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Item 8.01. Other Events.

Qwest Corporation (“Qwest” or the “Company” or “wet “us” or “our”) is filing this Current Report oRorm 8-K to present certain
historical financial information taking into accduhe following changes made in the first quarte2@08:

* We changed the definitions we use to classify egpems cost of sales, selling expenses or geadrainistrative and other
operating expenses, and as a result certain expensar consolidated statements of operations bhaee reclassified. Operating
expenses are now reported as follo

. Cost of sales are costs incurred in providing potgland services to our customers. These includployee-related costs
directly attributable to operating and maintainmg network (such as salaries, wages and certaiefit®); and other costs
of sales directly related to our network operati(such as professional fees, materials and supgtidutsourced
services)

. Selling expenses are costs incurred in sellingyectsdand services to our customers. These inckrdployee-related costs
directly attributable to selling products or seesdsuch as salaries, wages, internal commissiuhsertain benefits);
marketing, advertising and external commissiond;dibt; and other selling costs (such as profeakfers and outsourced
services)

. General, administrative and other operating expease corporate overhead and other operating ddstse include:
employee-related costs for administrative functi(ash as salaries, wages and certain benefii®s tand fees (such as
property and other taxes and universal service @inadiges); real estate and occupancy costs (suemigsand utility costs
and other general, administrative and other opegatosts (such as professional fees, outsourceitsesy litigation related
charges and general computer systems support egyvigeneral, administrative and other operatimgeses also include
our pension and pcretirement benefits costs for all employe

We believe these changes allow users of our fimhustatements to better understand our cost steiaiud how we manage our
business. These expense classifications may noirparable to those of other companies. These elsamd no impact on total
operating expenses or net income for any period.

* In light of regulatory changes in 2007 and consistéth the continuing strategy of our ultimate gra, Qwest Communications
International Inc. (“QCII"), to simplify its and @worporate structure and gain operational efficies, QCII moved to us some
administrative and other functions of our direatga, Qwest Services Corporation (“QSC”), and merigéo us two of QSC'’s
other wholly owned subsidiarie

. a procurement company that managed real estatethadsupplier selection and negotiations;

. a computer system services company that handleglafawent, application, maintenance, integrationtasting of
software.

Because these reorganization activities combinsthbases that were already controlled by QCII, rgeadjusting previously
reported financial statements for all periods pné=g for these transferred businesses.

In connection with these past or future reorgainaactivities, we do not believe we have consuneghadnd we do not expect to
consummate in the future, any business combinationther transactions that will adversely affeat consolidated financial
condition or results of operations.

To reflect the impact these changes would havefttady had been implemented in prior years angidathe understanding of our
future filings, we have recast certain financidbimation presented in our Annual Report on ForrKifor the year ended December 31,
2007 (the “2007 Form 10-K"). Attached as ExhibitB% our Management’s Discussion and Analysisinéicial Condition for the three-
year period ended December 31, 2007, and attachEdhdbit 99.2 are our Consolidated Financial Stetets as of December 31, 2007 |
2006, and for each of the years in the three-yedog ended December 31, 2007.
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This Current Report on Form 8-K reports only tharales described above and is filed for informatipoaposes only. We have not
modified or updated any other disclosures preseintedr 2007 Form 10-K, except as described in N@&¢o our consolidated financial
statements in Exhibit 99.2. Accordingly, this Cutr&eport on Form 8-K should be read in conjunctigih our 2007 Form 10-K.

Item 9.01. Financial Statements and Exhibits.

(d) Exhibits

Exhibit No. Description

99.1 Management’s Discussion and Analysis of Financ@hdition and Results of Operations for the threarymriod
ended December 31, 20(

99.2 Consolidated Financial Statements as of Decemhe2@17 and 2006 and for each of the years in tteetiiear period

ended December 31, 20(

Forward Looking Statements Warning

This filing may contain projections and other forddooking statements that involve risks and uraiattes. These statements may
differ materially from actual future events or riksuReaders are referred to the documents filedshwith the Securities and Exchange
Commission, specifically the most recent reportgctvidentify important risk factors that could cawsctual results to differ from those
contained in the forward-looking statements, inglgdout not limited to: access line losses duatodased competition, including from
technology substitution of our access lines witheleiss and cable alternatives, among others; dostantial indebtedness, and our inability to
complete any efforts to further de-lever our bataskeet; adverse results of increased review antrscby media and others (including any
internal analyses) of financial reporting issued practices or otherwise; rapid and significantngjes in technology and markets; any adv
developments in commercial disputes or legal prdicggs; potential fluctuations in quarterly results|atility of the stock price of our
ultimate parent; intense competition in the marketshich we compete including the effects of cdiakdion in our industry; changes in
demand for our products and services; accelerafitime deployment of advanced new services, suthalband data, wireless and video
services, which could require substantial expenditi financial and other resources in excess pferoplated levels; higher than anticipated
employee levels, capital expenditures and operaipgnses; adverse changes in the regulatory istdége environment affecting our
business; changes in the outcome of future eveors the assumed outcome included in our signifieaebunting policies; and the ability of
our ultimate parent to utilize net operating lossesrojected amounts.

The information contained in this filing is a statent of Qwest's present intention, belief or expgoh and is based upon, among other
things, the existing regulatory environment, indpsbnditions, market conditions and prices, thenemy in general and Qwest's
assumptions. Qwest may change its intention, betiefkpectation, at any time and without noticesdoshupon any changes in such factors, in
Qwests assumptions or otherwise. The cautionary statenoemtained or referred to in this filing shoukeldonsidered in connection with ¢
subsequent written or oral forward-looking stateta¢hat Qwest or persons acting on its behalf rmaya. This filing may include analysts’
estimates and other information prepared by théndigs for which Qwest assumes no responsibility.

Qwest undertakes no obligation to review or confimalysts’ expectations or estimates or to relpabéicly any revisions to any
forward-looking statements and other statementsftect events or circumstances after the datedfiereto reflect the occurrence of
unanticipated events.

By including any information in this filing, Qwedbes not necessarily acknowledge that disclosusadi information is required by
applicable law or that the information is material.



SIGNATURES

Pursuant to the requirements of the Securities &xgé Act of 1934, Qwest has duly caused this rapdre signed on its behalf by the
undersigned thereunto duly authorized.

QWEST CORPORATION

DATE: April 4, 2008 By: /s STEPHENE. BRILZ
Name: Stephen E. Brilz
Title: Secretary
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EXHIBIT INDEX

Exhibit No. Description

99.1 Management’s Discussion and Analysis of Financadition and Results of Operations for the threaryeeriod
ended December 31, 20(

99.2 Consolidated Financial Statements as of Decemhe2@X7 and 2006 and for each of the years in tteetiiear period

ended December 31, 20(



Exhibit 99.1

QWEST CORPORATION

MANAGEMENT'S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Unless the context requires otherwise, referenaé®C” refer to Qwest Corporation, references to #@st,” “we,” “us,” the
“Company” and “our” refer to Qwest Corporation aniis consolidated subsidiaries, and references t&€tQrefer to our ultimate parent
company, Qwest Communications International Ined &s consolidated subsidiaries.

Certain statements set forth below constitute fowaoking statements. See “Business—Special NeigaRling Forward-Looking
Statements” in Item 1 of our Annual Report on FA®rK for the year ended December 31, 2007, or 607 Zorm 10-K, for additional
factors relating to such statements, and see “Raglors” in Iltem 1A of our 2007 Form 10-K for adlission of certain risk factors applicable
to our business, financial condition and resultspdrations.

Business Overview and Presentation

We provide voice, data, Internet and satellite @idervices. We generate revenue from servicesgedvin the 14-state region of
Arizona, Colorado, Idaho, lowa, Minnesota, Montakabraska, New Mexico, North Dakota, Oregon, S@sdkota, Utah, Washington and
Wyoming. We refer to this region as our local segvarea.

Our operations are included in the consolidatedaijmns of our ultimate parent, QCII, and generaltgount for the majority of QCII's
consolidated revenue. In addition to our operati@sSIl maintains a wireless business and a nati@m@tommunications network through
which it provides some long-distance, data andrhatieservices that we do not provide. You can éidditional information about these
services that we do not provide in “Business” enitl of our 2007 Form 10-K.

For certain products and services we provide, and fsariety of internal communications functiong, use parts of QCII's
telecommunications network to transport voice aata draffic. Through its network, QCII also provideationally and globally some data and
Internet access services that are similar to seswice provide within our local service area. Theswices include private line, ATM and
frame relay.

Our analysis presented below is organized to peothe information we believe will be useful for enstanding the relevant trends
going forward. However, this discussion should deedrin conjunction with our consolidated finanai@tements and the notes thereto in
Exhibit 99.2 of this Form 8-K.

Our operations are integrated into and are pati@segments of the QCII consolidated group andriborie to QCII’s wireline services
and other services segments. QCII's chief operatewsion maker, or CODM, reviews our financiabimhation only in connection with our
quarterly and annual reports that we file with 8ezurities and Exchange Commission, or SEC. Coestiguwe do not provide our discrete
financial information to the CODM on a regular lsag\dditional information on our contributions t&€C@'s segments is provided in
Note 1:—Contribution to QCII Segments to our consoliddiaedncial statements in Exhibit 99.2 of this ForaK8

We have the same CODM as the QCII consolidatedmrouAugust 2007, Edward A. Mueller became oureERixecutive Officer and
President, QCII's Chairman and Chief Executive €fiand our new CODM, and during 2007 he contirtoagse these same segments to
evaluate performance and allocate resources. How@@| will adjust its reporting segments at thegimning of 2008 to reflect changes in
how it has begun managing its business beginni208.



