaction was
accounted for as an extinguishment of debt, in mzoae with APB No. 26. The net gain on the eaxljnguishment of the debt, including
transaction costs and unamortized debt issuands, sess $2 million. In addition, the Company issapgroximately 184,000 shares of its
common stock in payment of approximately $2 millafraccrued interest.

In the third and fourth quarter of 2002 tbompany exchanged $99 million aggregate prin@paunt of its 6% Convertible Subordine
Notes due 2009 and $159 million aggregate prin@padunt of its 6% Convertible Subordinated Notes 2010 in exchange for the issuanc
approximately 20 million shares of its common stadth a market value of approximately $102 millidrhe value of securities issuable
pursuant to original conversion privileges was agpnately $14 million. Therefore, pursuant to theypsions of SFAS No. 84, a debt
conversion expense of $88 million was recorded.

In the first and second quarter of 2008, @mmpany exchanged $136 million aggregate priheip@unt of its 6% Convertible
Subordinated Notes due 2009 and $35 million aggesgancipal amount of its 6% Convertible Subord&tbNotes due 2010. The Company
issued approximately 12 million shares of its commatock with a market value of approximately $53ior. The transactions were accounted
for as extinguishments of debt, in accordance WRIB No. 26 since they were completed prior to #siance of EITF 02-15. The net gain on
the early extinguishment of the debt, includingmoéaized debt issuance costs, was $114 milliorifese transactions.

During the year ended December 31, 20@2Ctmpany exchanged $12 million aggregate prin@padunt of its 9.125% Senior Notes
due 2008, $87 million face value ($62 million camy value) of its 12.875% Senior Discount Notes #8020, and $88 million face value
($79 million carrying value) of its 10.5% Seniorsbount Notes due 2008. The Company issued appreedyntb million shares of its common
stock worth approximately $70 million in exchange these senior notes. The transactions were atetfor as extinguishments of debt, in
accordance with APB No. 26. The net gain on thyeatinguishment of the debt, including unamordiziebt issuance costs, was $82 million
for these transactions.

In February 2002, the Company's first-tienplly owned subsidiary, Level 3 Finance, LLC phused $89 million aggregate principal
amount of Company debt for cash of $31 million. Tie¢ gain on the extinguishments of the debt, uicly transaction costs, realized foreign
currency gains and unamortized debt issuance agassapproximately $59 million and was accountedfextinguishment of debt, in
accordance with APB No. 26.

Pursuant to SFAS No. 145, the Company ssifiad $255 million of extraordinary gains on extiishment of debt recognized in 2002 to
other income (expense) on the consolidated statsnoéoperations.
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Debt I nstruments

Level 3 is in compliance with covenantsadiroutstanding debt issuances at December 31, 20642003.

Senior Secured Term Loan due 2011

On December 1, 2004, Level 3 Communicatitnss, as guarantor, Level 3 Financing, Inc. ("&e® Financing™), a wholly owned
subsidiary of the Company, as borrower, Merrill tiirCapital Corporation, as administrative agenteoithteral agent, and certain lenders
entered into a credit agreement ("Credit Agreemgnitsuant to which the lenders extended a $73@misenior secured term loan ("Senior
Secured Term Loan") to Level 3 Financing. The teram matures in 2011 and has a current interestofathe London Interbank Offering Rate
("LIBOR™) plus an applicable margin of 700 basisris. Interest on the note accrues at the threghmdBOR and is payable in cash on
March 1, June 1, September 1 and December 1 ofyesehin arrears, beginning March 1, 2005. Thergdt rate was 9.375% at December 31,
2004 and was determined at the commencement aftdrest period beginning December 1, 2004.

Level 3 Financing's obligations under tieisn loan are, subject to certain exceptions, sethy certain assets of the Company; and ce
of the Company's material domestic subsidiarieckvhre engaged in the telecommunications busimesg/hich were able to grant a lien on
their assets without regulatory approval. The Camynd these subsidiaries have also guaranteeaabtigations of Level 3 Financing under
the Senior Secured Term Loan. Upon obtaining regntapprovals, Level 3 Communications, LLC andhitaterial domestic subsidiaries will
guarantee and, subject to certain exceptions, pledgain of their assets to secure the obligatimuer the Senior Secured Term Loan; and
certain of the initial subsidiary guarantors will teleased from their pledge and guarantee oligatinder the Senior Secured Term Loan.

The Credit Agreement includes certain niggatovenants on the ability of the Company, Le/&linancing and any restricted subsidial
engage in certain activities. The Credit Agreenssd contains certain events of default. It doaseguire the Company or Level 3 Financing
to maintain specific financial ratios.

Level 3 used the net proceeds of $713anillafter transaction costs, to fund purchasetsahisting debt securities.

Debt issuance costs of $17 million wergioally capitalized and are being amortized toregé expense over the term of the Senior
Secured Term Loan. After amortization, debt issearsts were $17 million at December 31, 2004.

9.125% Senior Notes due 2008

In April 1998, Level 3 Communications, Imeceived $1.94 billion of net proceeds from arenffg of $2 billion aggregate principal
amount 9.125% Senior Notes Due 2008 ("9.125% Séabes"). As of December 31, 2004, a total of $6.Bdlion aggregate principal amot
of the 9.125% Senior Notes had been repurchasttelt on the notes accrues at 9.125% per yeas gayable on May 1 and November 1
each year in cash.
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The 9.125% Senior Notes are subject tompdien at the option of Level 3 Communications,.Jiic whole or in part, at any time or from
time to time on or after May 1, 2003, plus accraad unpaid interest thereon to the redemption datedeemed during the twelve months
beginning May 1, of the years indicated below:

Year Redemption Price
2004 103.0429
2005 101.5219
2006 and thereafte 100.000%

The 9.125% Senior Notes are senior, ungecobligations of Level 3 Communications, Inc.,kiag pari passuwwith all existing and
future senior unsecured indebtedness of the Comdreynotes contain certain covenants, which anodingr things, limit consolidated debt,
dividend payments, and transactions with affiliatesel 3 Communications, Inc. used the net prosegdhe note offering in connection with
the implementation of its business plan.

Debt issuance costs of $65 million wergiodlly capitalized and are being amortized toriedé expense over the term of the Senior N
As a result of amortization and debt repurchasescapitalized debt issuance costs have been mdu@&i1l million at December 31, 2004.

11% Senior Notes due 2008

In February 2000, Level 3 Communicatioms, received $779 million of net proceeds, aftansaction costs, from a private offering of
$800 million aggregate principal amount of its 1$&nior Notes due 2008 ("11% Senior Notes"). As ef&nber 31, 2004, a total of
$668 million aggregate principal amount of the 1%&#ior Notes had been repurchased. Interest amties accrues at 11% per year and is
payable semi-annually in arrears in cash on Makchrid September 15, beginning September 15, 20@01T% Senior Notes are senior,
unsecured obligations of Level 3 Communications,, Irankingpari passwwith all existing and future senior debt. The 11&hi6r Notes
cannot be prepaid by Level 3 Communications, lkawed mature on March 15, 2008. The 11% Senior Nmia&in certain covenants, which
among other things, limit additional indebtednelsgidend payments, certain investments and traisectvith affiliates.

Debt issuance costs of $21 million wergiodlly capitalized and are being amortized toriegé expense over the term of the 11% Senior
Notes. As a result of amortization and debt repasels, the capitalized debt issuance costs haverbéeced to $1 million at December !
2004.

10.5% Senior Discount Notes due 2008

In December 1998, Level 3 Communications, sold $834 million aggregate principal amounnaturity of 10.5% Senior Discount
Notes Due 2008 ("10.5% Senior Discount Notes"). $&les proceeds of $500 million, excluding dehiasge costs, were recorded as -
term debt. As of December 31, 2004, a total of $68lon aggregate principal amount of the 10.5%i8eDiscount Notes had been
repurchased. Interest on the 10.5% Senior Disddotgs accreted at a rate of 10.5% per annum, conggalisemiannually, to an aggregate
principal amount of $834 million ($144 million afteepurchases) at December 1, 2004. Commencingrilerel, 2003, interest on the 10.5%
Senior Discount Notes accrued at the rate of 1(pB#@annum and will be payable in cash semiannirayrears.
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The 10.5% Senior Discount Notes will bejsabto redemption at the option of Level 3 Comneations, Inc., in whole or in part, at any
time or from time to time on or after December @02 at the following redemption prices (expressegercentages of accreted value) plus
accrued and unpaid interest thereon to the redemgtte, if redeemed during the twelve months bregghDecember 1, of the years indicated
below:

Year Redemption Price
2004 103.509
2005 101.75Y
2006 and thereafte 100.00Y

These notes are senior unsecured obligatibhevel 3 Communications, Inc., rankipgri passwwith all existing and future senior
unsecured indebtedness of Level 3 Communicatioes,The 10.5% Senior Discount Notes contain cedairenants which, among other
things, restrict or limit the Company's abilityitwur additional debt, make certain restricted pegts, pay dividends, enter into sale and
leaseback transactions, enter into transactiorfs afftliates, and sell assets or merge with anotanpany.

Debt issuance costs of $14 million wergioally capitalized and are being amortized overtdrm of the 10.5% Senior Discount Notes.
As a result of amortization and debt repurchasescéapitalized debt issuance costs have been rdu& million at December 31, 2004.

10.75% Senior Euro Notes due 2008

In February 2000, Level 3 Communicatioms, received €488 million ($478 million when issyefinet proceeds, after debt issuance
costs, from an offering of €500 million aggregatmpipal amount 10.75% Senior Euro Notes due 2008.75% Senior Euro Notes"). As of
December 31, 2004, a total of €450 million aggregmincipal amount of the 10.75% Senior Euro Nbi@s been repurchased. Interest on the
notes accrues at 10.75% per year and is payaBlaros semi-annually in arrears on March 15 ande®elper 15 each year beginning on
September 15, 2000. The 10.75% Senior Euro Noteaa@rredeemable by Level 3 Communications, Inorpo maturity. Debt issuance costs
of €12 million were originally capitalized and dveing amortized over the term of the 10.75% SefBiop Notes. As a result of amortization
and debt repurchases, the net capitalized deldrissucosts have been reduced to €1 million at DeeeB1, 2004.

The 10.75% Senior Euro Notes are senigecured obligations of the Company, rankiagi passwwith all existing and future senior
debt. The 10.75% Senior Euro Notes contain cedau#enants, which among other things, limit addiidndebtedness, dividend payments,
certain investments and transactions with affiate

The issuance of the €500 million 10.75%i&eBuro Notes has been designated as, and igigffexs, an economic hedge against the
investment in certain of the Company's foreign &libses. Therefore, foreign currency gains andéasresulting from the translation of the
debt have been recorded in other comprehensivenadtoss) to the extent of translation gains osdsson such investment. The 10.75% S¢
Euro Notes were valued, based on current exchaxgs, rat $68 million in the Company's financiatestaents at December 31, 2004. The
difference between the carrying value at DecemliePB04 and the value at issuance, after repurshese recorded in other comprehensive
income.
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2.875% Convertible Senior Notes due 2010

In July 2003, the Company completed theraffy of $373.75 million aggregate principal amoohits 2.875% Convertible Senior Notes
due 2010 ("2.875% Convertible Senior Notes") iruaderwritten public offering pursuant to the Comgarshelf registration statement.
Interest on the notes accrues at 2.875% per yehbisgrayable semannually in arrears in cash on January 15 and1hkilyeginning January 1
2004. The 2.875% Convertible Senior Notes are seaisecured obligations of Level 3 Communicatidns,, rankingpari passuwith all
existing and future senior unsecured debt. The52BTZonvertible Senior Notes contain certain covésjamhich among other things, limit
additional liens on assets of the Company.

The 2.875% Convertible Senior Notes arevedible into shares of the Company's common st&ickconversion rate of $7.18 per share,
subject to certain adjustments. On or after July2D®7, Level 3, at its option, may redeem for casbr a portion of the notes. Level 3 may
exercise this option only if the current marketprfor the Level 3 common stock for at least 2@itrg days within any 30 consecutive trading
day period exceeds prices ranging from 170% ottwversion price on July 15, 2007 decreasing t&460the conversion price on or after
July 15, 2009. Level 3 would also be obligatedag the holders of the redeemed notes a cash araquat to the present value of all
remaining scheduled interest payments.

Level 3 used the net proceeds of $361 anijlafter transaction costs, for working capitapital expenditures and other general corporate
purposes, including new product development, dgitirchases and acquisitions.

Debt issuance costs of $13 million wergioally capitalized and are being amortized toregé expense over the term of the 2.875%
Convertible Senior Notes. As a result of amortimatithe capitalized debt issuance costs have leekiced to $10 million at December 31,
2004.

12.875% Senior Discount Notes due 2010

In February 2000, Level 3 Communicatioms, kold in a private offering $675 million aggrégarincipal amount at maturity of its
12.875% Senior Discount Notes due 2010 ("12.875#08®iscount Notes"). The sale proceeds of $360anj excluding debt issuance co
were recorded as long-term debt. As of Decembe2@04, a total of $187 million aggregate principalount of the 12.875% Senior Discount
Notes had been repurchased, leaving $488 milligneaggte principal amount outstanding. Interesthenli2.875% Senior Discount No
accretes at a rate of 12.875% per year, compousgledannually, to an aggregate principal amouis4®&8 million by March 15, 2005. Cash
interest will not accrue on the 12.875% Senior Bist Notes prior to March 15, 2005. Commencing Sapier 15, 2005, interest on the
12.875% Senior Discount Notes will accrue at the od 12.875% per year and will be payable in ceghi-annually in arrears. Accrued
interest expense for the year ended December 84, @ the 12.875% Senior Discount Notes of $55ionilvas added to long-term debt.

The 12.875% Senior Discount Notes are stiltferedemption at the option of Level 3 Commuti@ss, Inc., in whole or in part, at any
time or from time to time on or after March 15, 80Qevel 3 Communications, Inc. may redeem the 228 Senior Discount Notes at the
redemption prices set forth below, plus interdstniy, to the redemption date. The following priees for
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12.875% Senior Discount Notes redeemed during 2rednth period commencing on March 15 of the ysatdorth below and are expressed
as percentages of principal amount.

Year Redemption Price
2005 106.4389
2006 104.2929
2007 102.1469
2008 and thereafte 100.0009

The 12.875% Senior Discount Notes are senitsecured obligations of the Company, rankiag passuwith all existing and future
senior debt. The 12.875% Senior Discount Notesatomertain covenants, which among other thingst dditional indebtedness, dividend
payments, certain investments and transactionsaffilrates.

Debt issuance costs of $9 million were ioadly capitalized and are being amortized to iestlexpense over the term of the 12.875%
Senior Discount Notes. As a result of amortizadod debt repurchases, the capitalized debt isswarsts have been reduced to $3 million at

December 31, 2004.

11.25% Senior Euro Notes due 2010

In February 2000, Level 3 Communicatioms, received €293 million ($285 million when issyefinet proceeds, after debt issuance
costs, from an offering of €300 million aggregatmpipal amount 11.25% Senior Euro Notes due 2010.25% Senior Euro Notes"). As of
December 31, 2004, a total of €196 million aggregaincipal amount of the 11.25% Senior Euro Nbtes been repurchased. Interest on the
notes accrues at 11.25% per year and is payabliesgemally in arrears in Euros on March 15 and 8myer 15 each year beginning
September 15, 2000.

The 11.25% Senior Euro Notes are subjestdemption at the option of Level 3 Communicatjdns., in whole or in part, at any time or
from time to time on or after March 15, 2005. THe2b% Senior Euro Notes may be redeemed at thenggtémn prices set forth below, plus
accrued and unpaid interest, if any, to the redempmtate. The following prices are for 11.25% Seiiiaro Notes redeemed during the 12-
month period commencing on March 15 of the year$osth below, and are expressed as percentagasnaipal amount.

Year Redemption Price
2005 105.6259
2006 103.7509
2007 101.8759
2008 and thereafte 100.000%

Debt issuance costs of €7 million were ioadly capitalized and are being amortized overtdren of the 11.25% Senior Euro Notes. As a
result of amortization and debt repurchases, tpaalezed debt issuance costs have been reducét tallion at December 31, 2004. The
11.25% Senior Euro Notes are senior, unsecuredaifmins of the Company, rankipgri passuwith all existing and future senior debt. The
11.25% Senior Euro Notes contain certain covenafigsh among other things, limit additional indedniess, dividend payments, certain
investments and transactions with affiliates.

The issuance of the €300 million 11.25%i&eBuro Notes has been designated as, and igigfexs, an economic hedge against the
investment in certain of the Company's foreign &libses. Therefore, foreign currency gains andéasresulting from the translation of the

debt have been
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recorded in other comprehensive income (loss)aaient of translation gains or losses on suclnmeestment. The 11.25% Senior Euro Nt
were valued, based on current exchange rates4atifillion in the Company's financial statement®atember 31, 2004.

11.25% Senior Notes due 2010

In February 2000, Level 3 Communicatioms, received $243 million of net proceeds, aftansaction costs, from a private offering of
$250 million aggregate principal amount of its BE@Senior Notes due 2010 ("11.25% Senior Notess)oPDecember 31, 2004, a total of
$154 million aggregate principal amount of the 5%@2Senior Notes had been repurchased. Interesieomotes accrues at 11.25% per year anc
is payable semi-annually in arrears on March 15%eyptember 15 in cash beginning September 15, 2000.

The 11.25% Senior Notes are subject tomgdien at the option of Level 3 Communications,.)mg whole or in part, at any time or from
time to time on or after March 15, 2005. Level 31@ounications, Inc. may redeem the 11.25% Senioedat the redemption prices set forth
below, plus accrued and unpaid interest, if anyhéoredemption date. The following prices arelfbr25% Senior Notes redeemed during the
12-month period commencing on March 15 of the ysatdorth below:

Year Redemption Price
2005 105.6259
2006 103.7509
2007 101.8759
2008 and thereafte 100.000%

The 11.25% Senior Notes are senior, ungeooibligations of the Company, rankipgri passuwith all existing and future senior debt.
11.25% Senior Notes contain certain covenants, lwaimong other things, limit additional indebtednegdend payments, certain
investments and transactions with affiliates.

