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MCL, INC, AND SUBSIDIARIES

UNALDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(In Millions, Except Per Share Data)

Revenucs

Qperating expenscs:

Access costs

Costs of services and preducts

Selling. general and administrative

Depreciation and amortization

Loss on property dispositions

Impairment charges related to propeity, plant and equipment
Impairment charges related to intangible assets

Total operating expenses

Operating (loss) income

Other (expense) income, net:

Interest expense (contractual interest of $601 and $1,824 for the three and nine-—-month periods
ended September 30, 2003, respectively)

Miscellaneous income, net

Reorganization items, net

{Loss) income from continuing operations before income taxes, minority interests and
cumulative effect of a change in accounting principle

Income tax (benefit) expense

Minority interests, net of tax

{Loss) inconie from continuing operations before cumulative effect of a change in accounting
principle

Net income {loss) from discontinued operations

(Loss) income before cumulative effect of a change in accounting principle
Cumulative effect of a change in accounting principle

Net (loss) income

Basic and diluted (loss) income per share:
Continuing operations
Discontinued operations

Loss per share

Basic and diluted shares used in calculation

Sce accompanying notes to unaudited condensed consolidated financial statemients.
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Successor
Company

IPredecessor

Company

Successor

Company

Predecessor

Company

Three—Month Pericd
Ended Scptember 30,

Nine=Maonth Period
Ended September 30,

2004 2003 2004 2003
$ 5,076 5,969 515,716 $ 8,720
2,580 2,989 8,156 9,067
629 646 1.915 2,084
1.246 1.647 4.174 4,843
493 602 1,583 1,720
7 8 Lz 14
2,775 = 2775 =
738 = 738 —-
8,468 5,892 19,341 17,728
(3,392) 77 (3,625) 992
(104) (19 299 (80)
35 87 60 28
o (110) (470}
(3,461) 35 (3.864) 470
(61) %0 (8) 252
& (6}
(3,400) (45) (3.856) 224
2 (10 (N {4
(3.398) (55) (3.857) 220
— - (215)
$(3,398) (55) $(3.857) S 5
S(10.66) S(12.00)
0.01 2
$(10.65) S(12.00)
p=T W T ——
319.1 3214
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MCI, INC. AND SUBSIDIARIES

UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS
(In Miiliens, Except Share Data)

ASSETS
Current assets:
Cash and cash cquivalents
Accounts receivable, net of allowance for doubtful accounts of 5889 as of September 30, 2004 and 51,762 as of
December 31, 2003
Deferred taxes
Other current assets
Asscts held for sale

Total current assets

Property, plant and equipment, net
Intangible assets, net

Deferred taxes

Other assets

LIABILITIES AND SHAREHOLDERS? EQUITY
Current lisbilities:
Accounts payable
Accrued access costs
Current portion of long-term debt
Accnied interest
Other current liabilitics
Liabilities of assets held for sale

Total current liabilitics

Long term debt, excluding current purtion

Deferred taxes

Other labilities

Commitmenis and contingencies (Note 13)

Minority interests

Sharcholders’ equity:

MCI common stock, par value S0.01 per share; authorized: 3.000,000,000; 1ssued and outstanding 317,883.234 as of
September 30, 2004 and 314,856,250 as of December 31, 2003
Additional paid-in capital

Deferred stock based compensation

Accumulated deticit

Accumulated other comprehensive loss

Total sharcholders’ equity

See accompanying notes to unaudited condensed consolidated financial statements.,
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Suceessor Company

As of
September 30,

2004

§ 5,588

2972
964
718

33

10,275
6,234
1,076

1
306

$17.892

$ 880
1,783

197
2,907
28

5.830
5,903
1.096

561

3

2,496
(130
(3,857)
9

4,502

$17.892

Asof
December 31,

2003

S 6,178

4,348
990
836
176

12,528
i1,53%
2,085
608
711

$ 27470

s 1,722
2,349
330

4,361
23

BRI0
7.117
1,207

714

1.150

8,639
(170)

8472

§ 27470
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MCI, INC. AND SUBSIDIARIES

UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In Millions)

Successor IPredecessor
Company Company

Nine-Month Period
Ended September 30,

2004 2003
OPERATING ACTIVITIES
Net (loss) income S(3.857) s 5
Adjustments to reconcile net (Joss) income o net cash provided by operating activities:
Depreciation and amortization 1,583 1,720
Charges related to impairment of property. plant and equipment and intangibic assets 3,513 —
Cumulative effect of & change in accounting principle s 215
Minority interests, net of tax — (6)
Net realized gain on sale of investments (5} a2
Bad debt provision 514 679
Loss on sale of property, plant and equipment e 14
Gain on sale of asscts held for sale (% :
Deferred tax provision (98) 3
Non -cash reorganization charges = 312
Amortization of debt discount 114
Stock -based compensation expense 23
L.oss (income} from equity investments 25 (8)
Other (60) 181
Changes in assets and liabilitics:
Accounis receivable 300 (206)
Other current assets 92 {42)
Nen-current assets 38 237
Accounts payable and accrued access costs (787) (353)
Other current liabilities (991) (54)
Other liabilities 29 (14)
Net vash provided by operating activitics 424 2,683
INVESTING ACTIVITIES
Additions to property, plant and equipment (650) 379
Procceds from sale of property, plant and equipment 39 247
Proceeds from the sale of non—core assets 581 —
Proveeds from the sale of investments 9
Cash paid for acquisitions, net of cash received (13} —
Net cash used in investing activities (34) (132)
FINANCING ACTIVITIES
Principal repayments on debt (38) (20)
Cash restricted for line of credit (141) -
Dividends paid on common stock (127) S
Other (59 149
Net cash (used in) provided by financing activities (365) 129
Net change in cash and cash equivalents 25 2,680
Net change in cash and cash equivalents from discontinued operations {615) (M
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD 6,178 2.820
CASH AND CASH EQUIVALENTS AT END OF PERIOD S 5.588 S 549]
SUPPLEMENTAL CASH FLOW INFORMATEON:
Cash paid for income taxes, net S 50 S 15
Cash paid for interest, net of amounts capitalized 35 —
Cash paid for reorganization items - 158
Non cash items:
Conversion of preferred stock to common stock — 58
Unrealized holding loss (gain) on investments 7 (8)

See accompanying notes to unaudited condensed consolidated financial statements.
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MCIL, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

{1) The Organization and Description of Business

MCT, Inc., a state of Detaware corporation. (formerly known as WorldCom. Inc.. {the “Predecessor Company™ or "WorldCom™) a public cosporation organized
in 1983 under the laws of Georgia) serves as a holding company for its direct and indirect domestic subsidiaries and foreign atfiliates (collectively, the
“Company”, *Successor Company ™ or "“MCI™). Prior to and including December 31, 2003, all operations of the business resulted from the operations of the
Predecessor Company. All conditions required for adoption of fresh-start reporting were met on December 23, 2003 and the Company selected December 31,
2063 as the date to adopt the accounting provisions of fresh —start reporting. As a result, the fair value of the Predecessor Company’s assets became the new basis
for the Successor Company s consolidated balance sheet as of December 3t, 2003, and all results of operations beginning January 1, 2004 are those of the
Suecessor Company. : :

The Company is one of the world’s leading global telecommunications companies, providing a broad range of communication services. The Company serves
thousands of businesses and government entities throughout the world and provides voice and lnternet communication services for millions of consumer
customers, The Company operates one of the most extensive telecommunications networks in the world, comprising network connections linking metropolitan
centers and various regions across North America, Europe. Asia, Latin America, the Middle East, Africa and Anstralia, The Company began deing business as
MCl in 2003,

In March 2004, the Company reatigned its operations into three new business segments and began operating under these segments in the second quarter of 2004,
Effective with the realignment, the Company’s busingss segments are as follows:

+  Enterprise Markets serves large customers with complex communication requirements that have previously been scrved by the Business Markets
segment, including Global Accounts, Government Accounts, Conferencing, and MC1 Selutions customers, but exeluding medium size commercial
and wholesale accounts which were previously inciuded in Business Markets.

¢ L.S. Sales & Service serves small, mid-sized and eorporate customers. In addition, U.S. Sales & Service comprises MCI's consumer operation
which includes telemarketing, customer service and dircet response marketing.

¢+ International & VWholesale Markets scrves businesses, government entities and telecommunications carriers outside the United States as well as the
wholesale accounts previously included in Business Markets.

On July 21, 2002 (the *Petition Date™), the Predecessor Company and substantially all of its domestic subsidiaries (the “Debtors™) filed voluntary petitions for
relief in the ULS. Bankruptey Court for the Southern District of New York (the “Bankruptey Court™) under Chapter 11 of Title 11 of the U.S, Banknupicy Code
(the “Bankruptcy Code™ or “Chapter 117). The Debtors continued to operate their businesses and manage their propertics as debtors—in--possession through the
close of business on April 19, 2004, The Predecessor Company filed its joint Plan of Reorganization (the “Plan™) with the Bankmptcy Court and, on October 31,
2003, the Bankruptey Court confirmed the Plan. The Predecessor Company emerged from Chapter 11 on April 20, 2004 (the “Emergence Date™) and merged
with and into the Successor Company.

(2) Summary of Significant Accounting Policics
Basis of Presentation

The condensed consotidated financial statements and related notes as of Scptember 30, 2004, and for the three and nine month peniods ended September 30,
2004 and 2003, arc unaudited and in the opinion of management include all adjustments, consisting of nermal recurring adjustments, necessary for a fair
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MCIL INC, AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

presentation of the financial position and results of eperations of the Company. The operating results for the interim periods are not necessarily indicative of the
operating results to be expected for a full year or for other interim periods, As a result of the Company’s adoption of fresh start reporting, the consobidated
tinancial statements of the Successor Company are presented on a different basis than those of the Predecessor Company and, therefore, are not comparable in atl
respects. In addition, the Company’s consolidated investment in Embratel Participagdes S.A. and subsidiarics (“Embrate]”) was sold during the third quarter of
2004. The Company’s statements of operations for the three and nine—month periods ended September 30, 2004 and 2003 and its statements of cash flows for the
nine~month periods ended September 30, 2004 and 2003 reflect Embratel’s results of operations and cash flows as discontinucd operations. Additionally, the
condensed consolidated balance sheet as of December 31, 2003 and Scptember 30, 2004 are not comparable duc to the removal of these assets and liabilitics
upon consummation of the sale transaction during the third quarter of 2004,

Certain information and footnote disclosures normally included in financial statements prepared in accordance with generally aceepted accounting principles in
the United States of America ("GAAP™) have been condensed or omitted pursuant to instructions. nitles and regulations prescribed by the Securities and
Exchange Commission {(“*SEC"}). Although management believes that the disclosures provided are adequate to make the information presented not misleading.
managcmient recommends that these unaudited condensed consolidated financial statements be read in conjunction with the audited consolidated financial
statements and the related footnotes included in the Company’s Annual Report on Form 10- K for the year ended December 31, 2003 filed with the SEC on April
29, 2004.

Use of Estimates

The Company uscs cstimates and assumptions in the preparation of 1ts consolidated financial statements in conformity with GAAP. The preparation of these
financial statements requires management to make estimates and assumptions that aitect the reported amounts of assets and habilities and disclosure of
contingent assets and liabilitics at the date of the consolidated financial statements and the reported amounts of revenues and expenses during the reporting
period, Actual results may differ from thoesc ¢stimates, Estimates are used when accounting for revenues and related atlowances, allowange for doubtful accounts,
accerued access costs, depreciation and amortization of property, plant and cquipment and intangible assets. impairment. incomg taxes, acquisition related assets
and liabilities, contingent liabilitics. and fresh - start reporting. The Company evaluates and updates its assumptions and estimates on an ongetng basis and may
employ independent third party specialists to assist in its evaluations.

Busis of Financial Statement Preparation

For periods presented subsequent to the Petition Date through December 31, 2003, the accompanying unaudited condensed consolidated financial statements
have been prepared in accordance with Statement of Position 90-7, “Financial Reporting by Entitics in Reorganization Under the Bankruptev Code™ ("SOP
90 -77). Interest was not accrued on debt that was subject to compromise subsequent to the Petition Date. Reorganization items include the expenses. realized
gains and losses, and provisions for losses resulting from the reorganization under the Bankruptey Code, and are reported separately as reorganization items in
the Company s unaudited condensced consolidated statements of operations for the three and nine -month periods ended Scptember 30, 2003. Cash used for
reorginization items is disclosed as a supplement to the unaudited condensed consolidated statements of cash flows.

Stock—bused Compensation

The Company has two stock -based compensation plans, a Management Restricted Stock Plan (“MRSP") and an Employee Stock Purchase Plan ("ESPP”), which
provide for the granting of stock-based compensation to



MCI1, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

management and cmployees. The Company records compensation expense in its statements of operations for the MRSP. For the ESPP, the Company accounts
for this plan in accordance with the intrinsic value methed of Accounting Principles Board Opinion No. 25, “dccounting for Stock Issued to Emplovees” ("APB
Opinion No. 257), and has adopted the disclosure-only provisions of Statement of Financial Accounting Standards ("SFAS™) No. 123, “Aceonnting for

Stock- Bused Compensation” ("SFAS No. 123"). Under the intrinsic value method, compensation expense is recorded on the date of grant only if the current
market price of the underlying stock exceeds the exercise price of the stock bascd award.

In December 2002, the Financial Aceounting Standards Board (“FASB"} issued SFAS No. 148, “dccounting for Stock--Based Compensation - Transition and
Dixclosure” ("SFAS No. 148”). which became effective for fiscal years ended afier December 15, 2002, SFAS No. 148 requires that certuin pro forma
information be presented in the summary of significant accounting policies note to the consolidated financial statements, assuming the Company recognized its
stock-based compensation using the fair value method. The fair value of the stock--based compensation for the Company’s ESPP was estimated at the beginning
of the offering period using the Black Scheles option pricing moded and the following assumptions: volatility of 55%, risk-free interest rate of 1.79%. 0.41 year
expected life and dividend yield of 10.81%. The Company's MRSP was not included in the Black Scholes calculation as the fair value of the compensation
cxpense related to the plan is expensed in the Company’s condensed consolidated statement of operations.

If compensation costs had been recognized based on the fair value recognition provisions of SFAS No. 123, the pro forma amounts of the Company’s net loss for
the three and nine-month periods ended September 30, 2004 would have been as follows (in millions, except per share amounts):

Suceessor Company

Three—Month Ning—Month
Period Ended Period Ended
Septembier 30, 2004 September 30, 2004
Net loss, as reported $(3,398) s {3,85T)
Add; Stock based employee compensation expense included in reported net loss 12 23
Deduct: Total stock--based employee compensation expense determined under the
fair value method for all awards (14) (25)
Pro forma net loss $(3,400) $ (3,859}
——— SR
Diluted loss per share:
Diluted—-as reported $(10.65) S (12,00
Diluted—pro forma 5(10.65) 5 (12.01)

The Company has not provided pro forma disclosures as defined by SFAS No. 148 for 2003 as it does not believe that this information for any compensation
plan that was terminated on the Emergence Date is relevant in any material respect for users of its consotidated financial statements because all equity interests
existing in 2003, including the interests of the Predecessor Company’s WorldCom group common stockholders and MCI group commen stockholders, were
eliminated (without a distribution) on the Emergence Date.

Conselidation

The condensed consolidated financial statements include the accounts of all contralled subsidiaries. All significant intcrcompany transactions and balances have
been eliminated in consolidation,



MCI, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
Other

During the second quarter of 2004. the Company recorded a $95 million reduction in access costs in its condensed consolidated statement of operations for a
change in previously recorded expenses regarding contributions to the Universal Service Fund related to 2003 and the first quarter of 2004,

Reclassifications
Certain prior period amounts have been reclassified to conform to current period presentation,
Adjustment to Previously Issued Financial Statementy

As reported in the second quarter, the Company determined that it had recorded in error a restatement entry which had the effect of reducing accounts reccivable
by 301 million through a charge to expense in the year ended December 31, 2000. The reported 2000 net loss of $48.9 billion should have been $4%.6 billion, or
0.5% lower, and the Company’s assets of $44.2 billion should have been $44.5 billion, or (.6% higher. In 2001, $35 million of the amount reversed and left a
remaining 266 million understatement of accounts receivable as of December 31, 2001. This situation remained unchanged until, as a result of the application of
fresh- start accounting as of December 31. 2003, the previously expensed $266 million was reversed in the Company s statement of operations as a component of
the $22.3 billion reorganization gain. Without this expense reversal, the Company’s 2003 net income of $22.2 billion would have been $21.9 billion, or 1.2%
lower. As a result of the reversal of the expense in 2003, the cumulative impact to the Company’s December 31, 2003 consolidated retained earnings was zero.
The Company has assessed the impact on the 2000, 2001 and 2003 statements of operations as well as the consolidated balance sheets as of December 31, 2000,
2004, 2002 and 2003 and determined that the impact was not malerial to any period.,

The impact of this reduction of accounts receivable in the consolidated balance sheet as of December 31, 2003 resulted in a misclassification of S266 million
between accounts receivable and long-lived assets in the Company’s allocation of reorganization value under fresh - start accounting. To properly reflect the
allocation of reorganization value as of December 31, 2003, the Company has reflected a reclassification entry in its consolidated balance sheet as of December
31, 2003, as presented herein, to reflect an increase of $266 million to its accounts reccivable balance and reductions in its property, plant and equipment and
intangible assets. The Company’s September 30, 2004 consolidated balance sheet reflects the impact of this reclassification.

The adjustment of this item also resulted in a decrease of 56 million to the Company’s long - term deferred tax liability which has been reflected in the
consolidated balance sheet as of December 31, 2003 and September 30, 2004, as presented herein.

New Aecounting Standards

In December 2003, the FASB issued SFAS No. £32 (revised 2003), “Employers ' Disclosures about Pensions and Orher Postretivement Benefits ™ (“SFAS No.
132 (R)"). SFAS No, 132 (R) revises the annual and interim disclosure requirements about pension and other postretirement benefits. This revision requires
disclosures additional to those included in the original SFAS No. 132 about assets, obligations, cash flows and net periodic benefit cost of defined benefit
penston plans and other defined benefit postretirement plans. The required information ts provided separately for pension plans and for other postretirement
benefit plans. The Company adopted the provisions of SFAS No. 132 (R) as of December 31, 2003 without any impact on its consolidated results of operations,
financial position and cash flows.

In December 2003, the FASB issucd FASB Interpretation No, 46 (Revised December 2003), “Consolidation of Variable Interest Entities " (“FIN 46R™). This
standard replaces FIN 46, “Consolidation of Variable fnterest



MCIL INC, AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued}

Fatities, " that was issued in January 2003 to address certain situations in which a company should include in its financial statements the assets, labilitics and
activities of another entity. The Company adopted the provisions of FIN 46R as of December 31, 2003 without any impact on its consolidated results of
operations, financial position and cash flows,

(3) Impairment Charges

The Company assesses recoverability of its indefinite lived and long lived assets to be held and used whenever cvents or changes in circumstances indicate that
their carrying amount may not be recoverable. Impairment analyses of long- lived and indefinite - lived asscts are perfornied in aceordance with SFAS No. 144,
“Aecounting for the Impairment or Disposal of Long - Lived Assers " ("SFAS No. 1447y, and SFAS No. 142 “Goodwill and Other Tangible Assers " ("SFAS No.
142"). Impairment evaluations are performed at the lowest asset or asset group level for which identifiable cash flows are largely independent of the cash flows
of other assets or asset groups. The Company generates most of its cash flows from products and services that are principally delivered to customers over its
integrated telecommunications network and related intangible assets. Therefore, evaluations are performed at the entity level, excluding discontinued operations
and assets held for sale, as & single group.

The industry 1s in a state of transition where traditional business lines arc facing significant overcapacity in the marketplace, pricing pressures, changes in product
mix, and customers’ continued eftorts to reconfigure and consolidate their networks in order to achieve lower overall costs and better efficiencies. Concurrently,
the industry is migrating to more advanced network technologics and primarily focused around [P based platforms, and customers are requiring more advanced
network services including network monitoring. traffic analysis, and comprehensive security solutions. The industry has also scen a general migration of
customers from dial up services to broadband and various wireless services. Additienally, the Company’s regulatory climate deteriorated due 1o a decision by
the U.S. Court of Appeals for the D.C. Circuit that invalidated the Federal Communications Commission’s “Tricnnial Review™ focal competition rules, which set
prices that incumbent providers could charpe competitive providers such as the Company for unbundled network clement platforms (“UNE -P"), an essential
component of the Company’s Mass Market local phone service. Although several petitions were filed at the Supreme Court seeking review of the D.C. Cireuit’s
decision, the Solicitor General and the FCC declined to seck such review, and the Supreme Court subscquently denicd the petitions. The FCC has adopted
interim unbundling rules (cffective September 13, 2004) to maintain cerfain ILEC unbundling obligations under interconnection agreements as they existed prior
1o the D.C Circuit’s mandate. As a result, the Company’s costs for providing this service are expected to increase significantly in 2005. Some of the Company’s
competitors have anncounced their intentions to exit from this market, and the cost increases may foree the Company to reduce efforts to acquire new customers
and withdraw from certain markets. The Company therefore anticipates that revenues from that segment will continue to decline.