In light of regulatory changes in 2007 and consisteith QCII’'s continuing strategy to simplify iend our corporate structure and gain
operational efficiencies, QCIl moved to us some iadstrative and other functions of our direct par&west Services Corporation, or QSC,
and merged into us two of QSC'’s other wholly owsalsidiaries:

. a procurement company that managed real estatethadsupplier selection and negotiations;

. a computer system support services company thatddudevelopment, application, maintenance, integrand testing of
software.

Because of these reorganization activities, weadjeasting previously reported financial statemdatsll periods presented for these
transferred businesses. These transfers were aecofan as a pooling of interests, which had tHewang effect on our previously reported
financial statements for each year presented:

Years Ended December 31,
2007 2006 2005
(Dollars in millions)

Increases in

Total operating revent $ 814 $8C $ 794

Income before income taxes and cumulative effechahges in accounting principl 63 31 98

Net income 35 — 61
As of December 31,
2007 2006
(Dollars in millions)

Increases in

Total asset $ 1,12¢ $ 934

Total liabilities 732 417

In addition, as of September 30, 2007, QSC hadteared to us certain broadband services-relateet@sf an affiliate’s operations.
The financial impacts related to these assets imar@aterial to us.

QCII continues to evaluate other ways to betteaoize the legal organization and operations dfutssidiaries and may make additic
changes to the legal organization and operatioiits sfibsidiaries, including us, in the futurectmnection with these past or future
reorganization activities, we do not believe weéhasnsummated, and we do not expect to consumm#te future, any business
combinations or other transactions that will adebraffect our consolidated financial conditionresults of operations.

During the first quarter of 2008, we also chandezldefinitions we use to classify expenses asafasdles, selling expenses or general,
administrative and other operating expenses, amdrasult certain expenses in our consolidatedrsints of operations have been
reclassified. Operating expenses are now repogéddllaws:

. Cost of sales are costs incurred in providing pet&land services to our customers. These includptayee-related costs directly
attributable to operating and maintaining our nekyguch as salaries, wages and certain benedits) pther costs of sales directly
related to our network operations (such as pradessifees, materials and supplies and outsourasitss).

. Selling expenses are costs incurred in sellingyetsdand services to our customers. These inckrdployeerelated costs direct
attributable to selling products or services (sasisalaries, wages, internal commissions and ndréaiefits); marketing,
advertising and external commissions; bad debt;adiner selling costs (such as professional feesatgburce services

. General, administrative and other operating expease corporate overhead and other operating ddstse include: employee-
related costs for administrative functions (suclsaaries, wages and certain benefits); taxes egsl(uch as property and other
taxes and universal service fund, or USF, chargea);estate and occupancy costs (such as rentstiitydcosts); and other
general, administrative and other operating castsH as professional fees, outsourced servicemtian related charges a
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general computer systems support services). Gerehalinistrative and other operating expensesiatdode our pension and
pos-retirement benefits costs for all employe

We believe these changes allow users of our fimhstatements to better understand our cost steiand how we manage our busin
These expense classifications may not be compat@lii®se of other companies. These reclassificatimnges had no impact on total
operating expenses or net income for any period.

Business Trends
Our financial results continue to be impacted byesal significant trends, which are described below

Data, Internet and video growtRevenue from data, Internet and video serviceesemted 27% of our total revenue for the year
ended December 31, 2007 and continues to grow.|¥decantinue to see shifts in the makeup of thienele as customers move
from traditional data, Internet and video produotsnore advanced technologies. As a result, waraato focus on these more
advanced, high-growth products, which include bbaendl services, private line and satellite videe févenue increases from
these more advanced, high-growth products haveaoatbrevenue declines from traditional data, Irteamd video services such
as ATM and frame rela

We also continue to focus on improving penetratibbroadband services, and broadband subscribati&oe to grow as
customers migrate to higher speed Internet cormetiWe believe the ability to continually increasanection speeds is
competitively important. As such, we continue tedst in increasing our available connection spéedseet customer demand.
We reached 2.5 million broadband subscribers &eckémber 31, 2007 compared to 2.1 million and lilkom as of the same de
in 2006 and 2005, respectively. We expect broadisabdcriber growth to continue, even though we etxgeface continuing
competition for these subscribers.

Access line losseOur revenue has been, and we expect it will coetioube, adversely affected by access line losse®ased
competition, including product substitution, conis to be the primary reason for our access lissek For example, many
consumers are substituting cable, wireless and ¥alRaditional voice telecommunications servicEsis has increased the
number and type of competitors within our industng has decreased our market share. Product bgndtirdescribed below, has
been one of our responses to access line Ic

Product bundlin¢. We offer many of our customers the ability to 8lenseveral products and services. For exampleugr joint
marketing and advertising efforts with our affiiat we and QCII offer our mass markets customegstativoice” services, which
consist of integrated and unlimited local and |aligfance services. These customers can also btwaller more services such as
broadband access, video, digital voice and wirelesaddition to our bundle discounts, we also o#f¢ixed price on our
broadband service for qualifying customers who hawebroadband product in their bundle. This “PfmeLife” guarantee allows
qualifying customers to lock-in their monthly brdeahd charges for as long as they qualify. We affey oombinations of features
and services relating to a single access line (as@rway calling and call forwarding). We belieustomers value the
convenience of, and price discounts associated vateiving multiple services from a single provides a result of these
offerings, our sales of bundled products have msed. While bundle price discounts have resultdovirer average revenue for
our individual products, we believe product bundiase positively impacted customer retention aneémee per customer has
increased since the introduction of our bundleéniifgys.

Operational efficienciesWe continue to evaluate our operating structackfacus. In some cases, this involves adjusting ou
workforce and our relationships with our affiliaiasresponse to productivity improvements and clearig the telecommunicatic
industry and governmental regulations. Througheted restructuring plans in prior years, focusegrovements in operational
efficiency, process improvements through automadioth normal employee attrition, we have reducediarkforce and
employer-related costs while achieving operational gc



While these trends are important to understandimbesvaluating our financial results, the other $emtions, events and trends discussed
in “Risk Factors” in Item 1A of our 2007 Form 10fKay also materially impact our business operatansfinancial results.

Results of Operations

Overview

We generate the majority of our revenue from wirelservices. We also generate revenue from semviegsovide to our affiliates. Our
services are further described below.

. Voice servicesVoice services include local voice services armkas services. Local voice services include Basad exchange,
switching and enhanced voice services. Local ve@egices also include network transport, billing/gses and providing access
our local network through our wholesale channekess services include fees we charge to othemt@leeinications providers to
connect their customers and their networks to etwark.

. Data, Internet and video servic. Data, Internet and video services representasie$t growing source of revenue. These ser
include: broadband services and satellite videagchvive offer to mass markets customers; privai kvhich we offer to
wholesale and business customers; and other dafaesesuch as integrated services digital networkSDN, ATM and frame
relay, which we offer primarily to business custom

. Affiliate and other serviceWe provide to our affiliates voice, data and bdliand collections services that we also provide to
external customers. In addition, we provide to affitiates marketing, sales and advertising, corapaystem and development

accounting, tax, human resources and executiveosugpther services include the subleasing of spacer office buildings,
warehouses and other propert

Depending on the products or services purchasedstamer may pay a service activation fee, a myprsthivice fee, a usage charge or a
combination of these.

The following table summarizes our results of opiere for the years ended December 31, 2007, 266@6@05 and the number of
employees as of December 31, 2007, 2006 and 2005:

Years Ended December 31, Increase/ (Decrease) % Change
2007\ 2006\
2007 v 2006 v
2007 2006 2005 2006 2005 2006 2005
(Dollars in millions, except employee headcount)
Operating revenu $10,69: $10,72: $10,84: $ (30) $ (121 — % ()%
Operating expenst 7,631 8,28¢ 8,58¢ (657) (300 (8)% (3)%
Other expen<—net 62( 551 62€ 69 (75) 13% (12)%
Income before income taxes and cumulative effect of
changes in accounting principl 2,44( 1,88: 1,62¢ 55¢ 254 30% 16 %
Income tax expens 91: 67¢ 57¢ 234 101 34% 17%
Income before cumulative effect of changes in anting
principles 1,527 1,20z 1,05(C 324 158 27% 15%
Cumulative effect of changes in accounting prirespt-net
of taxes — — (12) — 12 nm nm
Net income $1527 $120: $103 $ 324 $ 16t 27% 16 %
Employees (as of December { 34,00¢ 35,83¢ 36,99: (1,829 (1,15¢) (5)% (3)%

nm—Percentages greater than 200% and comparistmsdrepositive and negative values or to/from zedaes are considered not meaningful.
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Operating Revenue
2007 COMPARED TO 2006
The following table compares our operating revefioughe years ended December 31, 2007 and 2006:

Years Ended Increase/
December 31, (Decrease) % Change
2007 2006 2007 v 200 2007 v 200

(Dollars in millions)
Operating revenus

Voice service: $ 5,827 $ 6,27¢ $ (449 (7%
Data, Internet and video servic 2,92¢ 2,58¢ 34C 13 %
Affiliate and other service 1,93¢ 1,85¢ 78 4%
Total operating revent $10,69: $10,72: $ (30 — %

Voice Services

Local voice services revenue decreased primarigytdiaccess line losses as a result of the convegpitessures described in “Business
Trends” above. Mass markets and business locaé\s@tvices revenue were impacted by these convegpitessures as customers
disconnected primary and additional lines. Addiaéiltyy but to a lesser extent, local voice servieagenue decreased due to lower USF
revenue primarily due to the elimination of the U&fSessment on certain products in late 2006.ddurease also reduced our expense by a
similar amount. Wholesale local services revenudicoed to be affected by a declining demand folBIN

Access service revenue decreased primarily duedesa line losses in our mass markets and busihassels, which decreased
demand from interexchange carriers that providg4distance service to our local customers.