Debt issuance costs of $7 million were ioadly capitalized and are being amortized to iestexpense over the term of the 11.25% S
Notes. As a result of amortization and debt repasels, the capitalized debt issuance costs haverégeced to $1 million at December .
2004.

10.75% Senior Notes due 2011

In October 2003, Level 3 Financing recei$d86 million of net proceeds from a private plaeaboffering of $500 million aggregate
principal amount of its 10.75% Senior Notes due12(010.75% Senior Notes"). Interest on the notesiss at 10.75% per year and is payable
on April 15 and October 15 each year in cash. Theses are guaranteed by Level 3 Communication§, &hd Level 3 Communications, Inc.
(See Note 21).

The 10.75% Senior Notes are subject tomgdien at the option of Level 3 Financing, in wholein part, at any time or from time to time
on or after October 15, 2007, plus accrued andidnpa
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interest thereon to the redemption date, if redeeduging the twelve months beginning October 15hefyears indicated below:

Year Redemption Price
2007 105.3759
2008 102.6889
2009 and thereafte 100.0009

The 10.75% Senior Notes are senior, ungecoiligations of Level 3 Financing, rankipgri passwwith all existing and future senior
unsecured indebtedness of Level 3 Financing. Thesmmntain certain covenants, which among othieg$h limit consolidated debt, dividend
payments, and transactions with affiliates. Thepmeteeds of the offering were used to repay ansoouistanding under the Senior Secured
Credit Facility discussed below.

Debt issuance costs of $14 million wergioally capitalized and are being amortized toregé expense over the term of the 10.75%
Senior Notes. As a result of amortization, the tzdigied debt issuance costs have been reducedltmifiion at December 31, 2004.

5.25% Convertible Senior Notes due 2011

On December 2, 2004, Level 3 Communicatitms completed the offering of $345 million aggage principal amount of its 5.25%
Convertible Senior Notes due 2011 ("5.25% Convkri@enior Notes") in a private offering pursuantite Company's shelf registration
statement. Interest on the notes accrues at 5.28%e@ar and is payable semi-annually in arreacaéh on June 15 and December 15,
beginning June 15, 2005. The 5.25% Convertible @dvdtes are senior, unsecured obligations of L8&w@bmmunications, Inc., rankingri
passuwith all existing and future senior unsecured dé&he 5.25% Convertible Senior Notes contain certawenants which limit additional
liens on assets of the Company.

The 5.25% Convertible Senior Notes are edtible, at the option of the holders, into shakthe Company's common stock at a
conversion rate of $3.98 per share, subject taireadjustments. Upon conversion, the Companyhaie the right to deliver cash in lieu of
shares of its common stock, or a combination offi @agl shares of common stock. In addition, holdéthe 5.25% Convertible Senior Notes
will have the right to require the Company to reghase the notes upon the occurrence of a charggirol, as defined, at a price of 100% of
the principal amount plus accrued interest and kermahole premium.

On or after December 15, 2008, Level 3tsabption, may redeem for cash all or a portiothef notes. The 5.25% Convertible Senior
Notes are subject to redemption at the option oEL8, in whole or in part, at any time or from &rto time, on not more than 60 nor less t
30 days' notice, on or after December 15, 200& pbtcrued and unpaid interest thereon to the retimmgbate, if redeemed during the twelve
months beginning December 15, of the years indich&tow:

Year Redemption Price
2008 102.2509
2009 101.5009
2010 and thereafte 100.7509

In connection with the issuance of the spteevel 3 used approximately $62 million of thé peceeds of the offering to enter into
convertible note hedge and warrant transactions regpect to
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the Company's common stock to reduce the potatitiglon from conversion of the notes. Level 3 usieel remainder of the net proceeds from
this offering to fund repurchases of its existirghtisecurities due in 2008.

Under the terms of the convertible notegeedrrangement (the "Convertible Note Hedge™) Witrill Lynch International (*Merrill"),
Level 3 paid $125 million for a forward purchaseiop contract under which it is entitled to purchd&om Merrill a fixed number of shares of
Level 3 common stock (at a current price per sb&f&8.98). In the event of the conversion of théespthis forward purchase option contract
allows the Company to purchase, at a fixed priaeaktp the implicit conversion price of shares essunder the convertible notes, a number of
shares equal to the shares that Level 3 issueadtesholder upon conversion. Settlement termbisfforward purchase option allow the
Company to elect cash or share settlement bas#teaettlement option it chooses in settling theveosion feature of the notes. The Comp
accounted for the Convertible Note Hedge pursuatii¢ guidance in EITF 009, "Accounting for Derivative Financial Instrumsnbdexed tc
and Potentially Settled in a Company's Own Stogk¢ordingly, the $125 million purchase price of fheward stock purchase option contract
was recorded as a reduction to consolidated stéd&hs) equity.

Level 3 also sold to Merrill a warrant (th&arrant”) to purchase shares of Level 3 commonkstThe Warrant is currently exercisable
86,596,380 shares of Level 3 common stock at @&ntiexercise price of $6.00 per share. Level 3ivedeb64 million cash from Merrill in
return for the sale of this forward share purchasén contract. Merrill cannot exercise the Watnamess and until a conversion event occurs.
Level 3 has the option of settling the Warrantastt or shares of Level 3 common stock. The Compaagunted for the sale of the Warrant as
the sale of a permanent equity instrument pursigaifite guidance in EITF 00-19. Accordingly, the $6idlion sales price of the forward stock
purchase option contract was recorded as an ireteasonsolidated stockholders' equity.

The Convertible Note Hedge and the Wareaonomically allow Level 3 to acquire sufficientasbs of common stock from Merrill to
meet its obligation to deliver common stock uponwarsion by the holder, unless the common stoaepkceeds $6.00. When the fair value
of the Level 3 common stock exceeds such pricectinéracts have an offsetting economic impact andordingly, will no longer be effective
as a hedge of the dilutive impact of possible cosiva.

Debt issuance costs of $11 million wergiodlly capitalized and are being amortized toriede expense over the term of the 5.25%
Convertible Senior Notes. As a result of amortaatidebt issuance costs were $11 million at Dece®be2004.

9% Convertible Senior Discount Notes due 2013

In October 2003, Level 3 completed the exge of approximately $352 million (book value)debt and accrued interest outstanding, as
of October 24, 2003, for approximately 20 millidreses of Level 3 common stock and $208 million ¢pwalue) of a new issue of 9%
Convertible Senior Discount Notes.

Level 3 Communications, Inc. issued $29Bioni aggregate principal amount at maturity of @nvertible Senior Discount Notes.
Interest on the 9% Convertible Senior Discount Na@tecretes at a rate of 9% per annum, compoundedrseually, to an aggregate principal
amount of $295 million by October 15, 2007. Caghrest will not accrue on the 9% Convertible Sei@mcount Notes prior to October 15,
2007; however, Level 3 Communications, Inc. magteie commence the accrual of cash interest oougditanding 9% Convertible Senior
Discount Notes on or after October 15, 2004, in

F-48




which case the outstanding principal amount at nitgtaf each 9% Convertible Senior Discount Notdl vain the elected commencement date,
be reduced to the accreted value of the 9% CoierSEienior Discount Note as of that date and aatgheést shall be payable on that Note on
April 15 and October 15 thereafter. Commencing ®etd5, 2007, interest on the 9% Convertible Sebiscount Notes will accrue at the rate
of 9% per annum and will be payable in cash senualyin arrears. Accrued interest expense folyier ended December 31, 2004 on the
Convertible Senior Discount Notes of $19 millionsasdded to long-term debt.

The 9% Convertible Senior Discount Notes@mvertible into shares of the Company's comnacksat a conversion rate of $9.99 per
share, subject to certain adjustments. The totalbaun of shares issuable upon conversion will rdrga approximately 22 million to
30 million shares depending upon the total acangigor to conversion. On or after October 15, 2008/el 3, at its option, may redeem for
cash all or a portion of the notes. Level 3 mayreise this option only if the current market prfoe at least 20 trading days within any 30
consecutive trading day period exceeds 140% ofdin@ersion price on October 15, 2008. This amoutiw decreased to 130% and 120%
October 15, 2008 and 2009, respectively, if theéahholders sell greater than 33.33% of the ndtesel 3 is also obligated to pay the holders
of the redeemed notes a cash amount equal to ¢isemirvalue of all remaining scheduled interestyays.

The 9% Convertible Senior Discount Notel e subject to conversion into common stock atdption of the holder, in whole or in part,
at any time or from time to time after 180 day®afhe issue date at the following conversion grigxpressed as percentages of accreted
value) plus accrued and unpaid interest theredine@onversion date, of the time periods indicéedw:

Year Conversion Price
October 15, 20(—April 14, 2005 76.859%
April 15, 200:—October 14, 200 80.317%
October 15, 20(—April 14, 2006 83.9329%
April 15, 200¢—October 14, 200 87.709%
October 15, 20(—April 14, 2007 91.656Y%
April 15, 2000—October 14, 200 95.780%
October 15, 2007 and thereaf 100.090%

These notes are senior unsecured obligatbhevel 3 Communications, Inc., rankipgri passuwith all existing and future senior
unsecured indebtedness of Level 3 Communicatios, |

6% Convertible Subordinated Notes due 2009

In September 1999, the Company receive® $Tiflion of proceeds, after transaction costspfran offering of $823 million aggregate
principal amount of its 6% Convertible Subordinakémtes Due 2009 ("Subordinated Notes 2009"). ThHeo8linated Notes 2009 are unsect
and subordinated to all existing and future seimdebtedness of the Company. Interest on the Sutaiedi Notes 2009 accrues at 6% per year
and is payable each year in cash on March 15 apk®éer 15. The principal amount of the Subordihdtetes 2009 will be due on
September 15, 2009. The Subordinated Notes 200%mapnverted into shares of common stock of the@2my at any time prior to maturi
unless the Company has caused the conversion tmbtspire. The conversion rate is 15.3401 shagegach $1,000 principal amount of
Subordinated Notes 2009, subject to adjustmengitain circumstances. On or after September 152,208vel 3, at its option, may cause the
conversion rights to expire. Level 3 may exercige option only if the current market price exceagproximately
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$91.27 (which represents 140% of the conversiarepifior 20 trading days within any period of 30 secutive trading days including the last
day of that period. As of December 31, 2004, leas tb1 million of debt had been converted into eha@f common stock. As of December 31,
2004, a total of $461 million aggregate principacaunt of the Subordinated Notes 2009 had beenebpsed or exchanged for common stock.

Debt issuance costs of $25 million wergioally capitalized and are being amortized toregé expense over the term of the Subordin
Notes 2009. As a result of amortization and deptirehases, the capitalized debt issuance costshierereduced to $5 million
December 31, 2004.

6% Convertible Subordinated Notes due 2010

In February 2000, the Company received $8Blon of net proceeds, after transaction costsn a public offering of $863 million
aggregate principal amount of its 6% Convertible@dinated Notes due 2010 ("Subordinated Notes'2010'he Subordinated Notes 2010
are unsecured and subordinated to all existingfatinde senior indebtedness of the Company. Inteneshe Subordinated Notes 2010 accrues
at 6% per year and is payable semi-annually in casklarch 15 and September 15 beginning Septenfher0DO0. The principal amount of the
Subordinated Notes 2010 will be due on March 13020

The Subordinated Notes 2010 may be conyémte shares of common stock of Level 3 Commuiocat Inc. at any time prior to the
close of business on the business day immediatelyegding maturity, unless previously redeemed,nefased or Level 3
Communications, Inc. has caused the conversionsrighexpire. The conversion rate is 7.416 shagegach $1,000 principal amount of
Subordinated Notes 2010, subject to adjustmengiitain events.

On or after March 18, 2003, Level 3, abipdion, may cause the conversion rights to expiegel 3 may exercise this option only if the
current market price exceeds approximately $18@8nvFich represents 140% of the conversion pricejpfdeast 20 trading days within any
period of 30 consecutive trading days, including ltkst trading day of that period. As of Decemldker2004, no debt had been converted into
shares of common stock. As of December 31, 20@aahof $350 million aggregate principal amountloé Subordinated Notes 2010 had been
repurchased or exchanged for common stock.

Debt issue costs of $27 million were oradiy capitalized and are being amortized to inteeepense over the term of the Subordinated
Notes. As a result of amortization and debt repasels, the capitalized debt issuance costs haverégeced to $8 million at December .
2004.

GMAC Commercial Mortgage

In June 2000, HQ Realty, Inc. (a wholly @arsubsidiary of the Company) entered into a $1B@®mfloating-rate loan ("GMAC
Mortgage") providing secured, non-recourse delfinence the Company's world headquarters. HQ Relaity is a single purpose entity
organized solely to own, hold, operate and manlagevorld headquarters which has been 100% leadeehvl 3 Communications, LLC in
Broomfield Colorado. Under the terms of the loareagent, HQ Realty, Inc., will not engage in angibass other than the ownership,
management, maintenance and operation of the meddquarters. The assets of HQ Realty Inc. had laook value of approximately
$201 million at December 31, 2004, and are notlabks to satisfy any third party obligations otttesn those of HQ Realty, Inc. In addition,
the assets of the Company are not available tefgdlie obligations of HQ Realty, Inc. HQ Realty¢l received $119 million of net proceeds
after transaction costs. Level 3 was required &aI$13 million of the net proceeds in a
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restricted account. The release of these fundsrisrgent upon Level 3's debt rating increasinBBB by S&P and Baa2 by Moody's which
did not occur in 2004.

The initial term of the GMAC Commercial Mgage was through June 2003 with two one-year sbexdensions. The first one-year
extension was exercised by the Company during 2003he second one-year extension was exercisteliyompany during 2004. Interest
varies monthly with the 30 day LIBOR for U.S. Dallaeposits as follows:

The Index plus:

(1) 240 basis points during the Initial Term;
(2) 250 basis points during the First Extension; and

3) 260 basis points during the Second Extens
At December 31, 2004 the interest rate 4v89%.

The GMAC Mortgage may be prepaid at pawfiole or in part in multiples of $100,000. The emfrincipal is due at maturity or at the
end of the elected extension period. Interest w@y due during the initial three-year term. Inteegsl amortization are due during the
extension terms based on a 30-year amortizatidngwith a balloon payment at maturity.

Existing debt issuance costs of $1 milliegre capitalized and are being amortized as irtesgense over the term of the GMAC
Mortgage.

Genuity Capital Lease Obligations

As part of the Genuity transaction thaseld on February 4, 2003, the Company assumedrcegpital lease obligations of Genuity for
operating equipment. The Company used a 15% discatento present value the minimum lease paymespsesenting the effective interest
rate that could be obtained by the Company fomalai agreement, resulting in a capital lease @lbiig of $309 million. The capital lease
agreements also contain provisions whereby Levea8required to purchase approximately $30 milbib@&M services and network capac
ratably over the lease term, which were recordgoresaid assets (recognized as cost of revenuetloyéerm of the agreement) and other
current and noncurrent liabilities.

On April 6, 2004, a bankruptcy court apm@o\a settlement agreement between the Company llegiahce Telecom, Inc. ("Allegiance”).
The agreement terminates a myfkiar lease which was one of the capital lease atiigs assumed in the Genuity acquisition in 208&dbec
above, whereby the Company was obligated to leggmzaimately 470,000 managed modem ports from Adlece. The Company paid
approximately $54 million and assumed Allegiano&bgations under an agreement with KMC Telecor, to extinguish the capital lease
obligation and recognized a gain of $147 milliontbe transaction during the second quarter of 2004.

The future minimum lease payments undec#pital lease obligations as of December 31, 28Rdluding the O&M and network capac
obligations have been adjusted based upon theiatieg settlement and the remaining capital leafigaiton is $24 million at December 31,
2004, and is payable in 2005.

Senior Secured Credit Facility

In October 2003, Level 3 used the $486iamlproceeds from the issuance of the 10.75% Sé&otes due in 2011 described above,
$400 million noncurrent restricted cash and cashamd to repay
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in full all outstanding purchase money indebtedragstrelated expenses under the Senior Secured Eagdlity and terminated that
agreement. Level 3 recorded as interest expenpepxdmately $24 million for unamortized deferredtlesssuance costs attributable to the
Senior Secured Credit Facility for which amortipativas accelerated due to the repayment. The Congdsm paid $4 million in fees to the
lenders during the fourth quarter of 2003 as péith@ termination of the agreement which is incllide other income (expense) on the
consolidated statement of operations.

Junior Convertible Subordinated Notes

In July 2002, the Company sold $500 millagregate principal amount of its 9% Junior Cofiblker Subordinated Notes due 2012 to
entities controlled by three institutions: Longl&&frtners Funds, Berkshire Hathaway, Inc., and IMasgon, Inc. The notes, which had a 10-
year maturity, paid 9% cash interest annually, pleyguarterly beginning October 15, 2002. The natege convertible, at the option of t
holders, into Level 3 common stock at any time ep@version price of $3.41 (subject to certain aongtry adjustments). The notes were
convertible at the Company's option into conveetipteferred stock under certain conditions anduaistances. The convertible notes ranked
junior to substantially all of the Level 3 Commuations, Inc.'s outstanding indebtednt

In January 2003, a holder of the Juniorv@etible Subordinated Notes converted $20 millioimgipal amount of the Notes into
approximately 6 million shares of Level 3 commowockt Pursuant to the original conversion termshibleler received 293.255 shares of Level
3 common stock for each $1,000 principal amoumtatés converted. The debt was converted pursudhetoriginal conversion terms;
therefore, no gain or loss was recognized on #restction.