Given the market, business and regulatory conditions, the Company reevaluated its financial forecasts and strategy in the third quarter of 2004 when it became
apparent that these trends would continue into the future. Updated cash flow and profitability projections and forecasts were developed taking into account both
the 2004 changes in the competitive landscape and the regulatory issues facing the Company. The Company’s executives reviewed these projections with the
Audit Committec of the Board of Directors during the third quarter.

Based on the rovised projections, the Company determined that an impairment analysis of its indefinite lived and long lived assets was required dusing the third
quarter of 2004. In connection with this analysis, the Company evaluated its property, plant and equipment and definite and indefinite—lived intangible assets,
including customer lists. The Company developed estimates of future undiscounted cash flows to test the recoverability of its long' lived and indefinite lived
assets. These estimates were compared to the carrying values
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MCL, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continucd)

of the assets, which resulted in the conclusion that the Company could not recover its carrying vatues through projected future operations. With the assistance of
an independent third party valuation speciatist, the Company further caleulated the tair value of its long-lived and indefinite:- lived assets based on the discounted
cash tlow analyses that utilized the revised management projections of revenues and profitability from September 1, 2004 through 209, These projections were
used in various scenarios utilizing a weighted average cost of capital between 10% 14%, a 2% terminal growth rate. certain working capital assumptions and
total entity value assumptions.

The Company concluded that the carrying values of its definite- lived assets exceeded their estimated fair values by approximately $3.3 billion (82,8 billion
related to property, plant and equipment and $478 million related to definite -lived intangible assets) and the earrying value of an indefinite -lived asset exceeded
its cstimated fair value by approximately $260 million. These amounts represented the difference between the caleulated fair values of the assets and their
assoctted carrying vabues, and were recorded as a separate componcent of operating expenses in the condensed consolidated statements of operations for the three
and nine month periods ended September 30, 2004. The Company’s management reviewed the results of the impairment analysis with the Board ef Dircctors,
and the Board of Directors approved the impairment charge on October 15, 2004,

As a result of the tmpairment charge of approximately $260 million to an indefinite - lived intangible asset. the Company recognized a $99 million tax benefit
which reduced its long torm deferred tax liability as the impairment reduced the difference between the book and tax basis. The impairment charges, after taxes.
contributed approximately $3.4 billion to the Company’s net losses for the three and nine-month periods ended September 30, 2004 (loss per share of S(10.70)
and ${10.62), respectively).

(4) Yoluntary Reorganization under Chapter 11

Bankruprcy Proceedings
On July 21, 2002, the Predecessor Company and substantialty all of its direct and indirect domestic subsidiaries (the "Initial Filers™) filed voluntary petitions for
relief in Bankruptey Court under Chapter | 1. On November &, 2002, the Predecessor Company filed bankruptey petibons for an additional 43 of its domestic
subsidiarics, most of which were effectively inactive and none of which had significant debt (collectively with the Initial Filers, the “Debtors™). The Debtors
continued to operate their businesses and manage their properties as debtors- in- possession. The Bankruptey Court consolidated the Debtors’ Chapter 11 cases

for procedural purposes and they were jointly administered. As a consequence of the bankruptey filing, most litigation against the Debtors was stayed.

The Plan was confirmed by the Bankruptey Court on Qctober 31, 2003, On the Emergence Date, the provisions of the Plan were implemented, A summary of the
significant provisions of the Plan is set forth below:

»  The Predecessor Company merged with and into MCI, Inc, whereby the separate existence of the Predecessor Company ceased and MCI is the
surviving company;

*  All common and preferred equity shares of the Debtors (and all stock options and warrants) including WorldCom group common stock, MCT group
common stock, WorldCom series D, [ and T preferred stock, WorldCom Synergies Management Company preferred stock, WorldCom guarterly
meome preferred securities and Intermedia series B preferred stock were cancelled;

«  All debt securitics of the Debtors were settled and cancelled;

«  Unexpired leases and exceutory contracts of the Debtors were assumed or rejected;

11



MCE INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

= MCI issued approximatety $2.0 billion principal amount of 5.908% Senior Notes due 2007, approximately $2.0 billion principal amount of 6.688%
Senior Notes dite 2009 and approximately $1.7 billion principal amount of 7.735% Senior Notes due 2014,

+ Approximately 296 million shares of new MCT common stock were to be issued to settle claims of debt hobders, 10 million shares were issued to
settle the SEC civil penalty (as discussed below) and approximately 20 million shares were estimated to be issued to settle the claims of general
unsceured creditors;

*  Approximately |1 million shares of new MCI common stoeck were reserved for issuance under the new Management Restricted Stock Plan. In
addition, approximately 2 miltion shares were reserved for issuance under the new Employee Stock Purchase Plan and it is anticipated that such
reserved shares will be utilized to fund the Company’s obligations under the plan rather than utilizing shares purchased in the open market;

= Total payments of approximatety S2.6 billion in cash were estimated in the Plan to be paid to settle certain claims against the Debtors, including the
SEC civil penalty claim referred to below; and

+  An SEC civil penalty claim was settled by payment of S500 million in cash and, as noted above, the transfer of 10 million shares of new MCI
common stock having a vatue of $250 miilion (based on the valuation set forth in the Plan). The funds paid and common stock transferred were
distributed pursuant to the Fair Funds provisions of the Sarbancs- Oxley Act of 2002,

The Plan also requires pursuant to Scction 5.07 that the Board of Directors conduct @ reasonable review of the Company’s cash needs, including amounts that
may be necessary to satisfy all claims to be paid in cash pursnant to the Plan. Accordingly, the Board of Directors commenced a comprehensive review and
sought information and guidance from management and finaneial advisors to determine the amount of excess cash greater than 81 billion. On August 5, 2004, the
Board of Directors completed its review of the Company’s excess cash pursuant to Section 5.07 of the Plan and declared the amount of excess cash to be $2.2
billion. The Board of Directors decided to distribute a portion of the excess cash through a return of capital to sharcholders and declared a cash dividend of $0.40
per share payable on Scptember 15, 2004 to sharcholders of record on September 1. 2004, On October 15, 2004, the Board of Directors. pursuant to Section 5.07
of the Plan and continning its distribution of the Company’s excess cash as a return of capital to sharcholders, declared another cash dividend of $0.40 per share
payable on Brecember 15, 2004 to sharcholders of record on December 1, 2004,

Tmpacts of the Application of the Plan
Creditor Settlements

BPraring the three and nine month periods ended September 30, 2004, the Comnpany paid approximately $129 million and S1,1 billion, respectively, in cash. and
issued a total of approximately 1.2 million and approximately 3.8 mitlion shares of commoen stock, respectively, to satisfy certain provisions of the Plan. The
Company continues its seitlement process of outstanding ¢laims, During the three month period ended September 30, 2004, the Company recorded net
settlement losses of $14 million as an increase 1o sclling, general and adnunistrative expenses in its condensed consolidated statement of operations. During the
three month period ended Junce 30, 2004, the Company recorded net settlement gains of $62 million. which were composed of an increase to revenues of $32
million, a decreasc to access costs of 519 million and a decrease to selling, general and administrative expenses of S11 million in its condensed consolidated
statement of operations, The net scttlement gains and losses reflect the differences between original estimated claim amounts and settlement amounts finalized in
the period.
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Interest expense

No interest expense related to pre petition debt was acerued following the Petition Date up to the Emergence Date. [ the Debtors had recognized interest
expense on the basis of the amounts they were contractually required to pay, approximately S601 million would have been recorded in the three month period
ended September 30, 2003, and approximateby $701 million and $1.8 billion, respectively, would have been recorded in the nine - month periods ended
September 30, 2004 and 2003. The Successor Company did recognize $104 million and 5299 million of interest expense in the three and nine- month periods
ended September 30, 2004, respectively, that included the aceretion of the discount for the new $5.7 billion debt obligations issued on the Emergence Date and
interest expense on the senior notes subsequent to the Emergence Date. There was no requirement to pay interest on the debt prior to the Emergence Date singe it
had not been issued, and as such, the amount is excluded from the contractual interest amounts noted above.

Shares Issued as a result of the Plan

During the second quarter of 2004, in accerdance with the Plan. the Company issued approximately 296 mitlion shares of MCT common stock to settle claims of
debt holders and 10 million shares to settle the SEC civil penalty. The Company also reserved approximately 11 million shares of MCI common stock for
issuance under the new MRSP, of which approximately 8.6 million shares of restricted stock were granted on the Emergence Date. As contemplated in the Plan,
the Company expected to issue approximately 20 million shares of MC1 common stock pursuant to the Plan to settle claims of general unsecured creditors. This
amount has been reduced from 20 million to 8.1 million as of September 30, 2004 as a result of the issvance of approximately 3.8 million shares during the
nine- month period ended September 30, 2004, 0.5 million shares that will not be issucd related to certain unsecured creditors receiving cash in liew of stock, and
a chanpe in estimate of 7.6 million shares that are no longer expected to be issued.

Reorguanization items, nef

The Debtors had commenced restructuring ctforts prior to the Petition Date. Following the filing of the Chapter 11 cases. the Debtors, topether with their
financial and legal advisors. reviewed and analyzed their businesses, owned propertics. contracts. and leases to determine if any of these owned assets should be
divested and which contracts and leases should be rejected or assumed during the Chapter |1 cases. The restructuring efforts include asset dispesitions. sale of
businesses, rejection of leases and contracts, and other operational changes.

The Company conttnucd to incur tedrganization costs during the three and nine month periods ended September 30, 2004 and will continue to expericnce
reorganization expenses for professional fees and other bankruptey costs. As the Company adopted the provisions of fresh-start reporting on December 31, 2003,
for accounting purposes, reorganization expenses and changes in estimates to reorganization items previously accrued have been included in the appropriate
captions within the condensed consolidated statement of operations, primarily selling, gencral, and administrative expenses. For the three and nine-month
periods cnded September 30, 2004, the amounts of such expenses were 511 million and $37 million, respectively. and were for prefessional services related to
the Company’s bankruptey proceedings.

13
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Reorganization items for the three and nine-month periods ended September 30, 2003 consisted of the following (in millions):

Predecessor Company

Three—Month Nine~Month
Period Ended Period Ended
September 30, 2003 September 30, 2003
Contract rejections $ (33) $ (186)
Employee retention, severance and benefits (33) (104)
Loss on disposal of assets (4 (22)
Leasc terminations (33) (165)
Professional fees (26) (66)
Gains on settlements with creditors 9 45
Interest income carned by the debtor entitics during reorganization 10 28
LExpense from reorganization items, net S(110) ] (470)
omm— o Tl

(5) Fresh—Start Reporting

In accordance with SOP 90 7, the Predecessor Company adopted fresh - start reporting as of the close of business on December 31, 2003, Upon applying

fresh- start reporting, a new reporting entity (the Successor Company) is deemed to be created and the recorded amounts of assets and liabilities are adjusted to
reflect their estimated fair value. Thus, the consolidated balance sheet as of December 31, 2003 gives cffect to allocations to the carrying valuc of assets or
amounts and classifications of liabilities that were necessary when adopting fresh - start reporting. During 2004, the Company adjusted the carrying value of
certain asscts and liabilitics from the previously estimated values as appraisals and valuations were completed. As these adjustments were recorded in cach
quarter, associated year-to—date depreciation and amortization expense amounts were also adjusted for the effects of the changes in carrying values. As of
September 30, 2004, the Company completed its assessment of the fair values of its asscts and liabilities, and as such, no further adjustments will be recorded.
except for adjustments that may be related to deferred tax assets and continpencies as discussed below:,

During the second quarter of 2004, the Company determined that approximately $132 million of property tax liabilitics and S110 million of other liabilities that
should not have been adjusted in fresh- start accounting were reduced by approximately S152 million in the Company’s application of fresh--start accounting at
December 31, 2003. Due to the application of fresh-start reporting, these errors were offset by fresh - start adjustments and therefore had no impact on the
Company's 2003 net income. However, these errors caused both accounts payable and long-lived assets to be understated by approximately $152 millien,
representing 0.5% of the Company’'s total assets of $27.5 billion and approximately 0.8% of its $19.0 billion total liabilitics as of December 31, 2003, which it
determined 1o be immaterial to its 2003 consohdated balance sheet. The Company’s September 30, 2004 consolidated balance sheet reflects the correction of
these immaterial errors.

As of December 31, 2003. the Company had various net deferred tax assets and tax contingencies which remain unresolved. In accordance with SFAS No. 109,
“Accouning for Incone Taves,” any future changes in these balances that existed as of the fresh - start date will be adjusted to intangible assets, until exhausted,
then to additional paid- in-capital and net through income.

The estimates and assumptions used in the valuations are inherently subject to uncertaintics and contingencies beyond the control of the Company. Accordingly,
there can be no assurance that the estimates, assumptions, and values reflected in the valuations will be realized, and actual results could vary materially.
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The following table displays the effects of applyving fresh-start reporting, giving pro forma effect, retroactive 1o December 31, 2003, to fair value adjustments

recorded to the Company’s assets and liabilities during the first nine months of 2004 (in millions):

Successor Successor
Company Company
Fresh=Start Pro Forma
Asol ¥Yaluation Asiol
December 31, 2003 Adjuslmcn!sm December 31, 200300
ASSETS
Current asscts:
Cash and cash equivatents ) 6,178 $ =i S 60,178
Accounts receivable, net 4,348 4,348
Deferred taxes 990 —- 990
Other current assets 1.012 25y 987
Total current assets 12,528 25) 12.503
Property, plant and equipment, net 11,538 183 11,721
Intangible assets, net 2,085 147 2.342
Deferred taxes 608 . 608
Other assets 711 (224)10 487
5 27470 $ 81 S 27,551
e i e 3 — ... ./
LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:
Accounts payable and accrued access costs S 4,071 $ 1160 S 4,187
Current portion of long-term debt 330 e 330
Other current labilities 4,409 (333h 4,376
Total current fiabilitics 8.810 83 8.893
Long-term debt, excluding current portion 7,117 e 7.117
Deferred taxes 1,207 (2} 1,205
Other liabilities 714 & 714
Minority interests 1,150 1,150
Sharcholders’ equity:
MCI common stock 3 — 3
Additional paid-in capital 8,639 - 8.639
Deferred stock--based compensation {170y — (170)
Tuotal sharehoiders’ equity 8.472 — 8472
) 27.470 5 81 S 27.551
C— VIS B RS I A S

0 Toadjust the carrying value of the Company's assets aird liabilities upon completion, during the first nine months of 2004, of the Company’s review in

conjunction with an independent third party valuation specialist.

M Includes all adjustments recorded during the first nine months of 2004 that were related to the carrying values on the Company’s Decernber 31, 2003

balance sheet.

«r Includes adjustments to decrease prepaid expenses by (S60) million. primarily related 1o the fair value of certain prepaid indefeasible rights of vse

agreements, and to increase certain asset carrying values classificd in asscts held for sale by S35 million.

W Includes adjustments which increased property, plant and cquipment by $183 million due to increases in the valuation of enterprise license agreements and
a decrease in the valuation of indefeasible rights of use impacted by changes in the allocation of the amount of economic obsolescence and negative

goodwill.
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w)

includes adjustments which increased intangibles by $46 million due to changes in the allocatien of the amount of economic obsolescence and negative

goodwill, In addition, the original right of way adjustment of $101 million was reclassified from other assets.

i Includes adjustments (o reduce the carrying value of eertain indefeasibie rights of use agreements by (5123 miltion and a reclassification of the original
right of way adjustment to intangible assets, which reduced other assets by (S101} million.

W Includes adjustments increasing accounts payable and acerued access costs by S116 million due to property tax and other liabihties that should not have
been adjusted in fresh start reporting,

{h

Includes adjustments degreasing deferred revenues related to certain capaeity sales agreements by (S144) million and increasing other fiabilitics by STt

million, primarily related to the recognition of an unfavorable lease acerual of SY1 mallion as well as increases to property tax and other liabilities of $20

million that sheuld not have been adjusted in fresh start reporting.

(6) Loss per Share

The Successor Company adopted a new capital structure as of December 31, 2003 upon the adoption of fresh-start reporting. On the Emergence Date, the
Sucecessor Company issued approximately 315 million shares of new MCI common stock, which tncluded approximately 8.6 million shares of restricted stock.
Under fresh- start reporting. these shares were reflected as outstanding at December 3t, 2003. In addition, on the Emergence Date, the Company expected to
issie additional shares pursuant to the Plan to unseewred creditors, which were not reflected as outstanding at December 31, 2003, however all conditions of
distribution had been met. These shares were considered contingently issuable under SFAS No. 128, “Earnings per Share.” During the threc -month period
ended September 30, 2004, share dssuances, changes in distribution and changes in estimate reduced the amount of contingently issuable shares to approximately
8.1 million as of September 30, 2004. The Company’s caleulations of weighted averapge shares outstanding for the threc and nine ~month periods ended

Scptember 30, 2004 are as follows (in millions):

Weighted average common shares outstanding
Add: Weighted average shares contingently issuable to unsecured creditors
Less: Weighted average unvested restricted stock

Weighted average common shares outstanding usgd in bastc calculation
Add: Weighted average unvested restricted stock ™

Weighted average common shares outstanding used in diloted calculation

Iy

share.
(6]
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Successor Company

Three—Month

Nine-Month
Perind Ended R

Period Ended

September 30, 2004 Septenther 30, 2004
3175 3i6.l
89 13.4
(7.3) 8.1
3i9.1 3214
318.1 3214
I — S

As these shares were not vested during the peried, they have been excluded from the weighted average share calculation used to determine basic loss per

Calculation of diluted shares excludes the unvested shares of restricled steck that would be anti—dilutive.
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The Company’s calculations of basic and diluted (loss) income per share for the three and nine month periods ended September 30, 2004 are as follows (in
millions, except per share amounts);

Successor Company
Three=Month :
5 & Nine=Month
Revlog Puded Period Ended
Septemher 30, 2004 September 30, 2004
(Loss) income, as reported:
Continuing operations $(3.400) S (3,856)
Discontinucd opcrations 2 (1}
Net loss $(3.398) $ (3.857)
I e S|
Basic and diluted (loss) income per share:
Continuing operations S(10.66) S (12.00)
Discontinued operations 0.01 —
Loss per share 5(10.65) 5 (12.00)
I e
Weighted average common shares outstanding used in basic and diluted caleulation 319.1 3214

Historical carnings per share information for the three and nine- month periods ended September 30, 2003 has not been presented. The Company does not believe
that this information is relevant in any material respect for users of its financial statements because all equity interests existing in 2003, including the interests of
the Predecessor Company's WorldCom group common stockholders and MC1 group common stockholders, were eliminated (without a distribution) on the
Lmergence Date. In addition, because of the creation of the two class common stock structure (WorldCom group common stock and MC1 group common stock)
by the Predecessor Company in July 2001, in order to present earnings per sharve information. the Company would be required to determine the net income or
loss generated by the WorldCom group and MCT group scparately. Primarily as a result of the extensive recreation of many of the Predecessor Company’s
historical financial entrics, many of its revenue and expense items cannot be allocated to the appropriate group, making a determination of separate net income or
loss information for each group impracticable.

(7) Severance and Restructuring Programs

During the first nine months of 2004, the Company announced workforee reductions related to all segments of its business which included the impact of ¢losing
three consumer call centers and reducing staffing in three others, in large part due to the effects of “Do Not Call™ telemarketing laws. As of September 30, 2004,
approximately 12,000 individuals in the Company’s workforce have been identificd and notified that their positions would be climinated.

In the three and nine--month periods ended September 30, 2004, the Company recorded $12 miltion and S156 million, respectively, as selling, general and
administrative expenses and costs of serviees and products for employee termination costs in its condensed consolidated statements ef operations. In the three
and ninc month periods ended September 30, 2003, the Company recorded $23 million and $84 million, respectively, related to employee severance programs as
reorgamization items, net in its condensed consolidated statements of operations.
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During the three and nine month periods ended September 30, 2004, approximately 2.200 and 9,100 employces, respectively, across all business segments were
terminated. Additionally, during 2004, 2,000 employees resigned after notification of termination, but prior to recciving any severance benefits. The following
table outlines the Company’s accrial of severance expensc and payments for terminated employees during the three and nine-month periods ended September
30, 2004 (in millions):

Successor
Company
Accrued severance and termination costs as of January 1, 2004 $ 11
For the three ‘month period ended March 31, 2004:
Severance and termimation charges 54
Cash payments for terminated employees (26)
Accrued severance and termination costs as of March 31, 2004 39
For the three month period ended June 30, 2004:
Severance and termination charges 90
Cash payments for terminated employees (59
Accrued severance and termination costs as of June 30, 2004 70
For the three-month period ended September 30. 2004:
Scverance and termination charges 12
Cash payments for terminated employces 6
Accrued severance and termination costs as of September 30, 2004 s 21
—

The Company identified certain propertics related to the closing of call centers which it planned to vacate and sublcase, where possible. Tn accordance with SFAS
No. 146, “Accounting for Costs Associated with Exit or Disposal Activities, " the Company recorded a charge of approximately $1 million and $9 million as
selling, general and administrative expenses in its condensed consolidated statements of operations for the three and nine-month periods ended September 30,
2004, respectively.