The following table summarizes our access linesustomer channel as of December 31, 2007 and 2006:

As of December 31, Decrease % Change
2007 2006 2007 v 200 2007 v 200
(in thousands)
Mass market 8,69/ 9,42 (72¢) (8)%
Business 2,80: 2,87¢ (75) (3)%
Wholesale 1,292 1,49t (203) 14)%
Total access line 12,78¢ 13,79¢ (1,006 (7%

Data, Internet and Video Services

Data, Internet and video services revenue in owwsmaarkets channel increased primarily due to erease in broadband subscribers of
approximately 22% and, to a lesser extent, an &serén satellite video subscribers. The growthraallband services revenue resulted from
continued increased penetration as customers ragyfedm dial-up Internet connections as well agamsrs upgrading to higher speed
Internet connections. The increase in data andneteservices revenue in our wholesale channelpriggarily due to growth in private line
volumes.

Affiliate and Other Services

The increase in affiliate and other services reeemas primarily due to increased volumes of priViaie and other services we provide
to support our affiliates’ data, Internet and videsinesses and, to a lesser extent,
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price increases for these services. These increasespartially offset by reduced billings to offiletes for computer development and
support services as our costs for providing thesees declined. Our costs declined primarily isesof a reduction in employee-related
costs driven by lower severance, benefits and geecast per employee as more labor costs were ntowedbreign subsidiary and lower
depreciation and amortization expense driven bycktznge in our estimate of the average econongs lbof capitalized software.

We estimate the profit from these affiliate trarigats was approximately $410 million and $340 roiilin 2007 and 2006, respectively.

2006 COMPARED TO 2005
The following table compares our operating revefoughe years ended December 31, 2006 and 2005:

Years Ended Increase/
December 31, (Decrease) % Change
2006 2005 2006 v 200 2006 v 200

(Dollars in millions)
Operating revenue

Voice service: $ 6,27¢ $ 6,754 $ (479 (M%
Data, Internet and video servic 2,58¢ 2,22¢ 364 16 %
Affiliate and other service 1,85¢ 1,86/ (6) — %
Total operating revent $10,72: $10,84: $ (12) )%

Voice Services

Local voice services revenue decreased primariéytdaccess line losses as a result of the cornvegpitessures described in “Business
Trends” above and, to a lesser extent, discountsioproduct bundles offered to our mass markedtooners. Mass markets and business
local voice services revenue were impacted by thesgetitive pressures as customers disconnecimanyrand additional lines. Wholesale
local services revenue was affected by acceleratzdening demand for UNEs. In addition, accessiasvevenue decreased due to a 10%
decline in volumes and lower access rates duegtsléive and regulatory changes in certain statdditionally, in 2005, we recognized a
non-recurring benefit due to favorable regulataryngs, and we recorded $23 million for a favoratdttlement related to a customer billing
dispute.

The following table shows our access lines by austochannel as of December 31, 2006 and 2005:

As of December 31, Decrease % Change
2006 2005 2006 v 200 2006 v 200
(in thousands)
Mass market 9,42: 10,05( (62¢) (6)%
Business 2,87¢ 2,97¢ (107) (3)%
Wholesale 1,49¢ 1,71(C (215) (13)%
Total access line 13,79¢ 14,73¢ (944 (6)%

Data, Internet and Video Services

Data, Internet and video services revenue in owsmaarkets channel increased primarily due tordrester of a new Internet service to
us from an affiliate in 2005, a 43% increase indoitmand subscribers and, to a lesser extent, ageiselin satellite video subscribers. The
growth in broadband services revenue resulted frmmeased penetration and expanded service avdilads customers migrated from dial-
up Internet connections to higher speed Internenections.



Data and Internet services revenue in our busicteasnel increased primarily due to growth in piviie and broadband services,
partially offset by decreases in frame relay.

Data and Internet services revenue in our wholesaenel decreased primarily due to the sale ofntnalesale modem services
business in 2005 and decreased demand for ISDN€eTdecreases were partially offset by an increasevenue from private line services.

Affiliate and Other Services

Affiliate services revenue decreased primarily thua price reduction for billing and collection giees. In addition, in connection with
our affiliate’s transition to a third party wirekeprovider, we no longer provide certain servicethat affiliate. This transition was completed
in 2005. These decreases were partially offsenbyeased private line and other services primarigupport of our affiliates’ data, Internet
and video businesses and increased billing forrahpport services relating to our affiliate’s gthvin long-distance revenue.

We estimate the profit from these affiliate trarigats was approximately $340 million and $350 roiilin 2006 and 2005, respectively.

Operating Expenses
This section should be read in conjunction with lousiness trends discussed above.

2007 COMPARED TO 2006
The following table provides further detail regangliour operating expenses:

Years Ended Increase/
December 31, (Decrease) % Change
2007 2006 2007 v 200 2007 v 200

(Dollars in millions)
Cost of sales (exclusive of depreciation and amatitin):

Employetrelated cost $1,23¢ $1,28¢ $ (49 (4)%

Other 41€ 431 (15) (3)%
Total cost of sale 1,652 1,71¢ (64) (4)%
Selling:

Employetrelated cost 1,04z 1,04¢ (7 ()%

Marketing, advertising and external commissi 477 45¢ 18 4%

Other 24C 25C (10) (4)%
Total selling 1,75¢ 1,75¢ 1 — %
General, administrative and other operat

Employet-related cost 50C 70€ (206€) (29%

Taxes and fee 45( 481 (32) (6)%

Real estate and occupancy cc 30t 312 @) (2)%

Other 57¢ 60¢ (29) (5)%
Total general, administrative and other opera 1,83¢ 2,107 (273) 13)%
Affiliates 16t 17¢ (13) ()%
Depreciation and amortizatic 2,221 2,52¢ (30¢) (12)%
Total operating expens $7,631 $8,28¢ $ (659 (8)%




Cost of Sales (exclusive of depreciation and amozttion)

Cost of sales are costs incurred in providing potg&land services to our customers. These includployee-related costs directly
attributable to operating and maintaining our nefw@uch as salaries, wages and certain benedits) pther costs of sales (such as
professional fees, materials and supplies and orged services).

Employee-related costs decreased primarily duenfoi@yee reductions in both years and lower severansts as we adjusted our
workforce in response to productivity improvemepigrtially offset by additional maintenance work.

Other cost of sales decreased primarily due toteatlination settlements and lower overall volupegtially offset by higher
professional fees for operating and maintainingraiwork.

Selling Expenses

Selling expenses are costs incurred in sellingyetsdand services to our customers. These inckrdployee-related costs directly
attributable to selling products or services (sastsalaries, wages, internal commissions and ndyéaiefits); marketing, advertising and
external commissions; bad debt; and other sellosgsc(such as professional fees).

Marketing, advertising and external commissionseéased primarily due to higher media advertisingt£mcurred to promote name
brand recognition in our business markets chammeiddition, continued product bundling and othempotions in our mass markets channel
contributed to higher costs.

Other selling costs decreased primarily due tduncbassociated with a regulatory matter and lgevefessional fees, partially offset by
increased bad debt expense. Bad debt expensesadran2007 to a normal expense level that refleetsvrite-off experience over the last
three years. Our 2005 and 2006 bad debt expenskwasthan 2007 due to non-recurring reductionstinreserve level to reflect
improvement in our collections experience.

General, Administrative and Other Operating Expenss

General, administrative and other operating expease corporate overhead and other operating ddsse include: employee-related
costs for administrative functions (such as satareages and certain benefits); taxes and feeh @suproperty and other taxes and USF
charges); real estate and occupancy costs (suemizsand utility costs); and other general, adshiative and other operating costs (such as
professional fees, litigation related charges agregal computer systems support services). Gerehalinistrative and other operating
expenses also include our pension and post-retiteb@nefits costs for all employees.

Employee reductions and lower severance costsibated to lower employee-related costs. Howevepleyee-related costs decreased
primarily due to lower employee pension and postement benefit costs. Our employees participatdaé QCII pension, non-qualified
pension and post-retirement health care and Igaramce plans, and other post-employment benefitsplQCII allocated to us combined
benefits costs of $39 million and $198 million fbe years ended December 31, 2007 and 2006, respeciThe costs decreased primarily
due to post-retirement benefit plan changes andedieiced costs associated with the recognitiortifagial gains. The amounts contributed
by us through QCII are not segregated or restritigzhy amounts due to our employees and may lebtaggrovide benefits to other
employees of QCI!I or its affiliates. QCII allocatie cost of these plans and the associated obligatind assets to us and determines our
cash contribution. Historically, QCII has only réepal us to pay our portion of their required pensiontribution. The allocation of cost to us
is based upon demographics of our employees compaua! the remaining participants. The cost faraction of the amount of benefits
earned, interest on benefit obligations, expeadtarn on plan assets, amortization of costs anditsrirom prior benefit changes and
amortization of actuarial gains and losses.