In April 2003, a holder of the Junior Cortille Subordinated Notes converted $23 milliompipal amount of the Notes into
approximately 7 million shares of Level 3 commoockt The debt was converted pursuant to the olligioaversion terms; therefore, no gain
or loss was recognized on the transaction.

In the June 2003, the remaining $457 nmilbgygregate principal amount of the Company's 98todConvertible Subordinated Notes due
2012 were converted into approximately 161 millgtrares of Level 3 common stock with a market valugpproximately $1.135 billion. The
market value of securities issuable pursuant tgireal conversion privileges on the conversion deds approximately $945 million. Therefore,
pursuant to the provisions of SFAS No. 84, debtvegsion expense of $190 million was recorded instheond quarter of 2003. Approximately
$7 million of foregone accrued interest throughdhage of the conversion was credited to additipaéd-in capital. In addition, approximately
$10 million of unamortized debt issuance costs wb@rged to additional paid-in capital as a resithe conversion to common stock. The
total increase in common stock as a result ofdbissersion and related debt conversion expense$6¢emillion.

CPTC

On January 3, 2003, CPTC sold the "91 Esgtanes" toll road and related assets and oldigatiThe Company's long-term debt was
reduced by approximately $139 million as a restithe transaction. The Company had reflected tht de its consolidated balance sheet due
to its 65% equity interest in CPTC.

iStar Commercial Mortgage due 2004

In March 2002, 85 Tenth Avenue, LLC (a whawned subsidiary of the Company) amended it3%hillion floating+ate loan, originall
provided by Lehman Brothers Holdings, Inc. (thelirean
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Mortgage") that provided secured, n@tourse debt to finance the purchase and renogatibthe New York Gateway facility. The amendn
resulted in iStar DB Seller, LLC ("iStar") becomitige sole lender for the property. Previously, iSéong with other third parties, owned n¢

of the 85 Tenth Avenue Trust, purchased from LehByarthers Holdings, Inc. Using funds previouslyere®d for additional renovations at
New York Gateway facility, along with funds advaddeom iStar, 85 Tenth Avenue, LLC repaid the otthérd party holders of the notes of
Tenth Avenue Trust and reduced the principal onotbtay under the amended loan agreement to $6@milAdditionally, the amendment
negotiated with iStar (the "iStar Mortgage") exteddhe initial term of the loan to March 1, 2004thwiwo optional one-year extensions. There
was no prepayment penalty under the revised agmeme

On December 31, 2002, the New York Gatefaaifity was sold. The proceeds from the transacti@re used to repay the iStar Mortgage
balance of $60 million including accrued interéstamortized existing debt issuance costs of $6anillvere included in interest expense
during the fourth quarter of 2002.

Future Debt Maturities:
Scheduled maturities of long-term debtadollows (in millions):
2005—%$144; 2006—3$0; 2007—$1; 2008—$1,29WR—$362 and $3,406 thereafter.

Included in the 2005 debt maturities is Biillion related to the GMAC Commercial Mortgadéwe Company expects that it will
refinance all or a portion of this obligation priorits maturity.

(15) Employee Benefit Plans

The Company adopted the recognition promsiof SFAS No. 123 in 1998. Under SFAS No. 128 fdir value of an option or other
stock-based compensation (as computed in accordaetitaccepted option valuation models) on the déigrant is amortized over the vesting
periods of the options in accordance with FIN 2Bhdugh the recognition of the value of the instants results in compensation or
professional expenses in an entity's financiakstants, the expense differs from other compensatidmprofessional expenses in that these
charges may not be settled in cash, but rathegererally settled through issuance of common stock

The adoption of SFAS No. 123 has resulteahaterial non-cash charges to operations sin@dgtion in 1998, and will continue to do
so. The amount of the non-cash charges will bertigr® upon a number of factors, including the nunabgrants, the fair value of each grant
estimated at the time of its award and the numbgramts that ultimately vest.

The Company recognized on the statemeopefations a total of $46 million, $86 million afi#i81 million of non-cash compensation in
2004, 2003 and 2002, respectively. In addition,Goenpany capitalized $2 million, $4 million and &ifllion in 2004, 2003 and 2002,
respectively, of non-cash compensation for thospl@eyees and contractors directly involved in thastauction of the network or development
of the business support systems.
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The following table summarizes non-cash pensation expense and capitalized non-cash compeEngar the three years ended
December 31, 2004.

2004 2003 2002

(dollars in millions)

Warrants $ — % 9 $ 11
0SO 16 30 11€
C-0SO 1 15 40
Restricted Stoc 4 2 1
Shareworks Match Ple 4 8 12
Shareworks Grant Ple 5 11 8
401(k) Match Expens 18 15 —

48 a0 18¢
Capitalized Noncash Compensat @) 4 @)

$ 46 $ 86 $ 181

Non-qualified Stock Options and Warrants

During the second quarter of 2004, the Camgssued approximately 374,000 warrants to audtarg as payment for future consulting
financial advisory services. The warrants allowdbasultant to purchase common stock at $4.00h@mes The warrants vest equally in
quarterly installments over twelve months. The aats expire on April 1, 2011. The Company recor$kdnillion of expense during 2004 for
these warrants. The Company expects to recordHass$l million of expense in 2005 for these wagaRursuant to the relevant accounting
guidance, the fair value of these warrants is datezd on their respective vesting dates. The falme of the unvested portion of these warrants
is determined at each financial reporting period &as less than $1 million at December 31, 2004Herapproximately 94,000 unvested
warrants. At December 31, 2004, the fair valuehefwarrants was $1 million and was calculated usiegBlack-Scholes valuation model with
a risk free interest rate of 3.82%, an expiratiatedf April 1, 2011, and a volatility rate of 758eer the term.

During the first quarter of 2003, the Compassued approximately 684,000 fully vested walsan a consultant as payment primarily for
acquisition-related consulting services. The wasatiow the consultant to purchase common sto@4 &0 per share. The warrants were fully
vested at issuance and will expire on January 1320 The Company recorded approximately $1 nmiltd expense during 2003 for these
warrants. The fair value of the warrants at thesttihrey vested was approximately $1 million and eadsulated using the Black-Scholes
valuation model with a risk free interest rate df286, an expiration date of January 1, 2013, avalatility rate of 70% over the term.

In March 2003, the Company issued approteétgel.7 million warrants to a consultant as payhfenfuture consulting financial advisory
services. The warrants allow the consultant to lpase common stock at $5.16 per share. The wawastsd equally in quarterly installments
over twelve months. The warrants expire March 31,02 The Company recorded less than $1 million$géchillion of expense during 2004
and 2003, respectively, for these warrants. Thevilue of these warrants when they became fulsfacewas approximately $6 million and
was calculated using the Black-Scholes valuatiodehwith a risk free interest rate of 3.6%, an exjgon date of March 31, 2010, and a
volatility rate of 75% over the term.
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In June 2002, the Company issued 2 millianrants to a contractor as payment for consuliergices. The warrants allow the contractor
to purchase common stock at $4.25 per share. War@purchase 640,000 shares of common stock wvested immediately upon grant with
the remaining 1,360,000 vesting equally over eighhths. The warrants expire in February 2010. Atdbeber 31, 2004, the total amount
expensed for these warrants was approximately $ibmiwhich was recognized in 2002 and 2003.

As of December 31, 2004, there were appnaktly 15.4 million warrants outstanding rangingiites from $4.00 to $60.06. Of these
warrants, approximately 15.3 million were exercisat December 31, 2004 with a weighted averagecisesprice of $8.45 per warrant.

The Company did not grant any NQSOs dutfiregyear ended December 31, 2004. As of Decemhe&20BY4, all NQSOs previously

granted were fully vested and expensed.

Transactions involving NQSO stock optionasrged are summarized as follows:

Balance December 31, 20
Options grante:
Options cancelle
Options exercise

Balance December 31, 20
Options grante:
Options cancelle
Options exercise

Balance December 31, 20
Options grante:
Options cancelle
Options exercise

Balance December 31, 20

Options exercisable
December 31, 200
December 31, 200
December 31, 200

Exercise Price

Weighted
Average

Units Per Unit Exercise Price
11,191,700 $ A2 - $ 84.7t % 6.5¢
(1,181,12) 1.7¢ - 56.7¢ 6.7
(215,346 12 - 5.47 4.51
9,795,23! A2 - 84.7¢ 6.6C
(352,719 6.5 - 42.0( 24.7¢
(521,15)) 1.7¢ - 6.5C 5.4¢
8,921,36- A2 - 84.7% 5.9t
(361,500 547 - 84.7¢ 15.7(
8,559,86: $ A2 - $ 21.6¢ % 5.8t

9,667,66. $
8,921,36.
8,5659,86. $
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A2
A2

- 3 84.7¢
- 84.7¢
- 3 21.6¢

$ 6.6(
5.9¢
$ 5.8¢




Options Outstanding
and Exercisable

Weighted
Number Average
Outstanding Remaining Weighted
as of Life Average
Range of Exercise Price 12/31/04 (years) Exercise Price
$ 0.12-$0.12 61,16¢ 3.1 $ A2
1.76-1.76 4,04¢ 3.3(C 1.7¢
4.04-5.43 6,523,82! 2.24 5.0t
6.20-8.00 1,740,82! 3.0¢ 6.9¢
21.69 230,00( A€ 21.6¢
8,559,86. 236 $ 5.8¢

Outperform Stock Option Plan

In April 1998, the Company adopted an otftpen stock option ("OSO") program that was des@jse that the Company's stockholders
would receive a market return on their investmesfiblle OSO holders receive any return on their ogtidhe Company believes that the OSO
program aligns directly management's and stockngld@erests by basing stock option value on tbe@any's ability to outperform the
market in general, as measured by the Standardo&P@ES&P") 500 Index. Participants in the OSOgraom do not realize any value from
awards unless the Company's common stock priceedotms the S&P 500 Index during the life of thargr When the stock price gain is
greater than the corresponding gain on the S&PIB@Ex (or less than the corresponding loss on &R Bdex), the value received for awards
under the OSO plan is based on a formula involeimgultiplier related to the level by which the Cang's common stock outperforms the
S&P 500 Index. To the extent that Level 3's commimek outperforms the S&P 500 Index, the value 08 to a holder may exceed the value
of nonqualified stock options.

In August 2002, the Company modified thedd8ogram to target that no more than 25% of L&&butperformance was delivered to
employee-owners, and that the exercise of pasfiance OSO grants does not exceed shares resaewessfiance under the Company's 1995
Stock Plan, as amended. The following modificatj@ifecting August 19, 2002 and later grants, weagle to the Plan:

. OSO targets will be defined in terms of number &3 rather than a target theoretical dollar value.
. The success multiplier was reduced from eight tw.fo
. Awards will continue to vest over 2 years and hav-year life. However, 50% of the award will vestla £nd of the first ye:

after grant, with the remaining 50% vesting over slecond year (12.5% per quarter).

. A 2-year exercise moratorium was enacted for agodf OSO grants made to Senior Vice Presiderdstla@ senior executive
team.

The mechanics for determining the valuarofndividual OSO is described below:

The initial strike price, as determinedtbe day prior to the OSO grant date, is adjustest e (the "Adjusted Strike Price"), until the
exercise date. The adjustment is an amount equbétpercentage appreciation or depreciation irvéthee of the S&P 500 Index from the date
of grant to
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the date of exercise. The value of the OSO inceefgancreasing levels of outperformance. OSOstgihprior to August 19, 2002 have a
multiplier range from zero to eight depending utoam performance of Level 3 common stock relativehteoS&P 500 Index as shown in the
following table. OSOs granted August 19, 2002 atdrlhave a multiplier range from zero to four defieg upon the performance of Level 3
common stock relative to the S&P 500 Index as shiovthe following table.

Then the Pre-multiplier Gain Is
Multiplied by a Success Multiplier of:

If Level 3 Stock
Outperforms the

S&P 500 Index by: Pre August 19, 2002 Grant: August 19, 2002 and Later Grants
0% or Less 0.00 0.00
More than 0% but Less than 11 Outperformance percentage multiplied®ly Outperformance percentage multiplied
11 4111
11% or More 8.00 4.00

The Pre-multiplier gain is the Level 3 coomstock price minus the Adjusted Strike Pricelandate of exercise.
OSO awards are made quarterly to eligibltigipants on the date of the grant.

Awards granted prior to August 19, 2002twe®qual quarterly installments over two yeard have a four-year life. OSOs granted
between March 1, 2001 and August 18, 2002 are sedrle immediately upon vesting and have a four-ji|a One half of OSOs granted on
and after August 19, 2002 vest at the end of tisé year after grant, with the remaining 50% vegtiwer the second year (12.5% per quarter).
Certain OSOs granted to members of the senior neaneigt team vest pursuant to the terms of the goahgre subject to a two-year exercise
moratorium from the grant date.

The fair value of the OSOs granted in 2808 after were calculated by applying a modifieddRIScholes model with the assumptions
identified below. The Company uses a modified Bi&ckoles model due to the additional variablesireduo calculate the success multiplier
of the OSO program.

August 19, 200z

Pre Through the Year Year Ended Year Ended
August 19, 2002 Ended December 31, December 31,
Grants December 31, 2002 2003 2004
S&P 500 Expected Dividend Yield Re 1.80% 1.88% 1.51% 1.54%
Expected Life 2 years 2 years 2 years 2 years
S&P 500 Expected Volatility Ra 23% 25% 25% 15%
Level 3 Common Stock Expected Volatility Ri 55% 100% 80% 56%
Expected Correlation Fact .81 .60 46 .19
Calculated Theoretical Valt 150% 186% 156% 120%

The fair value of each OSO grant equalstieulated theoretical value multiplied by the Ee8 common stock price on the day prior to
the grant date.

The fair value under SFAS No. 123 for theraximately 5 million, 2 million and 5 million OSCawarded to participants during the year
ended December 31, 2004, 2003 and 2002, respsagtwat approximately $22 million, $20 million an84bmillion, respectively. As of
December 31, 2004, the Company had not reflect8dillion of unamortized compensation expensedtiitancial statements for previously
granted OSOs.
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Transactions involving OSO stock awardsiggd are summarized below:

Weighted
Average
Option Price Option
Units Per Unit Price
Balance December 31, 20 23,561,41 $ 382 -  $% 11387 $ 26.4:%
Options grante: 5,435,94. 248 - 5.5¢ 3.92
Options cancelle (567,129 3.0z - 113.8% 9.57
Options expirec (2,955,66) 3.0z - 113.8; 39.5:
Options exercise (977,51) 3.0z - 5.5¢ 4.1¢
Balance December 31, 20 24,497,05 248 - 113.87 21.1¢
Options grante: 2,165,22. 49C - 6.6€ 5.4¢
Options cancelle (172,88)) 248 - 113.87 4.8t
Options expire( (3,374,39)) 3.0z - 113.8; 56.9:
Options exercise (1,631,58) 248 - 5.5¢ 4.1z
Balance December 31, 20 21,483,41 248 - 113.87 15.3¢
Options grante: 5,394,05! 25¢ - 5.7C 3.3¢
Options cancelle (211,87¢) 248 - 113.8; 4.8(C
Options expire( (4,873,81) 3.0z - 113.8; 41.9¢
Options exercise (430,25¢) 248 - 5.5¢ 3.64
Balance December 31, 20 21,361,52 $ 248 - % 2531 $ 6.61
] | |
Options exercisable
December 31, 200 15,714,499 $ 302 - % 113.87 % 29.62
December 31, 200 18,948,04 248 - 113.87 16.5¢
December 31, 200 15,507,84 $ 248 - % 2531 % 7.7¢
0OSOs Outstanding OSOs Exercisable
at December 31, 2004 at December 31, 2004
Weighted
Average Weighted Weighted
Remaining Average Average
Number Life Option Number Option
Range of Exercise Prices Outstanding (years) Price Exercisable Price
$2.45-$3.51 6,616,90! 28C $ 3.04 2,225,050 $ 3.0Z
3.82-5.70 9,793,29. 1.3z 4.9t 8,580,66! 4.9¢
6.66 447,16 2.5C 6.6€ 197,97¢ 6.6€
11.20 3,150,93! 42 11.2C 3,150,93 11.2C
25.31 1,353,22 1€ 25.31 1,353,22 25.31
| |
21,361,52 15¢ % 6.61 15,507,84 $ 7.7

Of the approximately 16 million OSO unitssted at December 31, 2004, approximately 15.5amiire exercisable under the restrictions

described above. At December 31, 2004, based onetid 3 stock price and postultiplier values, the Company would have beengaitéd tc
issue approximately 62,000 shares for vested aartisable OSO units.

In July 2000, the Company adopted a coiblerbutperform stock option program, ("C-OSO")aasextension of the existing OSO plan.
The program is a component of the Company's ongoing
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employee retention efforts and offers similar feasuto those of an OSO, but provides an employdethe greater of the value of a single
share of the Company's common stock at exercigbearalculated OSO value of a single OSO at the tif exercise.

C-0OSO0 awards were made to eligible emplsyeployed on the date of the grant. The awards wade in September 2000,
December 2000, and September 2001. The awardsedram2000 vest over three years as folloWss of each grant at the end of the first year,

a further?/ s at the end of the second year and the remaihimgn the third year. The September 2001 awards westjual quarterly
installments over three years. Each award is imatelyi exercisable upon vesting. Awards expire faars from the date of the grant.

As of December 31, 2004, the Company hg &mnortized the compensation expense in its firstatements for C-OSOs awarded in

2000 and 2001.