(8) Discontinued Operations and Assets Held for Sale

The Company has identified certain non-core assets that it has determined are not part of its expected future operations. As such, these assets and businesses.
once identitied and qualifying for discontinued eperations under SFAS No. 144, are reflected as discontinued operations in the condensed consolidated
statements of operations and as assets held for sale in the condensed consolidated balance sheet.

Discontinued Operations

In May 2002, the Predecessor Company committed to a plan to exit its WorldCom Wireless (“Wireless™) resale business because of continuing operating losses.
In July 2002, the Predecessor Company sold its wireless customer contracts, with no book value, to several wircless providers and resellers for a total of
approximately $34 million. which was recognized as a gain in 2002. All contracts were effectively transitioned to other providers by October 2002. During the
nine month period ended September 3@, 2003, the Company recorded $10 million of revenue for amounts received during the period.

In June 2003, the Predecessor Company decided to dispose of its Multichannel Multipoint Distribution Service (“MMDS") business which included network
cquipment, licenses and leases utilized for the provision of wireless telecommunications services via Multichannel Multipoint Distribution Service. In June 2003,
the Predecessor Company recvived Bankruptey Court approval to dispose of these assets, and this standalone entity was reclassified to discontinued operations
under SFAS No. 144, and related revenues and expenses were reclassified to discontinued operations for all periods presented.
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On July 8, 2003, an Assct Purchase Agreement was entered inte with Nextel Spectrum Acquisition Corp. (“Nextel™} for the sale of substantially all of the assets
of MMDS for St44 million in cash. In addition, the Company entered into & three: year extension of a customer contract between subsidiaries of MCI and
Nextel. The sale was approved by the Bankruptey Court on July 22, 2003, as modified in certain respects. The Company completed the sale in May 2004 and
received S144 million in cash for the assets which was equal to their carrying value.

In November 2003, the Board of Dircctors approved a plan to disposc of its 19% economic investment in Embratel, as well as other Latin American entitics. On
March 15, 2004, the Company announced that it had entered into a definitive agreement to sell its ownership interest in Embratel and other Latin American
subsidiarics to Telefonos de Mexico. On April 21, 2004, the agreement was amended which increased the cash purchase price to S400 million from S360 mitlion,
On April 27, 2004, thesc assets qualified as discontinued operations under SFAS No. 144 when the Company received bankruptey court approval for the sale.
Accordingly, the Company has reclassified all revenues and cxpenses to discontinued operations for all periods presented. On July 23, 2004. the Company
completed the divestiture of its 19% equity interest in Embratel and received S350 million, the remaining portion of the S4(H) million sales price beyond the $50
million deposit previously received. As of the sale date, all obligations under the Share Purchase Agreement were completed. The Company recognized a gain on
the sale of approximately $9 million within discontinued operations in its condensed consolidated statement of operations during the three month peried ended
September 30, 2004, .
In June 2004, the Company decided to dispose of additional Latin American operations and began the marketing of Proceda Teenologia ¢ Informatica S A,
(“Proceda™), an informatien technology outsourcing company in Brazil specializing in the following areas: data center services. mainframe services, hosting,
technical support, help desk management, integrated solutions, and ¢ business. These assets qualified as discontinued operations under SFAS No. 144 in June
2004 and, accordingly, the Company has reclassified al! revenues and expenses to discontinued operations for all periods presented and reclassified all assets and
liabilities as “held for sale™ in the condensed consvlidated balance sheet as of September 30, 2004. The Company continues its marketing efforts and expects to
close the sale of these assets prior to year-cnd.

In June 2004, the Company commenced its internal evaluation related to OzEmail Pry. Lid ("Ozemail™). an internet service previder providing dial-up,
broadband and wircless products to Australian consumers and small business enterprises. In July 2004, the Company began to market Ozemail for sale. The
related assets qualified as discontinued operations under SFAS No. 144 in July 2004 and, accordingty. the Company has reclassified all revenues and expenses to
discontinued operations for all periods presented and reclassitied all asscts and Liabilities as “held for sale™ in the condensed consolidated balance sheet as of
Scptember 30, 20064.
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The condensed consolidated statements of operations reflect Wireless, MMDS, Embratel {(and other companies related to the transaction), Proceda. and Ozemail

as discontinued operations for all periods presented. The combined operating results of these entities through the date of disposition are reflected in the
condensed consolidated financial statements for the three and nine month periods ended September 30. 2004 and 2003 as fotlews (in millions):

Sugcessor Predecessor Suecessor Predecessor
Company Company Company Company
Three-Muonth Period Ended September 30, Nine=Menth Period Ended September 30,
2004 2003 2004 003
Revenues § 213 S 8la S 1,902 S 2205
Operating expenses 210 718 1,807 2,025
Other income (expensc) 3 (79) (71) 39
Minority interests expensc (2) (2th (4) (145)
Income tax expense 2 9 s 78
Net income (loss) S 2 8 (10) S () $ (4)
TR R I —

As of September 30, 2004, the amounts related to Proceda and Ozemail have been combined and included in asscts and liabilitics “held for sale™ in the
condensed consolidated balance sheet as follows (in millions):

Successor
Company

As of
Seplember 30, 2004

Assets:

Cash S i3

Other assets 20
i3

Liabilities:

Accounts payable and accrued access costs 21

Debt obligations 7
2%

Cumulative translation adjustments 3)

Net assets of discontinued operations $ 2

I

Assets Held for Sale

The Predecessor Company deemed Mr. Bernard J. Ebbers (“Mr. Ebbers™), its former Chief Executive Officer. to be in default of the terms of a Promissory Note
he signed to the Company dated April 29, 2002, The Promissory Note was sccured by Predecessor Company stock as well as Mr. Ebbers” equity interests in
vertain enterprises. On May 29, 2003, the Predecessor Company entered into an agreement to setl one of Mr. Ebbers’ propertics, Douglas Lake. and on July |,
2003, the Bankruptey Court approved the sale of the property, As a result, the Predecessor Company reclassified the asset in its consolidated balance sheet as
held for sale effective July 1, 2003 under SFAS No. 144, The carrying value of the property was 554 million as of December 31, 2003. The property was sold in
February 2004 for approximately S50 million, which was net of dispesal costs. The Company recetved approximately S37 million in net proceeds in connection
with the closing, and expects to reeeive additional proceeds of up to approximately $13 million, pending the resolution of certain tax matters and the final
determination of any indemnification c¢laims made by the purchaser pursuant to the purchase agreement.
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The Company recorded the estimated loss of S4 million as selling, pencral and administrative expenses in the condensed consolidated statement of operations for
the three month period ended March 31, 2004.

(9) Debt

Debt consisted of the following as of September 30. 2004 and December 31, 2003 (in miltions):

Successor Company

Asof As ol
September 30, 2004 December 31, 2003
5.908% Scnior Notes Due 2007 $1,983 S 1,983
6.688% Senior Notes Due 2009 1,983 1,983
7.735% Senior Notes Due 2014 1,699 1.699
Lmbratel loans - 1,574
Capital lcases and other (maturing through 2023) 273 322
Discount on Senior Notes > (114)
Total 5,938 7,447
Less: current portion 35 330
Long-term portion $5,903 $ 7,147
— E—T—

All of the outstanding debt of Embratel was removed from the Company’s condensed conselidated balance sheet when the Company completed its sale of
Embratel in July, 2004 (sce Note 8).

Senior Notes Due 2007, 2009 and 2011 4

Pursuant to the Plan, the Company issued approximately $2.0 billion principal amount of 5.908% Senior Notes due 2007 (the 2007 Scnior Notes™).
approximately $2.0 billion principal amount of 6.688% Scnior Notes due 2009 (the “2009 Senior Notes™) and approximately $1.7 billion principal amount of
7.735% Senior Notes due 2014 (the 2014 Senior Notes™ and. together with the 2007 Senior Notes and the 2009 Senior Notes, the “Senior Notes™ or
“Indentures™). The Senior Notes are senior unsceured obligations of the Company and are guaranteed by all of the existing and future domestic restricted
subsidiarics of the Company.

The 2007 Senior Notes, the 2009 Senior Notes and the 2014 Senior Notes mature on May 1, 2007, May 1. 2009 and May 1. 2014, respectively. Interest on the
Senior Notes is payable semi- annually in arrears. The initia) interest rates of the Senior Notes are 5.908%, 6.688% and 7.735%. respectively. The initial interest
rate is subject to resel after the Company has applied for and received ratings for the Senior Notes from Moody's Investors Service (“Moody's”) and Standard &
Poor’s Corporation (“S&P™). The adjustment could result in a change in the interest rates on the Senior Notes ranging from (a) a decrease of 3.0% if the Senior
Notes are rated Baa3 or higher by Moody’s and BBB- or higher by S&P to (b) an increase of 3.0% if the Senior Noltes are rated lower than B3 by Moody's and
lower than B~ by S&P. [f the Senior Notes are rated between the levels indicated, the interest rates on the Senior Notes will change to a lesser degree. If the
Company fails to obtain ratings on the Scnior Notes from Moody's and S&P within two years from the date of issue, the interest rate on cach of the Senior Note
issucs shall be increased by 1.0%.

Commencing on May 1, 2005 with respect to the 2007 Senior Notes, May 1, 2006 with respect to the 2009 Senior Notes and May 1, 2009 with respect to the
2014 Senior Notes, the Company will have the right to redeem some or all of the Senior Notes. The initial call prices equal 102.454%, 102.844% and 103.3675%
of the principal amount, respectively. plus acerued and unpaid interest. In addition, the call prices for the 2007 Senior Notes, 2009 Senior Notes and the 2014
Senior Notes thereafter decline ratably for a period of one year, two years and three years, respectively, until the call price equals 100% of the principal amount.
Prior to the call dates
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applicable to the Senior Notes, the Company may redeem some or all of such Senior Notes by paying a “make  whele™ premium based on UL.S. Treasury rates.
Atany time prior to May 1. 2007, the Company may redeem up to 35% of the aggrepate principal amount of each series of Senior Notes at a price cqual 10 100%
of the principal amount plus a premiuwm cqual to the coupon with the net cash proceeds of an equity offering.

Upon the oceurrence of a change of control, the Company will be obligated to make an offer to purchase all of the outstanding Senior Notes at a price equal to
101% of par value plus acerued interest. Also. the Company will be required to make an offer to purchase the outstanding Senior Notes at a price equal to L00%
of par value plus accrued interest with “excess proceeds’” of certain asset sales.

The Senior Notes are subject to typical affirmative and negative covenants for securities of this type, including covenants that limit the amount of debt the
Company may incur and restrict the Company s ability to make cash distributions, investments in third parties and engage in asset sales or other specified
transactions.

The Senior Notes are subject to customary events of default including any failure to make puyments of interest (for a period of 30 days) or pringipal on the Senior
Notes, failure to comply with the affirmative and negative covenants, the occurrence of certain events of bankruptey involving the Company or the acceleration
of other outstanding indebtedness of the Company in excess of $100 mitlion.

The Senior Notes are subject to covenants that limit the Company’s ability to make certain cash distributions based on its cumulative net income or loss since the
[ssue Date. The impairment charges recorded during the third quarter of 2004 will not aftect the Company’s ability or its current plans to continue to distribute
excess cash pursvant to Section 5.07 of the Plan of Reorganization to its sharcholders in the form of a quarterly dividend until such excess cash is fully utilized.
The impairment charges may. however, restriet the Company’s ability to make further cash distributions to its sharcholders under the Indenturces,

Dehtor - in- Possession Facility and Letter of Credit Fucilities

On July 23, 2002, the Predecessor Company negotiated its Debtor in- Possession Agreement (“DIP Agreement™) for $750 million in Debtor -in—Possession
Financing (the “DIP Facility™). The DIP Facility was amended to the amount of $t.1 billion and was approved by the Bankruptey Court on October 15, 2002, In
January 2004, the Company reduced the size of the DIP Facility to $300 million. As of December 31, 2003, there were ne advances outstanding under the DIP
Facility. The Company had $77 million of letters of credit outstanding under the DEP Facility, 347 million in undrawn letters of credit that were issued under a
51.6 billion credit facility and Digex had a letter of credit of S1 million under a separate credit facility as of December 31, 2003.

On the Emergence Date, the DIP Facility was terminated. Approximately S100 million in letters of credit were ralled over to new letter of credit facilities entered
into on the Emergence Date with JPMorgan Chase Bank, Citibank, N.A. and Bank of America, N.A. (the “Letter of Credit Facilities”). The Letter of Credit
Facilities provide for the issuance of letters of credit in an aggrepate face amount of up to $150 million {the “Commitment”}. In addition, the Company pays a
facility fec under the Letter of Credit Facilities equal to .05% per annum of the daily amount of the Commitment (whether used or unused). If any fee or other
amount payable under any Letter of Credit Facility is not paid when due, additional interest equal to 2% per annum plus the federal funds rate (determined in
accordance with such Letter of Credit Facility) will be incurred on the overdue amount. The Letter of Credit Facifitics mature in April 2005, As of September 30,
2004, under the Letter of Credit Facilities, the Company had $124 million letters of credit outstanding, $12 million in availability. and $14 millien reserved for
issuance. During the nine -month period ended September 30, 2004, the Company pledged S141 million in cash as collateral for its outstanding letters of credit of
which $137 million of the cash has been ¢lassificd as restricted cash in other current assets and $4 million has been classified as restricted cash in other
long—term assets in the condensed consolidated balance sheet. On October 12, 2004, the Commitment under the Letter of Credit Facilitics was increased from
5150 milkion to $300 million.
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(10) Accumulated Other Comprehensive Loss

Accumulated other comprehensive loss is comprised of foreign currency translation adjustments and unrealized pain (loss) on available -for salc securities. The
following table sets forth the changes in accumulated other comprehensive loss, net of tax (in millions):

Suceessor Predecessor Suecessor Predecessor
Company Company Company Company
Three=Maonth Period Ended Nine=Month Period Ended
September 30, September 30,
2004 2003 2004 2003
Net (loss) income $(3.398) S (55) $(3.857) S 5
Other comprehensive loss:
Foreign currency translation adjustments 20 (14) ) (23)
Unrealized (loss) gain on available-for -sale securities 3) 5 (N 8
Total comprehensive loss S(3.381) S (64) $(3.8606) S {10
————— e

Due to the adoption of fresh- start reporting at December 31, 2003, the Company 's accumulated other comprehensive loss was adjusted to zero and, accordingly,
other comprehensive loss for the nine-month period ended September 30, 2004 is equal to its accumulated other comprehensive loss in its September 30, 2004
condensed consolidated balance sheet.

(11) Employee Benefit Plans

The Compiany maintains two defined benefit pension plans, the MCI Communications Corporation Plan and WorldCom International Data Services, Ine, Plan
(collectively, the “MCT Plans™), which cover substantially all MCI employees who became WorldCom emplovees as a result of the Company's merger with MCI
Communications, Inc. and who work 1.000 hours or more in a year. Effective January 1, 1999, participants ot the MC1 Plans no longer carn future compensation
credits, although interest aceruals and benefit vesting continues.

The Company alse maintained a postretirement benefit plan that provides health and life insurance benefits to union members who are either currently retired or
in active employee status and have satisfied certain eligibility requirements. Actuarially determined postretirement benefit costs are acerued as active employees
carn these benefits.

The Company adopted SFAS No. 132 (R) on December 31, 2003, The components of the net postretirement benefit and pension costs for the three and
ninc- month perieds ended September 30, 2004 and 2003 were as follows (in millions):

Suceessor Company Predecessor Company
Three-Month Period Ended Three=Maonth Pertod Ended
Seplember 30. 2004 Scptenther 30. 2003
Iension Postretirement Pension Postretirement
Benefits Benefits Benefits Benefits
Interest cost on aceumulated postretirement benefit obligation S 6 S 1 5 7 $ i
Lxpected return on plan assets (%) - N
Amortization of net loss —— . 1
Curtailment loss 1 ~ s
Net periodic benefit (income) expense S Ly 1 S 1 $ 1
— O —— — ee———————
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Successor Company Predecessor Company
Nine-Month Period Ended Nine—Month Peried Ended
September 3, 2004 September 30, 2043
Pension Pustretirement I'ension Postretirement
Benefits Bencfits Benefits Bencfits
Interest cost on accumulated postretirement benefit obligation §20 b 2 § 21 $ 2

Lxpected return on plan asscts (24) - 1)

Amortization of net loss 1 2 —

Curtailment loss I - —-

Net periodic benefit (income) cxpense S (D 5 3 5 2 S 2
RN fo—= mEAs — R —

The Company does not expect to contribute to its defined benefit pension plans in 2004, The Company made contributions of $14 mifhion to these plans in the
three and nine--month periods ended September 30, 2003, The Company’s cstimates of its defined benefit pension plan contributions reflect the provisions of the
Pension Funding Equity Act of 2004, which was enacted in April 2004. No centributions were made by the Company to its postretirement benefit plan during the
three and nine month periods ended September 30, 2004 and 2003.

(12) Sharcholders’ Equity
MCI Common Stock

On April 20, 2004, the Company emerged from Chapter 11, The Successor Company is a Delaware corporation and filed a new certificate of incorporation
("New Articies™). The New Articles authorized 3,000,000,000 shares of new MCI common stock with S0.01 par value. In addition to any other approval reguired
by law, any action to effect a stock sphit or reverse stock split of the common stock within one year after April 20, 2004 shall require the approval of the hotders
of at |east nincty--five percent (95%) of the shares of common stock then outstanding.

Mt Shareholder Rights Plan

On April 20, 2004, the Board of Directors of MCI declared a dividend of one nght (“Right™) for each outstanding share of MCI Common Stock to stockholders
of record on that date. The Rights become exercisable upon the carlier of: (i) ten days following a public announcement by another person o group that it has
acquired beneficial ownership of 15% or more of the cutstanding shares of common stock: or (11) ten business days following the commencement of a tender
otfer or exchange offer te acquire beneficial ownership of 15% or more of the outstanding shares of common stock. Certain qualifying tender offers made to alt
stockholders will not trigger the Rights. The Rights expire on the date of the 2007 annual meeting, unless carlier redeemed at a price of $.001 per Right. If the
Rights become exercisable. upon payment of the exercise price of the Right (which was initially set at $75.00 per right). holders may receive (a) MCI common
stock with a market value equal to twice the exercise price or (b) comion stock of an acquirer of MCT with a market value equal to twice the exercise price.

Stock—based Compensation

The Company originatly estimated that $184 million of deferred stock —based compensation was required upon the issuance of approximatety 8.6 million shares
of restricted stock that were granted on the Emergenee Date. Based on the fair vatue of the Company’s stock at date of grant, the Company reduced the amount to
$170 million. The amount is being amortized over the vesting period of three years on a straight--line basis. The Company recorded approximately $2 millien and
S4 million to costs of services and products and approximately
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S1¢ million and 5§19 million to selling. general and administrative expense in its condensed consolidated statements of operations during the three and

nine- month periods ended September 30, 2004, respectively. In addition, the Company reversed approximately $6 million and $16 million of deferred
stock—bascd compensation retated 1o shares that will not vest due to empioyee terminations during the three and ning--month periods ended September 30, 2004,
respectively.

On August 18, 2004, the individual award agreements under the MRSP were amended to allow for the conversion of Restricted Stock Units into shares of
Restricted Stock (with one Stock Unit converting to one share of Restricted Stock) and the payment of dividends on unvested Restricted Stock shares. The
conversion from Restrieted Stock Units into shares of Restricted Stock was not allowed for any units held internationalty or that had been deferred under the
Deferred Stock Unit Plan. Dividends paid on unvested shares of Restricted Stock are considered compensation to the employee.

Emplovee Stock Purchase Plan

During the third quarter of 2004, the Company initiated its LSPP. Under the terms of the ESPP, a maximum of 2.2 million shares of MC1 common stock are
authorized for issuance. All eligible employees, during a period prior to the offering date of the ESPP, were allowed to clect to purchase shares of MCl common
stock at 85% of the lower of the closing price on the beginning of the offering period of August 2, 2004 or on the excrcise date of December 34, 2004,
Contributions arc made through payrell deductions, and they cannot exceed 15% of the employee’s compensation. Contributions are held in eserow until
December 31, 2004, when the accumulated contributions will be applied to the distribution of shares. The ESPP is accounted for using the intrinsic value--based
method of APB No. 28 and no compensation expense was recorded. However, the ESPP does not mect the criteria as set forth in SFAS No. 123 for
noncompensatory plans and therefore is deemed compensatory for disclosure purpeses only.

