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elements in addition to those required by the FCC, and (b) prohibit the state regulatory commission
from regulating high speed Internet access services—which includes all services and underlying facilities
that provide transmission to the Internet or has the capability of transmitting data in excess of generaily
144kbps/150kbps (or an ISDN line equivalent of traffic). If this legislation is passed in a state in which
we operate, it could have a material adverse effect on our ability to offer broadband access services in
that state and limit the state regulatory agencies’ ability to create new unbundling requirements on the
ILECs.

COMPETITION

The telecommunications industry is highly competitive. We believe that the principal competitive
factors affecting our business are customer service, competitive pricing, accurate billing and, to a lesser
extent, variety of services. Our ability to compete effectively depends upon our ability to maintain high
quality, market-driven services at prices that are competitive with those charged by our competitors. To
maintain our competitive posture, we believe we must be in a position to match significant price
movement of our primary competitors. Many of our current and potential competitors have financial,
personnel and other resources, including brand name recognition substantially greater than we have or
expect to have in the near term.

Competition for Local Telephone Services. In each of our targeted markets, we compete
principally with the existing incumbent carriers serving that area, such as BellSouth, SBC, Verizon and
Qwest. We typically price our basic local voice services at a discount to the ILEC’s prices for
comparable services. One of the objectives of the RBOCs is to be able to offer long distance service in
their service territories and they have achieved this goal to a large extent. We believe the RBOCs
expect to offset share losses in their local markets by capturing a significant percentage of the in-region
long distance market, especially in the residential segment where the RBOCs’ strong regional brand
names and extensive advertising campaigns may be very successful. Recent reports indicate that Verizon
is now the third largest long distance carrier in the country, trailing only AT&T and WorldCom.

We also face competition from other current and potential market entrants, including long distance
carriers such as AT&T, WorldCom and Sprint. Each of these players are seeking to enter, reenter or
expand entry into the local exchange market. Our competitors also include resellers of local exchange
services, cable television companies, electric utilities, wireless carriers and private networks built by
large end users. In addition, a continuing trend toward consolidation of telecommunications companies
and the formation of strategic alliances within the telecommunications industry, as well as the
development of new technologies, could give rise to significant new competitors. We also compete with
equipment vendors and installers and telecommunications management companies with respect to
certain portions of our business.

The Telecommunications Act of 1996 includes provisions that impose certain regulatory
requirements on all local exchange carriers, including our company. The Telecommunications Act of
1996 also grants the FCC expanded authority to reduce the level of regulation applicable to any or all
telecommunications carriers, including incumbent carriers. The manner in which these provisions of the
Telecommunications Act of 1996 are implemented and enforced could have a material adverse effect on
our ability to successfully compete against other telecommunications service providers.

Competition for Long Distance Services. The long distance telecommunications industry has
numerous entities competing for the same customers and a high average turnover rate, as customers
frequently change long distance providers in response to the offering of lower rates or promotional
incentives by competitors. Prices in the long distance market have declined significantly in recent years
and we expect them to continue to decline. We expect to face increasing competition from companies
offering Jong distance data and voice services over the Internet. Such companies could enjoy a
significant cost advantage because there is considerable uncertainty about their obligation to pay carrier
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For further discussion of the effects of the transactions contemplated by the Plan of Reorganization on our
financial condition and results of operations, see “Our Chapter 11 Reorganization” and “Liquidity and Capital
Resources” in Item 7, “Management’s Discussion and Analysis of Financial Condition and Results of Operations.”

2002 Capital Conservation Initiatives

During 2002, in conjunction with the actions taken in connection with our Chapter 11 reorganization, we took a
number of steps in an effort to conserve our available funding, including some modest workforce reductions in
addition to those initiated in 2001, and to reduce our long-term obligations.

Amendment to Level 3 Inter-city Network Agreement.In August 2002, we entered into a Master Agreement
with Level 3 Communications, Inc., which amends various agreements related to our acquisition of fiber networks in
the United States from Level 3 and the recurring maintenance charges relating to those networks. Beginning on
January 1, 2003 and continuing over the remaining term of the initial agreement, Level 3 has reduced the operating
and maintenance fees as well as fiber relocation charges from approximately $17.0 million annually to a fixed rate
of $5.0 million annually. In exchange for this reduction and certain other concessions, we surrendered our
indefeasible right to use an empty conduit and our indefeasible right to use six of the 24 fibers previously acquired
from Level 3.

Sale of European Business. In February 2002, we completed the sale of the European Internet service provider
business that we acquired as part of the 2000 acquisition of Concentric Network Corporation.

Applications and Services

We provide business customers with a comprehensive array of data and voice communications services, which
include voice, Internet access, private data networking and hosting services. We have designed these
communications services to meet the needs of all sizes of business customers, fromsmall and medium businesses to
multi-location businesses, and large enterprise, and carrier and wholesale customers.

