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Dear Darrell,

Following up on our discussion this afternoon, attached is a copy of Level 3's quarterly
report on SEC Form 10-Q for the period ended June 30, 1998. (We were not able to download
the 10-Q in the right format electronically, so we are sending you this hard copy by facsimile.)
We will follow up with a formal filing, however we wanted to provide this information to you
as soon as possible in order to assist you in your review. Thanks -

-Kate

If there is a problem with this transmission, it is important that you notify:
Name: Alice Curry Phone #: 202-424-7655
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CONSTITUTE INSIDE INPORMATION, AND IS INTENDED ONLY FOR THE USE OF THE ADDRESSEE. UNAUTHORIZED USE,
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COMMUNICATION IN ERROR, PLEASE IMMEDIATEL ¥ NOTIFY US AT THE NUMBER LISTED DIRECTLY ABOVE. THANK YOU.
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FORM 10-Q
UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20543
{Mark Onej
X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the Quarterly Pericd Ended June 30, 1998
or
I TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d})
GF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period 1o
Commission file number 0-15658
LEVEL 3 COMMUNICATI!ONS, INC.

{Exact name of registrant as specified « its charter)
Deiaware 470210602
{State of incorporanon) (1L.R.S. Employer
identificanon No.)
3555 Farnam Street, Omaha, Nebraska £3131
{Address of princrpal executive offices) {2ip Code)

{402)-536-3677
{Registrant's teiephone nunber,
iNCchiding area cade)

Indicate by check mark whether the registrant (1) has filed al repons required o be filed by
Saecton 13 or 15(¢) of the Secunties Exchange Act of 1934 dunng me preceding 12 menths {or for such
shorter period thas the registrant was required 1o file such reports(s)}, and (2} has been subject to such
filing requirements for the past 90 days Yes X No_,

The number of shares outstanding of 2ach class of the issuers commorn stock, as of August 10, 1998:

Common Stock 308 479,016 shares
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Condensed Statements of Operations
(unaudited)

Three Menths Ended Six Months Ended

June 30, June 30
{doljars in millions, except share data] 1988 1997 1998 1997
Revenue $ 103 $ 8 $ 180 $ 181
Costs anc Expenses:
Operating expenses 49 41 91 80
Depraciation and amartization 7 5 13 10
General and administrative expenses 55 19 103 35
wWrite-0if of in process research & cevelopment s - 118 .
Total costs and expenses 228 65 322 125
Earnings (Loss) from Operatons [123) 16 (132) 36
Other income (Expense):
inieresy INcome 45 8 71 15
Interest expense, net (38) {4) (40) {7)
Other, net, principally equity iosses of
unconsohdated entites (4] (3 28} {8)
Totat other incorne 5 1 5 2
Earnings (Loss) Before Income Taxes and
Discoinunued Operations {(118) 17 {127} 38
Income Tax (Prowvision) Benefit 2 {5) 5 [12)

Earnings (Loss) from Continuing Operations (115)
Discontinueg Operations:
Gain on spht-off of constructicn operations -
Gain on disposition of energy business,
net of income tax expense of $174 -
Energy, net of income tax expense of $5 and $7 -
Construction, net of income 12x expense of $23 and $33 -
Eamings from discontinued op#rauons

12
9
35
= 44

Net Eamings (Loss) £.016) & 356 §.810 £._91

Eamings (Loss) Per Share:
Continuing Operations:

(122) 28

Basic & _(39) § 06 § (41) £0712

Diluted i {39 308 3 _(47) £ 012
Discontinued Operatians:

Basic - 3 03 $314 $.008

Diluted o 2 03 3314 $ 008
Net Eamings (Loss):

Basic £ (39 209 § 273 3017

Diluted 3.{39) §.09 3273 3017

Net Earnings (Loss), exciuding gan on
split-off of construction operations:
Basic 5039 2. 09 S &8 0.7
Diluted $ (39 .09 3 68 £ 017

See accompanying notes to consalidated condensed financial stalements.

[
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consoiidated Condensad Balance Sheels
June 30, December 27,
1998 1997

(dollars in miljichs . sxcept share data’ {Jnaudited]
Assets
Current Agsets

Cash and cash equivalents 3 801 s &

Marketable securities 2,959 678

Restricted secunties 25 22

ACCOURTS receivanie 61 42

Investment in discontinued operaiions - energy .

643

Other _ 28 22
Torai Current Assets 3,874 1,484
Property, Plant ano Equpment, iess accumulated depreciation

and amorhization of $224 and $228 349 184
investments 341 383
Investment in Discontinued Operations - Construction - €52
Other Assets 155 66

34019 32778

See accompany!ig hotes 1o consolidated condensed financial statements.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Condensed Balance Sheets

Juns 30, December 27,
15328 1997
{dollars g millicns, except share datay {unaudited)
Liabihkes ang Stockholders’ Equity
Current Liabilities
Accounts payable $ 82 $ 3
Current porton of long-term: debt 5 3
Accried reclamation and olher mining costs 13 19
Accrued interest 35 2
Deferred income taxes 14 15
Income taxes payabie 34 -
Other 22 18
Total Gurrenr Liabities 175 89
Long-Term Debt, less current portion 2137 137
Deferred Income Taxes 65 83
Accrued Regciamation Costs 11 100
Other Liabilues 140 140
Stocknolaers’ Equity:
Preferred stock, no par value, authcnzed 10,000,000 sharas;
no shares oulstanding in 1588 and 1957 - .
Common Siock, $.01 par velue in 1998
Common Stock {Class D in 1997), awhorized 500,000,000 shares;
306,252,930 snares outstanding in 1988 ang
271,034,280 outstanding in 1997 3 8
Ciass B, no shares ouistanding 11 1997 -
Crass C. 10,132,343 cutstanding in 1997 1
Additienai paid-in capital 881 427
Accumularted other comprehensive income (icss) 8 (5)
Retanec garnings L1399 1,799
Total Stockholaers' Equity 2,101 2230
4719 $2773

See accompanying notes 1o consolidated condensed financial statements.
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LEVEL 3 COMMUNICATIONS, INC., AND SUBSIDIARIES
Consolidated Condensed Statements of Cash Flows
{unaudited)

Six Months Enceg

June 30
{doliars in muiions;} 1998 1997
Cash flows from continuing operations:
Net cash provided by (used in) continuing operations $ (158) $ 107
Cash flows from investing activities:
Proceeds from sales anc maturiies of markelable securities 2,484 99
Purchases of marketabie securities (4,713} {102)
invesiments {22} (23)
Proceeds from saie of property, piant and equipment and other investments 26 -
Capital expenditures (144) (12)
Other - 1
Net cash used in inveshng actvities {2,369) (37)
Cash flows from financing activities:
Payments on long-term debt including current portion 5 (2)
issuance of long-term aebt 1,937 16
Issuances of common stock 21 5
Proceeds from exercise of stock options 7 -
Dividends paid - (12)
Exchange of Class C Stock for Common Stock, net 122 72
Net cash provided by financing actvities 2,082 79
Cash flows from discontinued operatons:
Proceeds from saie of energy operations 1,159 -
Investments in discontinued energy operations -
an
Net cash provicet by (used in) discontinued operations 1,189 17
Cash and cash equivalents of C-TEC at the beginning of 1997 - (78)
Net change in cash and cash equivalents 714 56
Cash and cash equivalents at beginning of year 87 147
Cash and cash equivatents at end of penod $ 80 3 203

The activities of the Construction & Mining Group have been removed from the Consciidated Concdensed
Statements of Cash Flows.

See accompanying notes 16 consolidatad condensed financial statements.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Statement of Changes in Stockholders’ Equity
Far the six months ended June 30, 1898
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F-58¢

(unaudited)
Class Common Owner
B&C Stock Addihonat Accumulated
Common {Class D Paid-in Comprenensive Retainad
{dollars i mihons) Stack i 1897) Capital income {Los3) Earnings Tota)
Baianca at
Decembper 28, 1957 $ 1 $ 8 $ 427 $ {5) $ 1798 $2.230
Common Stock.
1ssuance of Common Stock - K 173 - - 174
Sipck ophons exeraised - 1 7 . %)) 7
Cesignation of par
vaiueto .01 - {8) B - - -
Stock dvigend - 1 m - - -
Stock option grants . 19 - . 11
income tax benéht from
exercise of options - - 1 - - 1
1ssuance of Class R Stock - - 92 - (92) -
Forced conversion of Class
R Stack 10 Commen Siock - - 72 - (72) -
Class C Stwock:
Repurchases - - {25) - - (25}
Canversion of debentures - - 10 - - 10
Nez Earnings - - - - 810 810
Otner Comprehensivs
Loss - - (@) . (2)
Split-off of the Construction
& Mining Group k)] : __ 84y 15 {1045} (1,125
Balance at
June 30, 1998 $oe  S.ad £8O1 £ __8 §£1399  §2301

See accompanying notes 0 consaiidated conaensed financial statements.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes 1o Consolidated Condensed Financial Statements
1. Basis of Pregentation

The consolidaied condensed halance sheet of Level 3 Communications, INC and subsidiaries ("Level 3"
or the "Company”}, at December 27, 1997 has been condensed from the Company's audited balance
sheet as of that date. Ali other financial statements conta:ned heréin are unaudited and, in the opinion of
management, contain all adjustments {consisting anly of normaj recurring accruals) necessary for a faur
presentation of financial position, results of operations and cash flows for the penods presenied. The
Company’s accoynting palicies and certain other cisclosures are set forth in the notes to the consalidated
financial statements contained in the Company's Annuai Report on Form 10-K, a8 amendea, for the year
ended December 27, 1887. These financial s:atements should he read in comnjunction with the
Company's audited consolidated financial statements and notes theretc. The preparation of the
consohdated condensed financial statements in contormity with generally acceptes accounting principles
requires management to make estimates and assumptons that affect the reported amount of assets and
abilities, disclosure of contngent assets and habilties and the reported amount of revenue and
expenses dunng the reported périod. Actua! results coulc differ from these estimates.

in 1997, the Company agreed to sell its energy assets to CalEnergy Company, Inc. ("CalEnergy™) and to
separate the construction opersations (“Construction & Mining Group”) from the Company On January 2,
1998, the Company completed the sale of s energy assets to CalEnergy. On March 31, 1898, the
Company completed the spiit-off of the Construction & Mining Group to stockhoiders that held Class C
Stock. Therefore, the assets and lapiities and results of operations of both businesses have been
classified as discontinued operations on the consolidated condensed balance sheet, statements of
operations and casn flows for ali perods presented.