Transactions involving C-OSO stock awangssummarized below:

Weighted
Average
Option Price Per Option
Units Unit Price
Balance December 31, 20 5,965,552 $ 382 - % 87.2: % 16.9(
Options cancelle (318,189 3.8z - 87.2: 13.0z2
Options expire( (76,602) 3.8z - 87.2: 20.4¢
Options exercise (570,75) 3.8z - 87.2: 13.4(
Balance December 31, 20 4,999,98! 3.8z - 87.2: 17.4¢
Options cancelle (120,019 3.8z - 87.2: 12.3¢
Options expiret (35,929 3.8z - 87.2: 19.1:
Options exercise (779,359 3.8z - 87.2: 29.1¢
Balance December 31, 20 4,064,68: 3.8z - 87.2: 15.3¢
Options cancelle (24,029 3.8z - 87.2: 3.82
Options expire( (101,09¢) 3.8z - 87.2: 33.3¢
Options exercise (1,162,779 3.8z - 87.2: 41.6
Balance December 31, 20 2,776,77 $ 382 % 3.82
| .| |
Options exercisable
December 31, 200 1,957,80. $ 382 - % 87.2: % 19.8¢
December 31, 200 3,469,14. 382 - 87.2% 17.37
December 31, 200 2,776,77 $ 382 % 3.82
C-0SOs Outstanding
and Exercisable at
December 31, 2004
Weighted
Average Weighted
Remaining Average
Number Life Option
Range of Exercise Price Outstanding (years) Price
$3.82 2,776,77 07 $ 3.82
| |

At December 31, 2004, based on the Lewtb8k price and post-multiplier values, the Compawowuld have been obligated to issue

approximately 3 million shares for vested and eisatde C-OSO units.




Restricted Stock

In 2004, 2003 and 2002, approximately 7@6,&70,000 and 50,000 shares, respectively, tice=i stock were granted to employees
independent members of the Board of Directors. réstricted stock shares were granted at no costsiiires typically vest over a one to three
year period; however, the holders are restrictedhfselling these shares for three years. The #irevof restricted stock granted in 2004, 2
and 2002 of $2 million, $4 million and less thanrfillion, respectively, was calculated using th&ueesof the Level 3 common stock the day
prior to the grant. As of December 31, 2004, then@any had not reflected less than $1 million ofraogtized compensation expense in its
financial statements for the restricted stock grdnt

Shareworks and 401(k) Plans

Level 3 has designed its compensation mmogrwith particular emphasis on equity-based ineemrograms. The Company had
developed two plans under its Shareworks prograemMatch Plan and the Grant Plan. In December 26a#der to provide employees
opportunities to diversify their investments in Gmamy-sponsored savings and retirement plans, thgp@oy decided to enhance the 401(k)
plan by introducing a Company match on employeéritartions. At the same time the Company determthed, effective January 1, 2003,
Shareworks Match Plan would be discontinued andtieeworks Grant Plan would be rolled into the(kpglan.

Match Plan— The Match Plan allowed eligible employees to defsween 1% and 7% of their eligible compensatiopuichase Level
common stock at the average stock price for thetgud-ull time employees of the communicationsifiess and certain information services
businesses were considered eligible on the fingtodighe calendar quarter after their hire. The @any matched the shares purchased by the
employee on a one-for-one basis. Stock purchasedpayroll deductions was fully vested. Stock pasdd with the Company's matching
contributions vests three years after the end@fjtrarter in which it was made. Effective Januar0D3, past contributions to the Match Plan
will continue to vest, however, there will be nather contributions to the Plan by employees orGbenpany.

The Company's quarterly matching contritnuis amortized to compensation expense over teingeperiod of 36 months. The Company
did not make matching contributions for the yeardezl December 31, 2004 and 2003. The Company'simgtcontribution was $9 million
under the Match Plan in 2002.

As of December 31, 2004 and 2003, the Camjpad not yet reflected unamortized compensatiperse of $1 and $6 million,
respectively related to the Company's matchingrdmrttons.

Grant Plan— The Grant Plan enabled the Company to grant slofilesvel 3 common stock to eligible employees & th
Communications business and certain informationises businesses based upon a percentage of tHeyemg eligible salary up to a
maximum of 5%. Level 3 employees employed on Deegr8lh of each year, who were age 21 or older witliramum of 1,000 hours credit
service were considered eligible. The shares glamtze valued at the fair market value as of teselbasiness day of the calendar year. All
prior and future grants vested immediately uponetimployee's third anniversary of joining the Shamés Plan. All prior grants for active
employees were vested as of January 1, 2003 areltremsferred into the 401(k) plan. As discussdavibethe Company made discretionary
contributions for the year ended December 31, 20@12003 into the 401(k) plan.
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Foreign subsidiaries of the Company adofteaireworks programs in 2000. These programs pihiniaclude a grant plan and a stock
purchase plan whereby employees may purchase Besahmon stock at 80% of the share price at thenbety of the plan year.

401(k) Plan—The Company and its subsidiaries offer their digaliemployees the opportunity to participate ohefined contribution
retirement plan qualifying under the provisionsSefction 401(k) of the Internal Revenue Code. Eaapl@yee was eligible to contribute, on a
tax deferred basis, a portion of annual earningeggly not to exceed $13,000 in 2004. The Comhdyot match employee contributions
the communications ori()Structure businesses and therefore did not incyicampensation expense related to the 401 (K) goiian to
January 1, 2003. Effective January 1, 2003, the gi2zomm began matching 100% of employee contributign® 7% of eligible earnings or
applicable regulatory limits for employees of tlmrenunications andi()Structure businesses in the form of Level 3 comstook.

Software Spectrum historically matched 25%mployee contributions up to 6% of eligible eags or applicable regulatory limits; such
matching contributions were in cash. In April 20&84ftware Spectrum increased this match to 50%mi@yee contributions up to 6% of
eligible earnings or applicable regulatory limitedleamended its 401(k) plan to provide for the matticontribution to be made in the form of
Level 3 common stock as described in the followpagagraph. In November 2004, the Company merge8dftevare Spectrum 401(k) plan
into the Company's 401(k) plan; however, the emglogatch was not changed for Software Spectrumayeps.

The Company's matching contribution are enaidh Level 3 common stock based on the closingksprice on each pay date. The
employees are able to diversify the Company madcitribution as soon as it is made, even if theynatefully vested. The Company's
matching contributions will be fully vested upomugletion of three years of service. For the yealeenDecember 31, 2004 and 2003, the
Company recorded as expense $18 million and $lltomitespectively, relative to matching contrilmnts made to employees.

The Company made a discretionary contriuto the 401(k) Plan in Level 3 common stock aB@fember 31, 2004, equal to a certain
percentage of eligible employees' 2004 eligibleesss. The deposit is expected to be made intetgloyees' 401(k) accounts during the first
quarter of 2005. Level 3 recorded an expense ahiflibn attributable to this contribution in 200%he Company also made a discretionary
contribution to the 401(k) Plan in Level 3 commadwock as of December 31, 2003. The deposit was nmoé¢he employees' 401(k) accounts
during the first quarter of 2004. Level 3 recordedexpense of $11 million attributable to this cifation in 2003.
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(16) Income Taxes

An analysis of the income tax benefit (psdan) attributable to loss from continuing opevas before income taxes for the three years
ended December 31, 2004 follows:

2004 2003 2002

(dollars in millions)

Current:
United States Feder $ — $ — $ 12C
State (6) @) 1
(6) ) 121
Deferred, net of changes in valuation allowan
United States Feder — 57 —
State — — —
J— 50 J—
Income Tax Benefit (Provisior $ 6) $ 50 $ 121

During 2003, the Internal Revenue Servim@gleted the audit of the Company's 1996 and 188&ral tax returns. The resolution of th
federal tax audits and other state tax issues pitimralated to its coal mining operations resultedhe Company reducing its deferred tax
liabilities by $50 million in 2003.

The United States and foreign componentsssf from continuing operations before income saodlows:

2004 2003 2002

(dollars in millions)

United State: $ 279 $ (581 $ (39))
Foreign (17¢) (190 (590

$ (@452 $ (77D $ (98]

A reconciliation of the actual income taenkfit (provision) and the tax computed by applyimg U.S. Federal rate (35%) to the loss from
continuing operations, before income taxes forttihee years ended December 31, 2004 follows:

2004 2003 2002

(dollars in millions)

Computed Tax Benefit at Statutory R $ 15¢ $ 27C % 34z
State Income Tax Bene 15 18 1
Coal Depletior 1 1 1
Stock Option Plan Exercisi (19 — —
Taxes on Unutilized Losses of Foreign Operat| 31 (15 (26)
Taxes on Extinguishments of Convertible D (8] (68) (83
Other 2 65 2
Excess Book Net Operating Los: (189) (221) (117
Income Tax Benefit (Provisior $ 6 $ 50 $ 121
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For federal income tax reporting purposies,Company has approximately $4.9 billion of netrating loss carryforwards, net of previous
carrybacks, available to offset future Federal dex@come. The net operating loss carryforwardsegaly expire twenty years from the
original year of the net operating loss and alloprating loss carryforwards will expire by 202#lare subject to examination by the tax
authorities.

The Internal Revenue Code contains promgsighich may limit the net operating loss carryfards available to be used in any given year
upon the occurrence of certain events, includiggificant changes in ownership interests.

For federal income tax reporting purposies,Company has approximately $19 million of al&ire minimum tax credits available to
offset future regular federal income tax. The dedan be carried forward until fully utilized.

The components of the net deferred taxtagbabilities) for the years ended December 3INAand 2003 were as follows and are
included in Other Liabilities on the consolidateddnce sheets:

2004 2003

(dollars in millions)

Deferred Tax Asset:

Asset base—accumulated depreciatic $ 80z $ 93¢
Compensation and related bene 29¢ 31¢
Investment in securitie 28 27
Investment in subsidiarie 2 2
Provision for estimated expenses or deferred res 18 —
Investment in joint venture 83 84
Unutilized tax net operating loss 1,84 1,50:
Other 51 6C
Total Deferred Tax Asse 3,12 2,93(
Deferred Tax Liabilities
Other 33 33
Total Deferred Tax Liabilitie 33 33
Net Deferred Tax Assets before valuation allowe 3,08¢ 2,89

Valuation Allowance Component

Net Deferred Tax Asse (3,047 (2,855
Stockholders' Equity (primarily tax benefit fromtam exercises (75) (75)
Net Deferred Tax Liabilities after Valuation Allowee $ (33 $ (33

(17) Stockholders' Equity

During 2004, the Company's stockholders@ygd a proposal at the Company's 2004 annual ngefetr the reservation of an additional
80 million shares of common stock under the Com{gah§95 Stock Plan.

During 2003, the Company issued approxilp&®6 million shares in exchange for approximatgly007 billion aggregate principal
amount of long-term debt (See Note 14).

During 2002, the Company issued approxiipaté million shares in exchange for $582 milliaggeaegate principal amount of long-term
debt (See Note 14).

The Level 3 1995 Stock Plan permits optiotders to tender shares to the Company to cogenie taxes due on option exercises.

F-63




Issuances of common stock, for sales, asitves, option exercises and acquisitions for kineet years ended December 31, 2004 are
shown below.

Outstanding Common

Shares
December 31, 200 384,703,92
Option and Shareworks Activir 11,852,31
Debt for Equity Exchanges and Conversi 46,970,43
Other 30,19(
December 31, 200 443,556,86
Option, Shareworks and 401(k) Activi 14,021,13
Debt for Equity Exchanges and Conversi 42,464,77
Conversion of 9% Junior Convertible Subordinatedes 173,611,06
Telverse Communications, In 4,174,801
December 31, 200 677,828,63
Option, Shareworks and 401(k) Activi 8,668,08
December 31, 200 686,496,72

(18) Industry and Geographic Data

SFAS No. 131 "Disclosures about SegmentndEnterprise and Related Information” definegaiiey segments as components of an
enterprise for which separate financial informat®available and which is evaluated regularly tiy Company's chief operating decision
maker, or decision making group, in deciding howaltocate resources and assess performance. Quesagments are managed separatel
represent strategic business units that offer miffeproducts and serve different markets. The Gowy'g reportable segments include:
communications; information services (includingt®@afre Spectrum); and coal mining (See Note 1). Ophienarily includes California Prival
Transportation Company, L.P. ("CPTC"), equity irtwesnts, and other corporate assets and overheadtribtitable to a specific segment.

Adjusted OIBDA, as defined by the Compatonsists of income (loss) from operations befojed€breciation and amortization expense,
(2) stock-based compensation expense includedmstlling, general and administrative expensesierconsolidated statements of operations
and (3) non-cash impairment costs included witkstructuring and impairment expenses on the catedelil statements of operations. The
Company excludes stock based compensation dug @daiption of the expense recognition provisionSEEAS No. 123. Adjusted OIBDA is .
important part of the Company's internal reportngl is an indicator of profitability and operatipgrformance used by the chief operating
decision maker or decision making group, especially capital-intensive industry such as telecomigations. It is also a commonly used
indicator in the communications industry to analggenpanies on the basis of operating performanee time. Adjusted OIBDA is not
intended to represent net income or cash flowHergeriods presented, is not calculated consigterith the commonly used metric
"EBITDA", and is not recognized under generallyegmed accounting principles ("GAAP") but is usednignagement to assess segment
results and allocate resources.

The information presented in the followtadples includes information for the twelve monthded December 31, 2004, 2003 and 200:
all statement of operations and cash flow infororapiresented, and as of December 31, 2004 andf@a0@8 balance sheet information
presented. Information related to the acquiredrassies is included from their respective acquisitiates. Revenue and the related expenses
are attributed to countries based on where seraiceprovided. Information for the year ended Ddoen31, 2002 has been revised due to
discontinued operations (See Note 3).
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Industry and geographic segment financifdrimation follows. Certain prior year informatibas been reclassified to conform to the 2004
presentation.

Information Coal
Communications Services Mining Other Total

(dollars in millions)

2004
Revenue
North America $ 154¢ $ 1,241 91 $ — $ 2,87¢
Europe 13¢ 632 — — 771
Asia — 63 — — 63
$ 1,68t $ 1,93¢ 91 $ — $ 3,71
I I ] I I
Adjusted OIBDA:
North America $ 45¢  $ 33 18 $ 1)
Europe 4 10 — —
Asia — 2 — —
$ 46 $ 45 18 $ 1)
I I ] I
Gross Capital Expenditure
North America $ 248 $ 8 2 3 — 3 25¢
Europe 30 — — — 3C
Asia — — — — —
$ 27¢ % 8 2 % — 3 28¢
I I I | |
Depreciation and Amortizatiol
North America $ 571 $ 23 6 $ — 3 60C
Europe 94 1 — — 95
Asia — — — — —
$ 665 $ 24 6 $ — 3 69t
I I ] I I
2003
Revenue
North America $ 1,80¢ $ 1,36: 80 $ — $ 3,257
Europe 13¢€ 56& — — 70c
Asia 1 71 — — 72
$ 1,947 $ 1,99¢ 80 $ — $  4,02¢
I I I | |
Adjusted OIBDA:
North America $ 73C % 12 17 % (5)
Europe 5 3 — —
Asia — 1 — —
$ 73t % 10 17 $ (5)
I I ] I
Gross Capital Expenditure
North America $ 16€ $ 10 2 3 — 3 17¢
Europe 13 — — — 13
Asia — — — — —
$ 17¢ $ 10 2 % — 3 191
I I I | |
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North America $ 708 $ 26 $ 6 $ — % 737
Europe 87 3 — — 9C
Asia — — — — —
$ 792 $ 29 $ 6 $ — % 827
| | | | |
2002
Revenue
North America $ 98¢ $ 135 % 84 $ 30 $ 2,45¢
Europe 113 48¢ — — 601
Asia — 54 — — 54
$ 1,101 $ 1,89¢ $ 84 $ 30 $ 3,111
| | | | |
Adjusted OIBDA:
North America $ 28t $ 33 $ 20 $ 10
Europe ()] 6 — —
Asia — 1 — —
$ 281 % 40 $ 20 $ 10
| | | |
Gross Capital Expenditure
North America $ 177 $ 15 % 13 2 $ 19t
Europe 23 — — — 23
Asia — — — — —
$ 20C $ 15 $ 1% 2 $ 21¢
| ] | | |
Depreciation and Amortizatiol
North America $ 674 $ 24 $ 3 $ 5 $ 70€
Europe 94 1 — — 95
Asia — — — — —
$ 76€ $ 25 $ 3 $ 5 $ 801
| | | | |
I dentifiable Assets
December 31, 200
North America $ 490¢ $ 60C $ 84 $ 78t $  6,37¢
Europe 90¢€ 19¢€ — 42 1,14¢
Asia — 14 — 8 22
$ 581t $ 81C $ 84 $ 83t $ 7,54«
| ] | | |
December 31, 200
North America $ 522¢  $ 69C $ 78 $ 122 $ 7,21¢
Europe 884 14¢ — 30 1,06:
Asia — 13 — 8 21
$ 6,10¢ $ 852 $ 78 $ 126/ $  8,30:
| | | | |
F-66
Long-Lived Assets (excluding Goodwill)
December 31, 200
North America $ 482 $ 11¢ $ 66 $ — $ 5,00¢
Europe 85¢ 1 — — 86(C
Asia — — — — —
$ 568: $ 12C $ 66 $ — $ 5,86¢
| | | | |
December 31, 200
North America $ 502t $ 11¢ $ 60 $ 2 $ 5,20¢



Europe
Asia

Goodwill
December 31, 200
North America
Europe

Asia

December 31, 200
North America
Europe
Asia

85¢

$ 5,88¢

$ 71

F-67




Product information for the Company's cominations segment follows:

Services
Transport and Reciprocal
Infrastructure Softswitch IP & Data Compensation Total
Communications Revenue
2004
North America $ 491 $ 541 $ 364 $ 15C $  1,54¢
Europe 83 — 56 — 13¢
Asia — — — — —
$ 574 $ 541 $ 42C $ 15C % 1,68t
| | | | |
2003
North America $ 702 % 644 $ 334 $ 127 $ 1,80¢
Europe 76 — 62 — 13¢
Asia — — 1 — 1
$ 77¢ 3 644 $ 397 $ 127 % 1,947
| | | | |
2002
North America $ 43¢ $ 326 $ 99 $ 12z % 98¢
Europe 70 4 39 — 118
Asia — — — — —

$ 50¢ $ 33z $ 13¢ ¢ 12z $ 1,101

Transport and Infrastructure includes $a0lfion, $344 million and $76 million of terminatiorevenue for the year ended December 31,
2004, 2003 and 2002, respectively. IP & Data ineluié million and $2 million of termination reverfoe the year ended December 31, 2004
and 2003, respectively.