Dividends

On August 5, 2004, the Beard of Directors declared a cash dividend of $0.40 per share. On September 15, 2004, the Company paid $127 million to sharcholders
of record on September 1, 2004, As the cash dividend was a return of sharcholder capital, it was recorded as a reduction of additional paid-in capital in the
sharcholders” eguity scetion of the Company’s condensed consobidated balance sheet, On October 15, 2004, the Board of Directors, pursuant to Scetion 5,07 of
the Plan and centinuing its distribution of the Company’s excess cash as a return of capital to sharcholbders, declared another cash dividend of $0.40 per share
payable on December 15, 2004 to sharcholders of record on December 1, 2004,

(13) Commitments and Contingencics

The filing of the Chapter 11 cases automatically stayed proceedings in private lawsuits relating to pre--petition claims as te the Debtors. The Plan specifies how
pre petition litigation claims against the Debtors with be treated following the Debtors® emergence from bankeuptey. Claims arising after the filing date will not
be discharged following emergence.

Right—-of- Way Litigation, Between September 1998 and February 2000, the Predecessor Company was named as a defendant in three putative nationwide and
thirteen putative state class actions invoelving fiber optic cable on railroad, pipeline and utility rights- of -way. The complaints allege that the railroad, utility
and/or pipeline companies from which the Predecessor Company obtained consent to install its fiber optic cable held only an casement in the right -of - way, and
that the consent of the adjoining landowners holding the fee interest in the right of -way did not autherize installation. The complaints allege that because such
consent was not obtained,
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the fiber optic network owned and operated by the Predecessor Company trespasses on the property of putative class members. The complaints allege causes of
action for trespass, unjust enrichment and slander of title, and seek compensatory damages, punitive damages and declaratory relief.

The Predecessor Company exceuied a settlement agreement in February 2002 regarding all right of way litigation in Louisiana and in June 2002 reparding ail
other railread right - of —way litigation nationwide. Tlowever, following the Petition Date the Predecessor Company opted out of the nationwide settlement
agreement because the Oregon court did not approve it, and the Predecessor Company did not elect to proveed to seck approval in Hiinois, During the bankmptcy
proceedings, the Predecessor Company rejected the Louisiana right- of -way settlement agreement. The Company accrued for its estimate to settle the litigation
as of Scptember 30, 2004 and December 31, 2003,

SEC Lavwswir, The Predecessor Company and various current or former directors, officers and advisors were samed as defendants in a number of lawsuits
alleging vielations of federal and state securitics laws and related claims.

On June 26, 2002, the SEC filed suit against the Predecessor Company and certain members ot former management for violations of scetions 10(b} and 13(a) of
the Exchange Actand SEC Rules 10b 5, 12b 20, 13a 1 and 13a- 13, alleging that from at least the first quarter of 2001 through the first quarter of 2002,
WorldCom defrauded investors by disguising its true operating performance via improper accounting metheds that materially overstated its income by
approximately $3.9 billion, On November 5, 2002, the SEC filed an amended complaint that broadened the scope of the claims, including a claim under section
17(a} of the Sccurities Act, to refleet among other things the Predecessor Company’s diselosure that the overall restatements could total in excess of $9 billion.
On May 19, 2003, the SEC filed a sccond amended complaint that added a claim for disgorgement of wntaw ful gains obtained as a result of the alleged
misstatements.

On November 26. 2002, the Predecessor Company consented to the entry of a permanent injunction that partially resolved claims brought in this suit. The
injunction imposcs certain ongoing obligations on the Predecessor Company and permitted the SEC to seck a civil penalty from the Predecessor Company.

On May 19, 2003, the Predecessor Company announced a proposed settlement with the SEC reparding a civil penalty. Pursuant to the initial proposed settlement,
the Predecessor Company would satisfy the SEC's civil penalty claim by payment of S500 million upon the cffective date of the Predecessor Company’s
emergence from Chapter |1 protection. On June 11, 2003, the Predecessor Company consented to the entry of two orders dealing with internal centrols and
corporate governance issues that modificd certain of the ongoing obligations imposed in the permancent injunction entered on November 26, 2002, On July 2 and
3, 2003, the Predecessor Company filed documents in the District Court modifying the proposed settlement. Pursuant to the revised proposed settlement, the
Predecessor Company would satisfy the SEC's civil penalty claim by payment of $500 million upon the etfective date of the Predecessor Company’s cmerpence
from Chapter || protection and by transfer of common stock in the reorganized company having an agreed value of $250 million (based upon the value set forth
in the Plan). On July 7, 2003, the District Court issued an order approving the proposed scttlement. On September 3, 2003, onc of the Predecessor Company’s
ceeditors filed a notice of appeal of this order to the U.S. Court of Appeals for the Second Circuit. On August 6, 2003, the U.S. Bankruptcy Court for the
Southern District of New York issued an order approving the proposed settlement. On August 18, 2003, certain creditors filed a notice of appeal of this erder to
the U.S. District Court. Pursuant to agreements entered into in conneetion with the Second Amended Plan of Reorganization, these ereditors withdrew their
appeals upon the consummation of the Plan. The District Court’s order provides that the funds paid and common stock transfereed by the Predecessor Company
n satisfaction of the SEC’s penalty claim of $2.25 billion will be distributed pursuant to the Fair Funds provisions of the Sarbanes—Oxley Act 0f 2002, The
Company paid $500 million on the Emergence Date and transferred 10 million shares shortly thercafter.

26



MCI, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

On December 17, 2003, the United States District Court for the Southern District of New York issued an order further modifving its November 26. 2042 order.
The December 17, 2003 order directed the Predecessor Company to submit a report describing the status of certain of the Predecessor Company s internal control
efforts to the District Court. Corporate Monitor Richard Breeden, and the SEC; and direeted the Predecessor Company to cause Deloitte & Touche LLP
(“Deloitte™), which has acted as a consultant to the Predecessor Company with respect to internal controls, to submit a similar report. The Predecessor Company
and Deloitte submitted their reports on December 24, 2003,

The Company has resolved all claims brought by the SEC in this suit. The Company remains subject to the ongoing obligations imposed by the permanent
injunction ¢ntered by the Court on November 26, 2002, as medificd, including the oversight of Corporate Monitor Richard Breeden,

ERISA Litigerion, On March 18, 2002, one current and one former employee filed suit in federal eount in California against the Predecessor Company and two of
its former executive officers on behalf of a putative elass of participants in the WorldCom 401(k) plan and its predecessor plans, claiming that defendants
breached their fiduciary duties under the Employee Retirement Income Security Act ("ERISA™) with respect to the administration of the plans by, among other
things. misrepresenting the Predecessor Company’s financial resuits and by allowing plan participants to continue to invest in the Predecessor Company’s stock
as onc of their plan options. Following the Predecessor Company's June 25, 2002, restatement announcement. participants in 401(k) plans for the Predecessor
Company and various of its affiliates filed approximately 15 additional putative class action suits against the Predecessor Company and certain of its executive
officers in federal courts in New York, Mississippi, Florida, Oklahoma, and the District of Columbia.

On July 10, 2002, certain of the Predecessor Company’s directors submitted to the Judicial Panel on Multidistriet Litigation (the “Panc]”) motions to centralize
these actions. On October 8, 2002, the Panel issucd an order centralizing 39 cases arising under the federal securitics and ERISA laws before Judge Denise L.
Cote in the United States District Court for the Southern District of New York. On September 18, 2002, Judge Cote entered an order consolidating the ERISA
cases pending in the Southern District of New York, and thereafter designated lead plaintiffs for the consolidated cases. The Panel subscquently entered final
orders transferring initial and additional cases to Judge Cote for consolidated or coordinated pretrial proceedings.

On December 20. 2002. the lead plaintiffs filed a consolidated complaint alleging that defendants breached their fiduciary duties under ERISA and secking
damages and other relief. The complaint, which was amended January 24. 2003, sought to certify a class of persons who participated in the WorldCom 401(k)
plan and certain predecessor plans during the period from at east September 14, 1998, to the present. On January 24, 2003, defendants filed motions to dismiss
the amended complaint pursuant to Fed.R.Civ.P. 8(a), 9(b). and 12(b)(6), asserting that the complaint failed to allege that the individual defendants were ERISA
fiduciarics of the 401(k) Salary Savings Plan and, therefore, cannot be liable for fiduciary breach claims. On June 17, 2003, Judge Cote issued a decision granting
the motion to dismiss filed by the former directors and certain employees and denying the motions, in whole or in part, filed by other defendants.

On July 25, 2003, Judge Cote issued an order establishing a schedule for class certification proceedings, initial discovery and the filing of an amended complaint.
Lead plaintiffs subsequently filed second and third amended complaints pursuant to Judge Cote’s July 25 order. The third amended complaint charges the
defendants with breaching their fiduciary duties under ERISA. Certain individual defendants filed a joint motion to dismiss the third amended complaint on
October 13, 2003, Bricfing on the motion to dismiss was completed on November 14, 2003, On January 15, 2004, the U.S. Depariment of Labor filed an amicus
brief in opposition to the individual defendants’ motion to dismiss. The individual defendants filed a response to the Secretary’s Amicus brief on January 30,
2004.
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On September 12, 2003, lead plaintitfs also filed a motion for class certification on their claims. The defendants filed a joint motion opposing class certification
on October 31, 2003.

On July 6. 2004, plaintiffs filed a Motion for Order Preliminarily Approving Settlement, Certifying a Class. and Setting a Fairness earing (the “Motion™).
Attached to the Motion was a fully executed Settlement Agreement between the plaintiffs and the Company, the Company’s fiduciary liability insurance carricers,
and all of the individual defendants, with the exception of Scott Sullivan and Mermill Lynch Trust Company, F.S.B. (the “Scttlement Agreement™).

The Settlement Agreement provides for the ereation of a Settlement Fund consisting of the following: (1) approximately S47 million in cash, and (2) another
potential amount between $450.000 and $4 million in a promissory note from former WorldCom, Ine. Chief Executive Officer, Mr. Ebbers. The cash will be put
into the fund by the Company, Mr, Ebbers, and the Company’s fiduciary liability insurance carriers, both primary and excess. The Company's contribution to the
settlement fund was approximately $23 million which was paid in September 2004,

The Scttlement Agreement was approved by the Bankruptey Court and an independent fiduciary for the 401¢k) Plan. On October 15, 2004, Judge Cole approved
the settlement.

Srate Tax. In conjunction with the Predecessor Company's bankrptey claims resolution proceeding, certain states have filed claims concerning the Predecessor
Company’s state income tax filings and its approach to related- party charges. To date, various states have filed proofs of claims in the aggregate amount of
approximately $750 million. In addition, the State of Mississippi has filed a claim in the aggregate amount of approximately S2 biltion. The Company is in
discussions with the appropriate state taxing officials on these and other similar issucs related to state income taxes owed by the Company and its subsidiaries.

On March 17, 2004, the Commonwealth of Massachusetts on behalf of itself and thirteen other states filed a motion to disqualify KPMG LLP (“KPMG™) from
serving as the Company’s accountant, auditor and tax advisor on the grounds that KPMG is not disinterested as required by Section 327(a) of the Bankruptey
Code. The Company belicves that the filing of this motion is merely a litigation tactic and that the motion has no merit. The bankruptey court held hearings on
the maotion, at the conclusion of which the bankruptey court took the matter under advisement. On June 30, 2004, the bankruptcy court denied this motion and the
states have appealed the order denying the motion.

Other. The Company provides indemnifications of varying scope and size to cerfain customers against claims of intellectual property infringement made by third
parties arising from the use of its products as are usual and customary in the Company’s business. Additionally, the Company provides indemnifications in
certain lease agreements in which it agrees to absorb the increased cost to the lessor resulting from an adverse change in certain tax laws, which are usual and
customary in lcascs of these types. The Company evaluates estimated losses for such indemnifications under FASB Interpretation No, 45, “Guaraitors’
Acconnting and Disclosure Requeirenents for Guaraniees, Including Indivect Guaramiees of Indebtedness of Others,” In relation to the indemnification in certain
lease agreements, as the indemnifications are contingent on tax law changes. the maximum amount of loss cannot be estimated until there is actually a change in
tax law, To date, the Company has not incurred significant costs as a result of such obligations and has not accrued any liabilities related to such indemnifications
in the condensed consolidated financial statements.

In the normal course of business, the Company is subject to other proceedings, lawsuits and claims, including proceedings under government laws and
repulations related to environmental and other matters. Such matters are subject to many uncertainties and outcomes arc pot predictable with assurance.
Consequently, the Company is unable to ascertain the ultimate aggregate amount of monctary liability or financial impact with
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respect to these matters at September 30, 2004, While these matters could affeet operating results when resolved in future periods. based on current information,
the Cempany does not belicve any monetary liability or financial impact would be material 10 its consolidated financial condition. results of operations, or cash
flows. The Company, where appropriate, acerued for its estimates to settle outstanding litigation as of September 30, 2004 and December 31, 2003,

(14) Business Segraent Information

The Company’s business scgments represent strategic business units based on the types of customers cach segment serves. These business segments consist of
Enterprise Markets, ULS. Sales & Service, and International & Wholesale Markets. These business segments were determined in accordance with how the
Company’s executive management analyzed, evaluated and operated the Company”s entire global operations since the second quarter of 2004.

In March 2004, the Company changed its segment reporting by realigning its previous business segments into three new business segments: Enterprise Markets,
U.S. Sales & Service, and international & Wholesale Markets. Enterprise Markets serves the tellowing customers which had been served by Business Markets in
the past: global accounts, government accounts, conferencing and MCI Solutions customers. U.S. Sales & Service serves the previous Mass Markets accounts
and certain commercial accounts. International & Wholesale Markets serves customers internationally, as well as the Company’s wholesale accounts that were
previously included in Business Markets. The Company began operating under these new segments in the second quarter of 2004,

In addition, the Company developed methodologics to fully allocate indirect costs that were previously repoerted in Corporate and Other to the new business
segments, These costs include expenses associated with the eperation of the Company’s network, access costs and costs of services and products, indirect seliing,
general and administrative expenses, depreciation and amortization, impairment charges, and corporate functions. The Company allocated the third quarter
impairment charges using the same methodology used for depreciation and amortization expense. The allocation methodologics arc based on statistical and
operationat data that is generated from the Company’s continuing operations. These amounts ¢an fluctuate based upon the performance of the imdividual
scgments.

As a result of the realignment of its segments and the allocation of indirect costs on a segment basis, the Company changed the way it manages its business to
utilize operating imcome (loss) information to evaluate the performance of its business segments and to allocate resources to them. The Company has restated the
resuits of its business segment data for the three and nine- month periods of 2003 into the new business segments for comparability with current presentation.

Embratel’s results of operations, which were previousty reported in a separate business segment, have been reclassified to discontinued operations for all periods,
and therefore have been excluded from this business segment information for the theee and nine--month periods ended September 30, 2004 and 2003,

Business Segments
The following is a description of the Company’s business segments:
+  Enterprise Markets includes Global and Gevernment Accounts. as well as Conferencing and MC1 Solutions businesses. Global Accounts provides
telecommunications services o large global customers requiring international and complex netwerk services. Government Accounts provides similar

services 10 various government agencics. In both cases, these services include local- to- global business data, Internet, voice services and managed
network services,

¢ U.S, Sales & Scrvice segment serves Mass Markets accounts which include subscription--based residential and very small business accounts, and
transactional products including 1¢- 10- 987,
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10 10 220, 1 800 COLLECT, MCI Prepaid card, as well as Commercial Accounts which serves small to medium—size business accounts.
Commercial Accounts also includes the Company’s Skytel business, which provides wireless cmail, interactive two- way messaging, wireless

telemetry services and traditional text and numeric paging to customers throughout the United States.

*  Imternational & Wholcsale Markets provides telecommunications services to business customers and telecommunications carriers in Europe. the
Middle East and Africa (collectively “EMEA”). the Asia Pacific region, Latin America and Canada. These services include voice
telecommunications, data services, Iaternet and managed network services. This segment also serves the Company’s domestic and international

wholesale accounts.

Al revenues for the Company's products and services are generated through extemal customers. The Company has three main product and service categories:

Vaice. Data and Internet.

As of September 30, 2004, the Company had not developed a methodology to allocate assets among its business segments. As such, no segment assct amounts

have been reported in the tables below. Financial information for each of the Company’s reportable business segments is as follows (in millions):

Revenues:
Voice
Data
Internet

Total revenucs

Costs of sales and services

Selling, general and administrative expenses
Depreciation and amortization expenses
Loss on property dispositions

Impairment charges

Operating loss

Revenues:
Vaoice
Data
[nternet

Total revenues

Costs of sales and services

Selling, general and administrative expenses
Depreciation and amartization expenscs
Luoss on property dispositions

Operating income (loss)

Three—Month Period Ended Seplember 30, 2004 {Successor Company)

Internutional &

Enterprise Markels U.8. Sales & Serviee Wholesale Markets Total

S 454 8 1.672 S 990 $3,116
577 383 347 1.307
161 183 309 653
1,192 2238 1,646 5,076
719 1,184 1,306 3.209
238 726 282 1,246
127 227 139 493

3 2 2 7

870 1,627 1.016 3513
$ (763) S (1.528) 3 (1,099) $(3.392)
T A S L Sy | )

Three—-Month Perind Fnded Seplember 30, 2003 (Predecessor Company)
International &
Enterprise Markets L5, Sales & Service Whaolesale Markets Tetal

S 465 S 2,034 S 1,150 $ 3,649
622 482 459 1.563
206 175 376 757
1,293 2,691 1,985 5,969
779 1,394 1,462 3,635
287 980 380 1,647
167 218 7 602

4 1 3 &

5 356 S 9% $ (7N $ 77
T S L} ——
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Revenues:
Voice
Pata
Internet

Total revenucs

Costs of sales and services

Selling. general and administrative expenses
Depreciation and amortization expenses
Loss {gain) on property dispositions
Impainment charges

Operating loss

Revennes:
Voice
Data
Internct

Total revenues

Costs of sales and services

Selling, general and administrative expenses
Depreciation and amiertization expenses
Loss on property dispositions

Operating income (loss)

Nine—=Month Peried Ended September 30, 2004 {(Successor Company)

international &

Enterprise Markels 1.8, Sales & Servicee Wholesule Markels Tatal
$1,375 S 5,180 S 3119 S 9.674
1,123 1.226 1.090 4,039
506 550 947 2.003
3,604 6,956 5,156 15,716
2.215 3,770 4,086 10,0714
814 2,400 960 4,174
404 660 519 1,583
1 (n s
870 1,627 1,016 3.513
S (700) S (1.500) S (1.425) $(3.625)
I S S S RAPERIRAGE

Nine--Month Period Ended Seplember 30, 2003 (Predecessor Company)

International &

Enterprise Markets L5, Sales & Service Wholesale Markets Total
St.460 S 6,481 ) 3332 S11,273
1,960 1,568 1.483 5.0
668 573 1,195 2436
4,088 8.622 6,010 18,720
2412 4,375 4,364 P1L151
824 2,939 1.080 4,843
480 626 614 1,720
8 4 2 14
S 364 S 674 S {50) $ 992
I I N I
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following statements (and other statements made by us) are or may constinde forward - looking statements within the meaning of the Private Securities
Litigetion Reforay Act of 1995 ’

(1) v stalements contained or incorporated herein regarding possible or assumed fittire results of operations of owr business, pricing trends, the
markels for onr services and products, anticipated capital expenditiores, owe cost reduetfon and opevational restrnetiing initietives, regudatory
developments, or compelition;

(i} any statements preceded by, followed by, or that include the words “intends, ™ Vestimates,” “helieves,” “expects,” “anticipates, " “plans,”

“projects,” “should, " "conld" or similar expressions; and

(i) other statements contained or incorporated by reference herein regarvding matiers that ave not historical fucis.

You are cautioned not to place undue reliance on these statements, which speak only as of the date this document is filed. These statements are based on

management’s current expeetations and are subject to uncertainty and changes in circumstances. Factors that may cansc actual results to differ materially from

management’s expectations inchude, but are not limited to:

- econenic uncertainty;

+  the cffeets of vigorous competition, including price compression;

«  the impact of technological change on our business and alternative technelogies;

«  the availability of transmission facilitics;

»  the impact of oversupply of capacity resulting from excess deployment of network capacity;

+  the ongoing global and domestic trend toward consolidation in the telecommunications industry;

. risks of international business;

. regulatory risks in the United States and internationally;

+  contingent Liabilities;

= uncertaintics regarding the collectibihity of receivables;

+  the availability and cost of capital;

*  the outcome of pending class action and other lawsuits;

+  the findings and outcome of investigations of the Predecessor Company’s past accounting practices and our call routing practices;



*  uncertaintics associated with the success of acquisitions; and

= cach of the factors discussed under “Item 1—Business—Risk Factors™ in our Annual Report on Form 10 K for the year ended December 31, 2003,

The cautionary statements contained or referred to in this section also should be considered in connection with any subsequent written or oral forward-looking
statemcents that may be issued by us or persons acting on our behalf. We undertake no duty to update these forward -looking statements, even though our situation
may change in the future.