The Company is currently developing agvanced business support systems. The external direct costs of
software, materials and services, payroll and payroll related expenses for employees directly associated
with the project, and interest costs incurred when develcping the business support systems are
capitalized. Upon completion of the project, the total cost of the business support sysiems will be
amortized over its useful life.

The Company is cumrently constructng 1ts communications network.  Costs associated directly with the
uncompleted network and interest expense INcurred during construction are capitalized. As segments of
the network bacame operational, the assets will be depreciated over thewr useful iives.

The capitalized business support systems and network construction costs incurred to gate have been
classified as assets under construction within Property, Plant & Equipment in the accompanying
consoligated balance sheet.

The results of operations for the three and six months ended June 30, 1998, are not necessarity
indicative of the resuits o be expected for the full year,

On May 1, 1898, the Company's Board of Directors changed Level 3's fiscal year end from the last
Saturday in December to a calencdar year end. The additional five days in the 1998 fiscal year will be
reflected in the Company's Form 10-K for the period ended December 31, 1298

Where appropriate, items within the consolidated condensed financial statements have been reciassified
from the previous penods to conform to current period presentation.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Condensed Financial Statements
2. Reorganization - Discontinued Construstion Qperations

On March 31, 1868 a separation of the Company's Construction & Mining Group and Diversified Group
was completed thraugh the spit-off of the Constructior: and Mining Group (the “Sphit-off").

The Company recognized a gan of $608 milion equal to thie chfferance between the carrying value of
the Constructort & Mining Group and is fair value m accordance with the Financial Accounting
Standards Hoard Emerging Issues Tax Force 1ssue 864, No 1axes were provided on this gan dus to the
tax-free nature cf (e Spiit-off. The Company then reflected the far vajue of the Construction & Mining
Group as a distribution 1o the Class C stockholders

in connection witn e Splitoff. Level 3 and the Construction 8 Mining Group entered into vanous
agreemen!s inciuding a Separation Agreemen! & Tax Sharing Agreement and an amended Mine
Managerment Agreement.

The Separation Agreement, as amenaed, provides for the aliocation of cenain risks and responsibilities
between Lavet 2 and the Construction & Mining Group and for cross-indemnifications that are intended to
altocate financial responsibiiity to the Constiuction & Mining Grouwp for liatilities arising out of the
construction business and to allocate o Level 3 financal resgonsitility for liabiities arising out of the
non-construction businesses. The Separaticn Agragment also ailocates certain corporate-ievel risk
exposures not regdily allocabie 1o either the construction businesses or the non-construction businesses.

Under the Tax Shanng Agreement, with respect to percds, or porlions thereet, ending on or befere the
Split-off, l.evel 3 and the Constructon & Mimiag Group generaily will 5¢ responsible for paying the taxes
refating to such returmns, including any subseguent adjustments resulting from the redetérmination of
such lax lapilites by the applicabie taxing authorities, that are aiiccable to the non-construction
Businesses and construction businesses, respecuvely.  The Tax Shanng Agreement aiso provides that
Level 3 and the Ceonstruction & Mining Group will indemmify the oiner from cenain taxes and expenses
that ‘wouid be assessed if the Spiit-off were determined 10 pe taxabile, but solely (o the extent that such
determination arose out of the breach by Level 3 or the Construction & Mining Group, respectively, of
cerlain represeniations made 1o the Internal Revenue Service in connection with the private letter nuling
issued with respect 1o the Split-off. !f the Spul-off were determined 10 be taxable for any other reason,
those taxes would be aliocaled equally to Level 3 ang the Construchion & Mining Group.  Finally, under
cenain cicumstances, Lavel 3 would miake carain liquidated damage payments o the Constructon &
Mining Greup if the Split-off was determined to be taxable, in crder lo indirectly compensate Class C
stockholders for taxes assessed upon therm in that event.

In connection with the Spit-off, the Mine Management Agreement, pursuant to which the Construction &
Mining Groug provides mine management and reiated services o Level 3's coal mining operations, was
amendedq to provide the Construction & Mining Group with 2 right of offer in the event thar Level 3 were
10 determine 1o set! any cr ali of its coa! mining properties. Under the right of offer, Level 3 would be
required to cffer 1o seil those properties 1o the Censtruction & Mining Group. it the Construction & Mining
Group were to decline 10 purchase the properties at that price, Level 3 would be free 1o seli them 1o a
third parnty for an amount greater than or equal o that gnice. f Level 3 were 10 seil the properties to a
third party, thus terminating the Mine Management Agreement 1 wouid be required to pay the
Construction 8 Mining Group an amount equal to the discounted present value of the Mine Management
Agreement, determined. if necessary, by an appraisal process.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

Notes to Consolidated Condensed Financial Statements
2. Reorganization - Discontinued Construction Cperations {cont.)

Fotiowing the Spht-off. the Company’s Common Stock began trading on The Nasaaq National Market on
Apri 1, 1888, under the symbol "LVLT"  In connection with the Spiit-off, the constructan business was
renamed "Peier Kiewil Sons', inc." and the C1ass D Stock hecame the common stock of Level 3
Cormmumcations, inc. ("Commeon Stock™). Accordingly, the separate financia; statements of Peter Kiewit
Sens', inc. shoula be obiained 1o review the financial positon of the Tonstruction & Mining Group as of
iarcr 31, 1898 and December 27, 1897 and the results of operations for the three months ended Marcn
31, 1908 and the thrée and six months ended June 30, 1897,

The Company’s certificate of incorporation gave stockhoiders the ngnt to exchange their Class C Stock
for Class D Stock under a set conversion formula. That right was eliminated as a result of the Spht-off.
To replace that conversion right, Ciass C stockholders recewved 6.5 million shares of a new Class R
Convertible Stock ("Class R Stock™) in January 1328, which was converuble into Level 3 Common Stock
i accordance with terms raufied by stockholders in December 1697. The Company reflected in the
8QUIty accounts the exchangs of the convers.on fight and seuance of the Class R Stock at its fair vatue
of $82 mullion at the date of the Spiit-off

On May 4, 1998, the Board of Directors of Level 3 Communications, Inc. determined to force conversion
of all snares of the Company's Class R Stock into common stock of the Company, effective May 15,
1988. The Ciass R Stock was convered inic Level 3 Common Stock in accordance with the formula set
forth in the Certficate of Incorporation ¢f the Company. The formula provided for a conversion ratio
equal to 325, givided by the average cf the midpaints between the nigh and low sales prices for Level 3
Common Stock on each ¢f the fifieen trading days dunng the period beginning April 9 and ending Apni
3G. The average for tnat period was $32.14, adpsted for the dividend ssued August 10, 1598
Accorgingly, eacn hoider of Class R Stock recsived .7778 of a share of Level 3 Common Stock for each
share of Ciass R Siock neld in totl 8.5 milbon shares of Class R Siock were converted into 5.1 million
shares of Common Stock. The vaiuz of the Class R Stock at the time of the forced conversion was $25
times the 8.5 rwiion shares cutstanding, or $164 milion. The Company recognized the additional $72
miliion of value upon conversian of the Class R Stack to Cammon Stock. As a result of the forced
conversion, cerain adjustments were mace to the cost sharing and risk allocation provisions of the
Separation Agreement and Tax 8haning Agreement between the Company ang Peter Kiewt Sons', inc
which reduced tha costs ang nisks aliocated o the Company.

The Company has embarked on a pian to become a facilities-based provider (that is. a provider that
owns or leases a substzrua ponion of the plant, property and equipment necessary to provide its
services) of a broad range of integrated communicatons sesrvices. To reach thus goal, the Company
plans to expanc substantially the business of its PKS Infarmation Services, Inc. subsidiary and to create,
through & combination of constructon, purchase and leasing of faciiies and other assets, an
mternational, end-to-end, facilites-based communications netwerk (the "Business Pian"). The Company
is designirg e network based on Internet Protocol ("iIP") tecnnology wt order to leverage the efficiencies
of this technology to provide iower cost cammunications services.

3. Discontinued Energy Operations

On January 2, 1998, e Company completed the sale of its energy assets to CalEnergy. Level 3
recognized an aftertax gan on the dwspostion of $324 milon and the after-tax proceeds of
approximately $967 million from the transacticn will be used to fund in part the Business Plan. Results of
operations for the period through January 2, 1998, were not considered significant and the gain on
dispositon was calculated using the carrying amouni of ine energy assets as of December 27, 1997.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Condensed Financial Statements
4. Earnings Per Share

Basic earnings per share have peen compuled using the waighied average number of shares durnng
each pencd. Diluted 8arnings per shaie have been computed by iNcivding Stock opticns conswiered (o
be dilutive common stock equ:valents.

Tne Company had a ioss from contiruing operations for the penods enced June 3C, 1598, tnerefore, ne
potential common shares related o Company stock optons have beer inciuded N the computation of
the diuted earnings per share because the resultng computaton would be anti-giivtive  For the periods
e2nang June 30, 1897, patentally diutive siock options are calcuialed in accordance with the treastry
StcK method which assumes that proceeds from exercise of all oplions are used 1o repurchase common
stock ai the average market value. The aumeer of sharas remaining after the proceeds are exhausted
represent the potent:aily dilutive effect of the optiona.

The foliowing datals the earrungs (108s) per shae calcuztions for Level 3 Common Stock.