The majority of North American revenue dstssof services and products delivered withinltinited States. The majority of European
revenue consists of services and products delivariethrily within the United Kingdom but also incles France and Germany. Transoceanic
revenue is allocated to Europe.

Product information for the Company's imfiation services segment follows:

2004 2003 2002

(dollars in millions)

Services

(i) Structure:

Outsourcing $ 7% 77 % 8C

Systems Integratio — 2 16
Software Spectrur 2 9 17

77 88 11z

Software Sales and Licensing

Software Spectrur 1,85¢ 1,911 1,78:

$ 1,93 $ 199 $ 1,89¢
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The following information provides a recdiation of Net Income (Loss) to Adjusted OIBDA loperating segment, as defined by the
Company, for the years ended December 31, 20048, 20@ 2002:

2004

Net Income (Loss

Income Tax Provisio

Total Other (Income) Expen:

Operating Income (Lost
Depreciation and Amortization Exper
Non-Cash Compensation Exper

Adjusted OIBDA

2003

Net Income (Loss

(Income) Loss from Discontinued Operatic
Cumulative Effect of Change in Accounting Princi
Income Tax Provision (Benefi

Total Other (Income) Expen:

Operating Income (Los!
Depreciation and Amortization Exper
Non-Cash Compensation Exper

Adjusted OIBDA

Communications

Information

Services Coal Mining

Other

(dollars in millions)

$ (509 $ 20 $ 11 20
_ 5 1 -
264 @) — (21)
(245) 18 12 1)
665 24 6 —
43 3 — —
$ 462 $ 45 $ 18 (1)
| | | |
Information
Communications Services Coal Mining Other
(dollars in millions)
$ (820) $ (33 $ 16 12€
(12) 7 — —
— — (5) —
— 1 — (52)
697 ) — (80)
(135) (27) 11 (5)
792 29 6 —
78 8 — —
$ 735 $ 10 $ 17 (5)
"y ]




Information
Communications Services Coal Mining Other

(dollars in millions)

2002

Net Income (Loss $ (1,099 $ 14 % 17 ¢ 2i1C
Income from Discontinued Operatio — 2 — —
Income Tax Benefi (118 2 — D
Total Other (Income) Expen: 373 QD — (204)
Operating Income (Lost (844) 9 17 5
Depreciation and Amortization Exper 76¢ 25 3 5
Non-Cash Compensation Exper 17t 6 — —
Non-Cash Impairment Expen: 182 — — —
Adjusted OIBDA $ 281 $ 40 $ 20 $ 10

(19) Commitments and Contingencies

On November 19, 2002, Gary Haegle commeacgtareholder's derivative suit on behalf of tben@any in the District Court of
Colorado for the City and County of Broomfield ¢letil Haegle v. Scott, et akindex No. 02-CV-0196) (the "Complaint"). The actiis
brought against the Company as a nominal deferatahtigainst the directors of the Company, a fodirector of the Company and Peter
Kiewit Sons', Inc. ("PKS"). The Complaint allegésit the director defendants, aided and abettedk3; Breached their fiduciary duties to the
Company in connection with several transactionsieen the Company and PKS including contracts uwtiéch PKS constructed the
Company's fiber optic cable network and manage€tmpany's mine properties. The Complaint alsgalethat in building the fiber optic
cable network, the defendants caused the Compavigltde the property rights of landowners, thershijecting the Company to substantial
potential liability. In addition, the Complaint efles that Company assets were transferred tdiitersf and directors in the form of personal
loans, excessive salaries and the payment of pare@penses. The action seeks both equitable gatirgief, including restitution,
compensatory and punitive damages of an unspedfigalint, imposition of a constructive trust, digganent and injunctive relief. The
defendants filed a motion to dismiss, which wadelkby the court in early October 2003. Subseqyetiit Board of Directors of the
Company appointed a Special Litigation Committeeposed of an independent director with the exeleigiower to conduct or cause to be
conducted an impartial and independent investigaifcall matters alleged by the Plaintiff and taedeine whether the litigation should be
maintained, terminated, or otherwise disposedcaoalance with its findings as to whether the ditign is in the best interests of the Company.
On August 2, 2004, the Special Litigation Committiedivered its report in which it concluded thaisinot in the best interests of either the
Company or its stockholders to pursue any of thend the plaintiff asserted in the Complaint. Trarpany has filed a motion to dismiss the
Complaint based on the recommendation of the Shieitigation Committee. The disposition of this nt is currently pending. Although it
remains too early for the Company to reach a caimmtuas to the ultimate outcome of these actiorgyagement continues to believe that there
are substantial defenses to the claims asserthdsiaction, and intends to defend them vigorously.

In May 2001, Level 3 Communications, Iramd two of its subsidiaries were named as a defgnd®auer, et. al. v. Level 3
Communications, LLC, et gla purported multi-state class action, filed ia th
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U.S. District Court for the Southern District olilbis. In April 2002, the same plaintiffs filedsecond nearly identical purported multi-state
class action in state court in Madison Countyndis. In July 2001, the Company was named as adafe inKoyle, et. al. v. Level 3
Communications, Inc., et. gla purported multi-state class action filed in th&. District Court for the District of Idaho. 8eptember 2002,
Level 3 Communications, LLC was named as a defarideBmith et al v. Sprint Communications Company, lefPal., a purported nationwit
class action filed in the United States Districu@dor the Northern District of lllinois. Thesetams involve the Company's right to install its
fiber optic cable network in easements and rightva¥s crossing the plaintiffs' land. In general, @@mpany obtained the rights to construc
network from railroads, utilities, and others, aséhstalling its network along the rights-of-way granted. Plaintiffs in the purported class
actions assert that they are the owners of landswkich the Company's fiber optic cable networkses, and that the railroads, utilities, and
others who granted the Company the right to consttnd maintain its network did not have the legality to do so. The complaints seek
damages on theories of trespass, unjust enrichamehslander of title and property, as well as pumitlamages. The Company has also
received, and may in the future receive, claimsdemands related to rights-of-way issues simildh#issues in these cases that may be base
on similar or different legal theories. To daté aaljudicated attempts to have class action sgasted on complaints filed against the
Company or any of its subsidiaries involving claiaml demands related to rights-of-way issues haee denied.

On July 25, 2003, tiemithCourt entered an Order preliminarily approving tlement agreement that would have resolved aiiinda
against the Company arising out of the Companygation of fiber optic cable and related telecomroations facilities that the Company owns
within railroad rights-of-way throughout the Unit&tiates. In connection with the Court's Order prilarily approving the settlement, the
Court entered an Order enjoining the parties ipatiding federal and state railroad rights-of-wiag€ action litigation involving the Company
from further pursuing those pending actions at tihnie.

In September 2003, a petition for appea granted which sought reversal of 8raithCourt's decision to preliminarily approve the
settlement and certify a nationwide class for sgtéint purposes. On October 19, 2004, the SeventhiOCourt of Appeals issued a 2-1
decision vacating the nationwide certification whigas a necessary element of the nationwide sedtierithe Court also vacated the injunc
against competing class actions and remanded #eetodhe district court for further proceedingsvél 3 is considering whether to appeal the
Seventh Circuit's decision to the United States&up Court.

It is still too early for the Company taagh a conclusion as to the ultimate outcome ofetlaesions. However, management believes that
the Company and its subsidiaries have substargfahdes to the claims asserted in all of theserstiand any similar claims which may be
named in the future), and intends to defend theyoraiusly if a satisfactory form of settlement i approved.

The Company and its subsidiaries are gattienany other legal proceedings. Managementiadithat any resulting liabilities for these
legal proceedings, beyond amounts reserved, wilimaderially affect the Company's financial coratitior future results of operations, but
could impact future cash flows.

Operating Leases

The Company is leasing rights-of-way, fitieis and other assets under various operating$eakich, in addition to rental payments, may
require payments for insurance, maintenance, ptppeexes
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and other executory costs related to the leas¢ai@deases provide for adjustments in lease cased upon adjustments in the consumer price
index and increases in the landlord's managemeits.co

The rights-of-way agreements have variogmration dates through 2030. Payments under tlease agreements were $31 million in
2004, $31 million in 2003 and $16 million in 2002.

The Company has obligations under non-dabteoperating leases for certain colocation dfideofacilities, including lease obligations
for which facility related restructuring chargesbdeen recorded. The lease agreements have vaspuation dates through 2082. Rent
expense, including common area maintenance, urmtecancelable lease agreements was $91 millio804 25100 million in 2003 and
$61 million in 2002.

For those leases involving communicationis@ation and right-of-way agreements, the Compatticipates that it will renew these leases
under option provisions contained in the leaseagents given the significant cost to relocate tben@any's network and other facilities.

Future minimum payments, including commogaanaintenance, for the next five years undett+diway agreements and naancelable
operating leases consist of the following at Decen®i, 2004 (dollars in millions):

Right-of-Way
Agreements Facilities Other Assets Total
2005 $ 25 $ 72 $ 9 % 10¢€
2006 26 71 7 104
2007 26 70 8 104
2008 28 63 11 10z
2009 28 56 6 9C
Thereaftel 243 34k — 58¢
Total $ 37¢ $ 677 $ 41 3 1,09¢

It is customary in Level 3's industrieaus® various financial instruments in the normalrsewf business. These instruments include i
such as letters of credit. Letters of credit anedititonal commitments issued on behalf of Leveh &i€cordance with specified terms and
conditions. As of December 31, 2004 and 2003, L8vehd outstanding letters of credit of approxitya$26 million and $28 million,
respectively, which are collateralized by cash. Teenpany does not believe it is practicable tawst the fair value of the letters of credit
does not believe exposure to loss is likely noremak

(20) Related Party Transactions

Peter Kiewit Sons', Inc. ("PKS") acted las ¢eneral contractor on several significant ptejéar the Company in 2003 and 2002. These
projects include the U.S. intercity network, certaietropolitan networks and certain Gateway sttesCompany's corporate headquarters and
other office space in Colorado. PKS did not provddaestruction services related to these projecEdi¥. PKS provided approximately
$4 million and $9 million of construction servicedated to these projects in 2003 and 2002, reisgdet

The Company reached a final agreement BB in May 2003 regarding disputed claims on theroity network contract. PKS returned
approximately 606,000 fully vested warrants that haen
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granted to them in December 2001 and had beeratiapd to property, plant and equipment. The Corngpaduced stockholders' equity and
property, plant and equipment by approximately $ililon for the value of the warrants returned. T®empany also satisfied $10 million of
related current obligations with PKS through thgrpant of funds that had been classified as restticash.

Level 3 also receives certain mine manageservices from PKS. The expense for these serviges $6 million for 2004, $5 million for
2003 and $7 million for 2002, and is recorded iltiregs general and administrative expenses. As eéé&nber 31, 2004 and 2003, the Company
owed approximately $1 million and $2 million, respreely for fourth quarter mine management services

RCN purchased $5 million of telecommunioas and information services outsourcing servioas fthe Company in 2004, 2003 and
2002. At December 31, 2004 and 2003, RCN owed L&wagiproximately $2 million for costs associatethveiommunications joint build
projects and services provided to RCN. RCN andbempany have negotiated a settlement of this rab&vand the Company expects to
receive approximately $1 million of cash under ¢bé&lement.

On February 22, 2002, Level 3 Holdings, Jacwholly owned subsidiary of the Company, agreeacquire from Mr. David C. McCourt,
a director of the Company at the time, his 10%regein Level 3 Telecom Holdings, Inc., the Compamsybsidiary that indirectly holds the
Company's ownership interests in RCN and Commorntv8alephone. The total cash consideration paMrtdMcCourt in this transaction w
$15 million (See Note 13).

(21) Condensed Consolidating Financial Information

As discussed in Note 14, in October 20@8;dl 3 Financing issued $500 million 10.75% Sehiotes due 2011. These notes are
unsecured obligations of Level 3 Financing, howethey are also jointly and severally and fully amdtonditionally guaranteed on an
unsecured senior basis by Level 3 Communicatiors,dnd Level 3 Communications, LLC (a wholly-owrsedbsidiary). The 10.75% Senior
Notes have not been registered with the SecuatiegsExchange Commission as of December 31, -

In expectation of a future registratiorttod 10.75% Senior Notes, the accompanying condermezblidating financial information has
been voluntarily prepared and presented pursug®E® Regulation S-X Rule 3-10 "Financial statemeftguarantors and affiliates whose
securities collateralize an issue registered ardeggistered.” This information is not intendegtesent the financial position, results of
operations and cash flows of the individual compamr groups of companies in accordance with géperacepted accounting principles.

Condensed Consolidating Statements of Qipesafor the years ended December 31, 2004, 26062602 follow. Level 3
Communications, LLC leases equipment and certaititfas from other wholly owned subsidiaries ofued 3 Communications, Inc. These
transactions are eliminated in the consolidatedlt®sf the Company.
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Condensed Consolidating Statements of Operations

For the year ended December 31, 2004

(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)
Revenue — $ — $ 151 $ 2,49C $ (292) $ 3,71:
Costs and Expense
Cost of Revenu — — 692 1,842 (274) 2,261
Depreciation and Amortizatic — — 428 27z — 69t
Selling, General and Administrati 7 — 681 28¢€ (18) 95€
Restructuring Charge — — 6 10 — 16
Total Costs and Expens 7 — 1,80: 2,411 (292) 3,92¢
Operating Income (Los: @) — (28¢) 79 — (21¢)
Other Income (Loss), ne
Interest Incom — — 11 2 — 13
Interest Expens (405) (61) (13) (6) — (485)
Interest Income (Expense) Affiliates,
net 80¢ 39¢ (1,20¢) 1 — —
Equity in Net Earnings (Losses) of
Subsidiariet (907) (1,187) (14) — 2,10¢ —
Other Income (Expens: 52 1 15C 33 — 23€
Other Income (Loss (45)) (851) (1,072 30 2,10¢ (236)
Income (Loss) Before Income Tax (45¢) (851) (1,360) 10¢ 2,10¢ (452)
Income Tax (Expense) Bene — — — (6) — (6)
Net Income (Loss (45¢) $ (851) $ (1,360 $ 10z 2,10¢ $  (45%)
s ____________§ 5§ ____§ N |
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Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)
Revenue $ — 3 — 3 1,767 $ 2,59( (331) $ 4,02¢
Costs and Expense
Cost of Revenu — — 64¢ 1,92¢ (313 2,26¢
Depreciation and Amortizatic — — 45¢ 36¢ — 827
Selling, General and Administrati 39 — 57¢ 452 (18) 1,04¢
Restructuring Charge — — 22 23 — 45
Total Costs and Expens 39 — 1,701 2,77¢ (33)) 4,18:
Operating Income (Los: (39) — 66 (189) — (15€)
Other Income (Loss), ne
Interest Incom 1 — 3 14 — 18
Interest Expens (439) (14) (39) 81) — (567)
Interest Income (Expense) Affiliates,
net 86€ 137 (1,02¢) 25 — —
Equity in Net Earnings (Losses) of
Subsidiaries (949) (89¢) (24) — 1,86¢ —
Other Income (Expens: (157 — (@] 98 — (66)
Other Income (Loss (672) 779 (1,095) 56 1,86¢ (615)
Income (Loss) Before Income Tax (711) 779 (1,029 27 1,86¢ 77))



Income Tax (Expense) Bene

Income (Loss) Before Discontinued
Operations

Change in Accounting Princip
Income from Discontinued Operatio
Cumulative Effect of Change in
Accounting Principle

Net Income (Loss

(711) 779 (1,029 W) 1,86¢ (721)

Z — 12 @ — 5

— — — 5 — 5

$ 711 $ 779 $ (1,017 $ (79 $ 1,86¢ $ (71
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Revenue

Costs and Expense
Cost of Revenu
Depreciation and Amortizatic
Selling, General and Administrati
Restructuring Charge

Total Costs and Expens

Operating Income (Los!