Effective January 1, 2007, changes to QCII's bemddins capped QCII's levels of contributions fertain post-retirement health care
benefits and reduced the post-retirement benefieuthe life insurance plan, which decreased aibility substantially. Actuarial gains or
losses reflect the differences between QCéictuarial assumptions and what actually occuiired.recognized net actuarial loss for this pe
was reduced primarily due to higher discount rates higher than expected actual returns on perssets.

For additional information on QCII's pension andpeetirement plans, see Note 10—Employee Bengfitair consolidated financial
statements in Exhibit 99.2 of this Form 8-K.

Taxes and fees decreased primarily due to lower thalFges largely related to the elimination of tH&F assessment on certain
products.

Other general, administrative and other operatogjcdecreased due to lower third party informatémhnology services and lower
insurance premiums, due to our settling variouallegatters and our financial improvement over tst three years.

Affiliate Expenses

Affiliate expenses include charges for our useoafjtdistance services, wholesale Internet accasfmanrance.

Affiliate expenses decreased primarily due to reduexpenses for promotional modems and workerspemsation insurance
adjustments, which resulted in a credit in 2007 awtiarge in 2006. These reductions were partidibet by increased charges for long-

distance services as we transitioned our employessbf these services to an affiliate in early2®ior to this transition, these services
were provided by our network and other carriersivoeks.

2006 COMPARED TO 2005
The following table provides further detail regangliour operating expenses:

Years Ended Increase/
December 31, (Decrease) % Change
2006 2005 2006 v 200 2006 v 200

(Dollars in millions)
Cost of sales (exclusive of depreciation and amatitin):

Employetrelated cost $1,28¢ $1,24¢ $ 37 3%

Other 431 44k (19 (3)%
Total cost of sale 1,71¢ 1,69: 23 1%
Selling:

Employet-related cost 1,04¢ 1,03z 17 2%

Marketing, advertising and external commissi 45¢ 38¢ 70 18 %

Other 25C 24E 5 2%
Total selling 1,75¢ 1,66¢€ 92 6 %
General, administrative and other operat

Employet-related cost 70€ 754 (48) (6)%

Taxes and fee 481 537 (56) (10)%

Real estate and occupancy cc 312 29¢ 14 5%

Other 60¢ 672 (64) (10)%
Total general, administrative and other opera 2,107 2,261 (159 (7%
Affiliates 17¢ 89 89 10C %
Depreciation and amortizatic 2,52¢ 2,87¢ (350 (12)%
Total operating expens $8,28¢ $8,58¢ $ (300 (3)%




Cost of Sales (exclusive of depreciation and amozttion)
Employee-related costs increased primarily duédbdr maintenance work and severance-related oo28306.

Other cost of sales decreased primarily due tol@xpenses as a result of exiting the wholesaleemoskrvices business during 2005,
partially offset by increased outsourced serviges@ofessional fees.

Selling Expenses
Employee-related costs increased due to higheraewe-related cost associated with the closingvofdall centers.

Marketing, advertising and external commissionseéased primarily due to higher external commissams higher marketing and
advertising costs primarily associated with ourduret bundling promotions.

Other selling costs increased primarily due to aigtrofessional fees for outsourced services ircaliicenters and higher satellite vic
activation fees, partially offset by decreased @elt expense. Bad debt expense decreased in 28a6 don-recurring reductions in our
reserve level to reflect improvement in our colil@es experience.

General, Administrative and Other Operating Expenss

Employee-related costs decreased primarily duevierd employee benefits costs.

We recorded pension and post-retirement benefts @fs$198 million and $231 million in 2006 and B0@espectively. The costs
decreased as a result of decreased interest aasts tbwer discount rates, an increase in theaepeenefit from the Medicare Part D

federal subsidy on prescription drug benefits, pladh design changes associated with a new uniomazdrentered into in August 2005.
Partially offsetting these impacts were increasesobsts due to lower expected return on investments

For additional information on QCII's pension andpeetirement plans, see Note 10—Employee Beniefitair consolidated financial
statements in Exhibit 99.2 of this Form 8-K.

Taxes and fees decreased primarily due to a nebkeproperty tax base decrease and favorable pydpe settlements and lower USF
charges.

Other general, administrative and other operatogjscdecreased primarily due to lower use of thady information technology
services.

Affiliate Expenses

Affiliate expenses increased primarily due to imsed charges for the purchase of wholesale sufgpatata, Internet and video servit
and insurance costs.
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Depreciation and Amortization
The following table provides detail regarding dejmdon and amortization expense:

Years Ended December 31, Increase/ (Decrease) % Change
20071 2006 \
2007 v 2006 v
2007 2006 2005 2006 2005 2006 2005

(Dollars in millions)
Depreciation and amortizatio

Depreciatior $2,017 $2,16¢ $2,44: $ (1520 $ (279 ()% (11)%
Amortization 204 36C 437 (15€) (77) (43)% (18)%
Total depreciation and amortizati $2,221 $2,52¢ $2,87¢ $ (308 $ (350 (12)% (12%

Depreciation expense decreased in 2007 and 200®dower capital expenditures and the changing afi@ur investment in property,
plant and equipment since 2002. If our capital §trent program remains approximately the same @&ndoanot significantly decrease our
estimates of the useful lives of our assets, weetxinat our depreciation expense will continuddorease.

Amortization expense decreased in 2007 due tolihage in our estimate of average economic livespitalized software in January
2007 and lower capital spending on software relatsgts since 2001. Amortization expense would haea $120 million higher in 2007 t
we not changed our estimates of the average ecorlives to better reflect the expected period ¢dife use of the software.

Amortization expense decreased in 2006 compar28@6 primarily due to a number of intangible asbetsoming fully amortized and
lower capital spending on software related assete 2001.

Other Consolidated Results

The following table provides detail regarding otegpense (income)—net, income tax expense and ativeikffect of changes in
accounting principles—net of taxes:

Years Ended December 31, Increase/ (Decrease) % Change
2007\ 2006\
2007 v 2006 v
2007 2006 2005 2006 2005 2006 2005

(Dollars in millions)
Other expense (incon—net:
Interest expense on long-term borrowings and dapita

lease—net $60E $61€ $606 $ (B8 $ 8 (1)% 1%
Loss on early retirement of d—net 18 9 37 9 (28) 10C % (76)%
Gain on sale of asse (6) (65) — 59 (65) (91)% nm
Other—net — (9) (19) 9 10 nm (53)%
Total other expen—net $62C $551 $626 $ 69 $ (79 13% (12%
Income tax expens $912 $67¢ $57¢ $ 234 $ 101 34% 17%
Cumulative effect of changes in accounting prirespt-net of
taxes $— $— $(12 $ — $ 12 nm nm

nm—Percentages greater than 200% and comparistmedrepositive and negative values or to/from zedaes are considered not meaningful.

Other Expense (Income)—Net

Other expense (income)—net includes: interest esgren long-term borrowings and capital leases;sgaiml losses on sales of fixed
assets; gains and losses on early retirement ¢f iddrest income and interest expense not relat&drrowings, such as interest on income
taxes.
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On June 4, 2007, we redeemed $250 million aggregmateipal amount of our 8%%Debentures due June 1, 2031. The redemption
resulted in a loss on early retirement of debtk# #illion.

Concurrent with the issuance of our 7.5% Notes2liig} on August 8, 2006, we redeemed the remairbog@ #illion aggregate
principal amount of our floating rate term loan oratg in June 2007, plus accrued interest of $8amil The redemption resulted in a loss on
early retirement of debt of $9 million.

The 2005 loss on early retirement of delniet-was due to the payment of a premium assocvwatbdhe redemption of $750 million fa
amount of the $1.25 billion floating rate trancheuor senior term loan that was set to mature Qr2907.

The gain on sale of assets in 2007 and 2006 weasgly due to a sale of real estate of $6 milliow 61 million, respectively.

Income Tax Expense

The effective income tax rate is the provisionifmome taxes as a percentage of income before im¢axes. The effective income tax
rate for 2007, 2006 and 2005 was 37%, 36% and 3€8pectively.

Cumulative Effect of Changes in Accounting Principts—Net of Taxes

In 2005, we recognized a charge of $12 million fritva cumulative effect of adopting FASB InterprigtatNo. 47, “Accounting for
Conditional Asset Retirement Obligations.” See N&teProperty, Plant and Equipment to our consolidifiteancial statements in
Exhibit 99.2 of this Form 8-K for further informati.

Liquidity and Capital Resources

We are a wholly owned subsidiary of QSC, which olly owned by QCII. As such, factors relating @0 affecting, QCII's liquidity
and capital resources could have material impatisspincluding changes in the market's perceptioms and impacts on our credit ratings
and on our access to capital markets. QCIl ancbitsolidated subsidiaries had total borrowingslef.$ billion and $14.9 billion at
December 31, 2007 and 2006, respectively.

QCII has cash management arrangements betweemasgries subsidiaries that include lines of crediter-company obligations,
capital contributions and dividends. As part ofstheash management arrangements, affiliates prémaeof credit to certain other affiliates.
Amounts outstanding under these lines of creditiatei-company obligations vary from time to timedaare classified as short-term
borrowings.

Near-Term View

We had $292 million in cash and cash equivalentgdlavle at December 31, 2007. For the year endeémber 31, 2007, our cash was
primarily provided by operating activities. Duri@@08, we expect to use our available excess castafly to pay dividends and income
taxes to QSC. For the year ended December 31, d@declared dividends of $2.5 billion to QSC.