Thres Montns Six Montns
Erded June 30 Ended June 30,
1958 19487 1988 1997

Eamings {loss) from contiung operations {in miioris) 5 e $ 2 0% (122) % 28
Earnings from discontinued operations - ' 832 13

Net earmings (ioss) .38 f.21 E..810 & __ 4

Totat number of weighied average shares
outstanding used 10 compaute DaSIC eamings per
share {in thousanas) 301786 245123 295,986 244785

Additiona! dilutive stock ophons 540 540
Tetal number of shares used to compute dilutive
#arnings per share RLZES 245563 2200986 245308
Continuing operations:
Basic earnings (loss) per share g (39 5 __ 06 3. ..(41) § 012
Diluted 2armings {loss} per share $...039 5 08 3 (41 § 412
Discontinued operations:
Basic eamings per share §. - £..03 § 314 3005
Diluted earnings per share - - §__ 03 & 314 S 005
Net earnings (loss):
Basic earnings {loss) per share §_439 .09 §.2713 3 017
Diluted eamings {lcss) per share § (39 3.0 §$ 273 §$_017
Net earmungs (10ss) exclutging gain on sehit-off of
construction operations.
Basic earnings (icss) per share 039 5__08 D17
Diiuted eamings {Ic38) per share $ (39 $ B8 3§ 9017

12
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notss to Consolidated Condensed Financial Statements
4. Earnings Per Share (cont.)

The Company has 19,718 014 options outstanding that were nat included in the computation of diuted
earnings per share because 1o do so woult have been anh-diutive for the threée and six month periods
ended June 30, 1998

Effective August 10, 1988, and December 26 1397, the Company issued diviends of one share and
four shares of Level 3 Common Stock (prewiousty Class D Stock) tor each share of Levet 3 Common
Stock outstanading. Al share information and per share data have been restaied to reflect these
dividends.

§. Acquisitions

On April 23, 1968, the Company acquired XCOM Tecnoiagies. inc ("XCQOM™, a privately held company
that nas deveioped teacnnoicgy which e Company beleves wil provide certan key components
necessary for the Company to deveiop an interface between 118 |P-based network and the public
switched telephone network. The Company issuad approximately 5.3 miliion restricted shares of Level 3
Common Stock and (.8 myiion options and warrants to purchase Level 3 Common Stock in exchange for
all the stack, options and warrants of XCOM

The Company accounted lor this transaction, valueg at $154 milion, as a purchase. Of the total
purcnase price, $115 million was attributable to in-process research and development, and was taken as
a nondeductibla charge to earnings in the second quarter of 15398 The purchase price exceeded the fair
value of the nat assets acquired by 330 milhon which was recognized as goodwill.

XCCOM's 1997 and 1998 operating resuits prior to the acquisition were not significant relative 1o the
Company's resuits

6. Investments

In September 1397 C-TEC Corporation ("C-TEC") announced that its Board of Directors had approved
the planned restructuring of C-TEC ino three publicly traded companies effective September 30, 1997.
Under the terms of the restructuring C-TEC stockholders received stock in the foliowing companies:

Commonwsaith Telephone Enterprises, Inc.. containing the (ocal telephone group and related
engineering business;

Cable Michigan, inc. containing the cable ielewison operation. and

RCN Corporation, Inc. which consists of RCN Telecom Services; C-TEC, existing cable systems in the
Boston-Washington D.C. corriger; and the investment in Megacable $.A. de C.V., a cable operator in
Meaxico. RCN Telecom Services is a provider of packaged local and long distance telephone, video and
intemet access services provided over fiber optic networks to residential custormers.

As a result of the restructuring. Level 3 owns less than 50% of each of the outstanding shares and voting
nghts of @ach entity, and therefore accounts for each entity using the equity method.

11
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Condensed Financial Statemems
§. investments (cont.)

On June 4 1988, Cable Michigan anpouncea that s Board of Dreclors Pad reacheg a definitive
agreement 0 sell the company 1o Avalon Cable for $40.50 per share 1n a cash-for-stock transaction,
subject 0 certain possible closing adjustments.  The fransaction, which 1S subject 1o stockholder and
regulatory approval, i3 expecied to ciose n the fourth quarter of 1898, Level 3 expects 1o recognize a
pre-tax gamn of approximately $90 milhon upon consummation of the wransaction.

The foilowing is summarized financiai information of the three entities created as a result of the C-TEC
restructuring for the three and six months ended June 30, 1998 and 1997, and as of June 30, 1998 and
Daecember 31, 1997 (in millions):

Three Months Six Months
Ended June 30 Enced June 30,
Operations. 1998 19g7 1898 1697
Commonwealth Teleghone Enterprises:.
Revenue $ 56 $ 49 $ 109 $ 95
Net income avarlable to corrmon stockhoiders 5 6 ) 12
Level 3's share:
Net income 2 3 4 (3
Goodwill amortizaton . - _ A1) {1}
Equity in net income §.2 3.3 3 &2
Cabie Michigan:
Revenue $ 22 $ 20 $ 43 $ 40
Net loss availabie 1o common stockhdlders {5 (1) (5) (3
Level 3's share
Net Loss (2) " 3 (2
Goodwil: amortization 4 2) {2 —i2)
Equity ir net ioss i@ L0 £ 0 44
RCN Corporation.
Revenue $ 50 $ N $ 90 $ 51
Net loss available to common stockhoiders 49) % (117} {20)
Lave! 3's share:
Net loss (22) (5 (53) {(10)
Goodwili amartization — . N —
Equity in net loss £.128) &.D 2.{23) 3410}

12
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Condensed Financial Statements
6. Investments (cont.)
Commonweaith
Telepnone Cavle RON
Enterprises Michigan Corporation
Firancial Position: 1568 1987 1588 1887 1998 1697
Current assets $ 71 3 77 % 16 § 23 1,226 S 703
Other assets 3N 303 115 120 827 443
Total assets 402 374 131 143 1,853 1.191
Current hlabilives 78 76 21 16 148 70
Cther habilites 277 280 156 168 1,228 708
Minonty inlesrest - : 14 15 38 18

Total hapiies 35

5

3% _ 19 197 1412 794

Net assets {kabilities) $.47 338 5 (80) § (34) 3441 F 357
Level 3's share

Equity in net assets {habilities) $ 23 0§ 18 $ (299 ¢ (26) % 182 $ 173

Goodwill 56 57 70 72 - 41

a3 L.75 .4 & .48 E082 3214

The Company recognizes gains from the sale, issuance and repurchase of stock by its subsidiaries and
equity metiod investees once any unamonized goodwili associated with the invesiment has been
reduced to zero. During 1998, RCN issued steck in a public offenng and for certain  acquisitions. The
increase m the Company's proportionate share of RCN's net assets as a result of these transactions
elimnated the unamortized goodwill attributable to the Company's investment in RCN ang resulted in a
pre-tax gan cf $21 million 1o the Cempany in the second quarter of 1998

On June 30, 1988, Level 3 owned 48%, 48% and 41% of the outstanding shares of Commonweaith
Teiephone. Cabie Michigan and RCN, respectively. The market value of the Company's investment in
the three entities on June 30, 1998, was $234 mihon, $130 million and $516 miliion, respectively

7. Long Term Debt

On Apnl 28, 1998, the Company received $1.94 billion of proceeds fram an offering of $2 billion
aggregate principal amount 3,125% Senior Notes Due 2008 (the "Ser:or Nates") The Semor Notes are
senior, unsecured obligations of the Company, ranking pan passu with all easting and future senior
unsecured indettedness of the Company. The Senicr Notes contain cedan sovenants, which amang
others, limit consolidated debt, dwitiend payments, and transactons witn affiliates. The Company 18
using the net proceeds of the Senior Notes in connection with the implementation of its Business Plan 10
increase substantiaily its informanon services business and to expand the range of sarvices it offers by
building an advanceq inemational, facilites-based communications network bassd on IF technology.
Dent issuance costs of $85 million have been capitalized and will be amortizea over the term of e
notes. The Compary capitalized $1 million of nterest expense and amortized debt issuance COsts
related 10 network construction and systems development projects in the seconad quaner cf 1898,

13
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Condensed Financial Statements
8. Leve!l 3 Stock Plan

Subsequent 10 the Spit-off, the Company adopted the recognition provisions of Statement of Financial
Accounting Standaras ("SFAS") No. 123, "Accounting for Stock Based Compensation” ("SFAS No 123")
when it adopted an outperform stock optian program {("OS0"). Under SFAS No. 123, the fair value of an
ophon (as computed in accordance with accepted opton valuation models) on the date of grant is
amortized aver the vesung period of the option. The recognition provisions of SFAS No. 123 are applied
prospectively upon adoption, As a resull, they are applied 10 all stock awards granted in the year of
adoption and are not applied 10 awards granted in previous years uniess those awards are modified or
settled in cash after adoptlion of the recognition provisiens.

The OSO program was designed by the Company so that its stockholders receive a market retum on
their investment pefore OSO holders receive any return cn their options. The Company helieves that the
0OS0 program aligns directly management's and stockhciders’ interests by basing stock oplion vajue on
the Company's abitity to outperform the marke! in general, as measured by the Standard & Poor's
("S&P") 500 Ingex. Partcipants in the QSO program do not realize any vaiue from options uniess the
tevel 3 Common Stock price oufperforms the S&F 500 Index. When the stock price gain 1s greater
than the corresponding gain on the S&P 500 index, the value received for options under the OSO plan is
based on a formuta involving a multiplier related 1o the level by which the Level 3 Commen Stock
outperforms the S&P 500 index. To the extent that the Level 3 Common Stock eutperforms the S&P
500, the vaiue of OSOs to an option holder may exceed the value of nor-quaified stock options,

The Company bejieves that the far vaiue method of accounting more appropnately reflects the
substance of the fransaction between an entty that issues stock opuons, or other stock-based
mstruments, and iIs employees and consultants; that 18, an entity has granted something of value 10 an
employee and consultants (the stock option or other instrument) generally in return for therr continued
employment and services. The Company believes that the value of the Instrument granted to employees
and consultants should be recognized in financial statements because nonrecogniticn imphes that either
the instrurments have no value or that they are free to employees and consultants, neither of which is an
accurale reflection of the substance of the transaction Altnough the recognition of the vaiue of the
instruments results in compensation or professional expenses in an entty's financial statements, the
sxpense differs from other compensation and professional expenses in that these charges will not be
settled in cash, but rather, genaraly, through igsuance of comman stock.