Other Income (Loss), ne
Interest Incomi
Interest Expens

Interest Income (Expense) Affiliates,

net

Equity in Net Earnings (Losses) of
Subsidiaries

Other Income (Expens:

Other Income (Loss

Income (Loss) Before Income Tax

Income Tax (Expense) Bene

Income (Loss) Before Discontinued
Operations

Income from Discontinued Operatio

Net Income (Loss

Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)
$ — $ — $ 99C $ 2,427 $ (306) $ 3,111
— — 504 1,77¢ (274) 2,00¢
_ — 444 357 — 801
31 1 707 2217 32 934
— — 63 11€ — 181
31 1 1,71¢ 2,48( (306) 3,92¢
(32) (1) (72¢) (53) — (819)
1 — 3 25 — 29
(445) — — (115) — (560)
787 96 (889) 6 — —
(1,339 (1,629 (132) — 3,10¢ —
16¢ — 1C 184 — 362
(827) (1,539 (1,00%) 10C 3,10¢ (16¢)
(85¢) (1,539 (1,73€) 47 3,10¢ (981)
— — — 121 — 121
(85¢€) (1,534 (1,73¢) 16€ 3,10¢ (860)
— — — 2 — 2
$ (85¢) $ (1,539 $ (1,736 $ 17C $ 3,10C $ (85¢)
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Condensed Consolidating Balance Sheets as of Dexxe3dh2004 and 2003 follow:

Assets

Current Assets
Cash and cash equivalel
Marketable securitie
Restricted securitie
Accounts receivabl

Due from (to) affiliates
Other

Total Current Assel

Property, Plant and Equipment, |
Marketable Securitie

Restricted Securitie

Intangibles, net and Goodw
Investment in Subsidiarie

Other Assets, n¢

Liabilities and Stockholders' Equity
(Deficit)

Current Liabilities:
Accounts payabl
Current portion of lon-term debt
Accrued payroll and employee
benefits
Accrued interes
Deferred revenu
Other

Total Current Liabilities

Long-Term Debt, less current portit
Deferred Revenu

Other Liabilities

Stockholders' Equity (Deficit

Condensed Consolidating Balance Sheets

December 31, 2004

(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)

$ 38 17 $ 24t $ 17¢ $ — $  44c
— — 22t — — 22t

— 6 14 28 — 48

— — 11z 43z — 54¢

9,16¢ 4,10( (13,299 24 — —

13 4 26 98 — 141

9,18¢ 4,127 (12,670 76( — 1,402

— — 3,271 2,13 — 5,40¢

— — 114 — — 114

1€ — — 51 — 67

— — 13€ 321 — 457

(5,457) (10,190 1 2,257 13,38t¢ —

43 24 17 12 — 96

$ 3,781 $ (6,039 $ (9,13) $ 5,53¢ 13,38¢ $ 7,54¢
I I B I |
$ — $ — $ 12C $ 494 — $ 614
— — 2€ 11¢ — 144

— — 53 29 — 82

52 17 3 1 — 73

— — 14z 83 — 22¢

1 — 61 72 — 134

53 17 40€ 7917 — 1,27:

3,83¢ 1,23( — 1 — 5,067

— — 73€ 132 — 86¢

55 1 19¢ 23¢ — 49z

(157) (7,287) (10,477 4,36¢ 13,38t¢ (157)

$ 3,781 $ (6,039 $ (9,13) $ 553t $ 13,38¢ $ 7,54«
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Assets

Current Assets
Cash and cash equivalel
Marketable securitie
Restricted securitie
Accounts receivabl

Due from (to) affiliates
Other

Total Current Assetl

Property, Plant and Equipment, |
Restricted Securitie

Intangibles, net and Goodw
Investment in Subsidiarie

Other Assets, n¢

Liabilities and Stockholders' Equity
(Deficit)

Current Liabilities:
Accounts payabl
Current portion of lon-term debt
Accrued payroll and employee
benefits
Accrued interes
Deferred revenu
Other

Total Current Liabilities

Long-Term Debt, less current portit
Deferred Revenu

Other Liabilities

Stockholders' Equity (Deficit

Condensed Consolidating Balance Sheets

December 31, 2003

(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)
$ 1 15 $ 58z $ 531 $ — $ 1,12¢
— — — 42 — 42
7 26 12 29 — 74
— — 85 48t — 57C
9,34( 3,03¢ (11,757) (62€) — —
15 2 29 94 — 14C
9,36: 3,081 (11,044 55¢ — 1,95¢
— — 3,53( 2,197 — 5,72
1€ — — 45 — 61
— — 10¢ 351 — 45¢
(4,62¢) (8,299 17 — 12,90¢ —
54 11 25 10 — 10C
$ 4,80¢ (5,207 $ (7,364 3,15¢ 12,90¢ $ 8,30:
& _____________& _____________ _________u N |
$ 1 — $ 14C 51C — $ 651
— — 122 3 — 12t
— — 9¢ 36 — 13t
74 13 12 1 — 10C
— — 104 85 — 18¢
1 — 154 57 — 21z
76 13 631 692 — 1,412
4,48: 50C 14¢ 11¢ — 5,25(
— — 832 122 — 954
7C 7 172 25€ — 50¢
181 (5,727) (9,14¢) 1,96¢ 12,90¢ 181
$ 4,80¢ $ (5,207 $ (7,369 $ 3,15¢ $ 12,90¢ $ 8,30:
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Condensed Consolidating Statements of Cash Flomthdoyears ended December 31, 2004, 2003 andfa06&:

Net Cash Provided by (Used in) Operat
Activities

Cash Flows from Investing Activitie
Proceeds from sale and maturity of
marketable securitie
Purchases of marketable securi

Decrease (increase) in restricted cash

and securities, nt

Capital expenditures, n

Acquisitions

Proceeds from sale of property, plant
and equipment and other ass

Net Cash Provided by (Used in) Invest
Activities

Cash Flows from Financing Activitie
Long-term debt borrowings, net of
issuance cost

Purchases and payments on long-term

debt, including current portion (net of
restricted cast

Increase (decrease) in due from
affiliates, net

Net Cash Provided by (Used in) Financ
Activities

Effect of Exchange Rates on Cz

Net Change in Cash and Cash Equival

Cash and Cash Equivalents at Beginnir
the Year

Cash and Cash Equivalents at End of the

Year

Condensed Consolidating Statements of Cash Flows

For the year ended December 31, 2004

(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)

B79 % (26) $ (30) % 371 % — $ (64)

— — 70 — — 70

— — (410 — — (410)

7 21 4) ?3) — 21

— — (174) (10€) — (280)

— — (69) — — (69)

— — 9 62 — 71

7 21 (57¢) (47) — (597)

272 71z — — — 98¢

(94¢) — (75) ?3) — (1,027)

1,04¢ (70€) 341 (684) — —

37z 7 26€ (687) — (42)

2 — 5 1C — 17

2 2 (337) (35%3) — (68€)

1 15 582 531 — 1,12¢

3$ 17 $ 245 % 17¢ $ — $ 443
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Condensed Consolidating Statements of Cash Flows

For the year ended December 31, 2003

Net Cash Provided by (Used in) Operat
Activities

Cash Flows from Investing Activitie
Decrease (increase) in restricted cash
and securities, nt
Capital expenditures, n
Acquisitions and investmen
Proceeds from sale of property, plant
and equipment and other ass

Net Cash Provided by (Used in) Invest
Activities

Cash Flows from Financing Activitie
Long-term debt borrowings, net of
issuance cost
Purchases and payments on long-term
debt, including current portion (net of
restricted cast
Stock options exercise
Increase (decrease) in due from
affiliates, net

Net Cash Provided by (Used in) Financ
Activities

Net Cash Provided by Discontinu
Operations

Effect of Exchange Rates on Cz

Net Change in Cash and Cash Equival

Cash and Cash Equivalents at Beginnir
the Year

Cash and Cash Equivalents at End of the
Year

(unaudited)
Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)
(347 % — $ 131 $ 24C $ — $ 24
26 (26) 4 5 — 9
— — (87) (76) — (169)
(@) — (109 — — (111)
— — 26 78 — 104
24 (26) (16€) 7 — (162)
361 487 — — — 84¢
— — (43) (729) — (772)
3 — — — — 3
(42 (46€) 63C (120) — —
32z 19 587 (849) — 79
— — 28 9 — 37
— — — 8 — 8
@) @ 58C (58E) — (13)
2 22 2 1,11¢€ — 1,142
13 £ $ 582 $ 531 $ — $ 1,12¢
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Net Cash Provided by (Used i
Operating Activities $

Cash Flows from Investing Activitie
Proceeds from sale and maturity of
marketable securitie
Decrease (increase) in restricted cash
and securities, nt
Capital expenditures, n
Acquisitions and investmen
Proceeds from sale of property, plant
and equipment and other ass

Net Cash Provided by (Used in) Invest
Activities

Cash Flows from Financing Activitie

Level 3 Level 3
Communications, Level 3 Communications, Other
Inc. Financing, Inc. LLC Subsidiaries Eliminations Total
(dollars in millions)
(306) $ 2 % (145 $ 22 $ — $ (43)
— — — 20C — 20C
(49 — (5) (35€) — (410)
— — (72 69 — (©))
— — 1) (259) — (254)
— — 2 454 — 45€
(49) — (7€) 114 — (12)



Long-term debt borrowings, net of

issuance cos! 48¢ — — 2 — 49C
Purchases and payments on |degn
debt, including current portion (net of
restricted cast (31) 2 (5) (121 — (159)
Stock options exercise 1 1
Increase (decrease) in due from

affiliates, net (201) 12 (227) 31€ — —
Net Cash Provided by (Used i
Financing Activities 357 10 (232) 197 — 33z
Net Cash Provided by Discontinu
Operations — — — (45) — (45)
Effect of Exchange Rates on Ce ) — — 1 — —

Net Change in Cash and Cz
Equivalents 1 8 (459) 28¢ — (155)

Cash and Cash Equivalents at Beginning
of the Yeal 1 14 45k 827 — 1,297

Cash and Cash Equivalents at End of the
Year $ 23 22 $ 23 1,11€¢ $ — $ 114
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(22) Subsequent Events

In the first quarter of 2005, the Compamgiated a workforce reduction of approximately S@iployees in its North America and
European communications business. The workforcectexh, along with other costaving measures, is expected to result in opetsaving:
of approximately $60 million to $70 million per yeds a result of the reduction, Level 3 expectstur severance charges of approximately
$16 million in the first quarter of 2005.

On February 14, 2005, Level 3 announcetlitiexecuted amendments to its existing intercatioe agreement with SBC. The
amendments set the intercarrier compensation eatedal, ISP-bound traffic between the two comparat $.0005 per minute for the first half
of 2005; $.00045 per minute for the second ha#@d5; and $.0004 per minute for 2006. Level 3'sraded agreement with SBC covers SBC's
entire 13 state service territory, which includedifornia, Texas, lllinois and 10 other states. Bneended interconnection agreement is subject
to the review and approval of all 13 state pubtitity commissions.

On February 21, 2005, Level 3 agreed tb$840 million of 10% Convertible Senior Notes 2@l 1 to institutional investors. The
Company expects this transaction will be compléiethe end of the first quarter of 2005. Interastle notes will be payable semi-annually
beginning on November 1, 2005. The notes will beveatible by holders at any time after JanuaryQQ72(or sooner if certain corporate eve
occur) into shares of Level 3 common stock at avemsion price of $3.60 per share (subject to adjast in certain events). This is equivalent
to a conversion rate of approximately 277.77 shpee<$1,000 principal amount of notes.

The net proceeds from this offering will dygproximately $878 million after giving effectéstimated offering expenses. Level 3 intenc
use the net proceeds from this offering for geneogborate purposes, including possible acquisitigrorking capital, capital expenditures,
debt refinancing and debt repurchases.

On February 22, 2005 France Telecom anelL&¥inalized an agreement to terminate a darkrfdgreement. Under the terms of the
agreement, France Telecom returned the fiber telL&vCash received for the fiber under the origaggeement was deferred and amortized to
revenue over the 20-year term of the agreementll®thas no further service obligations with respecthe fiber and therefore expects to
recognize approximately $40 million of unamortiziferred revenue as non-cash termination reventreifirst quarter of 2005. The
Company has reflected the unamortized deferrechtevas a current liability at December 31, 2004hmsagreement was signed in the fourth
quarter of 2004.

On March 1, 2005, Level 3 entered into greament with 360networks in which both partieeadrto terminate a 2fear IRU agreemet
Under the new agreement 360networks returned thefitter originally provided by Level 3. Under tleiginal IRU agreement, signed in
2000, the cash received by Level 3 was deferrechamattized to revenue over the g€ar term of the agreement. As a result of thissaation
Level 3 expects to recognize the unamortized dederevenue of approximately $86 million as non-dastination revenue in the first quarter
of 2005.
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(23) Unaudited Quarterly Financial Data

March June September December

2004 2003 2004 2003 2004 2003 2004 2003

(dollars in millions except per share data

Revenue $ 89¢ $ 1227 $ 91  $ 937 $ 84C $ 874 $ 1,058 $ 98¢
Operating Income (Los: (60) 171 (93) (142) (51) (109 (12 (76)
Income (Loss) from Continuing Operatic (147 11C (63) (45€) a7y (250) 77) (125)
Income (Loss) from Discontinued Operatic — 4 — (6) — 3 — 4
Cumulative Effect of Change in Accounting Princi — 5 — — — — — —
Net Income (Loss (147) 11¢ (63) (462) a7y (247) 77) (121)
Loss per Share (Basic
Income (Loss) from Continuing Operatic $ 0.22) $ 024 $ 0.09 $ 099 $ 0.28) $ 0.3¢)) $ 0.1) $ (0.19
Income (Loss) from Discontinued Operatic — 0.01 — (0.07) — — — 0.01
Cumulative Effect of Change in Accounting Princi — 0.01 — — — — — —
Net Income (Loss $ 0.22) $ 026 $ 0.09 $ 0.99 $ 0.25) $ 039 $ 0.1) $ (0.19

Loss per share was calculated for eaclethrenth period on a stand-alone basis. As a refstbck transactions during the periods, the
sum of the loss per share for the four quarteesach year may not equal the loss per share fawilee month periods. As a result of
discontinued operations in 2003, certain amouresipusly included in the 2003 quarterly reportsFamms 10-Q have been reclassified from
continuing operations to discontinued operations.

In the fourth quarter of 2004, the Compeegognized a $50 million gain on extinguishmentdelbt related to the repurchase of portions
of its outstanding notes due 2008. The Companyraisognized $103 million of termination revenue aacbrded lease impairment charges of
$14 million for leases in North America and Eurajeing the fourth quarter of 2004.

In the second quarter of 2004 the Compaaigt $54 million to extinguish a capital lease oatign with Allegiance and recognized a gain
of $147 million on the settlement.

In the first quarter of 2003, the Compaegagnized $294 million of termination revenue redbto XO. The Company also recognized
income tax benefit of $12 million and $38 millionrehg the third and fourth quarters of 2003, respely.

The Company realized a gain of approxinya$&l0 million in the first quarter of 2003 attrilaiie to the sale of the "91 Express Lanes" toll
road assets.

The Company exchanged approximately $1t0lidn of its long-term debt for common stock i0@3. The Company recognized gains on
extinguishment of debt of approximately $2 milli&2 million, and $37 million during the second rthand fourth quarters of 2003,
respectively. In addition, the Company recognizetliced conversion expense related to the exchdreguiy for convertible debt of
$190 million and $9 million during the second ahild quarters of 2003, respectively. The inducegveosion expense is included in other, net
on the consolidated statement of operations.
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Exhibit 4.12.2

FIRST SUPPLEMENTAL INDENTURE
between
Level 3 Communications, Inc.,
as Issuer
and
The Bank of New York,
as Trustee
$294,732,000

9% Convertible Senior Discount Notes due 2013

Dated as of February 7, 2005

Supplement to Indenture of Level 3 Communicatidne,
dated as of
October 23, 2003

FIRST SUPPLEMENTAL INDENTURE, dated as @flfuary 7, 2005 (the "First Supplemental Indenfuite’an Indenture, dated as of
October 23, 2003 (the "Indenture™), between Lev€bBnmunications, Inc., a Delaware corporation {tbempany"), and The Bank of New
York, a corporation duly organized and existing emithe laws of the State of New York (the "Trusjebaving a Corporate Trust Office at 101
Barclay Street, Floor 8 West, New York, New York286.

Capitalized terms used in this First Supmatal Indenture without definition have the megrgiven to those terms in the Indenture.
RECITALS

WHEREAS, the Company issued $294,732,0@0ezmte principal amount at maturity of its 9% Centible Senior Discount Notes due
2013 (the "Securities") under the Indenture; and

WHEREAS, Section 9.02 of the Indenture jtes that amendments of the Indenture may be mitidtve written consent of the Holders
of a majority in aggregate principal amount at mitwf the Securities then outstanding; provideattcertain enumerated provisions may not
be amended without the written consent of the Hoddeach outstanding Security affected; and

WHEREAS, Holders of all of the Securitiagsianding have (i) permanently waived the Comafajfure to file the Shelf Registration
Statement by October 23, 2004, as contemplatedéRegistration Rights Agreement and the Securifi@permanently waived the
Company's failure to have the Shelf Registratiate®hent declared effective by December 23, 200dpaemplated by the Registration Ric
Agreement and the Securities, (iii) permanentlywedi(A) any default or Registration Default undex Registration Rights Agreement arising
from the matters described in the preceding cla(isesd (ii) and (B) the Company's obligation unttee Securities, the Indenture and the
Registration Rights Agreement to pay Special Irsteas a result of such failures, and (iv) consetddate terms of this First Supplemental
Indenture



NOW, THEREFORE, the Company and the Truatgee for the benefit of the holders of the Seiestias follows:

ARTICLE 1
AMENDMENT

Section 1.01. With effect retroactive to October 23, 2004¢t®m 3 of Exhibit A-1 is amended and restatedetadrin its entirety as
follows:

"3. SPECIAL INTEREST. The Holder of this Securityeistitled to the benefits of a Registration Agreatndated as of
October 24, 2003, between the Company and thallftirchasers named therein (as amended from ditirae, the
"Registration Agreement"). Capitalized terms usethis paragraph but not defined herein have thenings assigned to them
the Registration Agreement. In the event thah@ $helf Registration Statement has not beeniitithe SEC on or prior to
March 31, 2005, (ii) the Shelf Registration Statatrteas not been declared effective on or priouteeJ30, 2005, or (iii) after tt
Shelf Registration Statement has been declaredteie such Registration Statement thereafter cetasbke effective or usable
connection with resales of the Securities at amg tihat the Company is obligated to maintain tfiecéif’eness thereof pursuant
to the Registration Agreement (each such eventregfeo in clauses (i) through (iii) above beinfereed to herein as a
"Registration Default”), interest (the "Specialdrgst") shall accrue (in addition to stated intgriéany, on the Securities) from
and including the date on which the first such Regtion Default shall occur to but excluding tleedon which all Registration
Defaults have been cured, at a rate per annum &m0a850% of the Accreted Value of the Securit@eyided, however, that
such rate per annum shall increase by 0.25% pemarfirom and

including the 91st day after the first such Regtédn Default (and each successive 91st day therpafless and until all
Registration Defaults have been cured; providethéur however, that in no event shall the Speaiedrest accrue at a rate in
excess of 1.00% per annum. Accrued Special Intefesty, shall be paid in cash in arrears semiafipwon April 15 and
October 15 in each year; and the amount of accBpedial Interest shall be determined on the bdgleonumber of days
actually elapsed and the Accreted Value for each say."