The following discussion should be read in conjunction with the unaudited condensed consolidated financial statements and related notes provided in Part 1, tem
1 herein, and with the Management’s Discussion and Analysis of Financial Condition and Results of Operations and audited consolidated financial statements
and related notes included in our Annual Report on Form 10 K for the year ended December 31, 2003,
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Business Overview

We are one of the world’s leading global communication companics, providing a broad range of communication services in over 200 countries on six continents.
Fach day. we serve thousands of businesses and government entities throughout the world and provide voice and Internct communication services for mitlions of
consumer customers. We operate one of the most extensive communications networks in the world, comprising approximately 100,000 route miles of network
connections linking metropolitan centers and various regions across North America, Lurope, Asia, Latin America, the Middle Fast. Africa and Australia. We own
one of the most extensive Internet protocol backboenes, and we are one of the largest carriers of inlernational voice traffic. Our global Internet Protocol (“IP")
network has been recognized for the fourth consecutive year by TeleGeography, a research division PriMetrica. Inc. as the world's most connected Internet
backbone playing a critical role in the movement of Internet trattic. Our expansive [P footprint, coupled with our direct interconnections, cnables our customers
to reach more destinations direetly through our global 1P backbone than any other communications provider,

Since April 2003, we have conducted our business primarily using the brand name “MCL™ As part of our financial reorganization, our predecessor company,
WorldCom, was merged with and into MCI in April 2004, References hercin to MCI, we, our and us are to MCI, Inc. and its subsidiaries and the Predecessor
Company unless the context otherwise requires.

In March 2004, we realigned our operations into three new business segments and began operating under these segments in the sceond quarter of 2004, Effective
with the realignment, our busingss segments are as follows:

= Enterprise Markets serves large customers with complex communication requirements that have previously been served by the Business Markets
segment. including Global Accounts, Government Accounts, Conferencing, and MCI Solutions customers, but excluding medium size commercial
and wholesale accounts which were previously included in Business Markets.

+  U.S. Sales & Service serves small, mid-sized and corporate eustomers. In addition, U.S, Sales & Service comprises MCI's consumer operation
which includes telemarketing, customer service and direct response marketing.

. International & Wholesale Markets scrves businesses, government entities and teiccommunications carriers outside the United States as well as the
wholesale accounts previously included in Business Markets.

Our industry is undergoing significant changes. On March 2, 2004, the U.S. Court of Appeals for the D.C, Circuit (the *'D.C. Cireuit™) issued a decision which
vacates and yemands many key portions of the Federal Communication Commission’s (“FCC”) Triennial Review Order that had established new federal rules
governing local telephony competition. In particular, pursuant to challenges by the incumbent local exchange carriers (“ILECs™), the D.C. Circuit vacated the
unbundling of local switching, which is a critical component of the unbundled network element platform (“UNE--P™) used to serve residential and small business
customers. The DLC. Circwat’s decision also affirmed the portions of the FCC’s Order that had not required the ILECs to Jease unbundled elements for the
provision of broadband scrvices. Although several petitions were filed at the Supreme Couwrt seeking review of the D.C. Circuit’s decision, the Solicitor General
and the FCC declined to seek such review. On October 12, 2004. the Supreme Court denied the petitions. On remand from the D.C. Cireuit, the FCC has
commenced rulemaking proceedings with the goal ef adopting new unbundling rules by December 2004 or early 2005. Until thosc new rules are in effeet, the
FCC has adopted interim unbundling rules (effective September 13, 2004) to maintain certain ILEC unbundiing obligations under interconnection agreements as
they existed prior to the D.C Circuit’s mandate, ILECs arc challenging the interim rules in the D.C. Circuit as a violation of the D.C. Circuit’s decision and
otherwise unlawful, though a ruling en their challenges is not expected in 2004.

As a result of such decision, MCI will be foreed to raise residential phone services prices in some markets and pull out of others, and has reduced its sales efforts
pending clarity on its future pricing structure. We may take more significant action once final rulemaking on the matter has been completed.
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Voluntary Reorganization under Chapter ¢

On July 21, 2002, (the “Petition Date™) WorldCom. Inc. and substantially all of its direct and indirect domestic subsidiaries (the “Initial Filers™) filed voluntary
petitions for relicf in Bankruptey Court under Chapter 11. On November 8, 2002, WorldCom filed bankruptey petitions for an additional 43 of its domestic
subsidiarics, most of which were effectively inactive and none of which had significant debt (collectively with the Initial Filers, the “Debrors™). Between the
Petition Date and the Emergence Date, the Debtors continued to operate their businesses and manage their properties as debtors in -possession. In addition, most
litigation against the Debtors was stayed. We emerged from bankruptey on April 20, 2004,

Impairment Charges

We assess recoverability of our indefinite - lived and long -lived assets to be held and nsed whenever events or changes in circumstances indicate that their
carrying amount may not be recoverable. Impairment analyses of long  lived and indefinite lived assets are performed in accordance with Statement of Financial
Accounting Standards (“SFAS™) No. 144, “Acconating for the Impairment or Disposal of Long- Lived Asxets " ("SFAS No. 144™), and SFAS No. 142 "Goodwill
and Other Intangible Assets ™ ("SFAS No. 1427). Impairment evaluations arc performed at the lowest asset or asset group level for which identifiable cash flows
are largely independent of the cash flows of other assets or assct groups. We generate most of our cash flows from products and services that are principally
delivered to customers over our integrated telecommunications network and related intangible assets. Therefore, evaluations are performed at the entity level,
excluding discontinued operations and assets held for sale, as a single group.

The industry is in a state of transition where traditional business lines are facing significant overcapacity in the marketplace, pricing pressures, changes in product
mix, and customers” continued efforts to reconfigure and consolidate their networks in order to achieve lower overall costs and better efficiencies. Concurrently,
the industry is migrating to more advanced network technologies and primarily focused around IP based platforms, and customers are requiring more advanced
nenwork services including network menitoring, traffic analysis, and comprehensive security solutions. The industry has also seen a general migration of
customers from dial up services to broadband and various wireless services. Additionally, our regulatory climate deteriorated due to a decision by the U.S. Court
of Appeals for the D.C. Circuit that invalidated the Federal Communications Commission’s “Triennial Review™ local competition rules, which set prices that
incumbent providers could charge competitive providers such as the Company for UNE-P. an essential component of our Mass Market local phone service.
Although several petitions were filed at the Supreme Court secking review of the D.C. Circuit’s decision, the Solicitor General and the FCC declined to seek
such review, and the Supreme Court subsequently denied the petitions. The FCC has adopted terim unbundting rules (effective September 13, 2004) to
maintain certain ILEC unbundling obligations under interconnection agreements as they existed prior to the D.C Cirewit’s mandate. As a result, our costs for
providing this service are expected to increase significantly in 2005. Some of our competitors have announced their intentions to exit from this market, and the
cost increases may force us to reduce efforts to acquire new customers and withdraw from certain markets, We therefore anticipate that revenues from that
segment will continue to decline.

Given the market, business and regulatory conditions. we reevaluated our financial forecasts and strategy in the third quarter of 2004 when it became apparent
that these trends would continue into the future. Updated cash flow and profitability projections and forecasts were developed tuking into account both the 2004
changes in the competitive landscape and the regulatory issues facing us. Our executives reviewed these projections with the Audit Commitiee of the Board of
Directors during the third quarter.

Based on the revised projections, we determined that an impairment analysis of our indefinite - lived and long-lived assets was required during the third quarter
of 2004. In connection with this analysis, we evaluated our property, plant and equipment and definite and indefinite--lived intangible assets, including customer
lists. We developed estimates of future undiscounted cash flows to test the recoverability of our long -lived and indefinite Jived assets. These estimates were
compared 10 the carrying values of the assets, which resulted in the conclusion
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that we could not recover our carrying values through projected future operations. With the assistance of an independent third party valuation specialist, we
turther caleutated the fair value of our long - lived and indefinite lived asscts based on the discounted cash flow analyses that utilized the revised management
projections of revenues and profitability from September |, 2004 through 2009, These projections were used in various scenarios utilizing a weighted average
cost of capital between 10%-14%, a 2% terminal growth rate, certain working capital assumptions and total entity value assumptions.

We concluded that the carrying values of our definite lived assets exceeded their estimated fair values by approximately $3.3 billion (S2.8 billion related to
property, plant and cquipment and $478 million related 10 definite-lived inangible assets) and the carrying value of an indefinite - lived asset exceeded its
estimated fair value by approximately $260 million. These amounts represented the difference between the calculated fair values of the assets and their associated
carrying values, and were recorded as a separate component of operating expenses in the condensed consolidated statements of operations for the three and

ning month periods ended September 30, 2004. Our management reviewed the results of the impairment analysis with the Board of Directors, and the Board of
Dircetors approved the impairment charge on October 15, 2004.

As a result of the impairment charge of approximately 5260 million to an indefinite-lived intangible asset, we recognized a $99 million tax benefit which
reduced our jong - term deferred tax liability as the impairment reduced the difference between the book and tax basis. The impairment charges, after taxes,
contributed approximately $3.4 billion to our net losses for the three and nine-month periods ended September 30, 2004 (loss per share of $(10.70) and $(10.62),
respectively).

Fresh—Start Reporting

In accordance with Statement of Position 907, “Financial Reporting by Entities in Reorganization Under the Bankruptey Code™ (“SOP 60)--7"), we adopted
fresh--start reporting as of the close of business on December 31, 2003. Upoen applying fresh—start reporting, a new reporting entity (the Successor Company) is
deemed to be created and the recorded amounts of assets and liubilities arc adjusted to reflect their estimated fair value. Thus, the consolidated balance sheet as of
December 31, 2003 gives ctfect to allocations to the carrying value of assets or amounts and classifications of liabilitics that were necessary when adopting

fresh- start reporting, During 2004, we adjusted the carrying value of certain asscts and liabilitics from the previously estimated values as appraisals and
valuativns were completed. As these adjustments were recorded in each guarter, associated year—to -date depreciation and amortization expense amounts were
also adjusted for the effects of the changes in carrying values. As of September 30, 2004, we completed our assessment of the fair valug of our assets and
liabilities, and as such, no further adjustments will be recorded, except for any adjustmients that may be related to deferred tax assets and contingencics as
discussed below.

During the second quarter of 2004, we determined that approximately $132 million of property tax liabilities and $110 million of other liabilities that should not
have been adjusted in fresh-start accounting were reduced by approximately 5152 million in our application of fresh- start accounting at December 31, 2003.
Due to the application of fresh  start reporting, these crrors were offset by fresh—start adjustments and therefore had no impact on our 2003 net income. However,
these errors caused both accounts payable and long-lived assets to be understated by approximately $152 million. representing 0.5% of our total assets of 827.5
billion and approximately 0.8% of our $19.0 hillion total liabilities as of December 31, 2003, which it determined to be immateriat to our 2003 consolidated
balance sheet. Our September 30, 2004 consolidated balance sheet retlects the correction of these immaterial errors.

As of December 31, 2003, we had various net deferred tax asscts and tax contingencies which remain unresolved. In accordance with SFAS No. 109,
“Aceownting for Income Taxes, "' any future changes in these balances that existed as of the fresh -start date will be adjusted to intangible assets, until exhausted.
then to additional paid-in -capital and not through income.
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The estimates and assumptions used in the valuations are inherently subject to uncertaintics and contingencies beyond our control. Accordingly, there can be no
assurance that the estimates. assumptions, and values reflected in the valuations will be realized, and actual results could vary materially.

Critical Accounting Policies

Our discussion and analysis of our financial condition and results of operations is based upon our condensed consolidated financial statements, which have been
prepared in conformity with accounting principles gencrally accepted in the United States of America ("GAAP™). The preparation of these financial statements
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilitics and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period. We evaluate our assumptions and
estimates on an ongoing basis and may employ outside experts to assist in our evaluations. We believe that the estimates we use are reasonable; however, actual
results could differ from those estimates. For a complete discussion regarding our critical accounting policies, refer to our Annual Report on Form 10 K for the
year ended December 31, 2003,

Adjustment to Previously Issued Financial Statements

As reported in the second guarter, we determined that we had recorded in error a restatement entry which had the effcct of reducing accounts receivable by $301
million through a charge to expense in the year ended December 31, 2000. The reported 2000 net Joss of S48.9 billion should have been S48.6 billion, or 1.5%
lower, and our assets of $44.2 billion should have been $44.5 billion, or 0.6% higher, In 2001, $35 million of the amount reversed and left a remaining $266
million understatement of accounts reccivable as of December 31, 2001, This situation remained unchanged until, as a result of the application of fresh start
accounting as of December 31, 2003, the previously expensed $266 million was reversed in our statement of operations as a component of the $22.3 billion
reorganization gain. Without this expense reversal, our 2003 net income of $22.2 billion would have been S21.9 billion, or 1.2% lower, As a result of the reversal
of the expense in 2003, the cumulative impact to our December 31, 2003 conselidated retained camings was zero. We have assessed the impact on the 2000,
2001 and 2003 statements of operations as well as the consolidated balance sheets as of December 31, 2000, 2001, 2002 and 2003 and determined that the impact
was not material to any period.

The impuact of this reduction of accounts reccivable in the consolidated balance sheet as of December 31, 2003 resulted in a misclassification of $266 million
between accounts receivable and long -lived assets in our allocation of reorganization value under fresh- start accounting, To properly reflect the allocation of
reorganization value as of December 31. 2003, we have reflected a reclassification entry in our consolidated balance sheet as of December 31, 2003, as presceated
herein. to reflect an increase of S266 million to our accounts receivable balance and reductions in our property, plant and equipment and intangible assets. Our
September 30, 2004 consolidated balance sheet reflects the impact of this reclassification.

The adjustment of this item also resulted in a decrease of S6 mitlion to our long term deferred tax liability which has been reflected in the consolidated balance
sheet as of December 31, 2003 and Scptember 30, 2004, as presented herein,

Consolidated Results of Operations

Our industry continues to go through a state of rapid transition with cxcess capacity and technelogical change placing pricing pressures on traditional business
lines. At the same time, advanced networking capabilities primanly focused on IP platforms are creating new services around network design, monitoring and
comprehensive security solutions. Prior to 2002, our business was significantly expanded through numerous acquisitions and large capital expenditure proprams
which contributed to a sharp increase in our outstanding debt. In 2002, we filed for reorganization under the U.S. bankruptey laws. As a result, we undertook
various initiatives to lower our operating costs, including the reduction of headeount, the elimination of excess facilities,
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investment in automation, and billing platform integrations. In addition, we undertook various initiatives with the near- term objective of minimizing further
decreases in our revenues, including focusing on the acquisition and retention of customers and continuing to invest in new products and services. We believe
that the cumulative effects of our cost reduction efforts and the suecessful execution of our business strategy should enable us to improve our operating results.

Through July, 2004, we atso owned approximately a 19% cconomic interest and a 52% voting interest in Embrate) Participagdes S A, and subsidiaries
(“Embratel™), which is a Brazilian voice and data communications company that is operated by its own management and employees. On July 23, 2004, we
completed the divestitre of our 19% equity interest in Embratel and received S350 million, the remaining portion of the $400 million sales price beyond the $50
million deposit previously received, and recognized a gain on the sale of approximately S9 million in our condensed consolidated statement of operations for the
third quarter of 2004, For the three and nine-month periods ended September 30, 2004 and 2003, all of Embratel’s operations, as well as other Latin American
operations included as part of the sale, that were previously included in our consolidated results from continuing operations were reclassified to discontinued
operations.

Qur condensed consolidated statements of operations for the three and ning- month periods ended September 30, 2003 were prepared in accordance with SOP
90:-7, which requires an entity's statement of operations to portray the results of operations of the reporting entity during Chapter 1] procecdings. As a result,
any income, expenses, realized gains and losses, and provisions resulting from our reorganization are reported separately as reorganization items, except those
required to be reported as discontinucd operations in conformity with SFAS No. 144,

1n March 2004, we realigned our operations into three new business segments and began operating under these scgments in the second quarter of 2004, The
following is a discussion of our consolidated and new business segment results of operations for the three and nine-meonth perieds ended September 30, 2004
and 2003,
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The fotlowing table sets torth, for the periods indicated, our unandited condensed consolidated statements of operations (in millions):

Revenues

Operating cXpenses:

Access costs

Costs of services and products

Selling, generat and administrative

Depreciation and amortization

Loss on property dispositions

Impairment charges related to property. plant and equipment
Impairment charges related to intangible assets

Total operating expenses

Operating (loss) income

Other (expense) income, net:

Interest expense (contractual interest of 3601 and $1.824 for the three and nine - month periods
ended September 30, 2003, respectively)

Miscellaneous income, net

Reorganization items, net

{Loss) income from continuing operations before income taxes. minority interests and
cumulative effect of a change in accounting principle

Income tax (benefit) expense

Minority interests, net of tax

(Loss) income from continuing operations before cumulative effect of a change in accounting
principle

Net income (loss) from discontinued operations

(Loss) income before cumulative effect of a change in accounting principle
Cumnlative effect of a change in accounting principle

Net (loss) income

Successor

Company

redecessor

Company

Successor

Company

Predecessor

Company

Three—Month I'eriod
Ended September 30,

Nine—Meouth Period

Ended September 30,

2004 2003 2004 2003
§ 5,076 S 5969 515,716 S 18,720
2,580 2,989 8,156 9,067
629 646 1,915 2,084
1,246 1,647 4174 4,843
493 602 1,583 1,720
7 8 14
2,775 2,775
738 = 738 s
8468 5,892 19.341 17,728
(3,392) 77 (3,625) 992
(104} (19) (299) (80)
35 87 60 28
(110} - (470}
(3.461) 35 (3.864) 470
(61) 80 {8) 252
- — - (©)
(3,400) (45) (3.856) 224
b (lm (1} (4}
(3,398) (55) (3,857) 220
; s (215)
$(3,398) S (55) $(3,857) 8 5

Reveanes. For the third quarter and first nine months of 2004, revenue decreased by S893 million, or | 5% and by $3.0 billion, or 16% as compared to the same

prior year periods. respectively.

Long distance voice services revenue for the third quarter and first nine months of 2004 decreased by $584 million, or 19%, to $2.5 billion from $3.1 billien, and
by $1.7 billion, or 18%, to $7.9 billion from $9.6 billion as compared to the same prior year periods, respectively. The declines were driven primarily by lower

rates and velumes.

Revenue from local voice services for the third quarter and first nine months of 2004 increased by S51 miilion, or 9%. to $604 million from $553 nullion, and by
S129 million, or 8%, to S1.8 billion from $1.7 billion as compared te the same prior year periods, respectively. The increases were primarily due to the high

acceptance of dedicated access products in the commercial markets.
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Data services revenue, which includes messaging and other revenue, for the third quarter and first nine months of 2004 decreased by 5256 million, or 16%, to
$1.3 billion from $1.6 billion, and degreased by $972 million, or 19%. to $4 billion from 55 billion as compared to the same prior year periods, respectively. The
decrease was driven primarily by continued rate pressure partially offset by increases in data volumes.

Internet services revenue for the third gquarter and first nise months of 2004 decreased by $104 mitlion, or 14%, to $653 million from $757 million, and decreased
by 5433 million, or 18%, to $2 billion from $2.4 billion as compared to the same prior year perivds. respectively. The Internet service revenues decrease resulted
from the general migration of customers from diad -up services to broadband services.

Operating expenses.

Aceess costs. Access costs nelude costs incurred for the transmission of voice and data traffic over domestic and international networks that we do not own.
Aceess costs also include contributions to the Universal Service Fund (“"USF™) which are paid to a government-established agency, passed on to our customers
and included in our revenue. Access costs as a pereentage of total revenue were 51% for the three- month period ended September 30, 2004 as compared to 50%
for the same prior year period, and 52% for the nine - month period ended September 30, 2004 as compared to 48% for the same prior year peried. Although flat
in the third quarter of 2004 as compared to the same prior year period, access costs as a pereentage of revenue increased in the nine-month peried of 2004
compared to the same prior year period becausc the decling in revenues, primarily caused by lower rates, was preater than the decline in access costs. We
continue to focus on an array of access cost reduction programs including increased numbers of grooms, movement of more tratfic on--net and circuit
optimization to offsct negative pricing trends.

The decreases in access costs of $409 million and $911 million during the three and nine-month periods ended September 30, 2004 were primarily due to the
declines in long distance volumes, partially offset by growth in data and dedicated Internet in the third guarter of 2004.

Lower revenues resulted in reduced USF contributions of §75 million and $142 méllion for the third quarter and first nine months of 2004, respectively, as
compared to the same prior year periods. Additionally, in the second quarter of 2004, we recognized a $95 million benefit regarding contributions to the UST for
2003 and the first three month period of 2004,

We expect our access costs will continue to decline due to our continued cost confainment initiatives. These reductions will be partially offset by increased access
costs for our local voice service, as the decision ef the D.C. Circuit Court on the Triennial Review Order combined with recent Public Utility Commission
maitdated rate increases will impact access costs in future quarters.

Costs af services and products. Costs of services and products (“"COSP”) includes the expenses associated with operating and maintaining our
telecommunications networks, expenditures o support our outsourcing contracts, technical facilities expenses and other service related costs.