The Company believes that the adoption of SFAS No. 123 will result in material non-cash charges 10
operations in 1998 and thereafter The amount of the non-cash charge will be dependent upon @ number
of factors, inciuding the number of oplions granted and the fair value of each option esumated at the
tme of its grant. The expense recegnized for options granted t¢ employees and consuitants for services
performed for the three and six months ended June 30, 19598, was 38 milon and $11 mulkon,
respeclively. On a pro forma bas(s, adepting SFAS No. 123 wouid not have had a material effect on the
results of operations for the three and six montn periods ir 1997
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Condansed Financial Statements
9. Comprehensive income

In the first quarter of 1858, the Company adopted SFAS Nc. 130, "Reporung Comprenensive Income”
The standard requires the display and reporting of comprehensive income which includes all changes in
stockholders’ equity with the exception of additonal investments by stockholders or distnbutions to
stockhoiders. Comprenensive income for the Company includes net earnings (10ss), unreaiizea gains
{losses) on securities and foreign currency transiation adustments, which are charged of crediied to the
cumulative transiation account within stockholders’ eguity.

Comprehensive income (loss) for the Ihree and six months ended June 30, 1898 and 1997 was as
follows (in milhons)

Three Months Six Monthis
Ended June 30 Ended June 30,
1898 1997 1988 1997
Net earnings (loss) $(16) % s6 $80 $ o
Other comprehensive income before tax:
Foreign currency translation adjustments, - (3 1 (1)
Unrealized holding gans {losses) ansing duning period {5 {4) 3 21
Reclassification agjustment for (gains) losses
ncluded in net eamings (3) - (8) ~
Other comprenensive (kiss), before tax {8) 7 (4) 22)
Income tax benefit relatea 1o items of
other comprehensive income 3 1 2 7
Other comprehensive (Igss) net of taxes 5 (8} {Q) (15)
Comprehensive incoma {/oss) 021 £.50 $ 808 & 76

10. New Accounting Pronouncements

In 1997, the Financial Accounting Standards Board issued SFAS No. 131, "Disclosures about Segments
of an Enterprise and Related informauon”, ("8FAS No. 131"), which changes the way public companias
repoit information about segments. SFAS No.131, which 1s based on the management approach 1o
segment reporting mcjudes requirements to report selected segment information quarterly, and entity
widle disclasures about praducts and services, major customers, and geographic data. This statement s
effective for financial statements for periods beginning after December 15, 1997. The Company will
reflact the adoption of SFAS No. 131 in its December 31, 1298 financial statements.

On March 4, 1698, the Accounting Standards Execuuve Commitiee (ACSEC) issueg Statement of
Position 88~1, "Accounting for the Costs of Computer Software Developed or Obtained for Internal Use”
("SOP §8-1"). The effective date of this pronouncement is for fiscal years beginning after December 15,
1998, however, earlier application is encouraged and the Company 18 accoupting for this cast in
accordance with SOP 98-1 in 1998.
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LEVEL 3 COMMUNICATICNS, INC. AN SLIBSIDIARIES
Notes 16 Consclidated Condensed Financial Statements
10. New Accounting Pronouncements (cont.)

COn April 3, 18988, the ACSEC issued Stalement cf Position 98-5, “Reporung on the Costs of Stant-Up
Activities”, ¢"SOP 98-5"), which provides guidance on the financitd reporing of star-up and organization
costs. it requires costs of stan-up activiies and orgaruzation costs to be éxpensaa as incurred. SOP 98-
515 effective for financial statements for fiscal years beginning after December 15 1898. The Company
is required to refiect the nital applicaton of SOP 98-5 as me cumulative effect of a change n
accounting principie, as descnbed in Accounting Prncipies Board Opinion No. 20, Accounting Changes.
As a resuit of the cumulative effect of a change in acccunting treatment, the Company expects to record
a charge to earrings » the first quarter of 1999 for any unamontized start-up or organization ¢osts as of
the peginning of 1989

On June 15, 1598, the FASB issued Statement of Financial Accounting Standards No. 133, "Accounting
for Dervative instruments and Heaging Activiues” ("SFAS No. 133). SFAS No. 133 15 effective for
fiscal years beginnung after June 13, 1999 {January 1 2000 for the Company). SFAS Neo. 133 requires
that all derivaiive instruments be recorded on the balance sheet at e fair value. Changes in the fair
value of denvatives are recorded each period n current earmings or other comprehensive iNComMe,
depending on whether a dervative 1$ designated as pant of a hedge transaction and, if it is, the type of
hedge transaction. The Company does not currently uliize derivauve nstruments, therefore ine
adoption of SFAS No. 133 is not expecied 10 have a significant effect on the Company's results of
operations or s firancial pasition.

41. Business Deveiopments

On Mareh 23, 1898, the Company ana Frontizr Cammunications infernational, Inc, ("Frontier'; entered
inta an agreement (“Frontier Agreerent”) enabling the Company to lease approximately 8,300 miles of
0C-12 network capacity on Frontier's new 13,000 mile SONET fiber optic, IP-capable network currently
wnder construction for a period of up to five vears. The leased network will initially connect 15 of the
jarger cities acress the United States. While requiring an aggregate minimum payment of $165 million
over its five-year term, the Fronter Agreement does no! impose monthly mirimum consumption
requirements cn the Company, allowing the Company 10 order, alter or terminate circuits as it deems
appropriate. The Company expects to recognize these costs as the leased retwork is utilized. beginning
in the third quarter of 1998,

On April 2, 1998, the Company anrounced it had reached a definitive agreement with Umon Pacific
Railroag Company ("Urion Pacific”} granting the Cemparny rights-of-way along Union Pacific's rail routes
for construction of the Company’'s North American intercity netwark. The Company expects that the
Union Pacific agreement wiil sansfy substannially ail of its anticipated right-of-way requirements west of
the Mississippr River and approximately 50% of the right-cf-way requirements for 118 North American
intercity network. The agreement provides for mitial fixed payrnents of up to $8 mullion to Union Pacific
upan execution of the agreement and throughnout the construction period, recurting payments in the farm
of cash, communications capacily, and other communications sarvices based on the numper of conduis
that are operatonal and cerain constructon obligaucns of the Company o provide fiber or conduit
connections for Unicn Pacific at the Company's incremental cost of construction.
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LEVEL 3 COMMUNICATIONS, INC, AND SUBSIDIARIES
Notes 1o Consolidated Condensed Financial Statements
11. Business Developments (tont.)

On June 23, 19988, the Company signed a master easement agreement with Buriington Nerthern ang
Sante Fe Railway Company {("BNSF"). The agreement grants Leve! 3 nght-cf-way access 10 BNSF rail
routes in as many as 28 stares, over wnieh (o cuild its network.  Under the easement agreement, Level 3
will make annual payments to BNSF ara provide communications capacily io BNSF for its internal
reguirenenis. The amount of the annual payments is aependesnt upon the number of conduits installeg,
e number of conauits with fiber, and the number of miles of conduit insialied along BNSF's reute.

On June 18, 1998, Level 3 selected Peter Kiewit Sons'. Inc. ("Kiewit”) 10 build its 15,000 mile intercity
communicaucns netwoik. The ove all cost of the project is estimated 2t $2 bilion. Construction of the
network nas begun in the this quaner of 1998 and is expectet 1o be compieted by 2001, The centract
provides that Kiswit be reimbursed ‘or its costs reiating to all direct and indirect project level costs. In
additon, Kiewit will have the opportumity (o earn an award fee that will be based on cost and speed of
construction. quality, safety and program management. The award fee will be determined by Level 3's
assessment of Kiewit's perfoarmance 0 each of these areas.

12. Othor Matters

Prier to the Spit-off, as of Jaruary 1 of each year. hoigers of Class C Stock had the right ta convert
Ciass C Stock ine Class [ Siock, subject to certain conditions. in January 1898, nolders of Ciass C
Stock converted 2 3 milion shares. with a redempton vatue of 3122 auilion, in 10 21 mifkon shares of
Leva! 3 Common Stock {formery Class D Steck).

The Company is involved in vanous iawsuts, Ciaims and reguialory proceedings incidental 1o os
business. Management beligves that any resulting ability for jegaj proceedings beyond that previded
shouid not materially affect v Company's inancial positior, future resuits of operations or future cash
flows.

13. Subsequent Event

On July 20, 1298, Lavei 3 ertered into a netwerk sonstiuction cost-sharing agreement with INTERNEXT,
LLC, a subsidiary of NEXTLINK Commuricanons, Inc. valued at $700 miior  The agreement calis for
INTERNEXT 10 acquire the night 1o wse 24 fibers and centain asscciated faciities installed ziong the
entire roule of Level §'s 15,000 mile interaity fiker optic netwark n the United States. INTERNEXT will
pay Leve! 3 as segments of the intertity network are completed which wilf affset the capital expenditures
made by the Company for the network.

The network as providad 1 INTERNEXT will not inciudz the necessary electronics that aliow the fiber to
carry communicatiens wansmissions.  INTERNEXT wil be restricted from selling or leasing fiber
unatfiliated compan.es for the next four years. Also, under the terms of the agreement, INTERNEXT has
the right to an additional conduil for 18 exclusive use and 10 share costs and capacity 10 cenain future
fiber cable instaliations in Lsvel 3 conduits.

i7
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management’s Discussion and Analysis of Financial Condition and Resuits of Operations

The fohowing discussion sfiould be read wt conjunction with the Company’s consondated condensed
financia) statements (inciuding the notes therato), included elsewhere here:r.