Our working capital deficit, or the amount by whighr current liabilities exceed our current assets $904 million and $701 million
as of December 31, 2007 and 2006, respectively wouking capital deficit increased $203 millionparily due to capital expenditures,
dividends declared to QSC and the repayment anassfication to current of long-term debt. Theseris were partially offset by the
issuance of $500 million of 6.5% Notes due 2017 eawthings before depreciation, amortization andrme taxes.

Our working capital deficit is primarily caused Biwidends that we pay to QSC. The timing of cagynments for declared dividends to
QSC is at our discretion in consultation with Q$% continue to produce
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significant cash from operating activities, andlvedieve that our cash on hand and our cash flows fsperations should be sufficient to m
our cash needs through the next 12 months. We dgw®ximately $322 million of debt maturing in 20@®d we may elect to refinance
some or all of that debt. Due to recent turmothiea credit markets, we may not be able to refinanaturing debt at terms that are as
favorable as those from which we previously begdfibr at terms that are acceptable to us.

To the extent that QCII's earnings before interestes, depreciation and amortization, or EBITDA dafined in QCII's debt
covenants), is reduced by cash judgments, settlsna@a/or tax payments, its debt to consolidatelrEB ratios under certain debt
agreements will be adversely affected. This coeattlice QCII's liquidity and flexibility due to potgal restrictions on drawing on its line of
credit and potential restrictions on incurring didial debt under certain provisions of its delreaments. As a wholly owned subsidiary of
QCII, our business operations and financial coaditiould be similarly affected, potentially impactiour credit ratings and access to capital
markets.

QCII has $850 million available to it under a rexing credit facility (referred to as the Credit Heyg), which is currently undrawn and
which expires in October 2010. The Credit Facitibpntains various limitations, including a restiction using any proceeds from the facility
to pay settlements or judgments relating to therstées-related actions discussed in Note 15—Comaitts and Contingencies to our
consolidated financial statements in Exhibit 99.2his Form 8-K. The Credit Facility is guarantésdQSC and is secured by a senior lien on
our stock.

We expect our 2008 capital expenditures to be hitta our 2007 level.

On December 13, 2007, QCII's Board of Directorslaiexx a quarterly dividend of $0.08 per share pkyab February 21, 2008 to
shareholders of record as of February 1, 2008.the expectation of QCII's Board of Directors &y quarterly dividend going forward.

On October 4, 2006, QCII's Board of Directors apamba stock repurchase program for up to $2 biib@CII’'s common stock over
two years. For the years ended December 31, 20D2@06, QCII repurchased 137 million and 26 millgirares, respectively, of its common
stock under this program at a weighted average pée share of $8.54 and $8.03, respectively. ABemfember 31, 2007, QCII had
repurchased a total of $1.378 billion of commorcktender this program; thus $622 million remainedilable for stock repurchases. It is
QClI's intention to fully achieve this plan in 2008hile reviewing, on a regular basis, opportusitie enhance shareholder returns.

Long-Term View

We have historically operated with a working caiteficit due to our practice of declaring and payregular cash dividends and it is
likely that we will operate with a working capitdéficit in the future. As discussed below, we comd to generate substantial cash from
operations. We believe that cash provided by omersit combined with our current cash position amctioued access to capital markets to
refinance our debt as it matures, should allonwouseet our cash requirements for the foreseeahlesfuDue to recent turmoil in the credit
markets, we may not be able to refinance matureiy dt terms that are as favorable as those froithwire previously benefited or at terms
that are acceptable to us.

We may periodically need to obtain financing inertb meet our debt obligations as they come duemé&ly also need to obtain
additional financing or investigate other methaalgénerate cash (such as further cost reductiotieeaale of assets) if revenue and cash
provided by operations decline, if economic comaisi weaken, if competitive pressures increasewe ibr QCIl become subject to signific
judgments, settlements and/or tax payments in om@gooe matters discussed in Note—Commitments and Contingencies to our
consolidated financial statements in Exhibit 9@.2his Form 8-K. In the event of an adverse outcom@ne or more of these matters, we or
QCII could be required to make significant paymehg& may cause us to draw
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down significantly on our cash balances. The magseitof any settlements or judgments resulting floese matters could materially and
adversely affect QCII's financial condition and lahito meet its debt obligations, potentially inghag its credit ratings, its ability to access
capital markets and its compliance with debt coménads a wholly owned subsidiary of QCII, our mesis operations and financial condit
could be similarly affected, potentially impactiagr credit ratings and access to capital markets.

The Credit Facility makes available to QCII $850liom of additional credit subject to certain réstions as described below and is
currently undrawn. This facility has a cross paytrdafault provision, and this facility and certaither debt issues of QCII and its other
subsidiaries also have cross acceleration prowasifhen present, such provisions could have a vindeact on liquidity than might
otherwise arise from a default or acceleration sihgle debt instrument. These provisions genepalbyide that a cross default under these
debt instruments could occur if:

. QCIl fails to pay any indebtedness when due inggregate principal amount greater than $100 mill
. any indebtedness is accelerated in an aggregategal amount greater than $100 million;

. judicial proceedings are commenced to foreclosargnof QCI’s assets that secure indebtedness in an aggnagatgal amount
greater than $100 millior

Upon such a cross default, the creditors of a ristamount of QCII's debt may elect to declare thatefault has occurred under their
debt instruments and to accelerate the principaiusts due such creditors. Cross acceleration pomdsare similar to cross default
provisions, but permit a default in a second destrument to be declared only if in addition toediadilt occurring under the first debt
instrument, the indebtedness due under the fitstidstrument is actually accelerated. As a whollsned subsidiary of QCII, in the event of
such a cross-default or cross-acceleration, ounbss operations and financial condition could tiected, potentially impacting our credit
ratings and access to the capital markets. Iniaddithe Credit Facility contains various limitai® including a restriction on using any
proceeds from the facility to pay settlements digjments relating to the securities-related actéissussed in Note 15—Commitments and
Contingencies to our consolidated financial stat@se Exhibit 99.2 to this Form 8-K.

Historical View
The following table summarizes cash flow activitiesthe years ended December 31, 2007, 2006 adst 20

Increase/
Years Ended December 31, (Decrease) % Change
2007 \ 2007 \ 2006 \
2006 v
2007 2006 2005 2006 2005 2006 2005
(Dollars in millions)
Cash flows:

Provided by operating activitie $3,67C $3,37¢ $3,68¢ $29¢  $(319 9% (9%
Used for investing activitie 1,25¢ 1,27¢ 1,151 (25) 12¢ (2)% 11 %
Used for financing activitie 2,40C 1,98( 2,75¢ 42( (779) 21% (28)%

Operating Activities

Cash provided by operating activities increase20i@7 primarily due to lower cost of sales and gelh@dministrative and other
operating expenses. The decrease in cash providegdrating activities in 2006 from 2005 was priityaaittributable to a decrease in reve
and a $73 million increase in income taxes pai@&LC and increases in costs of sales and sellingnegs. These items were partially offset
by decreases in general, administrative and otberabing expenses.
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Investing Activities

The decrease in cash used for investing activiti€d07 compared to 2006 was primarily due to loeagital expenditures primarily
resulting from reduced spending on telecommunioatiofrastructure for new real estate developmefitsexpect our total capital
expenditures in 2008 will be higher and we belithig level of spending will sustain our businessxsting levels and support our anticipe
core growth requirements in areas such as daténéemhet services.

The increase in cash used in investing activitie3006 compared to 2005 was primarily due to nethmses of investments in securi
managed by QSC, partially offset by net proceedsived in 2006 of $152 million from the sales ddlrestate properties.

Financing Activities

The changes in cash used for financing activitiesavprimarily due to dividend payments to QSC. \ligl gash dividends of
$2.470 billion, $1.946 billion, and $2.731 billiam2007, 2006 and 2005, respectively. We may dedad pay dividends to QSC in excess of
our earnings to the extent permitted by applicédole Our debt covenants do not limit the amourdiefdends we can pay to QSC.

As of December 31, 2007, we were in compliance witiprovisions and covenants of our borrowingghbmith and without
considering our organizational changes in the fjtgtrter of 2008. For additional information on @007 and historical financing activities,
see Note 8—Borrowings to our consolidated finansiatements in Exhibit 99.2 of this Form 8-K.

Letters of Credit
As of December 31, 2007, we had outstanding lettecsedit of approximately $57 million.

Credit Ratings
The table below summarizes our long-term debt gatat December 31, 2007:

December 31

2007
Moody's Bal
S&P BBB-
Fitch BBB-

On June 7, 2007, S&P raised its rating of our lterga debt from BB+ to BBB-, reflecting the only cige in our credit ratings since
December 31, 2006.

With respect to Moody, a rating of Ba is judged to have speculativenelets, meaning that the future of the issuer cabeaonsidere
to be wellassured. Often the protection of interest and algpayments may be very moderate, and therebwabtsafeguarded during bc
good and bad times. The “1,2,3” modifiers showtredastanding within the major categories, 1 belmghighest, or best, modifier in terms of
credit quality.

With respect to S&P and Fitch, a rating of BBB tates that there are currently expectations ofdmadit risk. The capacity for
payment of financial commitments is considered adégbut adverse changes in circumstances and m@ononditions are more likely to
impair this capacity. This is the lowest investmgraide category. With respect to S&P, a rating Bfildicates that the issuer currently has
the capacity to meet its financial commitment om dbligation; however, it faces major ongoing utaieties or exposure to adverse business,
financial or economic conditions, which could ldadhe obligors inadequate capacity to meet its financial commithon the obligation. Tt
plus and minus symbols show relative standing withajor categories.
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Debt ratings by the various rating agencies refacth agency’s opinion of the ability of the issuerrepay debt obligations as they
come due. In general, lower ratings result in higieerowing costs and impaired ability to borrows@écurity rating is not a recommendation
to buy, sell or hold securities and may be sulifeceévision or withdrawal at any time by the asgigrrating organization.

