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August 15,2002

Ms. Marlene H. Dortch

Secretary

Federal Communications Commission
445 12th Street, SW, Room TWB-204
Washington, DC 20554

Re:  Application by Qwest Communications International, Inc. for
Authorization to Provide In-Region InterLATA Services in the States of
Colorado, Idaho, lowa, Nebraska and North Dakota, Docket No. 02-148

Application by Qwest Communications International, Inc. for
Authorization to Provide In-Region Inter LATA Services in the States of
Montana, Utah, Washington and Wyoming, Docket No. 02-189

Merger of Qwest Communications International, Inc. and U S WEST Inc.,
Docket No. 99-272

Dear Ms. Dortch:

We are writing to bring to the Commission’s attention a recent Qwest press
release, issued under the penalties of the federal securities laws, that provides additional
evidence that Qwest is now “providing” in-region interLATA services in violation of section
271(a) of the Communications Act, 47 U.S.C. § 271(a). As the Commission has made clear, the
checklist’s “public interest” standard cannot be satisfied by a BOC that is also simultaneously
violating federal law. See Michigan 271 Order, 12 FCC Rcd. 20543, 9297 (1997) (a BOC’s
application flunks section 271(d)(3)(C)’s “public interest” standard where there is “evidence that
a BOC applicant has engaged in discriminatory or other anticompetitive behavior, or failed to
comply with state and federal telecommunications regulations™). Thus, the Commission should
deny outright Qwest’s applications and make clear to Qwest that future filings will not be
considered unless and until Qwest cures its ongoing violations of section 271(a).

More specifically, in its comments on both of the above-referenced applications,
AT&T showed that Qwest sales of “lit fiber IRUs” constituted the provisioning of long distance
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services in violation of section 271. Although Qwest claims that these lit fiber IRUs constitute
the “sale” of long distance assets — and therefore are not telecommunications “services” covered
by section 271(a) — the record evidence demonstrates that Qwest’s lit fiber IRUs are virtually
indistinguishable from private line services.! Indeed, Qwest has aggressively marketed the lit
fiber IRUs to “winback” private line customers that it was required to divest in connection with
the US WEST merger.2

Qwest has now confirmed AT&T’s contention that these lit fiber IRUs are
services contracts and not asset sales. In a July 28, 2002 Press Release entitled “Qwest
Communications Provides Current Status of Ongoing Analysis Of Its Accounting Policies And
Practices” (hereinafter “Qwest IRU Press Release™),” Qwest issued guidance to the investment
community regarding the progress of its internal audit of Qwest’s highly questionable accounting
practices regarding the treatment of IRUs. Consistent with its advocacy before the Commission,
Qwest had in the past maintained for financial accounting purposes that IRUs were asset sales
and, therefore, all the revenue from the sales would be booked up front, rather than spread out
over the life of the IRU, as would be appropriate in the case of “operating leases or [a] services
contract.” Not only does the Qwest IRU Press Release make clear that Qwest is likely to restate
its financial reports to account for the previously sold IRUs as services, it unequivocally states
that “[tJhe company has previously disclosed that it does not plan on any sales of optical capacity
in 2002 that would be treated as sales type leases and require recognition of revenue up front.”

Given that Qwest has announced that it plans to continue selling lit fiber IRU, it
must be the case (assuming the Qwest IRU Press Release is truthful) that Qwest is now treating
these lit fiber IRUs as “services contracts” and not asset sales. And given that it is the purpose of
the securities and accounting laws to ensure that companies account for transactions in the way
that best reflects economic reality, there can be no claim by Qwest now that the lit fiber IRUs
can be considered asset sales for purposes of section 271.

As explained above, the Commission cannot grant Qwest’s application to provide
in-region long distance service at the same time it is violating section 271. Not only would that
reward Qwest for these violations, it would send a further signal to Qwest’s sister RBOCs that
they can obtain an unlawful jumpstart into the long distance market without any serious
consequences. Accordingly, the Commission should reject Qwest’s applications and make clear

! See, e.g., Comments of AT&T Corp., WC Docket No. 02-189, at 140-43 (filed August 1, 2002)
(“AT&T’s Qwest II Comments”). AT&T explained the section 271 violations being committed
by Qwest in greater detail in its May 2, 2002 Comments in CC Docket No. 99-272.