This documen: contains forward icoking statements and informaticn thal are based on the behefs cf
management as well as assumptions made by and infermanen curfenty available o the Company
When used in this document, tha words "anticipate”, "bejieve”, "estimate” and “expect” and similar
expressions, as they relate to the Company or it$ management, are intended to identify forwarg-looking
statements Such statermnents reflect the current views of the Company with respect 1o future events and
are subject 1o cerain risks, uncertainties and assumptions. Shouid one or more of these nsks or
uncertanties matenaize, or should underlying assumgtions prove incorrect, actual resulls may vary
materiaily from those descnbed in this documant.

Receont Developmeonts
Split-oft

In Ocicper 1996, the Board of Directors of the Company (the "Board”) directed maragement of the
Company to pursue a ising of the Company’s Class D Diversified Group Convertibie Exchangeable
Common Stock, par value $.0625 per share (the “Ciass D Siock’), as a way 0 address certain issues
created by the Company's then two-clags capital stock structure and the need to attract and retain the
best management for the Company's businesses. {uring the course of its examnation of the
consequences of a listing of the Class D Stack, management cencluded that a listing of the Class D
Stock would not adequatcly address these issues, and instead began to sludy a separaton of the
construciion operations ('Construction Group"} from the other businesses of the Company (the
“Diversifiea Group”), therepy forming two independent companies. At the regular meeting of the Board
on July 23, 1997, managemsent submittea to the Board for consideration a proposal for separation of the
Constructen Groyp and the Diversified Group through a split-off of the Construction Group (the “Spiit-
off'). Ala special meeting on August 14, 1997, the Board approved the Split-off.

The separatiorn of the Construction Group and the Diversified Group was contingent upon a number of
condiions, including the favorable ratfication by a maority of the holders of poth the Company's Class C
Construction & Mining Greup Resticted Redeemable Convertible Exchangeable Common Stock, par
value $.0825 per share (the “Class C Stwcek'), and the Class D Siock, and the receipt by Company of an
Internal Revenus Senvice nuling or other assurance acceptanle to the Boarg that the separation would be
tax-free 10 U 8. stockholders. On Decamber 8, 1897, the nolders of Class © Stock and Class D Stock
approved the Split-off and on March 5, 1998, the Company received a favorable private letter ruling from
the internal Revenue Service The Split-off occurred on March 31, 1998 in connection with the Split-
off, (i) the Company exchanged each outstanding share of Class C Stock for one share of Common
Stock of PKS Holdings, Inc. ("New PKS"), the company formed to hold the Construction Group, to which
eignt-tentns of a snare of the Company's Ciass R Convertitie Comman Stock, par value $.01 per share
{the “Class R Stock™), was attacned, (i) New PKS was renamed "Peter Kiewit Sons', nc.,” (i) the
Company was renamed “Level 3 Communications, inc.” and (wv) Class D Stock was designated as
common 5%ock, par value $.01 per share ("Common Stock”). As a result of the Split-off, the Company no
onger cwns any niarest in New PKS or the Construchion Group. Accordingly, the separats financial
statements and management’s discussion and analysis of financial condition and results of operatons of
Peter Kiewit Scns', Inc. shouid be abtained o review the financial position of the Construction Group as
of March 31, 1998 and December 27 1987, and the results of operanons for the three menths ended
March 31, 1898 and the thred and six months ended June 30, 1997
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ILEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management's Discussion and Analysis of Financial Condition and Results of Operations
Recent Developments (cont.)

On March 31, 1998, as a resuit of the Spilit-off, the Company recognized, wilhin discontinued operations,
a gain of $608 milion equal to the difference between ine carrying vaiue of the Construction Group and
its fair value in accordance with Financial Accounting Standaras Board Emerging issues Task Force
issye 964 No taxes were provitded oni this ga:n due !o the tax-free nature of the Split-cff. Also on
March 31, 1898, the Company reflected the far vaiue of the Construchon Group as a distribution to the
Class C stockhoiders.

Listing of Commeon Stock

Effective April 1, 1998 the Company's Common Stock began trading on The Nascag National Market
under the symbol "LVLT "

Conversion of Class R Stock

On May 1, 1998, the Boarg of the Company determined to force conversion of all shares of the
Company’s Class R Stock into Common Stock of the Company. effective May 15, 1998. The Class R
Stock was converted into the Company's Common Stock in accordance with the formula set forth in the
Company's Cenificate of Incorporation. Tne formula provided for a conversion rato equal to $25,
divided by the average of the midpoits between the high and low sales prices for the Company's
Common Stock on each of the fifieen trading 2ays dunng the period beginning April 9 and ending Apni
30, 1998. That average for that period was $32 14, aqusted for the dividend issued August 10, 1898.
Accordingly, eacn noider of Class R Stock received 7778 of a share of Common Stack for each share of
Class R Stock neld. In tetal, the 8.5 million shares of Class R Stock were converted into 5.1 mitlion
shares of Common Stock on May 15, 1888. As a resuit of the forced conversion, certain adjustments
were made 10 he cost sharing and nsk allocation provisions of the Separation Agreement and Tax
Snaring Agreement between the Company and Peter Kiewit Sons’. Inc. which reduced the costs and risks
allocated to the Company.

Conversion of Class C Stock in January 1998

Prior to the Split-off, as cf January 1 of each y&ar, holders of Class C Stock had the ngnt to canvert
Class C Stock into Class D Siock, subject to cetain conditions. In January 1998, nolders of Class C
Steck converted 2.3 million shares, with a redemption value of $122 milien, 1o 21 milion shares of
Level 3 Common Stock (formerly Class D Stock).

CalEnergy Transaction

In January 1288, the Campany and CalEnergy Company, Inc. ("CalEnergy’) ciosed the sale of the
Company's energy assets to CalEnergy (the “CaiEnergy Transaction™). The Company received proceeds
of approximately $1 16 bilion and recognized an after-tax gain of $324 millien in the first quarter of
1998. The after-tax proceeds from this transacton of approximatsely $967 miliion will be used to fund in
part the Company's planned expansion of its information services business and the deveiopment cf an
agvanced international, facilites-based communications network based on Intemet Protocol (“IP”)
technology ("Business Pian").
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management's Discussion and Anatysie of Financial Condition and Resuits of Operations
Recent Developments {Cont.)
Stock Options

Supsequent o the Sphi-off, the Company adopted the recognition provisions of Siatement of Financial
Accounting Standards No. 123, "Accounting for Stock Based Compensaticn” ("SFAS No. 123"} when it
agopted an ocutperform atock option program ("OST"). Under SFAS No. 123, the fair value of an option
{as computed in accordance win accepied opton valualion models) on the daté of grant 1s amartized
over the vesting penad of the option The recognition provisions of SFAS No 123 are applied
prospectively upon adoption. AS a resull they are apphed to all stock awards granted in the year of
adjoption ang are not appiied to awards granted in previous years unless 1hose awards are modfieg or
saftled in cash after agwplion of the racogndtion provisions.

The OSO program was designed by the Cornpany o that its stockholders receive a markst return on
their investment befors 0S0 helders receve any return on wmeir options. The Company believes that the
0S80 program aligns directly management's anc Stockhoiders’ interests by basing stock cption value on
the Company's abilty 1o outperform the masket in general, as measured by the Standard & Poor’s
("S&P") 500 Index Participants in the Q80 program do not reaiize any vaiue from cptions uniess the
Level 3 Common Stock price oulperforms tne S&P 500 Index. When the stock price gain is greater
than the corresponding gain on the 3&P 500 ingex, the value receiveq for options under the OSSO plan s
pased on a formula invoiving a muthglier reialed 10 the level by which the Level 3 Common Stock
outperforms the S&F 500 Index  To the extent that the Levei 3 Caminan Stock outperforms the S&P
£C0, the value of OS0s to an opton hoider may exceed the value of non-quaiified stock options.

Tre Company bhelieves that the far vaiue method of accounting more approprialely reflects the
substance of the transacton between an entity that ssues stock opltans, or ather stock-based
instruments, and its employees andg censultants; that is, an entity nas granted socmething of vaiue t© an
employee and consultanis (the stock option or other instrument) generally in return for their continued
employment and services. The Company beheves that the vaiue of the instrument granted to employees
and consultants showld be recognized in financiai statements because nonrecagnition ymplies that either
the instrumeants have no value or that they are free to employees and cepsultants, neither of which is an
accurate reflection of the substance of the yansaction. Although the recogriton of the vajue of the
instruments resufis in compensatcn and professionat expenses in an entdy's financial siatements, the
expense differs from other compensation and professicnal expenses in that these charges wili not be
settiad in cash, but rather, generaily, through issuancs of common stock.

The Company believes that the adoption of SFAS Na 123 wil result in matenal non-cash charges o
operations in 1998 and therzafler. The amount of the non-cash charge wili be dependent upan a number
of factors, incluging the number of options granted and the fair vaiue of each option estimated at the
time of its grant. The expeénse recognized for optidns grantea to employees and consullants for services
performed for the three and six montns endea June 30, 1998, was $9 midion and $11 mihon,
respactively.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management's Discussion and Analysis of Financia! Condition and Results of Operations
Recent Covelcpments (cont.)
Frontier Agreement

On March 23, 1998, the Company and Frontier Communications International, Inc. ("Frontiar") entered
into an agreement ("Frontier Agreement”) enabling the Company 1o lsase approximately 8,300 miles of
0QC-12 network capacity on Frongier's new 13,000 mile SONET fiber oplic, IP-capablé network currently
under construction for a perioad of up to five years. The leased network will initially connect 15 of the
larger cities across the United States. While requiring an aggregate minimum payment of $165 million
over its five-year term, the Frontier Agreement coes not ympose monthly minimum consumption
requirements on the Company, allowing ine Company to order alter or terminate circulls as it deems
approprigte The Company expects to recognize these costs as ihe leased network is utilized beginning
in the third quarter of 1938

Union Pacific Rights-of-Way

On April 2, 1998, the Company announced it had reached a definilive agreement with Union Pacific
Railroad Company {the "Union Pacific Agreement') granting the Company the use of appreximately
7.800 miles of rights-of-way along Union Pacific's rail routes for construction of the Company's North
American intercity network. The Company expects that the Union Pacific Agreement will sausfy
substantially all of its antcipated rnght-of-way requirements west of the Mississippi River and
approximately 50% of the right-of-way requirements for its North American intercity network. The
agreement provides for initial fixed payments of up to $8 million to Union Pacific upon exacution of the
agreement and throughout the construction pecod, recuinng payments in the form of cash,
communications capacity, and cther commutications services pased on the numbper of conduits that are
operational and certain canstruction cbiigations of the Company to provide fiber or conduit connections
for Union Pacific at the Company's incremental cost of construction.