Risk Management

We are exposed to market risks arising from chaigegerest rates. The objective of our interaes¢ risk management program is to
manage the level and volatility of our interestemxge. We may employ derivative financial instrureg¢atmanage our interest rate risk
exposure.

Approximately $750 million of our floating-rate delvas exposed to changes in interest rates asagrbiger 31, 2007 and 2006. This
exposure is linked to the London Interbank OffeRade, or LIBOR. A hypothetical increase of 100 bamsiints in LIBOR would not have had
a material effect on pre-tax interest expenseleryear ended December 31, 2007. As of Decemb&08¥, and 2006, we had approximately
$322 million and $70 million, respectively, of loterm fixed rate debt obligations maturing in tiesequent 12 months. We are exposed to
changes in interest rates at any time that we ehtmsefinance this debt. A hypothetical increas&0® basis points in the interest rates on
any refinancing of the current portion of long-tedebt would not have a material effect on our esysi

As of December 31, 2007, our cash and investmeatsged by QSC included $213 million of highly lidiimstruments, $31 million of
auction rate securities and $24 million in an irikrent fund. As interest rates change, so will tiierest income derived from these
instruments. Assuming that these investment batawege to remain constant, a hypothetical decref$@0 basis points in interest rates
would not have a material effect on our earnings.

Future Contractual Obligations
The following table summarizes our future contrattbligations as of December 31, 2007:

Payments Due by Period

2013 and
2008 2009 2010 2011 2012 Thereafter Total
(Dollars in millions)
Future contractual obligationis:
Debt and lease paymen
Long-term debi $ 322 $— $ 50C $ 82t $1,50C $ 4,832 $ 7,97¢
Capital lease and other obligatic 26 15 2 1 1 4 49
Interest on long-term borrowings and capital le&es 60¢  58¢ 571 554 421 3,761 6,50¢
Operating lease 11z 92 76 67 41 10t 494
Total debt and lease payme 1,07C 69€ 1,24¢ 1447 1,96: 8,70z 15,02%
Other lon¢-term liabilities 3 2 2 2 1 20 30
Purchase commitment
Telecommunications commitmer 89 77 41 — — — 207
Advertising, promotion and other servid@s 10E 65 40 31 29 11€ 38¢€
Total purchase commitmer 194 14z 81 31 29 11€ 593
Total future contractual obligatiol $1,267 $84C $1,23- $1,48( $1,99¢ $ 8,83t $15,65(
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1)

(2)
(3)

The table does not includ

our open purchase orders as of December 31, 20@a€elpurchase orders are generally at fair vataegenerally cancelable
without penalty and are part of normal operatic

other long-term liabilities, such as reserves égal matters and income taxes, that are not cdnadagbligations by nature. We
cannot determine with any degree of reliability yiears in which these liabilities might ultimataigttie;

non-qualified pension, post-retirement and postiegment benefits allocated by QCII and payable @IQAs of December 31,
2007, we had a liability recorded on our balaneseshepresenting our allocation of QCII's net béradfligation for non-qualified
pension, post-retirement healthcare and life inseaand other post-employment benefits. Future paysrto QCII are impacted
by various actuarial and market assumptions anidiffier from the current estimates of these paytsetierefore, we cannot
reliably estimate future payments to QCII. Seehfartdiscussion of our benefit plans in Note 10—Eoyeé Benefits to our
consolidated financial statements in Exhibit 9%.2his Form ¢K;

contract termination fees. These fees are non4iegupayments, the timing and payment of whickany, is uncertain. In the
ordinary course of business and to optimize out stpscture, we enter into contracts with termsaggethan one year to purchase
other goods and services. Assuming we exited tbestacts on December 31, 2007, termination feesdotracts to purchase
other goods and services would have been $143millh the normal course of business, we belieggotyment of these fees is
remote; anc

potential indemnification obligations to countertes in certain agreements entered into in the aboourse of business. The
nature and terms of these arrangements vary. litiatlyr, we have not incurred significant costs tethto performance under these
types of arrangement

Interest paid in all years may differ due ttufe refinancing of debt. Interest on our floatiage debt was calculated for all years using
the rates effective as of December 31, 2(

We have various long-term, non-cancelable paselcommitments with various vendors for data (@siog, technical and software
support services. Future payments under certaincgetontracts will vary depending on our actuages In the table above we
estimated payments for these service contractglmsthe level of services we expect to rece

Off-Balance Sheet Arrangements

We have no special purpose or limited purposeiestihat provide ofbalance sheet financing, liquidity, or market aadit risk suppor
and we do not engage in leasing, hedging, resesalilevelopment services, or other relationshigsakpose us to any significant liabilities
that are not reflected on the face of the finanstiatements or in “Future Contractual Obligatioalsbve.

Critical Accounting Policies and Estimates

We have identified certain policies and estimagesréical to our business operations and the wstdeding of our past or present res
of operations. For additional discussion on thdiaggon of these and other significant accountiafjcies, see Note 2—Summary of
Significant Accounting Policies to our consolidafathncial statements in Exhibit 99.2 of this FOBAK. These policies and estimates are
considered critical because they had a materiahar they have the potential to have a matamiphct on our financial statements and
because they require significant judgments, assomgpbr estimates. The preparation of our finanstialements requires us to make
estimates, intercompany allocations and assumpti@isaffect the reported amount of assets anditiab, disclosure of contingent assets
liabilities at the date of our financial statemeratisd the reported amounts of revenue and expeusieg the reporting period. We believe t

the
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estimates, judgments and assumptions made whenraowp for the items described below are reasondialeed on information available at
the time they are made. However, there can be surasce that actual results will not differ fronoglk estimates.

I ntercompany Revenue and Charges

We charge our affiliates based on tariffed ratesdtecommunications and data services and eithigrdistributed cost or market rates
for other services. Our fully distributed costs huetology includes employee costs, facilities castgerhead costs and a return on investment
component.

Our affiliates charge us for services renderechieyr temployees primarily by applying the fully dibtted cost methodology discussed
above. Our affiliates also contract services froirdtparties on our behalf. For these servicesttilid parties bill our affiliates who in turn
charge us for our respective share of these thartgxpenses.

The methodologies discussed above for determirffiliate revenue and charges are based on rulégshtbdCC adopted pursuant to
Communications Act, as amended by the TelecommtioiAct. We believe the accounting estimategedi#o affiliate revenue and
charges are “critical accounting estimates” becaea$ermining market rates and determining the ation methodology and the supporting
allocation factors: (i) requires judgment and ibjeat to refinement as facts and circumstancesgghanas new cost drivers are identified,
(i) are based on regulatory rules which are sulifechange, and (iii) QCll occasionally changesohlaffiliates provide them services which
can impact overall costs and related affiliate gkear all of which require significant judgment as$umptions.

Loss Contingencies and Litigation Reserves

QCIl and we are involved in several material lggalceedings, as described in more detail in NoteCBmmitments and
Contingencies to our consolidated financial stat@se Exhibit 99.2 to this Form 8-K. We asses®ptél losses in relation to any such
matters to which we are a party and in relatioatteer pending or threatened legal and tax mattensmatters not related to income taxes, if a
loss is considered probable and the amount caads®nably estimated, we recognize an expenseda@stimated loss. To the extent these
estimates are more or less than the actual liglb@gulting from the resolution of these matters, @arnings will be increased or decreased
accordingly. If the differences are material, oongolidated financial statements could be matgriaipacted. If a loss is considered
reasonably possible, we disclose the item and atgrahinable estimate of the loss if material butd@enot recognize any expense for the
potential loss.

For income tax related matters, prior to Janua®00;7, we recorded a liability computed at theustay income tax rate if (i) we did n
believe that we were more likely than not to pregaian uncertainty related to the timing of redtign for an item or (ii) we did not believe
that it was probable that we would prevail anduheertainty was not related to the timing of redtign for the item. Effective January 1,
2007, we adopted Financial Accounting Standardsd®aa FASB, Interpretation No 48, “Accounting fdncertainty in Income Taxes,” or
FIN 48, and changed our methodology for estimapiotgntial liability for income tax related matters.

Though the validity of any tax position is a mattétax law, the body of statutory, regulatory amigrpretive guidance on the
application of the law is complex and often ambigsidBecause of this, whether a tax position wiihdtely be sustained may be uncertain.
FIN 48 prescribes a comprehensive model for hoamapany should recognize, measure, present andsiésahcertain tax positions that a
company has taken or expects to take on a taxwetinder FIN 48, the impact of an uncertain taxigms that is more likely than not to be
sustained upon audit must be recognized at thesaegnount that is more likely than not to be snsth No portion of an uncertain tax
position will be recognized if the position hasséisan a 50% likelihood of being sustained.
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To the extent we have recorded tax liabilities #rat more or less than the actual liability théimately results from the resolution of an
uncertain tax position, our earnings will be in@@@ or decreased accordingly. Also, as we becoraesanf new interpretations of relevant
laws and as we discuss our interpretations wittntaauthorities, we may in the future change oseasments of the sustainability of an
uncertain tax position or of the amounts that magistained upon audit. We believe that the estsnatdgments and assumptions made in
accounting for these matters are reasonable, lmasgdormation currently available. However, as agsessments change and as uncerta
positions are resolved, the impact to our finansiatements could be material.