2 AT&T’s Qwest II Comments at 143.

3 A copy of the Qwest IRU Press Release is attached hereto.
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to Qwest that new applications will not be considered until Qwest ceases its sales of lit fiber

IRUs.
Sincerely
/s/ Mark D. Schneider
Mark D. Schneider
C. Frederick Beckner 111
Enclosure
cc: Qualex International
Michael Carowitz
Tony Dale

Maureen Del Duca
William Dever
Charles Helien
Janice Myles

Gary Remondino
Peter A. Rohrbach

John Stanley
Elizabeth Yockus
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Back to Press Releases

Qwest Communications Provides Current Status Of Ongoing
Analysis Of Its Accounting Policies And Practices

Company Withdraws Guidance For Full-Year 2002; Will Report Results For Second
Quarter 2002 And Guidance For 2002 On August 8

DENVER, July 28, 2002 - Qwest Communications International Inc. (NYSE: Q) today
announced the current status of the ongoing analysis of its accounting policies and practices,
including its policies and practices with respect to revenue recognition in connection with sales of
optical capacity assets (IRUs). Earlier this year the company and its board of directors began an
analysis of, among other things, revenue recognition and accounting treatment for optical
capacity sales (particularly sales to customers from which the company agreed to purchase
optical capacity assets), the sale of equipment by the company to certain customers and
changes in the production schedules and lives of some of its directories.

Based on the analysis to date, the company has determined that it has in some cases applied its
accounting policies incorrectly with respect to certain optical capacity asset sale transactions in
1999, 2000 and 2001. Certain adjustments may be required to correct the period in which the
revenue was recognized with respect to some transactions, and other adjustments may be
required to reverse the recognition of revenue with respect to other transactions. In addition,
further adjustments are required to account for certain sales of equipment in 2000 and 2001
that the company had previously determined had been recorded in error. In the fourth quarter of
2001, the company reduced revenue and adjusted EBITDA related to these equipment
transactions. The company has also determined that in a limited number of transactions it did
not properly account for certain expenses incurred for services from telecommunications
providers in 2000 and 2001.

The company is continuing to analyze its accounting policies and practices in consultation with its
new auditor, KPMG LLP. When the company completes its analyses, it expects to restate its
financial statements for prior periods. The company will attempt to conclude these analyses
promptly. However, as a result of the change in the company’s auditors and the ongoing
investigation by the Securities and Exchange Commission, the company cannot state with
certainty when a restatement will be completed. In the meanwhile, the company will seek to
comply with its reporting requirements under the securities laws and the rules of the New York
Stock Exchange in light of the constraints on completing the restatement.

The company also announced it is withdrawing its financial guidance for the full year 2002 as

management reassesses the impact of continuing weakness in the telecommunications sector
and the regional economy in the company’s 14-state local service area, as well as competitive
pressure. The company announced that it will report its results for the second quarter of 2002
and revised guidance for the full year on Thursday, August 8, 2002.

Optical Capacity Sales

The company analyzed its application of the revenue recognition policies approved by its
previous auditor, Arthur Andersen LLP, with respect to optical capacity sales and concluded that
those policies were incorrectly applied to optical capacity asset transactions in 1999, 2000 and
2001 which totaled approximately $1.16 billion in recognized revenue, and which represented
approximately 18 percent of the optical capacity asset transactions in this period. Of this
amount, revenue of $591 million was recognized by the company after June 30, 2000, the
effective date of the merger of Qwest and U S WEST Inc. (the company that was deemed the
accounting acquirer and whose financial statements were carried forward as those of the
combined company). $571 million was recognized by Qwest before June 30, 2000 and therefore
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not included in the company’s historical financial statements. KPMG has not participated in this
initial analysis of these transactions.