Voice Applications and Services

Local and Long Distance Voice Services

We offer a variety of voice applications and services, generally to businesses at prices significantly lower than
for comparable local services from the incunbent carrier. These voice services include:

o local standard dial tone, including touch-tone dialing, 911 access and operator assisted calling;

local multi-trunk dial tone services, including direct inward dialing, and direct outward dialing;

+ long distance services, including 1+, toll free, calling card and operator services;

o voice messaging with personalized greetings, send, transfer, reply and remote retrieval capabulities;
e conferencing services, including voice and web conferencing services; and

e directory listings and assistance.

In each of our markets, we have negotiated and entered into interconnection agreements with the incumbent
carrier and certain independent carriers, and implemented permanent local number portability, which allows
customers to Tetain their telephone numbers when changing telephone service providers.

Hosted Interactive Voice Response

We develop and manage hosted interactive voice response, or VR, systems for customers that enable end users
to order products and services, collect and receive information, seek assistance, facilitate bill payments, and a host of
other capabilities over the telephone. Our hosted 1VR capabilities utilize a wide range of technologies, from standard
touch-tone / push-button dialing to natural language speech recognition and extensible markup language, or XML,
and VoiceXML technologies, which are sophisticated systems that enable persons to access Web-based information
over the telephone. We customize for our clients’ particular needs telephony-based software applications and
technologies developed by third parties to create IVR systems. We integrate these IVR systems with our clients’
other business systems, such as information databases and customer relationship management systems. We host and
maintain the IVR systems in data centers and deploy them to clients across a network, thereby alleviating the need
for our clients to purchase, own, install, or maintain these applications. Clients pay for the use of these customized
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the RBOC has been granted authority to provide long distance service in 16 states. We expect the
RBOCs to be successful in obtaining authority to offer long distance service in the remaining states in
the future. After obtaining authorization to provide interLATA services within a state, the RBOCs have
generally been successful in gaining significant market share for such services. In addition, the ability of
the RBOCs to expand their service offerings enhances their competitive position for local and other
services.

As a result of their obtaining long distance authority, the RBOCs could cause us to lose customers
and revenues and make it more difficult for us to compete in those markets. We expect that the
RBOCs will be permitted to offer interLATA services throughout the United States. As the RBOCs are
allowed to offer in-region interLATA services in an increasing number of states, we will find it
increasingly difficult to compete with them.

Intense Competition in the Communications Services May Adversely Impact our Competitive and Financial
Position

We face intense competition in all of our markets. This competition could result in loss of
customers and lower revenue for us. It could also make it more difficult for us to enter new markets.
Entrenched, traditional local telephone companies, including Qwest Communications International Inc.,
SBC Communications Inc., BellSouth and Verizon, currently dominate their local communications
markets and are gaining long distance market share in many states. We rely on them to provide our
services and they are increasingly providing long-distance and other integrated communications services.
Three major competitors, AT&T, WorldCom (including its MCI group) and Sprint, dominate the long
distance market, in which the RBOCs are increasingly gaining market share. Hundreds of other
companies also compete in the long distance marketplace. Many companies, including AT&T,
WorldCom and Sprint, also compete in the local and long distance marketplace. While we own a
substantial amount of switching and transmission facilities, and are expanding our local networks, we
must rely on the purchase of facilities from AT&T, WorldCom, Sprint and others to provide long
distance services. Thus, our ability to compete is partially dependent on the willingness of our larger
competitors and others to make available to us on favorable terms switching and transmission facilities
or capacity.

Other competitors may include cable television providers, providers of comimunications network
facilities dedicated to particular customers, microwave and satellite carriers, wireless
telecommunications providers, private networks owned by large end-users, municipalities, electrical
utilities and telecommunications management companies. Increasingly, we are subject to competition
from Internet telephone and other IP-based telecommunications service providers, which are currently
subject to substantially less regulation than competitive and traditional local telephone companies and
are exempt from a number of taxes and regulatory charges that we are required to pay.

Many of our competitors offer a greater range of communications services, or offer them in more
geographic areas. For example, while our target market covers 25 states, many of our competitors are
national or international in scope. Also, some of our competitors offer wireless services, Internet
content services, and other services. Our inability to offer as wide a range of services as many of our
competitors or to offer them in as many locations, could result in us not being able to compete
effectively against them.

These and other firms may enter, and in some cases have entered, the markets where we focus our
sales efforts, which may create downward pressure on the prices for our services and negatively affect
our returns. Many of our existing and potential competitors have financial and other resources far
greater than ours. In addition, the trend toward mergers and strategic alliances in the communications
industry may strengthen some of our competitors and could put us at a significant competitive
disadvantage. See “Business—Competition.”
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