XCOM Yechnologies, inc. Acquisition

On Apnl 23, 1298, the Company acquired XCOM Technologies, Inc. ("XCOM"}, a privately held company
that has devejoped technology which the Company believes will provide certain key components
necessary for the Company to develop an nterface between iis |P-based network and the public
switched telephone network.  The Company issued appraximately 5.3 million shares of Level 3 Common
Stock ang 0.8 million options and warrants 1o purchase Level 2 Common Stock in exchange for alf the
stock, options and warrants of XCOM.

Tne Company accounted for this lransaction, valuea at $154 million, as a purchase. Of the total
purchase price, $115 million was attributable to in-process research and devalcpment, and was taken as
a nondeductible charge to earnings in the second quarter. The purchase price exceeded the fair value of
the net assats acquired by $3C million which was recognized as goodwill.
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LEVEL 3 CCMMUNICATIONS, INC. AND SUBSIDIARIES
Management’s Discussion and Anajysis of Financial Condition and Results of Operations
Recent Developments {cont.)
Senior Nolss

On Apnl 28, 1833, tne Company recerved $1.54 bilion of proceeds from an offering of $2 pillion
aggregate principal amoun: 9.125% Senwr Notes Due 2008 (the "Semor Notes™)  Trie Senior Noles are
senor, unsecured obligations of the Cempany, ranking pan passu with all existing and future senior
unsecured indebtedness of the Company  The Senior Notés contain certain covenants, which among
othars, imit consolidated debt. dividend payments and transactions with affiliaies. The Comipany is using
the net proceeds of the Senior Notes in connection with the :mplementation of its Business Plan

Burlington Northern Sante Fe Rights-of-Way

On June 23, 1998 he Company $igned a master easement agreement wilh Burlington Northern and
Sante Fe Railroad Compary ("BNSF") The agreement grants Level 3 rignt-of-way access 10 BNSF rai
routes \n as many as 28 states cver wnich 10 buwild its netwark.  Unger the easement agreement, Level 3
wil make annual payments 1o BNSF and provde communcations capacty to BNSF for its intermnal
requiremen:s The amount of the annual payments is gependent upan e number of condurts instalied,
the number of conduits with fiber, and the number of miles of conduit instailed along BNSF's route.

Natwork Censiruction Contract

On June 18, 1998, Level 3 selecien Feter Kiewit Sons', inc. ("Kiewt”) 10 build its 15,000 mile intercity
communcations network. The averall cost of the project is estimaied at $2 bilien.  Canstruction of the
network has begun 1 the thic quarter of 1998 anw 18 expected 1o be completed by 2001. The contract
provides that Kiewit be reimbursed for ds cosic relating to all direct and indirect project ievet costs. In
addition, Kiewit will have the opportunity to @arn an award fee hat will be based on cost and speed of
construchion, quality, safety and program management. The award fee will be determuned by Level 3's
assessment of Kigwit's performance in gach of these areas.

INTERNEXT Agreement

On July 20 1938, Leve! 3 entered mto @ network construction cost-sharing agreement with INTERNEXT,
LLC, a subsidiary of NEXTLINK Communications, Inc. vaiued at $700 milion. The agreement calls for
INTERNEXT te acquire the right 1o use 24 fibers and cenain associated facilites instalied along the
entire route of Level 3's 15,000 mile intercity fiber optic network inn the United States. INTERNEXT will
pay Level 3 as segments of the intercity network are completed which will offset the capital expenditures
made by the Company for the network.

The network as provided 1o INTERNEXT will not inciude the necessary electronics that allow the fiber t©
carry communicatons transmissions. INTERNEXT will be restricted from selling or leasing fiber 10
unaffiiated cornpanies fer the next four years. Aisc. under the terms of the agreement, INTERNEXT nas
the nght 10 an adaiional conduit for its exciusive use and to share costs and capacily in certain future
fiber cable instaliations in Level 5 conauits,

N
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LEVEL 3 COMMUNICATIONS, INC., AND SUBSIDIARIES
Management's Discussion and Analysia of Financial Condition and Results of Operations
Results of Operations

In late 1957, the Company announces a plan to ncrease substantally d4s information services business
and 10 expand he range of services i1 offers Dy buiding an advanced, inlesnational, faclites-pased
COMMuMCALONS network basec on 1P technology. 8ince the Business Pian represents a signficant
expansion of the Company's communicanons and informaticn services business, the Company does not
neiieve tha: the Company's financial conaiten and resuits of operations for prior periods will serve as a
meaningful indication of the Company's fulure financial ondition or resuits of operauons The Company
expects 10 incu! substantiar net operaiing josses for the foreseeable future, and there can be no
assurance that the Company will be ab.g o achieve or sustain operatng profitadiity in the future.

Second Quarter 1998 vs. Second Quarter 1997 [cont.)

Revenue for the quarters ended June 20, is summarzed as foiows (n mafionsj:

1993 aeer
Communicatons ana Infarmation Services $ 35 § 24
Coal Mining 62 54
Other SR 3
10 8

Comunications and Informaticn Services revenue consists of computer outsourcing revenuz of $15
million, systems integratien revenug of $14 millicn and $6 muion of communications revenue from
XCOM. subsequent o its acquisiion on Apri 23, 1338 XCOM's revenue 1S derived pnimariy from
raciprocal compensation fees caid by a regional telepnione company The comparable amounts in 1957
for compuater cutsourcing and systerns integration were $13 milion and $11 minon, respectvely.
Computer oculsourging revenues increased due 1o tne aaaition of several new customeérs throughcut
18597 The increase in systems ntegrauon revenue was pnmaniy attnbutable ¢ $2 miilion of revenue
fram DataBase Technologies. a fim acquired by the Company on Aprii 8, 1898, Revenue from
communications senaces s axpectad 10 increase in the third ang feurth quariers as the Company begins
o recognize revenug from its P related services.

Cea!l mining revenue increased $8 milhon in the second quarnter of 1888 compared 1o the same pericd in
1997. Aaditional allerate source coal sa'es o Commonwealth Edision was pamiaily offset by the
expiration of other long term contracts at the ena of 1937 and lower priced contracts with new custemers
in 1998,

Qpersting Expenges increased 20% n 1998 to $49 milion Overali, margin. as a perceniage of
revenue, was consstent with that of 1857 for the communications and information services businesses.
The eary termination of a large contract in Marcn of this year for the systems integrabon busingess,
resuited in lower staff utlizanon and a decrease in margins. Margins for the compuler outsoursing
bysiness improved as it had incurred signidicant migration costs i the second quarter of 1997 for new
cuswomers. Migration costs are expensed as mcurred and were lower in fhe second quarter of 1853
Margins on coal sales ircreased 2% in the secend quarter of 1988, An increase n sales of the higher
margin akernate source coal was partally offset Dy Jowsr margins oh coaj solg by the Company's mines
If current market conaiions centinue, the Corpany will expenence a significant dechine in coal reverus
and earnings over the next several years as delivery reguiremerts under iong-term contracts decline as
these long-term contracts begin 10 expire.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management's Discussion and Analysis of Financial Condition and Results of Operations
Results of Operations (cont.)
Second Quarter 1998 vs. Second Guarter 1997 (cont.)

Depreciation Experse mcreased 32 mulor in 1998 to $7 mulion  Depreciaton on equipment for
computer autsourcing contracts and cepreciation and amorization of assets acquired In the XCOM
acquisitien are primarily responsiple for the increase. Additional depreciation 's expected beginning in
the third quarter of 1938 when the Compary commences operations on a portion of 1s IP network.

General and Administrative Expanses increased significantly in 1998 to 355 miton fram $18 milion i
1897 primarily due to the cost of activities associated with preparing for the expected launch of the IF
related services in the thira quarter of 1998. The Company incurred incremenial compensaton and trave
costs for the substantial number of naw employees tha: have been hired to begin implementation of the
Business Plan, lega! costs associated with obtaining licensas, agreements and technical faciities and
other development costs associated with the Company's plans 1o begin offering services «n 15 U.E. ciies
in the fall of 1958 In acciton 10 the costs 10 expand the communications and information services
businesses, the Company recorded §9 mdion of noncash compensation and professional service
expenses in the second gquarter of 1898 for expenses recoghized under SFAS No 123, General and
administrative costs are expected to increase significantly in future periods as the Company implements
the Business Pan.

Write-off of In Process Research and Development was $115 million in 1398. The in process
research and development costs were meé pertion of the purchase prnice allocsted to the telephone
network-to-IP network bridge tecrnclogy acquired by the Company in the XCOM transaction and were
estimated through farmal vaication, at $116 muion. in accordance with generally accepted accounting
principlies, the $115 million was taken as a nondeductible charge against earnings \n the second quarter
of 1968

EBITDA which consists ¢f eamings (losses) before interest, income taxes, gepreciahon, amorization
noncash stock-based compensation and other nor-operating income or éxpenses was $8 milion in 1888
and $21 million in 1997 The prnimiary reason for the decrease between periods is the significant increase
in general and aoministrative expenses, described above, incurred in cannection with the implementation
of the Company's Business Plan. EBITDA is commoniy used in the communications industry 1o anaiyze
companes on the basis of operating performance. EBITDA is not intended to represent casn flow for the
periods. See Consolidated Condersed Statements of Cash Fiows,

interest Income increased significantly in 1998 w© $45 miiiion from $8 million in 1887 as the Company's
average cash, cash equivaients and marketable securites balance approximated $3.2 pilion in the
second quarter of 1888. The Company's average cash, cash equivalents anc marketaple securites
balance approximated $625 milion in 1887. Pending ubiization of the cash equivalents and marketabie
securities in implementing the Business Plan, the Company intends (o invest the funds primarily iri
government and governmental agency securities. This investment strategy will provide for Jess yield on
the funds, but is expected 1o reduce the nsk 10 principal prior to using the funds in implementing the
Business Pian.

interest Expense increased signficantly in 1898 1o 336 millien frem $4 milien in 1837  Interest
expense increased substantially due to the completion of the offering of 32 biliion aggregate principal
amouwnt of 9.125% Senior Notes Due 2008 issued on Aprit 28, 1988 The amortization of $65 millicn of
debl issuance costs associated with the Senior Nctes also increased interest axpense in the second
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quarter Tne Company capitatized $1 million of interest expense on network construchon and systems
development proiects.
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LEVEL 3 COMMUNICATICNS, iNC. AND SUBSIDIARIES
Mznagement's Discussion and Analysis of Financial Condition and Resuits of Operations
Resuits of Oparations (cont.)
Second Quarter 1998 vs. Second Quarter 1937 {cont.)