Deferred Taxes

We are included in the consolidated federal inctemaeturn of QCII. Under QCII's tax allocation pxyl, QCII treats our consolidated
results as if we were a separate taxpayer. Theypmguires us to pay our tax liabilities in casisdd upon our separate return taxable inc
We are also included in the combined state taxmstfiled by QCII, and the same payment and alloogtolicy applies.

Our provision for income taxes includes amountgdarconsequences deferred to future periods. \Wrrdedeferred income tax assets
and liabilities reflecting future tax consequenatigbutable to tax credit carryforwards and difieces between the financial statement
carrying value of assets and liabilities and thebases of those assets and liabilities. Defeares are computed using enacted tax rates
expected to apply in the year in which the diffeesiare expected to affect taxable income. Thetaffe deferred income tax assets and
liabilities of a change in tax rate is recognize@arnings in the period that includes the enactitaie.

The measurement of deferred taxes often involvesxarcise of judgment related to the computatiahraalization of tax basis. Our
deferred tax assets and liabilities reflect oueassent that tax positions taken, and the resutixgasis, are more likely than not to be
sustained if they are audited by taxing authoritfdso, assessing tax rates that we expect to apulydetermining the years when the
temporary differences are expected to affect taxatdome requires judgment about the future appamient of our income among the states
in which we operate. These matters, and othersjiethe exercise of significant judgment. Any ap@sin our practices or judgments
involved in the measurement of deferred tax asssddiabilities could materially impact our finaattondition or results of operations.

Pension and Post-Retirement Benefits

Our employees participate in the QCII pension, goalified pension, post-retirement health careldadnsurance, and other post-
employment benefit plans. The amounts contributedsthrough QCII are not segregated or restrittiggthy amounts due to our employees
and may be used to provide benefits to other enggleyf QCII or its affiliates. QCII allocates thastof pension, non-qualified pension, and
post-retirement health care and life insurance titsrend the associated obligations and assets &md determines our cash contribution.
Historically, QCII has only required us to pay @artion of their required pension contribution. Tdikcation of cost to us is based upon
demographics of our employees compared to alleéheaming participants.

In computing the pension and post-retirement heagtle and life insurance benefit costs, the mgstifitant assumptions QCII makes
include employee mortality and turnover, expectddry and wage increases, discount rate, expeatedf return on plan assets, expected
future cost increases, health care claims experiand QCIIS evaluation of the legal basis for plan amendméiits plan benefits covered
collective bargaining agreements as negotiated euittemployees’ unions can also significantly intgae amount of cost we record.

Changes in any of the assumptions QCIl made in atimgpthe pension and post-retirement health cagdife insurance benefit costs
could have a material impact on various cost aditemponents that are allocated
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to us as described above. For further discussiaheoQCII pension, non-qualified pension, postregtient and other post-employment benefit
plans and the critical accounting estimates, sed’€@nnual Report on Form 10-K for the year endzetember 31, 2007.

Revenue Recognition and Related Reserves

We recognize revenue for services when the reldedces are provided. Recognition of certain paymeeceived in advance of
services being provided is deferred until the sEr$ provided. These advance payments includdiméractivation fees and installation
charges, which we recognize as revenue over thectaqgh customer relationship period ranging fromtorféve years.

Revenue on customer arrangements that includedoptipment and services are evaluated to determe¢her the elements are
separable based on objective evidence. If the elena@e deemed separable and separate earningsgeseXxist, the revenue associated with
each element is recognized as earned. We recoggiapment revenue immediately as long as the éabeéhnce payment is less than or equal
to the amount of the relative fair value of thenedat. If separate earnings processes do not &xéstotal advance payment is deferred and
recognized ratably over the longer of the contralgheriod or the expected customer relationshippger

We believe that the accounting estimates relategtimated lives and to the assessment of whethmetiéd elements are separable are
“critical accounting estimates” because: (i) theguire management to make assumptions about h@wterwill retain customers; (i) the
assessment of whether bundled elements are sep#saibjective; (iii) the impact of changes inuattretention periods versus these
estimates on the revenue amounts reported in awwotidated statements of operations could be naditarnd (iv) the assessment of whether
bundled elements are separable may result in revieaimg reported in different periods than sigaificportions of the related costs.

As the telecommunications market experiences greatapetition and customers shift from traditiolzald based telecommunications
services to wireless and Internet-based servieesssiimated customer relationship period couldelse and we will accelerate the
recognition of deferred revenue and related costs a shorter estimated customer relationship gerio

Restructuring Charges

Periodically, QCIl commits to exit certain businessivities, eliminate administrative and netwarkdtions or reduce our number of
employees. Our portion of the amount QCII recoiseatructuring charges for these changes depgrusuarious assumptions, including
severance costs, sublease income and costs, dispsta length of time on market for abandonedea@facilities and contractual termination
costs. These estimates are inherently judgmenthirary change materially based upon actual experiditee estimate of future losses of
sublease income and disposal activity generallgliras the most significant judgment. Due to thénestes and judgments involved in the
application of each of these accounting policies @manges in our plans, these estimates and n@kditions could materially impact our
financial condition or results of operations.

Economic Lives of Assetsto be Depreciated or Amortized

We perform annual internal studies or reviews tieigeine depreciable lives for our property, plamd @quipment. These studies utilize
models that take into account actual usage, physiear and tear, replacement history, assumptibostatechnology evolution, and, in cer
instances, actuarially determined probabilitiesdtzulate the remaining life of our asset base.

Due to rapid changes in technology and the conigeginvironment, selecting the estimated econoif@®f telecommunications plant,
equipment and software requires a significant arhotijudgment. We regularly
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review data on utilization of equipment, assetreatients and salvage values to determine adjustrtents depreciation rates. The effect of a
one year increase or decrease in the estimatedl liset of our property, plant and equipment wolitdve decreased depreciation by
approximately $280 million or increased depreciatly approximately $390 million, respectively. Téféect of a one half year increase or
decrease in the estimated useful lives of our gitde assets with finite lives would have decreasdrtization by approximately $30 millit

or increased amortization by approximately $30iomll respectively.

Recoverability of Long-Lived Assets

We periodically perform evaluations of the recobdity of the carrying value of our long-lived asseising gross undiscounted cash
flow projections. These evaluations require idécdiion of the lowest level of identifiable, largehdependent, cash flows for purposes of
grouping assets and liabilities subject to reviéhe cash flow projections include long-term foreésas revenue growth, gross margins and
capital expenditures. All of these items requign#icant judgment and assumptions. We believeestimates are reasonable, based on
information available at the time they were madewkver, if our estimates of our future cash flowas been different, we may have
concluded that some of our long-lived assets weteatoverable, which would likely have causedausetord a material impairment charge.
Also, if our future cash flows are significantlywer than our projections we may determine at sared date that some of our long-lived
assets are not recoverable.

Recently Adopted Accounting Pronouncements

Effective January 1, 2007, we adopted FIN 48. Seie[8—ncome Taxes to our consolidated financial stateémienExhibit 99.2 of thi
Form 8-K for additional information.

Our ultimate parent, QCII, adopted Statement offRaial Accounting Standards, or SFAS, No. 158, “Exygrs’ Accounting for
Defined Benefit Pension and Other Postretiremest$2An amendment of FASB Statements No. 87, 88, a6 132(R),”or SFAS No. 158,
which was effective for its year ended December2BD6. Upon adoption of SFAS No. 158, QCII recogdipn its consolidated balance sl
the over-funded or under-funded amounts of itsnaefibenefit pension, post-retirement and other gogioyment benefit plans. SFAS
No. 158 does not impact us because the definedibplams are the responsibility of QCIl. Howevere recorded in our consolidat
statements of operations the expense associate@uritemployees participating in the QCII defineshéfit plans.

Recently Issued Accounting Pronouncements

In February 2007, the FASB issued SFAS No. 159ir“¥alue Option for Financial Assets and Finantiwbilities,” or SFAS No. 159.
Under SFAS No. 159, entities may choose to meagufiar value many financial instruments and certather items that are not currently
required to be measured at fair value. SFAS No.dl&® establishes recognition, presentation, asclatiure requirements designed to
facilitate comparisons between entities that chalifferent measurement attributes for similar typéassets and liabilities. SFAS No. 159
does not affect any existing accounting literathag requires certain assets and liabilities todreied at fair value. SFAS No. 159 is effective
for us beginning January 1, 2008. At this time,deenot expect the adoption of this standard to leyeimpact on our financial position or
results of operations.