The $591 million of revenue recognized with respect to the optical capacity asset sales identified
in the company’s initial analysis represented 1.4 percent and 1.8 percent of total revenue in
2000 and 2001, respectively, and 24.5 percent and 34.5 percent, respectively, of total revenue
from optical capacity asset sales in those years. The gross margin for those transactions
represented 1.7 percent and 2.4 percent of total adjusted EBITDA in 2000 and 2001,
respectively, and 20.2 percent and 35.2 percent of total gross margin for optical capacity asset
sales in those years.

The company, in consultation with KPMG, is now analyzing the application of the company’s
accounting policies to all of the company’s optical capacity sales transactions. The company, in
consultation with KPMG, is also analyzing the appropriateness of the accounting policies
themselves. The company believes that, whether as a result of these continuing analyses or the
ongoing investigation by the SEC, the company may conclude that the company recognized
revenue inappropriately with respect to the transactions identified in the initial analysis and
other optical capacity sales and that the amount of the additional revenue adjustments may be
significant. For example, if the company were to determine that certain of the policies as applied
to all optical capacity sales were inappropriate, the company may be required to restate its
financial statements with respect to optical capacity sales affected by such policies, which could
be all optical capacity sales in the relevant periods.

The company has previously disclosed in its annual report on form 10-K that the amounts of
revenue and gross margin attributable to all optical capacity sales in 2000 and 2001 were as
follows: (1) revenues of $468 million, or 2.8 percent of total revenue, in 2000 and $1.013 billion,
or 5.1 percent of total revenue in 2001 and (2) gross margin of $232 million, which is 3.4
percent of adjusted EBITDA, in 2000 and $486 million, which is 6.6 percent of adjusted EBITDA,
in 2001. On an after-tax basis, the gross margin of all optical capacity sales was approximately
$140 million and $290 million in 2000 and 2001, respectively. Any adjustment of all revenue for
optical capacity sales may have a material affect on operating income, net income or earnings
per share. Depending upon the ultimate determination of the appropriate accounting treatment,
any decreases in these amounts in the periods in which they have been recorded would be
partially offset by the amounts that would be recognized over the lives of the agreements if the
optical capacity asset sales were instead treated as operating leases or services contracts. The
company has previously disclosed that it does not plan on any sales of optical capacity in 2002
that would be treated as sales type leases and require recognition of revenue up front.

The company expects to restate its financial statements for prior periods when it completes its
analyses of its accounting policies and practices for optical capacity sales. At this time, the
company is unable to estimate the effect of the revenue adjustments in any period, since the
determination of the amounts of revenue that may be reversed altogether or deferred to
subsequent periods will depend upon which accounting policies, if any, are determined to be
inappropriate.

Equipment Sales

The expected restatement of the company’s financial statements will also include adjustments
for three transactions relating to the sale by the company of equipment to other parties. Two
transactions involved related agreements to provide services to or buy services from the
company. The variances that were identified were the result of the determination that the
revenue and/or profit in these transactions were incorrectly recognized upfront and should be
deferred. The total amount of revenue and adjusted EBITDA of all these equipment sales in 2000
and 2001 is as follows: (1) revenues of $100 million or 0.6 percent of total revenue, in 2000 and
$183 million, or 0.9 percent of total revenue, in 2001 and (2) adjusted EBITDA of $80 million,
which is 1.2 percent of adjusted EBITDA, in 2000 and $82 million, which is 1.1 percent of
adjusted EBITDA, in 2001. The company has already reduced revenues and adjusted EBITDA by
$73 million and $124 million, respectively, in the fourth quarter of 2001 to adjust for these
transactions. The proposed further adjustments either defer the revenue and gross margin
originally recognized up front or adjust the previous correction in the appropriate quarter. The
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company is continuing to discuss the accounting for these transactions with KPMG.
QwestDex

The company, in consultation with KPMG, is also analyzing certain accounting policies and
practices with respect to its QwestDex directories business, including, among other things, the
changes in the production schedules and lives of some of its QwestDex directories. If the
company were to determine that any of these policies and practices were inappropriate, the
company believes a restatement would include adjustments as to the timing of the revenue
recognized under such polices and these adjustments may be significant.