For the three and nine menth periods ended September 30, 2004, COSP was 12% of our consalidated revenue, as compared to 11% for the sume prior year
periods, Actual expenses decreased by $17 million and $169 million for the three and nine -month periods ended Sceptember 30, 2004, respectively, as compared
to the same prior year periods. The decereases were primarily attributable to our continued cost-cutting initiatives including force reductions, reductions to third
party customer affinity programs and lower repairs and maintenance expenses. Salary expense declined by 525 million and $63 million, respectively. during the
threc and nine-month periods ended September 30, 2004 as compared to the same prior year periods. primarily due to headcount reductions. These decreases
were offset by increases in severance expenses of $9 million and 541 million for the third quarter and nine months of 2004, respectively, from our workforce
reductions.
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Selling, general and administrative expenses, Sclling, general and admimistrative ("SG&A™) expenses include sales, customer service and marketing expenses,
information services costs, bad debt expense, and corporate administrative costs, such as finance, lepal and human resources.

We continued to incur reorganization costs during the three and nine-month periods ended September 30, 2004 and will continue to experience reorganization
expenses for professional fees and other bankruptey costs, As we adopted the provisions of fresh start reporting on December 31, 2003, for accounting purposes,
reorganization expenses and changes in estimates of reorganization items previously acerued have been inctuded in SG& A expenses. For the three and
nine-menth periods ended September 30, 2004, the amounts of such expenses were S11 million and S37 mitlion, respectively, and were for professional serviees
related to our bankruptey proceedings.

The decreases in SG&A expenses of S401 million and $669 millien for the third quarter and first nine months of 2004. respectively, as compared to the same
prior year periods, were primarily related to changes in our business strategy. as well as continued cost cutting and process improvement inmtiatives. In the third
quarter and first nine months of 2004, we experienced declines in advertising costs of S136 million and $349 mitlion, respectively, as compared to the same prior
year periods as we continue to adjust our marketing strategy in response to unfavorable regulatory developments. Also, we have seen an improvement to
historical levels of receivable collections which has provided the basis for us to reduce our estimate for bad debt expense which, in combination with lower
revenues, resulted in lower bad debt expense of $36 million and $165 million during the third quarter and first nine months of 2004, respectively. as compared to
the same prior year periods.

Additionaliy, we experienced a decrease of S88 million and $29 million in outside serviees in the third quarter and nine months of 2004, respectively, as
compared to the same prior year periods. The decrease was mainly due to the significant accounting fees that were sncurred during the third quarter of 2003 to
assist with our restatement efforts, and decreased legal and professional fees in 2004,

Compensation expense declined 5123 million and $19¢ nuiliion for the third quarter and for the first nine months of 2004, respeetively. retlecting the force
reductions and lower commission expenses. These reductions in expense were partially offsct by increased severance expenscs during the third quarter and tirst
nine menths of 2004 of S3 million and 5115 million, respectively, from our workforce reductions.

We also were able to realize benefits in our SG&A cxpenses due te certain adjustments recorded in the second quarter of 2004 including $44 million from certain
provisions of our outsourcing agreement with EDS. a $20 millien reduction in bad debt expense from our equity investment in Avantel, and an S11 million
benefit from the settlement of creditor claims during our on going settlement process, In the third quarter of 2004, we increased the bad debt expense from our
equity investment in Avantel by S8 million and we recorded S14 million of settlement losses related to bankruptey claims.

Depreciation and ameortization, Depreciation and amortization expense decreased by $109 million and S137 million for the three and nine- month periods ended
September 30, 2004 as compared to the same prior year periods. The changes in the three and nine-month periods were primarily due to deercases in our asset
carrying values related to recognition of impairment charges during the third quarter of 2604 and changes 1n our asset carrying values resulting from the
impiementation of fresh--start reporting as of December 31, 2003 (which reduced depreciation and amortization expense by 539 million in the third quarter and is
expected to reduce the expense by approximately $190 million in the fourth quarter).

Impairment charges, During the three -month period ended September 30. 2004, we recorded impairment charges of approximately $3.5 billion to adjust the
carrying values of our long lived assets and indcfinite-lived intangible asscts. Refer to v Managenment s Discussion and Anedvsis of Finencial Condition and
Results af Operations - Impairment Charges” for additional details of the impairment charges.,

Interest expense. Interest expense increased by S85 million and 8219 million during the three and nine month periods ended September 30, 2004, respectively,
as compared to the same prior year periods. This mcrease
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primarily refiected the recognition of interest expense on our Senior Notes that were issued on the Emergence Date as well as the S114 mittion in non cash
interest expense related to the aceretion of the discount on these Senior Notes recognized from January 1, 2004 through the Emergence Date. No interest expense
was paid or recognized in 2003 on our outstanding long  term debt during our bankruptey. We expect interest expense in 2004 to be significantly higher than
interest expense recorded in 2003 as a result of the issuanee of the Senior Notes in 2004,

Miscellaneous income, net. Miscellancous income decrcased by $52 million and increased by $32 million during the three and nine month periods ended
September 30, 2004, respectively. as compared to the same prior year periods. Included in the third guarter and nine month periods of 2004 was income from the
fluctuation in foreign exchange rates of 517 million and 524 million, respectively, compared to income of S69 million and expense of §42 midlion, respectively,
in the same prior year periods. Additionally. we recognized a gain of S8 miltion from the sale of an cquity investment for 59 million in the third quarter of 2004.

Rearganization items. From the Petition Date to our adoption of fresh- start reporting as of December 31, 2003, we classified certain expenses as reorganization
items in accordance with SOP 90 7. Reorganizatien ttems do not include any revenues or expenses that must be reported as related to discontinued operations. In
the three and nine--month periods ended September 30, 2003, we recorded reorganization items which were net expenses of SEIO million and $470 million,
respectively, The following table sets forth the components of these items (in millions):

Predecesser Company

Three—Month Nine—Month
Period Ended Period Ended
September 30, 2003 Sepiember 30, 2003
Contract rejections $ (33) 3 (186)
Lmployee retention. severance and benefits (33) (104)
Loss on disposal of assets 4) (22)
Leasc terminations (33) {165)
Professional fees (26} (66)
Gains on settlements with creditors g 45
Interest income camed by the debtor entities during reorganization 10 28
Expensc from reorganization items, net S(110) S (470}
oE— (S R R

Contract rejection and lease termination expenses resulted from the rejection of executory contracts and leascs as part of our financial reorganization under the
bankruptcy laws. Employee retention and severance costs were incurred in connection with either retaining certain employees in order to complete our financial
reorganization or reducing personnel levels as part of the restructuring of our business operations. These expenses were partially offset by interest income carned
on cur accumulated cash balanecs.

Reorganization items included both cash and non—-cash expenses. The cash expenditures for reorganization items for the three and nine-month periods ended
September 30, 2003 were $38 million and $158 mitlion, respectively.

We continued to incur reorgamzation costs during the three and nine -month petiods ended September 30, 2004 and will continue to expericnce reorganization
cxpenses tor professional fees and other bankrptcy costs. As we adopted the provisions of fresh start reporting on December 31, 2003, for accounting purposes,
reorganization expenses and changes in estimates related to reorganization items previously acerued have been included in selling. gencral and administrative
expenses in the consolidated statement of operations. The amounts of such expenses were approximately S11 million and 537 mitlion for the three and

nine - month periods ended September 30, 2004, respectively. and were for professional services related to our bankriptey proceedings.
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Income tax (henefit) expense. Income tax benefit was S61 million and S8 million in the three and nine month periods ended September 30, 2004, respectively.
and income tax expense was SR0 million and $252 million. respectively. in the three and nine--month periods ended September 30, 2003. In the three month
period ended September 30, 2004, we recognized a $99 million income tax benefit as a result of an impairment charge to reduce the carrying value of our
indefinite lived assets. Offsetting this benefit in the three and nine: month periods of 2004 and for all of 2003, we recorded income tax expense which was
primarily attributable to state income taxes, taxes on the income of our international subsidiarics and the establishment of reserves for tax contingencies. Included
in the tax provision are changes to foreign tax reserves from the effects of changes in foreign currency exchange rates.

Crmulative effect of a change in accounting principle. We recorded a $215 million charge as the cumulative effect of a change in accounting prineiple in the
nine month period ended September 30, 2003 as a result of our adoption of SFAS No. 143, “Acconnting for Asset Retivement Obligations. ™ This charge
represented the after tax difference between the obligation recorded for estimated future retirement costs related to certain long lived assets and additions to
asscts to be depreciated.

Net (loss) income, For the three-month period ended Scptember 30, 2004, our net loss was approximately $3.4 billion as compared to net Joss of $55 million in
the same prior year period. The primary factors causing this decrease were impairment charges of approximately 3.5 billion, an increase in interest expenseg of
S85 million, and a reduction of $§893 million in revenues, partially offset by decreases of $937 million in operating expenses and S110 million in reorganization
items.

For the nine- month period ended September 30, 2004, our net loss was approximately $3.9 billion as compared to net income of S5 mitlion in the same prior
year period. The primary factors causing this decrease were impairment charges of approximately $3.5 billion recorded in 2004, an increase in interest expense
recorded in 2004 of $219 miilion, and a reduction of approximately $3.0 billion in revenues, partially offsct by an approximate $1.9 billion decrease in operating
expenses. a S470 million decrease in reorganization items, and a 5215 million decrease in cumutlative etfect of a change in accounting principle. In addition, the
results of operations for the nine- menth peried ended Scptember 30. 2004 included benefits from ereditor settlements, as recorded and reported in the sceond
quarter of 2004, of $51 million {S32 million in revenue and S$19 million in access costs).

Segment Results of Operations

In March 2004, we ¢hanged our scgment reporting by realigning our previous business segments into three new business sepments: Enterprise Markets, U.S.
Sales & Service. and International & Wholesale Markets. Enterprise Markets serves the following customers which had been served by Business Markets in the
past: global accounts, government accounts. MCI Solutions and Conferencing. U.S. Sales & Service serves the previous Mass Markets accounts and certain
commercial accounts. International & Wholesale Markets serves customers internationally, as well as our wholesale accounts that were previously included in
Business Markets, We began operating under these new segments since the second quarter of 2004,

In addition, we developed methodologies to fully atlocate indirect costs that were previously reported in Corporate and Other to the new business segments.
These costs include cxpenses associated with the operation of our network, access costs and cost of services and products, indirect selling, general and
administrative expenses, depreciation and amortization, impairment charges, and corporate functions. The allocation methodologics are based on statistical and
operational data that is generated from our continuing operations. These amounts can fluctuate based upon the performance of the individual segments,

We have changed the way we manage our business to wtilize operating income (loss) information to evaluate the performance of our business segments and to
allocate resources to them, Accordingly, we have restated our results of segment operations data for the three and nine maonth periods of 2003 into the new
business segments for comparability with the current presentation,

All revenues are pencrated through external customers from three main product and service categories: Voice, Data, and Internet.
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Our impairment charges recorded in the third quarter of 2004 were allocated to the each of our busingss segments based on the same methodology used to
allocate depreciation and amortization expense, Refer to " Management s Discussion and Analvsis of Financial Condition and Results of
Operations--- Impairment Charges™ for additional details of the impairment charges,

Financial information for cach of our reportable business segments and revenue product lines is as follows:
LEnterprise Markets

This segment includes Global and Government Accounts, as well as our Conferencing and MCT Solutions businesses. Global Accounts provides
telccommunications services to large global customers requiring international and complex network services. Government Accounts provides similar services to
various government ageneies, In both cases, these services include local to global business data, Internet, voice services and managed network services.

During the three and nine month periods ended September 30, 2004 and 2003, the operating income (loss) of our Enterprise Markets segment was as follows (in
millions):

Suceessor Preceecssor Successor Predecessor
Company Company Company Company
Three—Month Perfod Nine-Month Period
Ended September 30, Ended Scptember 30,
2004 2003 2004 2003
Revenues:
Voice S 454 S 465 $1,375 S 1,460
Pata 577 62 1,723 1,960
Internet 161 206 506 668
Total revenues 1,192 1.293 3,604 4088
Costs of sates and services 719 779 2.215 2412
Sclling, general and administrative 238 287 814 824
Depreciation and amortization 127 167 404 480
Loss on property dispositions 3 4 1 8
[rapairment charpes 870 870
Operating (loss) income $ (765) § 56 S (700) g 364
C———

Revenyes. For the three and nine-month periods ended September 30, 2004, Enterprise Markets revenuc was 23% of our consolidated revenue versus 22% for
the sume prior year periods.

Voice services revenues decrcased by 511 million and S85 million for the three and nine month periods ended September 30, 2004, respectively, as compared to
the samc prior year periods. Rate decreases accounted for all of these declines. Revenues for Global voice services were flat during the third quarter of 2004 as
compared to the same prior ycar period and decreased by S61 million in the nine month period of 2004 as compared to the same prior year period. reflecting
lower price levels across this business.

Data servives revenues decreased by $45 million and $237 million, respectively, for the three and nine menth periods ended September 30, 2004 as compared 1o
the same prior year periods. These decreases were primarily duc to price declines resulting from excess capacity in the marketplace. changes in product mix and
customers’ efforts to reconfigure their networks.

Internet services revenues decreased by S45 million and S$162 million, respectivety, for the three and nine -month periods ended September 30, 2004, as
compared to the same prior year periods reflecting the general migration of customers from dial up to broadband services,
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The Enterprise Market segment continues to focus on its solutions lines of business with emphasis on local and wide arca network management, integrating
contact centers, hosting and comprehensive security services supporting our overall movement to EP- based platforms,

Casts of sales and services, Costs of sales and services were 60% and 61% of segment revenues for the three and nine month periods ended September 30
2004, respectively. as compared to 60% and 59% for the same prior year periods. Actual expenses decreased by S60 million and S197 million for the three and
nine month periods, respectively. as compared to the same prior year periods. Costs decreased primarily due to both reduced repairs and maintenance and duc to
our continued reductions in workforce. As reported in the sccond quarter of 2004, the segment recognized a S26 million benefit regarding contributions to USE
related to 2003 and the first three-month period of 2004,

Sclling, general and adiministrative expenses. SG&A cxpenses deereased by $49 million and S10 million for the three and nine- month periods ended September
30, 2004, respectively, as compared to the same prior year periods. Expenses have declined over the three: month period ended September 30, 2004 as compared
to the same period in 2003 due to workforee reductions that occurred carlier in the year,

Operating (loss) income. Operating losses were S765 million and S700 million for the three and nine- month periods ended September 30, 2004, respectively, as
compared 1o operating income of $56 million and $364 million, respectively, in the same prior year perieds. The operating losses for the 2004 periods were
primarily attributable to 5870 million of impairment charges recorded in the third quarter, Additionally, decreases in operating income were driven by lower
revenues resulting from product mix and rate compression, which were not fully offset by decreases in costs of sales and services and SG&A expenses.

U.S. Sales & Service

This segment serves Mass Markets accounts which include subscription- based residential and very small business accounts, and transactional products including
10-10--987, 10 10- 220, 1 -800 -COLLECT, MCI Prepaid card, as well as Commercial Accounts which serves small to medium  size business accounts.
Commercial Accounts also includes our Skytel business. which provides wireless email, interactive two- way messaging, wireless telemetry services and
traditional text and numeric paging to customers throughout the United States.

For the three and nine -month periods ended September 30, 2004 and 2003, the operating (loss) income of our US. Sales & Service segment was as follows (in
millions);

Suceessor Predecessor Successor Predecessor
Company Company Company Company
Three=Month Period Nine—Month Period
Ended September 30, Ended September 30,
2004 2003 2004 2003
Revenues:
Mass Markets S 1,278 S 1,558 $ 3,925 S 4908
Commercial Accounts ) 960 1,133 3,031 3714
Total U.S, Sales & Service revenues 2.238 2,691 6,956 8,622
Costs of sales and services 1,184 1,394 3,770 4.375
Sclling, gencral and administrative 726 980 2,400 2.939
Depreciation and amortization 227 218 660 620
Loss (gain) on property dispositians 2 1 (1) 4
Impairment charges 1,627 - 1.627 —
Operating (loss) income 5{1.528) 3 98 $(1.500) S 678
i
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Revennes. For the three and nine-month periods ended September 30, 2004, U.S. Sales & Service revenues were 44% of consolidated revenues. For the three
and ninc-month perieds ended September 30, 2003, U.S. Sales & Scrvice revenues were 45% and 46% of consolidated revenues, respectively.

.
Mass Markets. For the three and nine month periods ended September 30, 2004 and 2003, the amounts of. and changes in. the product line revenues of our Mass
Markets business were as follows (in millions):

Successor  Predecessor Successor  Predecessor
Company Company Company Company
Three—Month Period Increase Nine—Month Period Increase
Ended September 30, {decrease) Ended September 3, {dvercase)
2004 2003 5 Ya 2004 2003 S Yo
Subscription services
Long-distance voice services S 613 5 856 S(243) (28)% St.931 S 287 $(945) (33)%
Local voice services 480 427 53 12% 1,406 1,179 227 19%
Other services # 5 3 60% 23 17 6 35%
Total subscription services 1,101 1,288 (187) (15)% 3,360 4,072 (712) (t%
Transaction services 177 270 (93) (34)% 565 836 (271) (32)%
Total Mass Markets Revenues $1278 S 1,558 S(280) (18)% $3,925 S 4908  S(983) (20)%
AR S alies P—

The decreases in subscription service revenues for the three and nine month periods ended September 30, 2004 were principally the result of continwing

long- distance volume declines (reflecting a lower number of customers and lower usage per customer) of S176 million and S638 million, respectively, as
compared to the same prior year periods. These decreases in long- distance were duc to “Do- Not-Call” regulations, reduced advertising spending. increased
competition and the decline in the wircline long--distance market. Rate declines also contributed to the decrease in long- distance revenue in the amounts of $67
million and S306 million for the three and nine-month periods ended September 30, 2004, respectively, as compared 1o the same prior year periods. Rate
declines were driven by a continual migration of customers to lower-priced calling plans and increased competition. Partially offsetting these decreases were
increases in revenues from our local service offering of $53 million and $227 million in the three and nine-month periods of 2004, respectively. as compared to
the same prior year periods.

Consumers of our Mass Markets subscription serviees are primarily long distance customers; however, local subscription customers may also purchase long
distance services, The number of our long distance customers declined by approximately 26% and 27% for the three and nine month periods ended September
30, 2004, respectively, as compared to the same prior year periods. These decreases were mainty driven by a decrease in sales as a result of the “Do Not Call™
repulations, lower advertising und RBOC competition. The number of local subscription customers increased by approximately 3% and 13% for the three and
nine-month periods ended September 30. 2004, respectively, as compared to the same prior year perieds. These percentage changes exclude small business
customers of Mass Markets.

The decrease in Mass Markets revenues also reflected a decline in revenues from transaction services. This decrease was driven by reduced advertising spending
for transaction services, product mix and the decline in the wireline long -distance market.

We are continuing to evaluate how the anticipated risc in UNE P access costs will impact our ability to profitably provide Mass Markets subscription services,
and the cost increase may foree us to withdraw from certain markets. As a result, new local service account installs and revenue may decrease from carrent ievels
in future periods. [n addition, we expect continuing negative impact on Mass Markets subscription revenue from “Do Not Call” regulations, product substitution,
competition, and customer migration to lower-priced calling plans and products, Transaction services revenues are expected to continue to decline due to cur
reduction of advertising and the decline in the wireline long-distance market.
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Commercial Accoumts. For the three and nine month periods ended September 30, 2004 and 2003, the amounts of, and changes in, the product line revenues of
our Commercial Accounts business were as follows (in millions):

Successor  Predecessor Successor  Predecessor
Compuany  Company Company Company
‘Three—Month Period Increase Nine—Month Period Increase
Ended September 30, {decreasc) Ended Scptember 30, (deerease)
2004 2003 ) Y 2004 2003 5 %
Voice S402  § 481 S (7N (16)% $1,278 S 1.590 S(312) (20)%
Data 379 478 (99) (21)% 1,216 1,551 {3335) (22)%
Internet 179 174 5 3% 537 573 (36) (6)%
Total Commercial Accounts Revenues $960 S L1333 S(173) (15)% $3.031 $ 3714 5(683) (18)%
— — A

The product mix during the third quarter 2004 included a greater percentage of Internet service revenue as compared to the same prior year period. This
improved product mix resulted from a growing trend towards 1P based services, which, as a percentage of our segment revenue, increased by 3% and 2% in the
three and nine month periods ended September 30. 2004, respectively, as compared to the same prior year periods.

Voice revenuc decreases during the third quarter and first nine months of 2004 were driven by rate declines and lower voice volumes reflecting competitive
market conditions and technology substitution. Voice volumes were impacted by churn among smiall and medium business customers, and by product and
technology substitution.

Data service revenues decreased by $99 million and $335 million, respectively, for the three and nine--month periods ended September 30, 2004, as compared to
the sume prior year periods, The decline in revenue was primarily driven by lower rates associated with changes in product mix.

Internet revenues increased by $5 million, or 3%. during the third quarter of 2004, but decreased by $36 million, or 6%, for the first nine months of 2004 as
compared to the same prior year periods, In the third quarter of 2004, continued growth in our existing customer base as well as the introduction of new products
10 both new and existing customers slightly reversed the nine--month period trend towards declining revenues that was a result of both rate compression and the
migration from dial up to broadband. We are also beginning to see a prowing trend for business eustomers converting their traditional frame and ATM networks
to [P Centric service - and the result has been revenue prowth of our IP VPN and Private 1P sotutions.