Other Expense, net incregsed shghtiy in 1998 1o $4 milion. The decline 15 due {0 the losses incurred by
ihe Company's equity methed investees, primanly RCN Corporation, Inc. ("RCN") RCN s a full service
provider of iocal, long distance rternet and canie lefevision senvices o primarily residential users in the
densely populateq areas of the Neriheast United States. RCN is meurring sigmificant costs in developing
its business plan incivding the acquisitions Of several ntemer service providers The Company recarded
$22 muticn of equity losses attributable t¢ RCN i the second quarter of 1928 Partially offsetting these
josses was the gain on RCN's slock activity  in 1998, RCN issued stock through a public offering and for
certain acquisitions  These issuances resulted in 3 decrease in the Company's ownership percentage put
an increase in e Company's proponionate share of RCN's equity. The Company first applied this
Increase against the gooawili, previously astapiished for RCN, and then recognized a pre-tax gain of $21
million n the sacord quarter of 1998 Ajsc included in Other Expense are equily eamings in
Commonweaih Telepnone Enerprises, inc., a Peansylvania pubic utity providing telephone service,
equity 1n losses of Cable Michigan, inc., a cable television operater in the State of Michigan, and realized
gains and lesses an the safe of marketabie secunties, nvestments and other assels each notngividually
significant to the Company’s results of aperations

Income Tax Baenefit citfers frorm the siatutery rate in 1998 primanly due to the $115 million
nandeductibie write-cff of the research and davelopment cos!s acgquired in the XCOM acquisition. The
income tax provision in 1997 1s slightly below he statutory rate due primarily to deplstion allowances, tax
exempt interest income and other individually insignificant deductions for tax purposes in excess of that
recegnized for financial reporting purposes.

Six Months 1898 vs. Six Months 1997

Reavenuae for the six months ended June 30, is summarized as foliows (in nuilions):

1998 1897

Commurucations and Infarmation Services $ 65 $ 40
Coal Mining 118 115
Otner _10 )
$.190 $.161

Revenue increased 18% to $180 million in 1998 for the six months ended June 30. 1998 compared to
ihe same period i 1897 Systems integration revenue increased 88% to $26 milion in 1998. The
Company's systems integration business was still 1 its early states of development in 1697 and the
increase in revenue reflects the strong demand for system inleggration services Revenue for the
computer outsourcing business increased 21% to 330 million in 1698, The increase is attributable to the
addition of several new customers in 1987 and early 1988. Tne remaining 38 million communications
revenue s atinibutable to XCOM acquired on Apri 23, 1898.

[
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management’s Discussion and Analysis of Financial Condition and Results of Operations
Results of Operations {(cant.)
Six Months 1898 vs. Six Months 1987 (cont.)

Mining revenue in 1943 was consistent with that of 1997 Increases in aiternate source coai sajes were
offset by a decrease in coai sold from the Company's mines Coal sold from the Company's mines
dechned due to the exgpiration of a jong-term contract in 13997.

Operating Expensss increased 14% to $91 miiiion in 1998. Margin, as a percent of revenue, decreased
10% for the sysieams imegration business as the early terminaticn of a jarge contract resulted in a lower
utiization rats of operating personnel. Gross marging for the computer outsourcing business increased
9% durng the first six months of 1998. Migration costs incurred in 1997 10 implement new outsourcing
contracts were fower in 1998. Margins for the mining business were consistent with the same pericd in
1897. [n 1988 an ncreass 1N higher margin alternate squrce coal sales were partially offset by the
reduced margins on coal seid from e Company’s mines. In 1997, margins were positively effected by
the buyout of a spot coal conwract Under the buyout, the customer was abie 10 cancel its contract
commitments by making a payment equal to 60% af the price of the coal. These groceeds, with no
corresponding costs, resulted in the higher margin for the penod.

Depreciation Expense increased $3 milion during the first six months of 1998 Depreciation on the
computer equipment purchased for general and administrative perscnnel and computer outsourcing
businesses and the depreciation and amortizaton of equipment and goodwill acquired in the XCOM
acquisition, were primarily responsible for the increase in depreciation expense.

General and Administrative Expenses increased significantty in 1998 aue to the expansion of the
commumications & nformation services. The hiring of séveral hundred empioyees 1o implement the IP
business led 1o increases n compensation, relocation and travel expenses. In addtion to regular
compensation, the Company recagnized 311 million of noncasn expense for stock options and warrants
granted in the first half of 1998, The Company aiso incurred approximately $8 milon of professicnal
service fees associated with the initial development of a subslantial, scaiable business supporn
infrastructure, specifically designed to enable the Company lo offer services efficiently to its targeted
customers. In addition, the Company also incurred legal costs associated with obtaining hicenses,
agreements and technical facilities and other development costs associated with the new Busimess Plan.

Write-aff of In Process Rasearch and Development was $115 mithon in 1998 The in process
research and development costs were the poedion of the purchase price allocated i the telephone
network-to-IP network bridge tschnology acquired by the Company in the XCCM transaction and were
estimated through format valuation, at $115 milian. In accordance with generally accepted accounting
panciples, the $115 million was laken as a nondeductible charge aganst earnings 1n the second quarter
of 1998.

EBITDA deciined to $7 milion in 1998 from $46 mulion in 1997, The increase in operating casts and
general and administrative expenses associated with the expanding communications and information
services businesses was primarily responsible for the decine.

Interest Income ncreased to 371 mylier in 1898 from $15 mithon in 1997. The 1.16 bilion proceeds
from the sale of tha energy assets on January 2, and the $1.94 biliion proceeds from the debt offering on
Aprii 28, were primarily responsible for the average cash, cash sguivalents and marketable securities
sajlance increasing from $830 million to $2.8 biliion for the six months ending June 30, 1997 and 1998,
respectively. The increase in the average balance was directly responsible for the increase in interest
ncome.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management's Discussion and Analysis of Financial Condition and Results of Operations
Results of Operations (cont.)
Six Months 1998 vs. Six Months 1997 jcont)

Intsrest Expense increasec to 340 milion in 1988 The :ncrease . irlerest expense is direclly
altrinutabie 1o the :nterest on the Senior Noles and the amoruzaton of the deferred debt issyance cosls.
The nterest expense for 1997 is pnmarily attribJtaple to the agebt on the Califoriia toll road wiich s
nonrecaurse o the Company.

Other Expense, net increased substantaly in 1998 to $26 milion from $€ milian n 1997 due primanly
to increased lesses racognized by the Compary's equity method investee, RCN  Tre Company's share
of these losses appraximated $53 millon in 1288. RCN recognized a cherge to earings of
approximately $52 miliion (Company's share $24 miliion} with respect jo centain costs of the acquisiions
associated wilh in process research and cevélopment activities. Panially offsetting ihese losses was the
gain on RCN's stock activity of $21 mullion Also inciuted in Other Expense are equity eamings n
Commonwealth Telephong Enterpnsss, Ine. equily In iosses of Cabie Michigen, inc., and realizes gains
and losses on the saie of marketable securmies. investments and other assats eacn not ndwvidually
significant to the Campany's results of operations

Income Tax (Provision} Banefit differs from the expecied statutory rate of 38% primanly due to the
nondeductible wiitz-off of the in process research and dzvelopmen! costs alocated i the XCOM
transaction. The effective rate in 1997 s Iower than the expectsd rate due 1 depietion aliowances ana
tax exempt inerest fcame.

Discontinued Operations inciudes the onae-me gain of 3608 mitlion recognize upon the distribution of
the Constructor. Greup to former Class C stocknolder on March 39, 1998. Also included in discontinued
vperations 15 the gain, net of tax, of $324 miicn from the Company's saie of it8 energy assets to
CaEnergy on January 2, 1956,

Financial Condition—June 30, 1898

The Company's working capital increased substantiaily qunng 1998 dus primanly 1o the sate of the
Company's energy assets o CaiEnergy for $1.18 iflion on January 2, 1938 and the $2 bilion issuance
of Semior Nates on April Z8, 1988. The Company's working capital increased $2 3 biflion to $3.7 billion
on June 30, 1938 The Comgpany's operations used $158 milion of cash dunng the first half of 1988,
pnmarily for the payment of incorme taxes ang the costs n mplementng the Business Plan, partially
offset by funas provided by codi Mmining ooeratens.

Investing activites inciude the purchase of $4,713 midion of markelable secunies, the saies and
marturities of marketable secunties af $2,484 millior. $144 million of capnal expenditures, primarly for
the expanaing iP and nformation services business and $2¢ million of investments, principally $18
million for informanon services husinesses. The Company also realized 526 milion of proceads from the
saie of property, piart anc equiprment and oiheér assets.