Telecommunications Services

During 2000 and 2001 the company received services from third party telecommunications
providers and paid such providers but did not record the cost entry for such services properly.
The company has preliminarily estimated that 2000 costs were overstated by $15 million, which
is 0.2 percent of adjusted EBITDA and 2001 costs were understated by approximately $113
million, which is 1.5 percent of adjusted EBITDA.

CEO and CFO Statements

An order issued by the SEC in June 2002 requires the chief executive officer and chief financial
officer of the company, and 944 other publicly traded companies, to state or assert (or to explain
why they are unable to state) in a filing with the SEC by August 14, 2002 that, to the best of
their knowledge (based upon a review of the respective company’s annual report on Form 10-K
for the most recent fiscal year and all reports on Form 10-Q, all reports on Form 8-K and all
definitive proxy materials of the company filed with the SEC after the Form 10-K and except as
corrected or supplemented in a subsequent covered report), the covered reports (1) did not
contain an untrue statement of material fact as of the end of the period covered by the
respective report (or in the case of a report on Form 8-K or definitive proxy materials, as of the
date on which it was filed with the SEC) and (2) did not omit to state a material fact necessary
to make the statements in the respective report, in light of the circumstances under which they
were made, not misleading as of the end of the period covered by the report (or in the case of a
report on Form 8-K or definitive proxy materials, as of the date on which it was filed). The
company’s chief executive officer and chief financial officer joined the company in June 2002 and
July 2002, respectively.

The company said that these officers currently intend to explain in the sworn written statements,
which they intend to submit to the SEC by August 14, 2002, that they will be unable to make the
statement specified in the SEC order because of the expected restatement of the company’s
financial statements, the ongoing analyses by the company and KPMG of the accounting policies
and practices of the company and the ongoing investigation by the SEC, among other reasons.

Review of Second Quarter Financial Statements

KPMG has informed the company that due to the identification of the adjustments that the
company believes it is required to make in its financial statements, the ongoing analyses by the
company and KPMG of the accounting policies and practices of the company and the inability of
the company’s chief executive officer and the chief financial officer to make the assertion
referred to above, KPMG is not able to complete all the procedures necessary to finalize its
review of the financial statements to be inciuded in the second quarter 2002 report on Form 10-
Q required by the regulations under the federal securities laws. Although the company does not
anticipate that the failure to obtain this review will have a material adverse effect on the
company, there can be no assurances in this regard.

Update on SFAS 142 Impairment Charge

As stated in the company’s Form 10-Q for the period ended March 31, 2002, the company
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expected an impairment of the carrying amount of its goodwill upon adoption of the transition
provisions of FASB Statement No. 142. That impairment was estimated to be in the range of $20
to $30 billion. The methodology used to calculate this range is being evaluated by our new
auditors KPMG. Prior to filing its Form 10-Q for the period ended June 30, 2002, the company
will either have to determine whether any changes to the methodology will require a change in
the previously disclosed estimate or the company will have to update its disclosure of the
estimated impairment charge.

Definitions: For purposes of this release, “adjusted earnings before interest, taxes, depreciation
and amortization” ("adjusted EBITDA") does not include non-recurring and non-operating items,
which for the relevant periods includes restructuring changes, merger-related and other charges,
asset write-offs and impairments, gains/losses on the sale of investments and fixed assets,
gains/losses on sales of rural exchanges, and changes in the market values of investments. The
company uses adjusted EBITDA as a measure of its operating performance. The company
believes that adjusted EBITDA is important to investors in the company’s debt and equity
securities and to analysts that cover these securities because it is one measure of the income
generated that is available to service debt. Adjusted EBITDA does not represent cash flow for the
periods presented and should not be considered as an alternative to cash flows as a source of
liquidity. Moreover, the items excluded from the calculation of adjusted EBITDA are significant
components in understanding and assessing the company’s financial performance. The
company’s definition of adjusted EBITDA is not necessarily comparable with EBITDA (earnings
before interests, taxes, depreciation and amortization) or adjusted EBITDA as used by other
companies or with similar concepts used in the company’s debt instruments. Adjusted EBITDA is
reported as a complement to the financial results in accordance with generally accepted
accounting principles and is presented to provide investors additional information concerning the
company’s operations.