The Commercial Accounts segment is expected to benefit from a growing focus on delivering solutions to customers in the arcas of [P communications. hesting,
managed network services, sccurity and contact center services,

Costs of sales and services. Costs of sales and services were $3% and 54% of segment revenues for the three and nine-month periods ended September 30,
2004, respectively, as compared to 52% and 51% for the same prior year periods, Actual expenses deereased by $210 million and $605 million for the three and
nine -month periods, respectively, as compared to the same prior year periods. The increases as a percentage of revenue over the nine month period ended
September 30. 2004 were partialiy offset by a $65 million benefit recorded in the second quarter regarding contributions to the UST related to 2003 and the first
three--month period of 2004, In addition. over the nine month period of 2004, we reduced repairs and maintenance expenses, and have continued to reduce our
workforce, which has reduced our compensation expenses. These reduced compensation expenses were offset by increased severance expenses related to our
workforce reductions.

Selling, general and administrative expenses. For the three and nine-month periods ended September 30, 2004, SG&A expenses decreased by $254 mithon and
$539 million, respectively, as compared to the same prior
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year periods, Our SG&A costs have decreased due to lower advertising costs, headeount reductions in our call centers and support functions, and lower billing
costs due to the increasing mix of direet billed customers. During the three and nine month peried of 2004, SG&A was additionally impacted by lower bad debt
expense from lower revenues. The decercases in SG& A expenses for the nine month period in 2004 as compared to the same prior year period were partially
offset by severance expenses.

Operating (loss) income, For the three month period ended September 30, 2004, U S. Sales & Service had an operating loss of approximately S1.5 billion as
compared to operating income of $98 million for the same prior year period. For the nine-meonth period ended September 30, 2004, U S, Sales & Service had an
aperating loss of $1.5 billion as compared to operating income of S678 million for the same prior year period. The operating loss for the three and nine month
period was primarily attributable to an approximate $1.6 billion impairment charge recorded in the third quarter of 2004, During the three: month period ended
September 30, 2004, as compared to the same prior year period, U.S. Sales and Service experienced lower revenues due to changes in product mix and rate
compression, but these lower revenues were directly offset by decreases in costs of sales and services and selling, peneral, and administrative expenses. During
the nine month period ended September 30, 2004. as compared to the same prior year period, the lower revenues were not fully offset by deercases in costs of
sales and services and sclling, general and administrative expenses,

International & Whaolesale Markets

This segment provides telecommunications services 1o business customers and telecommunications carriers in Europe, the Middle East and Africa (collectively
“EMEA™), the Asia Pacific region, Latin America and Canada. These services include voice telecommunications, data services, Internet and managed network
services. This segment also serves our domestic and international wholesule accounts.

During the three and nine- month periods ended Scptember 30, 2004 and 2003, the operating loss of our International & Wholesale Markets scgment was as
follows (in millions):

Successor Predecessor Successor Predecessor
Company Company Company Company
T'hree—Nlonth Period Nine—Month Period
Ended September 30, Ended September 30,
2004 2003 2004 2003
Revenues:
Voice S 990 S 1150 $3,119 S 3332
Data 147 459 1,090 1,483
Internet 309 376 947 1,195
Total International and Wholesale Markets revenues 1.646 1,985 5,156 6,010
Costs of sules and services 1,306 1,462 4.086 4,364
Selling, general and administrative 282 380 960 1,080
Depreciation and amortization 139 217 519 614
Loss on property dispositions 2 3 — 2
Impairment charges 1.016 —= 1.016
Operating loss $(1.099) $ (77 $(1,425) s (50)
—
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Revennes. For the three and ning month periods ended September 30, 2004, International & Wholesale Markets revenues were 32% and 33%, respectively, of
our consolidated revenues as compared to 33% and 32%. respectively, for the same prior year periods.

Successor Predecessor

Company Company

Successor Predecessor

Company Company

Three-Month Period

Nine—Month Periad

Ended September 30, Ended Scptember 38,

2004 2003 2004 2003
International S %8 ) 937 $2.725 S 2,847
Whelesale 728 1.048 2431 3.163
Total International & Wholesale Markets Revenucs 51,646 S 1,985 S5.156 5 6,010

International Markets Reveanes. During the three and nine- month periods ended September 30, 2004 and 2003, the amounts of, and changes in. the product
line revenues of Internatienal were as shown in the table below (in millions);

Successor  Predecessor Successor  Predecessor
Company  Company Company Company
Three—Maonth Period lncrease Nine-Month Period Increase
Ended September 30, {deerease) Ended September 30, {decrease)
2004 2003 S % 2004 2003 S Yo
Voice 5627 S 612 S 15 2% 51,853 S 1,841 5 12 1%
Data 8 9% (20) 2% 231 291 (G10)] (211%
I[nternet 213 227 (14) (6)% 641 715 (74) (10)Y%
Total International Revenues 5918 5 937 $(19) (2% $2,725 5 2,847 $(122) (4%
S I I

For the three and nine- month periods ended September 30, 2004, International revenues were 56% and 3% of scgment revenues versus 47% as compared to the
same periods in 2003. International revenue decreased by $19 million and $122 million for the three and nine: month periods ended September 30, 2004,
respectively, as compared to the same prior year periods. The revenues decrease was primarily due to continued rate declines which were partially offset by
favorable foreign currency exchange rate movements.

International voice services revenue increased by $15 million and $12 million for the three and ninc month periods ended September 30, 2004, respectively. as
compared to the same prior year periods. Increases were due to volume increases of 7% and 9% during the three and nine- month perieds ended September 30,
2004, respectively, as compared to the same prior year periods in 2003. In addition, the first nine months of 2004 voice revenucs were also positively impacted,
primarily in the first quarter of 2004, by an inerease of higher rate mobile traffic and voice terminations to higher rate countries. These increascs were morc than
offset by rate declines in the Intermational channel.

International data revenues decrcased by $20 million and $60 miltion for the three and nine- month periods ended September 30, 2004, respectively, as compared
to the same prior year periods, while infernational internet revenues decreased by S14 million and 574 million. respectively. as compared to the same prior year
periods. Data and internet services revenues decreased as a result of rate compression and the general migration of custemers from dedicated - access services to
DSL access services. Competition and pricing pressures have negatively impacted data and internet revenues during the third quarter and the first nine months of
2004. The first nine menths of 2004 were also impacted by a decline in Internet services revenues in selected Asian markets, such as the Japan dial business,
where we chose to exit from several low margin small customer accounts, commencing in the third quarter of 2003,

International revenues were positively affected by changes in foreign eurrency exchange rates that contributed approximately S61 million and $218 million to
revenues for the three and nine-month perieds ended September 30, 2004, respectively, as compared to the same prior year periods.
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We expect pricing and margin pressure to continue notably in the small, medium business segments where competition from the local PTT's is the most intensc.
To react to these conditions, we are focusing our emphasis on large retail customers with global communications needs.

Whelesale Revennes, Wholesale revenues relate to domestie wholesale, which inctudes all wholesale traffic sold in the United States, as well as traftic that
originates in the United States and terminates in a different country. During the three and nine month periods ended September 30. 2004 and 2003, the amounts
of, and changes in, the produet ling revenues of Wholesale were as shown in the table below (in millions):

Successor  Predecessor Suceessor  Predecessor
Company  Company Company Campany
Three-Munth Periud Inerease Nine—Month Perlod increase
Ended Scptember 30, {decrease) Ended Seplember 3. (decreasce)
2004 2003 S Yo ’ 2004 2003 S Ya
Voice S363 S 539 S(176) (33)% S1,266 $ 1490 $(224) (15)%%
Dhata 269 R (92) (25)% 859 1,193 (334) (28)%
Internet 96 148 (5 (35)% 306 480 {174) (36)%
Total Wholesale Revenues §728 S 1.048 $(320) (3% $2.431 5 163 5(732) (23Y%
m— N E—

For the three and nine: month perieds ended Scptember 30, 2004, Wholesale revenues were 44% and 47% of segment revenues versus 53% for the same prior
year periods,

Wholesale revenucs were $728 million and $2.4 billien, respectively, for the three and nine- month perieds ended September 30, 2004, down 31% and 23%,
respectivety, compared to the same prior year periods, reflecting a recent chanpe in sirategy to exit our relativnships with certain UNE P supplicrs. In addition,
we have climinated certain incentive discounts for wholesale clients and tightened credit controls.

Voice revenues decreased by $176 million and $224 million for the three and nine-month periods ended September 30, 2004, respectively, as compared to the
same prior year periods, primarily from pricing pressure and lower volumes.

Data revenues decreased by S92 million and $334 million for the three and nine-month periods ended September 30, 2004, respectively, as compared to the
same prior year periods. These deercases were primarily due to continued price compression which is a result of over capacity in the marketplace and the
continuing financial difficulties of some of our wholesale customers.

Internet revenues decreased by 552 million and $174 million for the three and nine- menth periods cnded September 30, 2004, respectively, as compared to the
same prior year periods. These decreases were due to both lower rates from renegotiations of certain customer contracts and to decreased volumes of 14%, for the
three- month period and 20% for the nine: month period, as the industry shifts from dial-up to broadband services.

Costs af sales and services. Costs of sales and services were 79% of segment revenues for the three and nine month periods ended September 30, 2004,
respectively, as compared to 74% and 73% in the same prior year periods. Costs decreased by $156 million and S278 million for the three and nine month
periods ended September 30, 2004, respectively, as compared to the same prior year perieds. International costs decreased as a result of workforce reductions and
Tower repairs and maintenance expense, partially offset by higher severance costs, International costs were also affected by changes in foreign currency exchange
rates that increased costs by approximately 543 million and $t54 mitlion for the three and nine-month periods ended September 30, 2004, respectively, as
compared to the same prior year periods,
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Selling, general and adminisirative expenses. For the three and nine month periods ended September 30, 2004, SG&A expenses deereased by $98 million and
$120 million, respectively, as compared to the same prior year periods. These decreases were a result of lower headeount and reduced bad debt expense from
lower revenues and successful collection efforts. The international business also received a benefit of approximately $38 million from favarable consumption tax
settlements during the second quarter of 2004, [ncreases in the SG&A line item were mostly due to severance expenses incurred as a result of our reductions in
foree. In addition, sclling, general and administrative expenses were also affected by changes in foreign currency exchange rates that increased costs by
approximately $9 million and S37 million for the three and nine - month periods ended September 30, 2004, respectively, as compared to the same prior year
periods.

Operating (loss) income, Operating losses were approximately S1.1 billion and $1.4 billion for the three and nine-month periods ended September 30, 2004,
respectively, as compared to eperating losses of $77 million and S50 million, respectively. in the same prior year periods. The operating losses for the three and
nine month periods of 2004 were primarily attributable to an approximate $1.0 billion impairment charge recorded in the third quarter of 2004, Additionally,
deereases in operating income were driven by lower revenues that were not fully offset by reductions in costs of sales and services and SG&A expenses.

Financial Condition
As a result of our business activities through 2004, including our emergence from bankruptey and significant payments to scttle bankruptey claims. divestiture of

non core assets, and the recording of impairment charges, our consolidated balance sheet has significantly changed since year end 2003, The following table,
and associated discussion, sets forth the condensed conselidated balance sheet as of the dates indicated (in millions);

Successor Company

Asof Aseof
September 30, 2004 December 31. 2003
ASSETS

Cash and cash equivalents $ 5,588 S 6,178
Other current assets 4,687 6.350
Long term assets 7,617 14.942
$17.892 S 27.470

C——— D e

LIABILITIES AND SHAREHOLDERS’ EQUITY

Current Liabilitics S 5,830 S B.810
Long~-term debt, excluding current portion 5,903 7,117
Other long term liabilities 1,657 3.071
Sharcholders’ equity 4,502 8,472
$17.892 S 27.470

S R D e SRR |

Cash and cash equivalents. Cash and cash equivalents decreased by S590 million from December 31, 2003, primarily due to the removal of Embratel’s cash
balance ($595 million at December 31, 2003) and payments of bankruptcy claims since our Emergence Date in the amount of $1.1 billion, capital expenditures of’
$650 million, partially offset by the collection of $629 million from the sale of assets and cash flows from operations during the period. We completed the sale of
Embratel in the third quarter of 2004. Refer to “Management s Discussion and Analvsis of Financial Condition and Results of Operations - Liguidity and Capital
Resonrces™ for further details.

Other current assets. Other current assets decreased by approximately $1.7 billion from December 31, 2003, primarily due to a decrease in net accounts
receivable of approximately S1.4 billion from better collections and lower revenuces, the elimination of Embratel’s accounts receivable balance (556 million at
December 31, 2003), and a deerease of $176 million from sales of non -core assets included as assets held for sale as of December 31, 2003,
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Long—term assefs. Long - term assets. primarily property, plant, and equipment and intangibles, decreased by approximately $7.3 billion from December 31,
2003 due to the elimination of Embrate]’s fixed asset balance (approximately $2.0 billion at December 31, 2003), impairment charges of approximately $3.5
billion, depreciation expensc net of capital additions of approximately $76€ million, and the elimination of Embratel’s deferred tax balance (3607 million at
December 31, 2003).

Current liabifities, Current liabilities decreased by approximately $3.0 billion from December 31, 2003, primarily due to the elimination of Lmbratel’s liabilitics
(approximatcly $1.2 billion at December 31, 2003) and a decrease of approximately §1.5 billion in other current liabilities primarily from the settlement of
amounts due to creditors leaving approximately $900 million yet to be paid.

Long—term debt. Long—term debt decreased by approximately $1.2 bitlion from December 31, 2003, primarily due to the removal of Embrate]'s debt obligations
from our consolidated balance sheet,

Other long—term liabilities. Other long-term Labilities decreased by approximately $1.4 billion from December 31, 2003, primarily due to the elimination of
Embratel’s minority interest (approximately $1.2 billion at December 31, 2003),

Liguidity and Capital Resources
Current Liguidity

The table below is a summary of sur cash and cash equivalents as of September 30, 2004 and December 3£, 2003 (in millions):

Suecessor Company

As ol As uf
September 30, 2004 December 31, 2003
Without Embratel $5.588 ) 5.583
Embratel cash and cash equivalents balance - 595
Total cash and cash equivalents $5.588 S 6,178
— TR TR DT T

The table above shows Embratel’s cash and cash equivalents at December 31, 2003, Throughout the period of our ownership of an equity interest in Embratel. it
was not a wholly -owned subsidiary and was operated by its own management and employees. Consequently, our ability to access Embratel’s cash and cash
equivalents for our corporate purposes was significantly limited. On July 23, 2004, we completed the sale of our 19% cconemic interest and 52% voting interest
in Embratel, and realized proceeds of approximately $400 million.

QOur principal cash needs consist of capital expenditures, debt service, dividends, and payments made pursuant to the Plan of Reorganization. The Plan includes
the payment of approximately $2.6 billion in cash to settle certain creditor claims. Some payments were made prior to our emergence from bankruptey and some
expected payments will not be made as a result of some claims being reduced sinee the Plan was confirmed. As of September 30, 2004, our estimated remaining
cash payments to scttle pre- petition ¢reditor claims were approximately $900 million.

The Plan also requires pursuant te Section 5.07 that the Board of Directors conduct a reasonable review of our cash niceds, including amounts that may be
neeessary to satisfy all claims to be paid in cash purswant to the Plan. Accordingly, the Board of Directors commenced a comprehensive review and sought
information and guidance from management and financial advisors to determine the amount of excess cash greater than S1 bitlion. Scction 5.07 of the Plan
further requires that any excess cash be utilized in accordance with our best business judgment to maximize sharcholder value. On August 5, 2004, the Board of
Dircctors completed its review and declared the amount of excess cash to be $2.2 billion, The Board of Directors decided to distribute a portion of the excess
cash through a return of capital and declared a cash dividend of $0.40 per share payable on
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September 15, 2004 to sharcholders of record on September 1, 2004, resulting in payment of S127 million of dividends on our common stock. On October 15,
2004, the Board of Directors, pursuant to Section 5.07 of the Plan and continuing its distribution of the Company’s cxcess cash as a return of capital to
sharcholders. declared a cash dividend of $0.40 per share payable on December 15, 2004 to shareholders of record on December 1, 2004, We currently expect to
continue to distribute a quarterly cash dividend until the excess cash is fully wilized. However. the amount and timing for future dividends is subject to the
approval of our Board of Directors. In addition. if the excess cash is fully paid out to sharcholders. any further dividends may be limited by the covenants in the
indentures for the Senior Notes and, consequentty, further dividends may not be possible as long as the Senior Notes or other debt instruments with similar
covenants remain owtstanding.

We expect our capital expenditures to be approximately S1 billion during 2004, of which approximately $650 million has been incurred through September 30,
2004. Our expenditures will focus on enhanecements to the efficiency, functionality and reliability of our network operations, improvements in customer service
and the development of additional value added services, Included in our capital expenditures will be investments in multi- protocol label switching ("MPLS™) to
support the convergence of our data and voice networks as weli as investments in network security products and advanced applications features.

In 2004, our debt service obligations primarily consist of interest payments on the $5.7 billion principal amount of Senior Notes that were issued upen our
emergence from bankruptey. Interest on the Serior Notes is payable semi-annually on May | and November 1, beginning November 1, 2004, with interest
accruing contractually from April 20, 2004. On November 1, 2004, we made the first interest payment of approximately 5200 million on the Senior Notes, The
Senior Notes consist of three separate issues with maturities of three, five and ten years. The current weighted average interest rate on the Senior Notes 15 6.73%,
resulting in annual interest payments of approximately S380 million,

The interest rates on the Senior Notes are subject to adjustment depending upon the ratings assigned 1o the Senior Notes by Moody s Tnvestor Service, Ine.
(“Moody's") and Standard & Poor’s Corporation ("S&P™) as set forth in the indentures under which the Senior Notes were issued. We have been meeting with
the agencies and currently expect ratings to be assigned by the end of the year.

The Senior Notes are subject to covenants that limit our ability to make certain cash distributions based on our cumulative net income or loss since the Issue
Date. The impairment charges recorded during the third quarter of 2004 will not affect our ability or our current plans to continue 1o distribute excess cash
pursuant 1o Section 5.07 of the Plan of Reorganization to our sharcholders in the form of a quarterly dividend until such excess cash is fully utilized. The
impairment charges may. however, restrict our ability 1o make further cash distributions to our sharcholders under the Indentures.

We believe that our principal source of funds will be cash generated from our operating activitics despite anticipated declines in revenues. In addition, we expect
to continue the process of divesting non core investments and other assets,

We believe that our available cash. together with cash generated from operating activities and assct sales, will be more than sufficient to meet our liquidity
requirements through at least 2005,

Buank Fucilities

As an additional source of liquidity during our bankruptey, we entered into a Senior Secured Debtor--in-Possession Credit Facility (the “DIP Facitity™). On the
Emergence Date, there were no outstanding advances under the DIP Facility, We did have letters of credit outstanding under the DIP Facidity, WorldCom had
undrawn letters of eredit that were issued under a $1.6 billion credit facility prior to cur bankruptey filing and Digex had letters of eredit under a separate credit
facility,

Upon our emergence from bankruptey. the DIP Facility was terminated and approximately S100 million in letters of credit were rolled over to new letter of eredit
facilities entered into with JPMorgan Chase Bank,
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Citibank, N.A. and Bank of Amcrica, N.A. (the "Letter of Credit Facilitiecs™). The Letter of Credit Facilitics provide for the issuance of Jetters of credit in an
agpregate face amount of up to $150 million (the "Commitment™). In addition, we pay a facility fee under the Letter of Credit Facilities equal to .05% per annum
of the amount of the Commitment (whether used or unused). If any fee or other amount payable under any Letter of Credit Facility is not paid when due,
additional interest equal to 2% per annum plus the federal funds rate (determined in accordance with such Letter of Credit Facility) will be incurred on the
overdue amount. The Letter of Credit Facilities mature in April 2005. As of September 30. 2004, under the Letter of Credit Faeilities, we had $124 million in
letters of credit outstanding, $12 million in availability, and $14 million reserved for issuance. During the nine ‘month period ended September 30, 2004, we
pledged S141 miltion in cash as collateral for our outstanding letters of credit of which S137 miltion of the cash has been classified as restricted cash in other
current assets and S4 nullion has been classified as other long -term assets in the condensed consolidated balance shect.

On October 12, 2004, the Commitment under the Letter of Credit Facilities was increased from 8150 million to $300 million. Nonc of the additional amount has
been used as of the date of this filing.

We plan to arrange a revolving credit facility of between S500 million and S750 million to support our letter of credit requirements and as an additionat source of
Iiguidity. As a result, the revolving credit facility would replace the Letter of Credit Facilities.