ARTICLE 2
MISCELLANEOUS PROVISIONS

Section 2.01. This First Supplemental Indenture will becorffeaive when it is executed.

Section 2.02. The First Supplemental Indenture is an indentupplemental to the Indenture. The Indentursypplemented and
amended by this First Supplemental Indenture, &lirespects ratified and confirmed. The Indentaseso supplemented and amended, is to b
read and construed as a single instrument.

Section 2.03. All of the covenants, promises, stipulationd agreements of the Company contained in the Indenas supplemented
and amended by this First Supplemental Indentuitebind the Company and its successors and assigdwill inure to the benefit of the
Trustee and its successors and assigns.

Section 2.04. The Company will, at its own cost and expeegecute and deliver any documents or agreemerdgsaa any other
actions, which the Trustee or its counsel may ftione to time request in order to assure the Trustdlke benefits of the rights granted to the
Trustee under the Indenture, as supplemented aedded by this First Supplemental Indenture.

Section 2.05. This First Supplemental Indenture will be gawest by and construed in accordance with the lavwseoState of New
York, without giving effect to any principles of mflicts of law which would apply the laws of anotherisdiction.

Section 2.06. This First Supplemental Indenture may be exatint any number of counterparts, each of whicmterparts will for all
purposes be deemed to be an original, but all a¢lwbounterparts together will constitute one drelsame instrument.

SIGNATURES

IN WITNESS WHEREOF, the parties hereto heaesed this First Supplemental Indenture to bg elxécuted as of the date shown on
first page.

LEVEL 3 COMMUNICATIONS, INC.

By: /sl THOMAS C. STORTZ

Name: Thomas C. Stort
Title: Executive Vice Preside



THE BANK OF NEW YORK, as Truste

By: /s/ JOSEPH A. LLORET
Name: Joseph A. Llore
Title: Assistant Treasure
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Exhibit 10.15

SOFTWARE SPECTRUM, INC.
SPECIAL RETENTION BONUS AGREEMENT

This SPECIAL RETENTION BONUS AGREEMENT ($hl Agreement) is made and entered into as of thistlday of May, 2004, by
and between Software Spectrum, Inc., a Delawangocation (the 'Company'), and Keith R. Coogan (theExecutive").

WHEREAS, the Company and the Executive teyreed that it is in their respective best intisrdsat (i) the ongoing services of the
Executive be secured at this time; and (ii) thedtixige fully devote his attention to maximizing thalue of the Company and to managing the
Company's participation in any potential sale ef @ompany;

NOW, THEREFORE, for and in consideratiorited premises and the mutual covenants and agregimerin contained, the Company
and the Executive hereby agree as follows:

1. Definitions.
(&) "Acquired" shall have the meaning ascribed to that ternhéndefinition of Sale Proceeds.
(b) "Acquiror" shall have the meaning ascribed to that ternméndefinition of Sale Proceeds.
(c) "Board" shall mean the Board of Directors of the Company.
(d) "Bonus Award shall mean an amount equal to the sum of the Basius Payment and the Sale Bonus Payment.
(e) "Cash Bonus Paymehshall mean the sum of (i) the 2004 Bonus Paymemtd (ii) the 2005 Bonus Payments, if any.

(H "Cause" shall mean (i) fraud, embezzlement, defalcatioaas of gross negligence or gross misconduchemart of
the Executive in the course of his employment ovises; (ii) the Executive's engagement in condhat is materially injurious
to the Company or a subsidiary; (iii) the Execugwanviction by a court of competent jurisdictimin or pleading "guilty” or "n
contest" to, (x) a felony, or (y) any other crinicharge (other than minor traffic violations) whicould reasonably be expected
to have a material adverse impact on the Companyssubsidiary's reputation and standing in throanity; (iv) public or
consistent drunkenness by the Executive or higadllese of narcotics which is, or could reasondlelyexpected to become,
materially injurious to the reputation or businesshe Company or a subsidiary or which impairscauld reasonably be
expected to impair, the performance of the Exeelgiduties to the Company; or (v) willful failurg the Executive to follow th
lawful directions of Charles C. Miller, 11l or thRoard;provided, however, that in each case other than with respect to
clause (iii) above, the Company has provided td&kecutive prior written notice of the facts andéocumstances it claims
constitute Cause and the Executive shall not hauected, cured or remedied such facts and/or mistances within 30 days
after the Executive's receipt of such notice froe €Company.

(g) "Disability " shall mean a permanent and total disability dsdd in the Company's long-term disability insuran
program, or, if no such program is in effect, Diigbshall mean a total and permanent disabilityrecapacity resulting from
medically demonstrable bodily injury or diseasen(ijich prevents the Executive from engaging in gular occupation for
compensation or profit, (ii) which has continuouskisted for a period of at least six months, aiidf¢r which the Executive
would be eligible for or is in receipt of disabjlibenefits under the Federal Social Security Abe Existence of a Disability
shall be determined by the Board, which may reqghiecExecutive to undergo examination by a qualifibysician selected by
the Board at reasonable times for the purposestefihining whether the Executive has incurred andicues to have a
Disability.

(h) "Good Reasof shall mean any of the following actions if tak&ithout the Executive's prior written consent:aijy
failure by the Company to comply with its obligat®under Section 3 of this Agreement; (ii) any it in or failure to pay
the Executive's compensation or benefits, excegmgbs to company-wide benefit programs that afftcimilarly situated
persons similarly; (iii) any reduction in the Exége's title; (iv) any material reduction in the &outive's responsibilities or
duties; (v) the assignment to the Executive of duyes materially inconsistent with the positioncbfef executive officer; or
(vi) any relocation of the Executive's place ofihess to a location 35 miles or more from the qurtecation;provided,
however, that in each case the Executive has providekdg&obmpany prior written notice of the facts andfocumstances he
claims constitute Good Reason and the Company sbiallave corrected, cured or remedied such factfacircumstances
within 30 days after the Company's receipt of sugtice from the Executive



(i) "Initial 2004 Bonus Paymelfitshall mean the payment contemplated by Sectiaj(iBpelow.

() "Person" shall mean any individual, corporation (includiagy non-profit corporation), general or limitedtparship,
limited liability company, joint venture, estateyst, association, organization, labor union, dileoentity.

(k) "Sale" shall mean (i) the merger or consolidation of @@mpany with an unaffiliated Person, (ii) the sal@xchange
of all or substantially all of the assets or busieperations of the Company to an unaffiliateg®eror (iii) the sale or
exchange of at least a majority of the outstandaqgjtal stock of the Company to an unaffiliatedsder

() "Sale Bonus Paymehshall mean 1% of the amount of the Sale ProceBalthe extent that the Sale Proceeds
includes the receipt of an earn-out or other delgy@yment structure, the Executive shall receie¢ plortion of the Sale Bonus
Payment relating to the earn-out or such delaygdpat at such time as the Company or the Companigsstockholder, as
applicable, receives its payment.

(m) "Sale Proceed$shall mean the sum of (i) the amount of cash pitiecipal amount of any notes, and the fair market
value (on the date of payment) of all other semsiand other property paid or payable, directlindirectly, by the acquiring
party (the "Acquiror") to the owner of the securities of the acquiredypar the seller of the acquired business or agseteithe
case, the Acquired"), in connection with a Sale or a transaction egldhereto, and (ii) the amount of any long-terabilities
of the Acquired (including obligations relatingday capitalized leases) and the principal amouangfindebtedness for
borrowed money (x) reflected on the Acquired's bedasheet at the time of a Sale or repaid or telivanticipation of a Sale (if
such Sale takes the form of a merger or consotidadr a sale or exchange of stock) or (y) assunredtty or indirectly by the
Acquiror in connection with a Sale (if such Salkemthe form of a sale or exchange of assets),sr{iiuthe amount of any
long-term liabilities of the Acquired not assumexdtly or indirectly by the Acquiror in connectiavith a Sale (regardless of
the form of the transaction between the Acquiral e Acquired). For purposes of this definition,Acquiror shall be deemed
to have assumed its pro rata share, based on eyuitgrship, of any long-term liabilities to the ext that the Acquiror has
obtained more than 50%, but less than 100%, ofdpéal stock of the Company in a Sale.

(n) "Term" shall have the meaning set forth in Section ®Wwel
2. Term of Agreement; Duties.

(&) Subject to Section 4 below, this Agmnent shall be effective on the date hereof anll ebatinue in effect through
December 31, 2005 (thelerm™). Upon expiration of the Term, all obligationstbE parties under this Agreement (except
obligations to pay money that exist as of the enth@ Term and any obligation that by its terms/augs the expiration of the
Term) shall terminate and this Agreement shall havéurther effect.

(b) The Executive will have such dutissage assigned or delegated to the Executive bBdhed from time to time. As of
the date of this Agreement, the Executive is theefdbxecutive Officer of the Company and a memlfahe Board. From the
date of this Agreement through the earlier oft{§ tate a Sale is consummated or (ii) the endeoT#rm, the Executive will
devote his entire business time, attention, skillj energy exclusively to the business of the Campaill use his good faith
efforts to promote the success of the Company'méss, and will cooperate fully with the Board lire tadvancement of the best
interests of the Company and its stockholder(sjclwmay include a Sale.

3. Payment of Bonus Award.

(&) Subject to Section 4 below, the Conypshall pay the Executive the following amount2@94 (the "2004 Bonus
Payments"):

(i) $400,000 within four (4) businesysgédollowing the date of this Agreement;
(i) $200,000 on August 31, 2004;
(iii) $200,000 on October 31, 2004; and
(iv) $200,000 on December 31, 2004.

Notwithstanding the foregoing, to the extent th&ade is consummated before any of the dates cqidgéad in this Section 3(a),
any remaining unpaid portion of the 2004 Bonus Rayshall be due and payable to the Executivamfitto (2) business da
following such consummation.

(b) Subject to Section 4 below, the Conmypshall pay the Executive the Sale Bonus Payméhtrtwo (2) business days
following receipt by the Company or its stockholdgras applicable, of the Sale Proceeds. Suliegettion 4 below, if a Sale
has not occurred on or prior to December 31, 26@Company shall pay to the Executive $250,008amth of March 31, 200
June 30, 2005, September 30, 2005 and Decemb208%,(each a "2005 Bonus Payment" and togethel20@5 Bonus



Payments")provided, however, that any such payments shall be applied dolladédiar to reduce the Company's obligation to
make a Sale Bonus Payment hereunder, if anypamdded furthethat the payment of any Sale Bonus Payment shalinate
the Company's obligation to make any 2005 Bonusreays payable after the date of such Sale Bonun@&ay

4. Termination of Employment and Compensation uEmination.

(a) The Executive and the Company ackadge that the employment of the Executive by the@amy is "at will" and
may be terminated by either the Executive or then@any at any time.

(b) Inthe event of a termination of #eecutive's employment during the Term due to deatisability, the Company
shall pay to the Executive or the Executive's estat applicable, a pro rata portion of the CasfuBdayment through the
effective date of termination, and no other compéna under this Agreement will be owed to the Exee or the Executive's
estateprovided, however, that if a definitive agreement relating to a Sas been executed at the effective date of such
termination, or if a definitive agreement relatboga Sale is subsequently executed with a party witom the Company has had
substantive negotiations regarding a Sale pritheceffective date of such termination, or withadiiliate of such party, and su
negotiations have not been interrupted for a meltpariod of time (90 days or more) prior to théedaf execution of such
definitive agreement, the Company shall also pay¢cExecutive the Sale Bonus Payment, less any BoBus Payments made
to the Executive through the effective date of stechination, but only if such result would be asitioe value. For example, if
the Executive is Disabled at a time when a defiaiigreement regarding a Sale has been executeaimtbunts owed to the
Executive shall equal (1) a pro rata portion of @@sh Bonus Payment through the effective daterafibation, plus (2) the
amount of the Sale Bonus minus any 2005 Bonus Patgyieut only if such result would be a positivéuea For purposes of tr
Section 4(b), the effective date of terminationttaf Executive's employment with the Company shalihe date of the
Executive's death or the date the Executive israéted by the Board to be Disabled, as applicable.

(c) Inthe event of a termination of teecutive's employment during the Term (i) by tr@rpany with Cause, or (ii) by
the Executive without Good Reason, the Company Bhak no obligation to pay to the Executive anyHer Cash Bonus
Payments or the Sale Bonus Paymprayided, however, that in the event of a termination of the Exegel§ employment by
the Company with Cause, or by the Executive witf®obd Reason, prior to August 31, 2004, the Exeelghall return to the
Company in cash within five (5) business days feifay the effective date of termination the full ammo of the Initial 2004
Bonus Payment previously paid to him.

(d) Inthe event of a termination of theecutive's employment during the Term (i) by th@@any without Cause, or
(i) by the Executive for Good Reason, the Compsimgil pay to the Executive (w) $1,000,000 lessafmeunt of any 2004
Bonus Payments made to the Executive through feetafe date of such termination and (x) $1,000,@38 the amount of any
2005 Bonus Payments made to the Executive thrdugddte of such terminatioprovided, however, that if a definitive
agreement relating to a Sale has been executkd effective date of such termination, or if a ditifre agreement relating to a
Sale is subsequently executed with a party withrwilee Company has had substantive negotiationsdiegga Sale prior to the
effective date of such termination, or with anl&ffe of such party, and such negotiations havebeeh interrupted for a matet
period of time (90 days or more) prior to the daftexecution of such definitive agreement, the Canypshall pay to the
Executive in full substitution for the $1,000,008h¢emplated in clause (x) above, the Sale BonumBay, less any 2005 Bonus
Payments made to the Executive through the effectate of such termination, but only if such resudtild be a positive value.
For example, if the Executive is terminated withGatuse at a time where no definitive agreementingl&o a Sale has been
executed, the amounts owed to the Executive shallg1) $1,000,000 minus any 2004 Bonus Paymaeaitstp the Executive
prior to the date of termination, plus (2) $1,0@®,0ninus any 2005 Bonus Payments paid to the Eiecptior to the date of
termination. An additional example: If the Execetig terminated without Cause at a time when andie® agreement regardir
a Sale has been executed (or if appropriate neguotsaconclude in a definitive agreement), the ant®owed to the Executive
shall equal (1) $1,000,000 minus any 2004 Bonusreays, plus (2) the amount of the Sale Bonus mamys2005 Bonus
Payments, but only if such result would be a peositialue.

Notwithstanding the preceding paragrapthef Company terminates the Executive's employmerihg the Term for a
performance-related reason that does not cons@atese, the Executive will be entitled to only dvadf of the payments
contemplated by the preceding paragraph if (y)rgodhe effective date of the termination, the Biogives the Executive writti
notice specifically detailing the performance-rethtoncern(s), and (z) after the passage of 90fddgwing the Executive's
receipt of such notice, the Board has reasonabiigluded, and expressly found, that the Executientwa corrected, cured or
remedied the performance-related concern(s) dextiibsuch notice.

(e) If the Executive's employment is testninated prior to the expiration of the Term rlilea definitive agreement
relating to a Sale has been executed prior toxpegation of the Term or if a definitive agreemeelating to a Sale is
subsequently executed with a party with whom then@any has had substantive negotiations regard®ejeaprior to the
effective date of such termination, or with anl&ffe of such party, and such negotiations havebeeh interrupted for a matet
period of time (90 days or more) prior to the daftexecution of such definitive agreement, the Exi#e shall be entitled to the
Sale Bonus Payment if the transaction contemplayetiat definitive agreement is consummated alftereixpiration of the Tert
subject to the crediting of 2005 Bonus Paymentsesoplated by Section 3(b) above.

(f Notwithstanding any other provisionthis Agreement to the contrary, to the exteat the calculation of the Sale
Bonus will result in a value that is less than gua to the total amount of 2005 Bonus Paymentsived by the Executive, tt



Company shall have no obligation to pay any Saleudo

5. Severance. Inthe event before or after the expiratiothaf Term the Executive's employment with the Comparany of
its affiliates is terminated by the Company with@ause or by the Executive with Good Reason, finesxidition to any amounts
described in Section 4 above, if any, the Executhal be entitled to (i) a severance paymenténamount of $215,000 payable in cash
within two (2) business days following the terminatof the Executive's employment, and (ii) exeaeitbutplacement services
commensurate with a chief executive officer positiwhich services shall be provided by Right Mamaget Consultants or another
nationally recognized outplacement service firnesild by the Board for a period of six (6) monthsaexpense to the Executive. The
severance benefits contemplated by this Sectidrab supersede any and all other severance betefithich the Executive may be
entitled. Any payments made under this Sectiorebcanditioned upon the Executive having executeddhm of waiver and release
presented by the Company.

6. Withholding Taxes. The Company shall withhold from all paymentg doi the Executive (or his beneficiary or estate)
hereunder all taxes which, by applicable fedetates local or other law, the Company is requiedithhold therefrom.

7. Non Disparagement. During the Term and for a 12 month period feilog the Executive's termination of employment with
the Company, the Executive will engage in no cohdnd make no statements that are derogatory abagtrimental to the Company,
any of its affiliates, or any of their respectiiiaers or employees, subject to the Employee'syatibn under appropriate legal
compulsion to testify truthfully in any litigatiothat may arise. The Executive further agrees tdicoa to cooperate with the Company
and its representatives in all pending and futlairs and litigation against the Company about Whie may have information and
knowledge. The Company agrees neither it, norffisews or directors, will make any public statertgetinat are derogatory about, or
detrimental to, the Executive.