About Qwest

Qwest Communications International Inc. (NYSE: Q) is a leader in reliable, scalable and secure
broadband data, voice and image communications for businesses and consumers. The Qwest
Macro Capacity® Fiber Network, designed with the newest optical networking equipment for
speed and efficiency, spans more than 175,000 miles globally. For more information, piease visit
the Qwest Web site at www.qwest.com.

HHEH

This release may contain projections and other forward-looking statements that involve
assumptions, risks and uncertainties. Readers are cautioned not to place undue reliance on these
statements, which speak only as of the date of this release. These statements may differ
materially from actual future events or results. Readers are referred to the documents filed by
Qwest Communications International Inc. (together with its affiliates, "Qwest”, “we” or “us”) with
the Securities and Exchange Commission (the “SEC"), specifically the most recent reports which
identify important risk factors that could cause actual results to differ from those contained in
the forward-looking statements, including but not limited to: the duration and extent of the
current economic downturn in our 14-state local service area, including its effect on our
customers and suppliers; any adverse outcome of the SEC’s current inquiries into Qwest'’s
accounting policies, practices and procedures; adverse results of increased review and scrutiny
by regulatory authorities, media and others (including any internal analyses) of financial
reporting issues and practices or otherwise; rapid and significant changes in technology and
markets; failure to achieve the projected synergies and financial results expected to result from
the acquisition of U S WEST, and difficulties in combining the operations of the combined
company; our future ability to provide interLATA services within our 14-state local service area;
potential fluctuations in quarterly results; volatility of Qwest’s stock price; intense competition in
the markets in which we compete; changes in demand for our products and services; adverse
economic conditions in the markets served by us or by companies in which we have substantial
investments; dependence on new product development and acceleration-of the deployment of
advanced new services, such as broadband data, wireless and video services, which could
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require substantial expenditure of financial and other resources in excess of contemplated levels;
higher than anticipated employee levels, capital expenditures and operating expenses; adverse
changes in the regulatory or legislative environment affecting our business; adverse
developments in commercial disputes or legal proceedings; and changes in the outcome of
future events from the assumed outcome included by Qwest in its significant accounting policies.
The information contained in this release is a statement of Qwest’s present intention, belief or
expectation and is based upon, among other things, the existing regulatory environment,
industry conditions, market conditions and prices, the economy in general and Qwest’s
assumptions. Qwest may change its intention, belief or expectation, at any time and without
notice, based upon any changes in such factors, in Qwest’s assumptions or otherwise. The
cautionary statements contained or referred to in this release should be considered in connection
with any subsequent written or oral forward looking statements that Qwest or persons acting on
its behalf may issue. This release may include analysts’ estimates and other information
prepared by third parties for which Qwest assumes no responsibility. Qwest undertakes no
obligation to review or confirm analysts’ expectations or estimates or to release publicly any
revisions to any forward-looking statements to reflect events or circumstances after the date
hereof or to reflect the occurrence of unanticipated events.

The Qwest logo is a registered trademark of, and CyberCenter is a service mark of, Qwest
Communications International Inc. in the U.S. and certain other countries.

Contact Information:

Investor Contact Corporate Media Contact
Stephanie Comfort Tyler Gronbach
800-567-7296 (303) 992-2155
IR@gwest.com tyler.gronbach@qwest.com

http://www.qwest.com/about/media/pressroom/1,1720,1070_archive,00.html?printVersion...

Page 5 of 5

8/15/2002