Histarical Cash Flows

For the mine- month periods ended September 30, 2004 and 2003, our consolidated cash flows were as follows {in millions):

Successor Predecessor
Company Company

Nine-Month
Period Ended September 30,

2004 2003

Cash Provided By (Used In):
Operating activities S 424 S 2,683
Investing activities (34) (132)
Financing activitics (365) 129
Net cash flows from discontinued operations (615) N
Net {decrease) increase in cash and cash equivalents $(590) § 2,67

— S
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Net Cash Flows Provided by Operating Activities

For the nine- month periods ended September 30, 2004 and 2003, net cash provided by operating activities was S424 million and approximately 52.7 billion.

respectively and was comprised of the following (in millions):

Net (loss) income

Adjustments to reconeile net (loss) income to net cash provided by operating activities:

Depreciation and amortization

Charges related to impairment of property, plant and equipment and intangible assets
Cumulative effect of a change in accounting principle

Minority interests, net of tax
Net realized gain on sale of investments
Bad debt provision

Loss on salc of property. plant and equipment

Gain on sale of assets held for sale
Deferred tax provision

Non-cash reorganization charges
Amortization of debt discount

Stock based compensation ¢xpense
Loss (income) from equity investments
Other

Changes in assets and liabilities:
Accounts receivable

Other current assets

Non current assets

Accounts payable and accrued access costs
Other current liabilities

Other liabilttics

Net cash provided by operating activitics

54

Successor Predecessor

Company Company

Nine-Month Period
Ended September 30,

2004 2003
$(3,857) 5 5
1,543 1,720
3,513 s
= 215
(6)

(5)

514 679
- 14
9 e
(98) 3

iy 312
14 =

23 :

25 (8)
(60) 181
300 (206)

92 (42)

8 237

(787) (353)
(991) (54)
29 (14)

5 424 S 2.683
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Further, the following table identiftes significant net changes in our working capital during the nine - month periods ended September 30, 2004 and 2003 (in

millions):

Cash Provided By (Used In):

Accounts reccivable

Decrease in gross accounts receivable

Decrease in allowance for doubtful accounts, excluding effect of bad debt provision

Decrease (increase} in accounts receivable

Other current asscts

Decrease (increase} in nen—trade receivables
Increase in prepaid expenses

Other decreases .

Decrease (increase) in other current assets

Decrease in non current asscts
Total decrease (increase) in assets

Accounts payable and accrued access costs
Decreasc in accounts payable

Increase (decrease) in accrued access costs
Other increases

Decrease in accounts payable and accrued access costs

Other current habilities

Payment of SEC penalty

Decrease in advance billings and deferred revenue
(Deerease) increase in income taxes payable
Other (decreases) increases

Decrease in other current liabilities

Increase {decrcase) in other habilities

Total decrease in liabilities

For the nine- month period ended September 30, 2004, we generated $424 million in cash from operations. We had a net loss of $3.9 billion which included

Suceessor

Company

Predecessur

Company

Nine=Xlonth Period

Ended September 30,

2004 2003

5 809 559
(509) (765)
300 (206)
103 (38)
(18) (57
7 53
92 (42)
38 237
§ 430 uy
S (866) (162)
79 (201)
10
(787) (353)

(500) =
(200) 67
(79) 7
(212) 6
(991) (54)
29 (143
$(1,749) 421

non—-cash charges totaling approximately $5.6 billion comprised primarily of depreciation and amortization of $1.6 billion, impairment charges of approximately
$3.5 billion, and bad debt provision of 514 milhon. The difference between our net loss and our non- cash charges was approximately $1.7 billion which was

partially offset by a reduction of approximately $1.3 billion related to decreases in our assets and reductions in our liabilitics.

Our liabilities decreased primarily due to the payments of approximately Si.1 billion of creditor scttlements associated with our emergence. While the Plan

estimated distributions of approximately $2.6 billion in cash, we have estimated that cash payments subsequent to Emergence will now approximate $2.0 billion.

Therefore, we have estimated the remaining balance due to ereditors to be $900 million. Additionatly, our accounts payable and
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other current liability balances decereased by approximately $700 million from the payment of professional fees and duc to lower accruals for salary and benefit
costs as a result of our headeount reductions during 2004,

Our accounts receivable decreased S300 million during the nine month period ended September 30. 2004 primarily due to our collection efforts, reduced billings
and the collection of $253 million for the settlement of disputes related to fees carned from third party companies for calls that terminated on our network,

During the nine -moenth period ended September 30, 2003, we penerated approximately $2.7 billion from operations. The generation of cash from operations was
primartly the result of our net income of $5 million which included non--ecash charges for depreciation and amortization of approximately S1.7 billion and $215
million for the cumulative effect of a change in accounting principle. Cash flows from operations during this period also benefited from our cost containment and
restructuring initiatives that resulted in expense savings.

Net Cash Flows Used in Investing Activities

For the nine-month period ended September 30, 2004, net cash used by investing activities was $34 million. Capital expenditures for transmission and
communications equipment, software development, and desktop computers were $650 million. Investing activitics also included receipts of $144 million for the
sale of network equipment, licenses and leases utilized for the provision of wireless telecommunications services via Multichanne] Multipoint Distribution
Services, $37 million for the sale of Douglas Lake, $9 million from the sale of investments, and S400 million received from our sale of Embratel. In the

nine: month period ended September 30, 2003. capita) expenditures of $379 million were the primary use of cash and were partially offset by $247 million in
proceeds from the sale of property, plant and equipment, resulting in net cash used of $132 million.

Net Cash Flows Used in Financing Activities

For the nine-month period ended September 30. 2004, net cash used by financing activities was $365 million and consisted primarily of $127 million for
dividend payments, S141 million in cash collateral for the Letter of Credit Facilities and S38 mitlion for repayments of capital leases. For the nine: month peried
ended Seplember 30, 2003, net cash provided by financing activitics was $129 million.

Net Changre in Cash from Discontinued Operations

Net change in cash from discontinued operations in the nine-month period ended September 30, 2004 was S615 million and was primarily attributable to
Embratel. which had a balance of $595 million as of December 31, 2003 that was removed from our consolidated balance sheet upon the consummation of the
sale in July 2004.

New Accounting Standards

In December 2003, the Financial Accounting Standards Board (“FASB") issued SFAS No. 132 (revised 2003), "Emplovers* Disclosures abont Pensions and
Other Postretirement Benefits ™ ("SFAS No. 132 (R)"). SFAS No. 132 (R} revises the annual and interim disclosure requirements about pension and other
postretirement benefits, This revision requires disclosures additional to those included in the original SFAS No. 132 about assets, obligations, cash flows and net
periodic benefit cost of defined benefit pension plans and other defined benefit postretirement plans. The required information is provided separately for pension
plans and for other postretirement benefit plans. We adopted the provisions of SFAS No. 132 (R) as of December 31, 2003 without any impact on our
consolidated results of operations, financial position and cash flows.

In December 2003, the FASB issued FASB Interpretation No. 46 (Revised December 2003), “Consolidation of Variable Interest Entities ™ (“FIN 46R™). This
standard replaces FIN 46, “Cuonsolidation of Variable Interest Entities, ” that was issued in January 2003 to address certain situations in which a company should
include in its financial statements the asscts, liabilities and activitics of another entity. We adopted the provisions of FIN 46R as of December 31, 2003 without
any impact on our consolidated results of operations, financial position and cash flows,
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Interest Rate Risk
As of December 31, 2003, we had S77 million in tetters of eredit outstanding under the DIP Facility. On the Emergence Date, the DIP Facility was terminated.

Prior to the Emergence Date. all of the outstanding debt and preferred securities of the Debtors were subject to compromise under our Plan and, consequently, we
do not believe that these instruments subjected us to market or interest rate risk. On the Emergence Date, all of the debt and preferred securities of the Debtors
were cancelled.

On the Emergence Date, we issued $5.7 billion of fixed rate Senior Notes. While changes in market interest rates affect the fair value of this debt, there is no
impact to carnings or cash flows unless we redeem the Senior Notes before their maturity dates and we will do so only if market conditions, our financial
structure or other conditions make such redemptions appropriate. The interest rates on the Senior Notes are subject to reset afier we have applied for and received
ratings for the Senior Notes from Moody's and S&P. The adjustment could result in a change in interest rates on the Senior Notes ranging from (a) a decrease of’
3.0% if the Senior Notes are rated Baa3 or higher by Moody's and BBB- or higher by S&P’s to (b) an increase of 3.0% if the Senior Notes arc rated lower than
B3 by Moody's and lower than B - by S&P’s. If the Senior Notes arc rated between the Ievels indicated, the interest rates on the Senior Notes will change to a
lesser degree.

Forcign Exchange Risk

Transaction gains and losses arise from exchange rate fluctuations on transactions denominated in a currency other than an entity’s functional currency. The
accompanying condensed consolidated statements of operations include as a component of miscellaneous income (expense) net foreign curreney translation gains
of §17 million and S24 miltion for the three and nine -month periods ended September 30, 2004, respectively, compared to income of $69 million and 4 loss of
S42 million, respectively, for the same prior year perieds. Beeause differing portions of our revenues and costs are denominated in foreign currency, movements
could impact our margins by, for example, increasing our foreign revenues when the dollar weakens and not correspondingly increasing our expenscs.

We do not currently hedge our currency exposure, In the future, we may engage in hedging transactions to mitigate forcign exchange risk.
Market Risk for Investment Sccurifies
Investment securities consist of shares in triple- A rated short - term money market funds that typically invest in U.S. Treasury, U.S, government agency and

highly rated corporate sccurities. Since these funds are managed in o manner designed to maintain a $1.00 per share market value, we do not expect any material
changes in market values as a result of an increase or decrease in interest rates,

ITEM 4, CONTROLS AND PROCEDURES

We have evaluated the effectiveness of the design of the Company’s disclosure contrals and procedures pursuant to Rule 13a-15 under the Securities Exchange
Act of 1934, as amended (the “Exchange Act™). This cvaluation has allowed us to make certain conclusions regarding the state of the Company's disclosure
controls and procedures as of September 30, 2004.

As part of our compliance efforts for Section 404 of The Sarbanes Oxley Act of 2002, significant cfforts have been made to establish a framework to materially
improve our internal controls. We have committed considerable resources to date to redesign, document and test the key internal financial controls of the
Company.
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Additional efforts will be neeessary to remediate and retest certain deficiencies in our control environment and to become self sufficient in this arca. While our
internal financial controls are improving, such improvements were not fully implemented and had not been fully tested as of September 30, 2004, As a resuit. the
Company concluded that the effectivencss of its internal controls during this period was not sufficiently adequate to rely solely upon them for its financial
reporting. [nstead, the Company relied on compensating controls and precedures, Management has no reason to believe that the consohidated financial statements
included in this report are not fairly stated in all material respects.

The ¢ffectiveness of any system of disclosure controls and procedures. including our own. is subject to certain limitations, including the exercise of judgment in
designing, implementing and evaluating the controls and procedures and the inability to eliminate misconduct completely.

Except for the cfforts taken and continually underway as described above, there were no significant changes in our internal controls over financial reporting or
other factors that have materially affected or are reasonably likely to materially affect these internal controls over financial reporting as of the end of the period
covered by this report.
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PART NI

OTHER INFORMATION

ITEM I. LEGAL PROCEEDINGS

ERISA Litigation. As disclosed in our Annual Report on Form 10- K for the year ended December 31, 2003 (the “2003 14 K™), the Company has pending a suit
filed by one current and one former ecmployee in federal court in California against the Predecessor Company and two of its former executive officers on behalf
of a putative class of participants in the WorldCom 401 (k) plan and its predecessor plans, claiming that defendants breached their fiduciary duties under the
LEmployee Retirement Income Sceurity Act (“ERISA™) with respect to the administration of the plans by. among other things. misrepresenting the Predecessor
Company’s financial results and by allowing plan participants to continue to invest in the Predecessor Company’s stock as one of their plan options, The
following change with respect to this matter has occurred singe the filing of the 2003 10 K.

On July 6, 2004, plaintifts filed a Motion for Crder Preliminarily Approving Scttlement, Certitying a Class, and Seiting a Fairness 1 lcaring (the “Motion™).
Adttached to the Motion was a fully exccuted Settlement Agreement between the plaintiffs and the Company, the Company’s fiduciary liability insurance carriers,
and all of the individual defendants, with the exception of Scott Sullivan and Merrill Lyneh Trust Company, F.S.B. (the “Scttlement Agreement™).

The Settlement Agreement provides for the creation of a Settlement Fund consisting of the following: (1) approximately $47 million in cash, and (2} another
potential amount between $450,000 and $4 million in a promissory note from former WorldCom, Inc. Chief Executive Officer, Me. Ebbers. The cash will be put
inte the fund by the Company. Mr. Ebbers, and the Company’s fiduciary liability insurance carriers, both primary and excess. Qur ¢ontribution to the settlement
fund was approximately $23 millioen which was paid in September 2004,

The Settlement Agreement was approved by the Bankruptey Court and an independent fiduciary tor the 401(k) Plan, On October 15, 2004, Judge Cote approved
the settlement.

State Tuv. As disclosed in the 2003 10K, in conjunction with the Predecessor Company s bankruptey claims resolution proceeding, certain states have filed
claims concerning the Predecessor Company's state income tax filings and its approach to related- party charges. The following change with respecet to this
malter has occurred since the filing of the 2003 (0--K.

On June 30. 2004, the bankruptey court denied the motion filed on March 17, 2004 by the Commonwcealth of Massachusetts on behalf of itself and thirteen other
states to disqualify KPMG LLP ("KPMG™) from serving as the Company’s accountant, auditor and tax adviser on the grounds that KPMG is not disinterested as
required by Section 327(a) of the Bankruptey Code. The states have appealed the order denying the motion. We arc in discussions with the appropriate state
taxing officials on these and other similar issues related to state income taxes owed by the Company and its subsidiaries.

Triennial Review Order. As disclosed in the 2003 10- K, on March 2, 2004, the U.S. Court of Appeals for the D.C. Circuit {the “D.C. Circuit™) issued a decision
which vacates and remands many key portions of the FCC’s Triennial Review Order that had established new federal rules peverning local telephony
competition. In particuiar, pursuant to challenges by the incumbent local exchange carriers ("ILECs™), the D.C. Circuit vacated the unbundling of local
switching, which is a critical component of the unbundled network clement platform (“UNE P”) used to serve residential and small business customers. The
D.C. Circuit’s decision alse affirmed the portions of the FCC's Order that had not required the ILECs to lease unbundled elemenis for the provision of broadband
services, The following change with respect to this matter has occurred since the filing of the 2003 10 K.

Although several petitions were filed at the Supreme Court secking review of the D.C. Circuit's decision, the Solicitor General and the FCC declined to seck
such review. On October 12, 2004, the Supreme Court denied
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the petitions. On remand from the D.C. Circuit. the FCC has commenced rulemaking proceedings with the goal of adopting new unbundling rules by December
2004 or carly 2005. Until those new rules are in effect, the FCC has adopted interim unbundling ritles {effective September 13, 2004) to maintain certain [LEC
unbundling obligations under interconnection agreements as they existed prior to the D.C Circuit’s mandate, [LECS are challenging the interim rules in the D.C.
Circuit as a violation of the D.C. Circuit's decision and otherwise unlawful, though a ruling on their challenges is not expected in 2004

Except as set forth above, there were no material changes in our legal proceedings as compared to those reported in the Company’s Annual Report on Form
10 K for the year ended December 31, 2003 as filed with the SEC on April 29, 2004,

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

On July 14, 2004 the Company began trading its stock on The NASDAQ Stock Market. MCI stock trades on The NASDAQ National Market under the new
symbol “MCIP™.

ITEM 3. DEFAULTS UPON SENIOR SECURITIES

None.

ITEM 4, SUBMISSION OF MATTERS TO A VOTE QF SECURITY HOLDERS

No matters were submitted fo a vote of security holders during the three -month period ended September 30, 2004, vther than matters voted on by holders of the
Company’s debt securities in the ordinary course of its bankruptey procecdings.

ITEM 5. OTHER INFORMATION

None.

ITEM 6, EXHIRITS

(a) Exhibits

Exhibit
No. Description
3.1 Certification of Michael D. Capellas pursuant to Rules 13a—14(a) and 15d 14(a) under the Exchange Act.
312 Certification of Robert T. Blakely pursuant to Rules 13a- 14(a) and [ 5d-14(a) under the Exchange Act.
iz Certification of Principal Executive Officer and Principal Financial Officer of the registrant pursuant to 18 U.S.C. Section |350 as adopted

pursuant (o Section 906 of the Sarbanes -Oxley Act of 2002,
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report on Ferm 10-Q to be signed on its behalf
by the undersigned, thereunto duly authorized to sign.

MCI, IPC,

By: s/ RoserT T. Brakeny

Robert T. Blakely
Executive Vice President and Chief Financial Officer

s/ Lric R Scusser

Eric R, Slusser |
Senior Viee President and Controller

Dated: November 4, 2004
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EXHIBIT INDEX

Exhibit
No. Description
3L Certification of Michael D. Capellas pursuant to Rules 13a-14(a) and 15d- 14(a) under the Exchange Act.
%1.2 Certification of Robert T. Blakely pursuant to Rules 13a—14{a) and 15d- 14(a) under the Exchange Act.
32 Certification of Principal Executive Officer and Principal Financial Officer of the registrant pursuant to 18 U.5.C. Section £ 350 as adopted

pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
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EXHIBIT 31.1
CERTIFICATION OF CHIEF EXECUTIVE OFFICER

I, Michael D. Capellas, certify that:

1. I have reviewed this Quarterty Report on Form 10--Q of MCIL, Inc;

2 Based on my knowledge, this report does net contain any untruce statement of & material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements were madce, not misleading with respect to the peniod covered by this report;

3. Based on my knowledge, the financial statements. and other financial information included in this report. faitly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for cstablishing and maintaining disclosure controls and procedures (as defined in Exchange
Act Rules 13a-15(c) and 15d-15(e)) for the registrant and have:

(@)

{b)

(c)

(d)

Designed such disclosure controls and precedures, or caused such disclosure controls and precedures to be designed under our supervision. to ensure
that material information relating to the registrant, including its consolidated subsidiaries, ts made known to us by others within those entitics,
particularly during the period in which this report is being prepared:

reserved

Evaluated the effectiveness of the registrant’s disclosure controbs and precedures and presented in this report our conclusions about the ettectiveness
of the disclosure controls and procedures, as of the end of the pertod covered by this report based on such evaluation; and

Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal
quarter (the registrant’s fourth fiscal guarter in the case of an annual report) that has materially affected. or is reasonably likely to materially affeet,
the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and 1 have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persens performing the cquivalent functions):

(a)

(b)

All significant deficiencies and material weaknesses in the design or operation of tnternal control over financial reporting which are reasonably
likely to adversely affeet the registrant’s ability to record, process, summarize and report financial information; and

Any fraud, whether or not matcerial, that involves management or other employees who have a significant rofe in the registrant’s internal control over
financial reporting.

Date; November 4, 2004

/s/ Michael D. Capellas

Michael D. Capellas
Chief Executive Officer



EXHIBIT 31.2
CERTIFICATION OF CHIEF FINANCIAL OFFICER

I, Robert T, Blakely, certify that:

ta

I have reviewed this Quarterly Report on Form 10-Q of MCI, Inc;

Based on my knowledge, this report does not contain any untruc statement of a material fuct or omit to state a material fact necessary 1o make the
statements made, in light of the circumstances under which such statements were made, not misleading with respeet to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report. fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

The registrant’s other certifying officer and [ are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange
Act Rules 13a--15(¢) and 15d-15(¢)) for the repistrant and have:

()

(b}

()

(d)

Designed such disclosure contrels and procedures, or caused such disclosure controls and procedures to be designed under our supervisien, to ensure
that material information relating te the registrant, including its consolidated subsidiarics, 15 made known to us by others within those entities,
particularly during the period in which this report is being prepared;

reserved

Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness
of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal
quarter (the registrant’s fourth fiscal quarter in the casc of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting: and

The registrant’s other certifying officer and [ have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of dircctors (or persons performing the equivalent functions):

{a)

(b)

All significant deficiencies and material weaknesses in the design or operation of internat control over financial reporting which are reasonably
likely to adversely affect the repistrant’s ability to record, process, summanze and report financial information; and

Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over
financial reporting.

Date: November 4, 2004

/s/ Robert T. Blakely

Robert T. Blakely
Chief Financial Officer



EXHIBIT3Z

CERTIFICATION PURSUANT TO
I8 U.S.C, SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Lach of the undersigned hereby certifies. for the purposes of section 1350 of chapter 63 of title 18 of the United States Code. as adopted pursuant to Section 906
of the Sarbanes- Oxley Act of 2002, in his capacity as an officer of MCLL Ine. (the “Company™), that, to his knowledge. the Quarterly Report on Form (G Q of
the Company for the period ended September 30. 2004 fully complies with the requirements of Seetion 13(a) of the Sceuritics Exchange Act of 1934 and that the
information contained in such report fairly presents, in all material respects, the financial condition and results of operations of the Company.

Date: November 4, 2004

fsf Michael I, Capellas

Michael D. Capellas
Chief Executive Officer

/s! Robert T. Blakely

Robert T. Biakely
Chief Financial Officer
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