Financing sources in 1985 consisied primanily of the net procesds of $1.94 hillion from the sale of Senier
Notes i April, the conversion of 2.3 miliion shares of Ciass C Stock, with a redemption value of $122
mikion, into 21 mitlicn shares of Lavei 3 Common Stock (formerly Class D Stock) i January, proceeds
from e saje of Level 3 Common Stock of 321 million ang the exercis# of the Company's stock options
for 87 milkon. The Tompany reflectes i the equity accounts the 3164 million far vaiue of the 1ssuance
andg forced conversion of the Class R Stock during the first half of 1988
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIRDIARIES
Management’s Discussion an Anaiysis of Financial Condition and Results of Operations
Liguidity and Capital Resources

Since late 1997, the Comrparny has substantaily ncreasad the emphasis it places on and the resources
devoted tc its communications and informaton services business. The Company has commenced the
implementation of a plan 10 pecome a faciities-based provider (that is. a provider that owns or ieases a
substantiai porhon of the plant, property anc equiprnent nacessary to provide its services) of a broad
range of integrated communications services.  To reach this goal, the Company plans 1o expand
substaniiaiiy the business of its subsidiary, PKS Information Services, Inc., and 1o create, ihrough a
combinztion of construction, purctiase and ieasing of facities and other assets. an international, end-to-
end, faciities-pased communicatione natwork. The Company 18 designing s network based on P
technology wt order to leverage the afficencies of this tachnology 1o provide Iower Cos! commun.cations
SEIVICeS.

The development of the Business Pian will requie signiicant capital expenaditures, a substanbal portion
of which will be incufred before any significant relaied révenues from the Business Plan are expected to
pe reaized. These expendilures. togelier with the associated oarly operating sxpanses, will result n
substantial negative operating cash flow and substantal net cperanng losses for the Company for the
foreseeable future. Aithnugh the Compary believes that its cost estimates and buid-out schedute are
reasonabie, there can be nc assurance that the actual construchon cosls of the tming of the
expenditures will not deviate fom current estimates. The Company estmates that is capial
expenditures in connection with the Business Plan will be 1 excess of $500 mihon i 1998 and will
approximate $2 billion 1n 1883. The Company's current liquidity in agdition to the net proceeds from the
Senior Note and the cost sharng agreerment with NEXTLINK, should be sufficient 1o fung the currently
cemmitted portions of the Business Plan.

The Company cuwitentiy esimales that the mplementation of the Business Plan, as currently
contempiated, wijl require betwsen $8 ana $10 billion over the next 10 years. The Company's ability tc
implerment the Business Filan a2nd mest (s projected growth ;s dependent upon IS abilty 1o secure
supstanual adaitionai financing in the future. The Company expects to meet jts additional capital needs
with the proceeds from sales or issuance of equity securities, creat facilities and other borrowings, of
additional debt securites The Senor Notes were issued under an indenture which permuis the
Company and i1s subsidiaries to incur substantal amcunts of debt. In addition, the Company may sell of
gispose of existing businesses ar investments to fund partions of the Business Pian. The Company may
sell or lease capacily, its conduits or access 0 its conduits. There can be no assurance that the
Campany will be successful in producing sufficient cash flow, raising sufficient 4edt or equily capital on
terms that it will consider acceptabie, or sefling or leasing fber optic capacity or access 1o its conduits, or
that proceeds of disposhions of the Company's assets wili reflect the asssts’ jntrinsic value. Further,
there can be no assurance that expenses will not exceeq the Company's estimates or that the finanong
needed wil not ikewiss be higher than estimated. Fakire 10 generate sufficient funds may require the
Company 10 delay of apandan socme of its fulure expansion or expenditures, which could have a matenal
adverse effect on the impiementation of the Business Plan.

There can be no assurance tna: the Company will pe able o obtain such financing it and when it is
needed or that, if avaitable, such financing will be oh terms acceptable to the Company. If the Company
is unable to obtain additicnal financing when needed, @ may be required to scale back significantly its
Business Plan and, depending upon casn fow from its existing businesses, reduce the scopa of its plans
and operations.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management's Discussion and Analysis of Financial Condition and Results of Operations
Liquidity and Capital Resources {cont.)

in connection walh implementing the Business Plan, management will continue reviewing the existing
businesses of the Company to dstermine now those dusinesses will compliement the Company's focus on
communications and information services. H 1 is deciged that an existing business is nol compatible
with the communicanhons and nformanocn services business and if a sutable buyer ¢an be found, the
Company may dispose of that business.

New Accounting Proncuitcements

In 1997, the Financial Accounting Standards Board issusd SFAS Na. 131, “Disclosures about Segments
of an Enterprise and Retated Information”, {"SFAS Na. 131") which changes the way public compames
report information about segments. SFAS No.131, which is based on the management approach to
segment reporting includes requirements to report selected segment information quarterly, ang entity
wide disclosures about products and services, major customers, and geographic data. This statement is
sffecuve for financial statements for pericos beginning afier December 15, 1987. The Cempany will
reflect the adoption f SFAS Na. 131 in its December 31, 1998 financial statements.

On March 4, 1998, the Accounting Stancards Executive Committee {AcSEC) issued Statement of
Positicn 98-1, "Accounting for the Costs of Computer Softiware Deveioped or Obtained for Internal Use"
("SOP 98-1"). The sffective date of this pranouncement is for fiscal years beginning afier Decemper 15,
1988, nowever, earlier application is encouraged and the Company is accounting for this cast in
accordance with SOF 88-1 in 1998.

On April 3, 1998, the AcSEC issued Statement of Position 98-5, "Reporting on the Costs of Stant-Up
Activities™ ("SOP 98-5"), which provides guidance on the financial reporting cf stait-up and organization
costs. trequires costs of start-up activities and organizahion costs to be expensed as incurred. SOP 98-
8 s effective for financial statements for fiscal years beginning after December 15, 1988 The Company
15 Tequired 1o reflect the initial apphication of SOP 88-5 as the cumulative effect of a change in
accounting principle. as described in Accounnng Principles Boarg Cpinion No. 20, Accounting Changes.
As a result of the cumuiative effect of a change in accounting treatment, the Company expects o record
a chargé 1o eamings i the first quarter of 1889 for any unamortized start-up or organization costs as of
the beginning of 1999,

On June 15, 1998, the FASB issued Statement of Financial Accounting Standards No. 133, “"Accounting
for Derivative Instruments and Hedging Activites” ("SFAS No. 133"). SFAS No. 133 is effective for
fiscal years beginning after June 15, 1899 (January 1, 2000 ‘or the Company) SFAS No. 133 requires
that ait derivative nstruments be recorqed on the bajance sheat at the far value. Changes in the fair
value of derivatives are recorded each period i current earmnings or other comprehensive income.
depending on whether a derivative is gesignated as pan of a hedge transaction and, if it 1s, the type of
hedge transacton. The Company does not currently utilize derivative instruments, therefore the
adoption of SFAS No 133 is not expected to have a significant effect on the Company's resuits of
operations or its financial position.

The Company has conducted a review of its computer sysiems 10 dentify those systems that could be
affected by the "Year 2000" computer issue, and has developed ang is implementing a plan fo rescive
the issue. The Year 2000 issue results from computer programs wrnitlen with date fields of two digits,
rather than four digits, thus résuiting in the inability of the computer programs to distkinguish between the
year 1900 and 2000.
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Management’s Discussion and Anaiysis of Financial Condition and Results of Operations
New Accounting Pronouncements {cont.)

The Company expects thal iis Year 2000 compliance project wili be compieted before the Year 2000
date change. Dunng the execution of this project, the Company has and will cortinue 1o incur iniemai
stalt costs as weil as consulting and other expenses These costs will be expensed, as incurred, in
compliance with generally accepted accountung pnnciples  The expenses associated with this project, as
well as the relatea potential effect on the Company's earmings is not expected 1o have a material effect
on its future operating results or financial condition. These can be no assurance, however, that the Year
2000 problem will not adversely affecl the Compsriy and its susiness.

Tne Company has reviewsd the guidance 1ssued dy the Securities and Exchange Commission Staff on
August 4, 1998 with respect to Year 2000, ana has begun the process of addressing the additional
information requested by such guidance. The Company wil include the information so requesied in its
fiing on Form 10-Q for the quarter ended Sepiember 30, 1998
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
PART H - OTHER {NFORMATION
kem 2.  Changes in Securities

Pursuant to an agreement dated March 2, 1998, the Company solg 200,000 shares of Commaon Siock,
par vajue $.01 per share to Gieacher Natwest inc., in connecticn with inancial advisory sefvices to be
prowded to the Company at an aggregate purcnase pnce of $4,0C0,600. Tre sale lo Gleacher NatWest
Inc. was made pursuant 1o the exemption from registration contained in Section 4(2) under the Secunties
Act of 1933, as amerded

Pursuant to an agreement an Apni 23, 1998, the Company ssugd 5,255, 534 10 the hoicers of the capital
stock of XCOM Technologies, Inc. in connection with s acquisiticn by the Company. The 1ssuance of
stock 1o the hotders of XCOM Technologies, Inc. capital stock was made pursuant to the exemption from
registration contained in Section 4(2) under the Secunnes Act of 1933, as amended.

itam 8. Exhibits and Reports on Form 8-K

(@) Exhibits filed as part of this report are listed beiow.

Exhibnt
Number

27 Financial Data Schedule
{(t) The Company fied a Form 8-K on Apni 18, 1888, and 8 Form B-K/A on Apni 3G 1898, prowviding
general nformatisn concerning the Company and its Business Plan not otherwise calied for by
Form 8-K.
Tre Company also filed a Form 8-K an June 8, 1998, reporting that on May 29, 1998, the Board of

Directors nan adopled a Stockholders Rights Plan in wrich preferrec stock purchase rights have
peen distributed as a gvidend
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SIGNATURES

Pursuant to the requirements of the Securites ana Exchange Act of 1934, the registrant has duly caused
this report 16 be signed on it pehaif by the undersigned thereunto duly authonzed.

LEVEL 3 COMMUNICATIONS, INC.

Dated. August 14, 1998 $VErnc J. Mortensen
Ernc J. Mortensen

Controller and Principal
Accounting Officer
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

INDEX TO EXHIBITS

Exribit
_Ne.

27 Financial Data Schedule.