8. No Solicitation/No Competition. During the Term and for a 12 month period faiflog the Executive's termination of
employment with the Company, the Executive agreastte will not: (a) hire or solicit, directly andirectly, for himself or on behalf of
a third party, the services of any employee ofGoenpany or any of its affiliates during their empttent with the Company or an
affiliate and for a period of twelve (12) monthseafthey are no longer employed by the Companyaffiliate, without the Company's
prior written consent; (b) be engaged, directlynalirectly, as an owner (if a publicly traded Uc8rporation, this should be read as
"owner of 5% or more of the outstanding commonlstprincipal, director, officer, partner, consat, employee, independent
contractor, distributor, or agent of any persorsibess or entity that is engaged in the businessanketing or selling (through
telephone, electronic and/or direct solicitatiortter use of seminars and meetings) in competitivim tive Company: (i) computer
software (other than custom-developed softwarg)¢cgimputer hardware and other computer-relatedig@md services; and/or
(iii) software, technical and consulting servicekted to information technology; (c) contact, dilgor indirectly, any person, business
or entity that is a customer of the Company as @frmr to the date of the Executive's terminatidremployment with the Company, 1
the purpose of marketing or selling computer sofewhardware and other computer-related goods emites and/or software,
technical and consulting services relating to infation technology to such customer in competitigtn whe Company, without the
Company's prior written consent. For purposes adfist (b) of this Section 8, the Company may gtargrior written consent in its sole
and absolute discretion with regard to subclaysauid with regard to subclauses (ii) and (iii)l\gilant its prior written consent after
consideration in good faith of the Executive's etuand will not unreasonably withhold such cohgaovided, however, that the
Executive's request does not also relate to aetivihat would be contemplated by subclause (@)aise (b) of this Section 8.

9. Confidentiality and Intellectual Property. The Executive agrees that the terms of thisAgrent, and the proposal of and
discussions relating to this Agreement, are and straain confidential as between the parties, ssland to the extent, disclosure is
required by law or to secure advice from a legabaradvisor. Upon termination of the Executivetgooyment with the Company, the
Executive shall return all Company equipment antenigs and will not at any time, except as auttexdtiby the Company, for his own
benefit or the benefit of any other person or gntisclose or cause to be disclosed any informatitaterials, systems, procedures,
processes, manuals, forms, customer or employsebissiness plans or other trade secrets or amntfal information regarding the
Company. To this end, the Executive agrees thagtmains bound by the terms of the Confidentialitg &lon-Solicitation Agreement
dated as of November 29, 2001, between the Comgpathyhe Executive.

10. Successors and Assigns; No Third-Party Berzefes. This Agreement shall inure to the benefit ofl ahall be binding
upon the Company and its successors, assigns galdépresentatives and the Executive, his heildegal representatives. The
Executive may not assign, transfer, or otherwispate of this Agreement, or any of his rights digaltions hereunder (other than his
rights to payments hereunder, which may be trareslesnly by will or by the laws of descent and mlsttion), without the prior written
consent of the Company, and any such attemptegraseit, transfer or other disposition without saohsent shall be null and void.
The Company shall be entitled to assign this Agesgnwithout the prior written consent of the Ex@ees (i) in connection with the
merger or consolidation of the Company with anothreffiliated corporation, or (ii) in connectiontivithe sale of all or substantially
of the assets or business operations of the Comipaanyother person or entitgrovided, however, that such assignee expressly
assumes all of the rights and obligations of thenany hereundegnd provided furthethat solely with respect to any obligation of the
Company to make a Sale Bonus Payment, the Comteatiyremain liable with respect to such obligatinrthe event of a default by
such assignee. After any such assignment, thisehgeat shall continue in full force and effect.

11. Entire Agreement. This Agreement sets forth the entire agreerhetween the parties hereto with respect to theestibj
matter hereof, and supersedes all other agreerapdtanderstandings, written or oral, between tiégsahereto with respect to the
subject matter hereofrovided, however, that nothing in this Agreement is intended teeffthe Executive's rights to payments or
benefits provided to the Executive under the Comijsaregular salary, bonus, equity based compemsatid welfare benefit plan



12. Waiver and Amendments.Any waiver, alteration, amendment or modifioatdf any of the terms of this Agreement sha
valid only if made in writing and signed by the {i@s heretoprovided, however, that any such waiver, alteration, amendment or
modification is consented to on the Company's édyathe Board. No waiver by either of the partieseto of their rights hereunder
shall be deemed to constitute a waiver with resfgeahy subsequent occurrences or transactionsdge unless such waiver
specifically states that it is to be construed asrginuing waiver.

13. Severability and Governing Law. If any provisions of this Agreement are founde invalid or unenforceable by a final
determination of a court of competent jurisdicti¢a). the remaining terms and provisions hereofl featinimpaired, and (b) the invalid
or unenforceable term or provision hereof shalleemed replaced by a term or provision that ishatid enforceable and that comes
closest to expressing the intention of the invatidinenforceable term or provision hereof. THIS AFRMENT SHALL BE
GOVERNED BY AND CONSTRUED IN ACCORDANCE WITH THE LWS OF THE STATE OF DELAWARE (WITHOUT
GIVING EFFECT TO THE CHOICE OF LAW PRINCIPLES THERIE) APPLICABLE TO CONTRACTS MADE AND TO BE
PERFORMED ENTIRELY WITHIN SUCH STATE.

14. Section Headings. The headings of the sections and subsectiotitssoAgreement are inserted for convenience onty a
shall not be deemed to constitute a part herefdctathe meaning or interpretation hereof or of taryn or provision hereof.

15. Obligations Contingent on Performance.The obligations of the Company hereunder, iticlg its obligation to make the
payments provided for herein, are contingent uperBxecutive's performance of the Executive's aliligps hereunder.

16. Waiver and Release. The Executive acknowledges and agrees thatahmments under this Agreement are made by the
Company for the complete waiver and release oCtvapany, and its directors, officers, employeesnégjor successors, (i) of all
rights, and claims, of any type or character, thatExecutive may have relating to that certaind@dation Agreement between the
Company and the Executive dated as of Septemb&0D®, (the "Cancellation Agreement") or the ManagenContinuity Agreement
(as defined in the Cancellation Agreement), and(iand from any demands or claims, of whatevedlar nature, whether known or
unknown, arising out of his employment with the Qamy, including, but not limited to, claims of behaof express or implied contra
promissory estoppel, detrimental reliance, wrondfstharge, infliction of emotional distress, claiomder the Employee Retirement
Income Security Act of 1974 or the Family and Medliceave Act of 1993, the WARN Act, or claims o§diimination under Title VII
of the Civil Rights Act of 1964, as amended, theeAgjscrimination in Employment Act of 1967, as amheth, the Americans with
Disabilities Act of 1990, or any other local, statefederal law or regulation, through the datéhid Agreementprovided, however,
that notwithstanding the foregoing, nothing in tAgreement waives or releases any right of the &bkee under that certain Letter
Agreement between the Executive and the Comparegddet of September 18, 2002 (the "Letter Agreemémthe extent not
previously waived or released by the Executive thiatlthe Letter Agreement shall remain in full end effect, except as
contemplated by the terms of the Letter Agreement.

17. Counterparts. This Agreement may be executed in two or mornterparts, each of which shall be deemed to be an
original but all of which together shall constitutiee and the same instrument. The execution oftisement may be by actual or
facsimile signature.

18. Payments. The parties to this Agreement acknowledge @ndeathat the payments to be made to the Execuoniayebe
made by the Company, Level 3 Communications, Inencaffiliate of Level 3 Communications, Inc., thiét the obligations of the
Company described in this Agreement are solehotiigations of the Company. Receipt by the Exeautiffa payment from any of the
Company, Level 3 Communications, Inc. or an at#liaf Level 3 Communications, Inc. shall satisfg tibligation to make that
payment under this Agreement.

19. Notices. All notices and other communications hereursthad! be in writing and shall be given by hand\dly to the
other party or by registered or certified mailuretreceipt requested, postage prepaid, addresdetiaws:

If to the Executive: Keith Coogan
5209 Englenook Court
Plano, TX 7502:

If to the Company: Software Spectrum, Inc.
c/o Level 3 Communications, Inc.
1025 Eldorado Boulevard
Broomfield, Colorado 80021
Attention: Chief Legal Officer / General Coun

* k%

[Signatures to appear on the following page]

IN WITNESS WHEREOF, the undersigned havecexed this Agreement as of the date first aboveenr



SOFTWARE SPECTRUM, INC

/s/ CHARLES C. MILLER, Ill

By: Charles C. Miller, 11l
Title: Director

Executive

/s/ KEITH R. COOGAN

Keith R. Coogar
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STATEMENT REGARDING COMPUTATION OF RATIO OF EARNING TO FIXED CHARGES AND

Loss from Continuing Operations Before Ta

(Earnings) Losses of Equity Investe
Interest on Debt, Net of Capitalized Inter
Amortization of Capitalized Intere

Interest Expense Portion of Rental Expe

Earnings (Losses) Available for Fixed Char

Interest on Dek
Preferred Dividend

Interest Expense Portion of Rental Expe

Total Fixed Charge

Ratio of Earnings to Fixed Charg

Deficiency
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PREFERRED STOCK DIVIDENDS

LEVEL 3 COMMUNICATIONS, INC.

Fiscal Year Ended

2004

2003

2002

2001

2000

$ @452 $ (77) $ (98] $ (4379 $ (1,456
— 3) (13) (16) 284
48¢ 567 56( 64€ 287
68 68 68 68 18
30 34 22 20 15
$ 131 $ (1059 $ (3449 $ (3,659 $ (856
$ 488 $ 567 $ 56C $ 70 $ 63E
30 34 22 20 15
$ 515 $ 601 $ 582 $ 72 $ 65C
$ (384 $ (706 $ (926 $ (4379 $ (1,500

Exhibit 12



QuickLinks-- Click here to rapidly navigate through this dioant

Exhibit 21

Significant Subsidiaries
As of and for the Fiscal Year ending December 8042

Level 3 Communications, In
Level 3 Financing, Inc
Eldorado Marketing, Inc
Software Spectrum, Ir
Level 3 Communications, LL!
BTE Equipment, LLC
Level 3 International, Inc
Level 3 Holdings, B.V
Level 3 Communications Limited (Uk
Level 3 Communications GmbH (Germar
Level 3 Holdings, Inc
KCP, Inc.
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Exhibit 23

Consent of Independent Registered Public Accountingirm

The Board of Directors
Level 3 Communications, Inc.:

We consent to the incorporation by refeecincthe registration statements (Nos. 333-53933;®1899, 333-68887, 333-71713, and 333-
115062) on Forms S-3 and the registration statesr(@us. 333-79533, 333-42465, 333-68447, 333-58833,52697, 333-115472, and 333-
115751) on Forms S-8 of Level 3 Communications, &mdl subsidiaries of our reports dated March 0852with respect to the consolidated
balance sheets of Level 3 Communications, Inc.sadidiaries as of December 31, 2004 and 2003thencklated consolidated statements of
operations, cash flows, changes in stockholdetstye(deficit), and comprehensive loss for eachhefyears in the three-year period ended
December 31, 2004, management's assessment dfdbveness of internal control over financial ogfing as of December 31, 2004, and the
effectiveness of internal control over financigboeting as of December 31, 2004, which reports apjgethe December 31, 2004 annual report
on Form 10-K of Level 3 Communications, Inc. antsdiaries.

Our reports refers to a change in the mietifaccounting for goodwill effective January 002, upon adoption of Statement of Financial
Accounting Standards No. 142, and a change in #tead of accounting for asset retirement obligation January 1, 2003, upon adoption of
Statement of Financial Accounting Standards No. 143

/sl KPMG LLP

Denver, Colorado
March 14, 2005
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Exhibit 31.1
Certifications*
I, James Q. Crowe, certify that:
1. | have reviewed this Annual Report on Form 10-H.efel 3 Communications, Inc.;
2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or ométéde a material fa

necessary to make the statements made, in lighedafircumstances under which such statements wade, not misleading
with respect to the period covered by this report;

3. Based on my knowledge, the financial statement,atimer financial information included in this repdairly present in al
material respects the financial condition, resofteperations and cash flows of the registrantfaaral for, the periods presented
in this report;

4. The registrant's other certifying officer(s) anaré responsible for establishing and maintainirsgldsure controls ar
procedures (as defined in Exchange Act Rules 18a)Hhd 15d-15(e)) and internal control over finaheporting (as defined
in Exchange Act Rules 13a-15(f) and 15d-15(f))tf@ registrant and have:

a. Designed such disclosure controls and proceduresused such disclosure controls and proceduies ¢tesigned und
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is
made known to us by others within those entitiestipularly during the period in which this rep@tbeing prepared;

b. Designed such internal control over financial réjpg;, or caused such internal control over finaheporting to be
designed under our supervision, to provide readeregsurance regarding the reliability of finanecegorting and the
preparation of financial statements for externappses in accordance with generally accepted atioguprinciples;

C. Evaluated the effectiveness of the registrantelasire controls and procedures and presentedsimeport oul
conclusions about the effectiveness of the disctosantrols and procedures, as of the end of tHegeovered by this
report based on such evaluation; and

d. Disclosed in this report any change in the regigtsanternal control over financial reporting tlaturred during th
registrant's most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ahneport) that has
materially affected, or is reasonably likely to evally affect, the registrant's internal contrgko financial reporting; ar

5. The registrant's other certifying officer(s) anave disclosed, based on our most recent evaluatiorternal control ove
financial reporting, to the registrant's auditongl #he audit committee of the registrant's boardikgctors (or persons performi
the equivalent functions):

a. All significant deficiencies and material weaknessethe design or operation of internal contradiofimancial reporting
which are reasonably likely to adversely affectrbgistrant's ability to record, process, summaaize report financial
information; and

b. Any fraud, whether or not material, that involvearmagement or other employees who have a signifrodain the
registrant's internal control over financial rejagt

Date: March 16, 200

/sl JAMES Q. CROWE

James Q. Crowe
Chief Executive Office

*Provide a separate certification for each printgeecutive officer and principal financial officef the registrant. See Rules 13a-14(a) and
15d-14(a).
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Exhibit 31.2
Certifications*
I, Sunit S. Patel, certify that:
1. | have reviewed this Annual Report on Form 10-H.efel 3 Communications, Inc.;
2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or ométéde a material fa

necessary to make the statements made, in lighedafircumstances under which such statements wade, not misleading
with respect to the period covered by this report;

3. Based on my knowledge, the financial statement,atimer financial information included in this repdairly present in al
material respects the financial condition, resofteperations and cash flows of the registrantfaaral for, the periods presented
in this report;

4. The registrant's other certifying officer(s) anaré responsible for establishing and maintainirsgldsure controls ar
procedures (as defined in Exchange Act Rules 18a)Hhd 15d-15(e)) and internal control over finaheporting (as defined
in Exchange Act Rules 13a-15(f) and 15d-15(f))tf@ registrant and have:

a. Designed such disclosure controls and proceduresused such disclosure controls and proceduies ¢tesigned und
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is
made known to us by others within those entitiestipularly during the period in which this rep@tbeing prepared;

b. Designed such internal control over financial réjpg;, or caused such internal control over finaheporting to be
designed under our supervision, to provide readeregsurance regarding the reliability of finanecegorting and the
preparation of financial statements for externappses in accordance with generally accepted atioguprinciples;

C. Evaluated the effectiveness of the registrantelasire controls and procedures and presentedsimeport oul
conclusions about the effectiveness of the disctosantrols and procedures, as of the end of tHegeovered by this
report based on such evaluation; and

d. Disclosed in this report any change in the regigtsanternal control over financial reporting tlaturred during th
registrant's most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ahneport) that has
materially affected, or is reasonably likely to evally affect, the registrant's internal contrgko financial reporting; ar

5. The registrant's other certifying officer(s) anave disclosed, based on our most recent evaluatiorternal control ove
financial reporting, to the registrant's auditongl #he audit committee of the registrant's boardikgctors (or persons performi
the equivalent functions):

a. All significant deficiencies and material weaknessethe design or operation of internal contradiofimancial reporting
which are reasonably likely to adversely affectrbgistrant's ability to record, process, summaaize report financial
information; and

b. Any fraud, whether or not material, that involvearmagement or other employees who have a signifrodain the
registrant's internal control over financial rejagt

Date: March 16, 200

/s/ SUNIT S. PATEL

Sunit S. Patel
Group Vice President and Chief Financial Offic

*Provide a separate certification for each printgeecutive officer and principal financial officef the registrant. See Rules 13a-14(a) and
15d-14(a).
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Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of e€8 Communications, Inc. (the "Company") on Fo@rKLfor the year ended December 31,
2004 as filed with the Securities and Exchange Cimsion on the date hereof (the "Report"), I, Ja@e€rowe, Chief Executive Officer of tl
Company, certify, pursuant to 18 U.S.C. § 135Gdapted pursuant to § 906 of the Sarbanes-OxlepA2002, that:

(1) The Report fully complies with thejugrements of section 13(a) or 15(d) of the SemmsiExchange Act of 1934; and

(2) The information contained in the Retfairly presents, in all material respects, timamcial condition and results of operati
of the Company.

/sl JAMES Q. CROWE

James Q. Crow
Chief Executive Officer
March 16, 200:
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Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of e€8 Communications, Inc. (the "Company") on Fo@rKLfor the year ended December 31,
2004 as filed with the Securities and Exchange Cimsion on the date hereof (the "Report"), I, S&iPatel, Chief Financial Officer of the
Company, certify, pursuant to 18 U.S.C. § 135Gdapted pursuant to § 906 of the Sarbanes-OxleypA2002, that:

(1) The Report fully complies with thejugrements of section 13(a) or 15(d) of the SemmsiExchange Act of 1934; and

(2) The information contained in the Retfairly presents, in all material respects, timamcial condition and results of operati
of the Company.

/s/ SUNIT S. PATEL

Sunit S. Pate
Chief Financial Officer
March 16, 200:
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