In September 2006, the FASB issued SFAS No. 1540y Value Measurements,” which is effective forhgginning January 1, 2008
and provides a definition of fair value, establisleramework for measuring fair value, and expahsislosures about fair value
measurements for future transactions. We do natatxhe adoption of this pronouncement to have @niahimpact on our financial position
or results of operations.
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Exhibit 99.2
CONSOLIDATED FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Report of Independent Registered Public Accountindrirm

The Board of Directors and Stockholder
Qwest Corporation:

We have audited the accompanying consolidated balsineets of Qwest Corporation and subsidiariesGtmpany) as of
December 31, 2007 and 2006, and the related cdiasedl statements of operations, stockholder’s yaaiiid cash flows for each of the years
in the three-year period ended December 31, 200&sd consolidated financial statements are themnssility of the Company’s
management. Our responsibility is to express aniopion these consolidated financial statementedas our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighamioUnited States). Those
standards require that we plan and perform thet amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement. An audit includes examining, on flasis, evidence supporting the amounts and digids in the financial statements. An
audit also includes assessing the accounting ptesiused and significant estimates made by marageas well as evaluating the overall
financial statement presentation. We believe thataodits provide a reasonable basis for our opinio

In our opinion, the consolidated financial statetagrferred to above present fairly, in all matenégpects, the financial position of
Qwest Corporation and subsidiaries as of Decembge2@)7 and 2006, and the results of their opearatamd their cash flows for each of the
years in the thre-year period ended December 31, 2007, in conformitly U.S. generally accepted accounting principles

As discussed in note 2 to the accompanying coreselitifinancial statements, effective January 1720 Company adopted Financial
Accounting Standards Board (FASB) Interpretation 8 Accounting for Uncertainty in Income Taxexffective January 1, 2006, the
Company adopted Statement of Financial Accounttagd@rds No. 123(Rghare-Based Paymenand effective December 31, 2005, the
Company adopted FASB Interpretation No. AZ¢ounting for Conditional Asset Retirement Obligjas .

KPMG LLP

Denver, Colorado
April 4, 2008



QWEST CORPORATION
CONSOLIDATED STATEMENTS OF OPERATIONS

Operating revenu
Operating revenu
Operating reveni—affiliates
Total operating revent
Operating expense
Cost of sales (exclusive of depreciation and arnatitn)
Selling
General, administrative and other opera
Affiliates
Depreciation and amortizatic
Total operating expenses (Note
Other expense (incon—net:
Interest expense on lo-term borrowings and capital lea—net
Othe—net
Total other expense (incon—net
Income before income taxes and cumulative effechahges in accounting principl
Income tax expens
Income before cumulative effect of changes in antiog principles
Cumulative effect of changes in accounting prires—net of taxes of $0, $0 and $8, respecti
Net income

The accompanying notes are an integral part oktheasolidated financial statements.

2

Years Ended December 31,

2007 2006 2005
(Dollars in millions)

$ 8,791 $ 8,901 $ 9,01¢
1,90( 1,82( 1,821
10,69: 10,72: 10,84:
1,652 1,71¢€ 1,69:
1,75¢ 1,75¢ 1,66¢
1,83¢ 2,107 2,261
165 17¢ 89
2,221 2,52¢ 2,87¢
7,631 8,28¢ 8,58¢
60¢ 61€ 60¢&
12 (65) 18
62C 551 62€
2,44( 1,882 1,62¢
913 67¢ 57€
1,527 1,20 1,05(C
— — (12
$ 1,52i $ 1,208 $ 1,03¢




QWEST CORPORATION
CONSOLIDATED BALANCE SHEETS

ASSETS
Current asset:
Cash and cash equivalel
Shor-term investment
Accounts receivab—net of allowance of $55 and $53, respecti\
Accounts receivab—affiliates
Deferred income taxe
Prepaid expenses and otl
Total current asse
Property, plant and equipm—net
Capitalized softwar—net
Prepaid pensic—affiliates
Other
Total asset

LIABILITIES AND STOCKHOLDER 'S EQUITY
Current liabilities:
Current portion of lon-term borrowings
Accounts payabl
Accounts payab—affiliates
Dividends payab—QSC*
Accrued expenses and ott
Current portion of po-retirement and other p-employment benefits and ot—affiliates
Deferred revenue and advance billit
Total current liabilities
Long-term borrowing—net of unamortized debt discount of $117 and $i€pectively
Pos-retirement and other p-employment benefits and ot—affiliates
Deferred income taxe
Deferred revenu
Other
Total liabilities

Commitments and contingencies (Note

Stockholde’s equity:
Common stoc—one share without par value, owned by C
Accumulated defici

Total stockholde's equity

Total liabilities and stockhold’s equity

The accompanying notes are an integral part oktheasolidated financial statements.

*  Qwest Services Corporatic

December 31,

2007

2006

(Dollars in millions)

$ 292 0§ 27€
21 42
1,00€ 1,03¢
59 27¢

481 19¢
227 25C
2,08z 2,07¢
12,158 13,17
82( 771
1,02( 1,05(
44F 33t
$16,52.  $17,40
$ 342 $ 90
502 462
341 317
20C 20C
952 1,04€
21C 20C
437 464
2,98¢ 2,77¢
7,56¢ 7,64¢
2,617 2,791
1,40¢ 1,49€
167 172
41z 262
1515:  15,15;
11,13 10,95t
(9,769 (8,709
1,37C 2,25:
$16,52:  $17,40




QWEST CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31,

2007 2006 2005
(Dollars in millions)

Operating activities

Net income $ 1,527 $1,20¢ $ 1,03¢
Adjustments to reconcile net income to net caskigeal by operating activitie:
Depreciation and amortizatic 2,221 2,52¢ 2,87¢
Deferred income taxe (199 (257) (2649)
Provision for bad de—net 82 65 74
Cumulative effect of changes in accounting prires—net of taxes — — 12
Other nor-cash charge—net 25 (39 64
Changes in operating assets and liabilii
Accounts receivabl 47 (82) (23
Accounts receivab—affiliates 213 (58) 44
Prepaid expenses and other current a: 32 10 40
Accounts payable and accrued expenses and otlrentiliabilities (63) 52 (22)
Accounts payable and other current liabil—affiliates 3 (95) (160
Deferred revenue and advance billit (35 (49) (59
Other nor-current assets and liabilities including affilia (89) 89 60
Cash provided by operating activiti 3,67( 3,37¢ 3,68¢
Investing activities
Expenditures for property, plant and equipment eaqultalized softwar (1,270 (1,410 (1,407
Interest in net proceeds from (purchases of) imreats managed by Q< 14 (39 23t
Reclassification of cash equivalent to investmétutté 4) (26) — —
Proceeds from sale of property and equipn 16 152 —
Other 12 13 15
Cash used for investing activiti (1,259 (1,279 (1,157
Financing activities
Proceeds from lor-term borrowings 50C 60C 1,15(C
Repayments of lor-term borrowings, including current maturiti (349 (60€) (1,162
Proceeds from current borrowir—affiliates 334 661 20C
Repayments of current borrowir—affiliates (31¢) (67¢) (189
Dividends paid to QSt (2,470 (1,946 (2,73))
Other (109 (11) (21)
Cash used for financing activiti (2,400 (1,980 (2,759
Cash and cash equivaler
Increase (decrease) in cash and cash equiv: 16 11t (215)
Beginning balanc 27€ 161 37€
Ending balanc: $ 29z $ 27€ $ 161

The accompanying notes are an integral part oktheasolidated financial statements.
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QWEST CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDER’S EQUITY

Balance as of December 31, 20(
Net income
Dividends declared on common stc
Other comprehensive lo
Other net asset transfe
Balance as of December 31, 20(
Net income
Dividends declared on common stc
Other comprehensive incor
Other net asset transfe
Balance as of December 31, 20(
Net income
Dividends declared on common stc
Adoption of FIN 48
Other net asset transfe

Balance as of December 31, 2007

Accumulated

Common
Stock Deficit Total
(Dollars in millions)

$10,71C  $ (6,466 $ 4,24¢
— 1,03¢ 1,03¢
- (2,465 (2,465
— 2 2
45 10 55
10,75¢ (7,885) 2,87(
— 1,20z 1,20z
— (2,000 (2,000
— 2 2
20C (23) 177
10,95¢ (8,709 2,252
— 1,527 1,527
- (2,470) (2,470
— (11 (11
177 (105) 72
$11,13: $ (9,76  $1,37C

The accompanying notes are an integral part oktheasolidated financial statements.
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QWEST CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
For the Years Ended December 31, 2007, 2006 and 300

Unless the context requires otherwise, referenceékdse consolidated financial statements to “Q€fer to Qwest Corporation,
references to “Qwest,” “we,” “us,” the “Company” ad “our” refer to Qwest Corporation and its consodited subsidiaries, and references
to “QCII” refer to our ultimate parent company, QateCommunications International Inc., and its cditaied subsidiaries.

Note 1: Business and Background

We are wholly owned by Qwest Services Corporati@BSC”), which is wholly owned by QCII. We provideice, data, Internet and
satellite video services within the 14-state regibArizona, Colorado, Idaho, lowa, Minnesota, Mamd, Nebraska, New Mexico, North
Dakota, Oregon, South Dakota, Utah, Washingtonv@gdming. We often refer to this region as our logivice area. Through joint
marketing relationships with our affiliates, we af#e to bundle our services with additional sezsioffered by our affiliates. These
relationships allow us to bundle our services with affiliates’ wireless and long-distance services

Our operations are included in the consolidatedatfmns of our ultimate parent, QCII, and generaltgount for the majority of QCII's
consolidated revenue. In addition to our operati@Gll maintains a wireless business and a natioe@lork. Through its fiber optic
network, QCII provides the following wireline procts and services that we do not provide:

* Long-distance services that allow calls that cross tefenunications geographical are
» Dedicated Internet acce:
e Virtual private network
e Web hosting
e Data integration
» Voice over Internet protocol, or Voll
» Multiple protocol label switching; an
» Cable-based videc
For certain products and services we provide and fariety of internal communications function® use parts of QCII's network to

transport voice and data traffic. Through its netw@ClI also provides nationally and globally datad Internet access services, including
private line, asynchronous transfer mode, or ATM] &rame relay that are similar to services we ®within our local service area.

In light of regulatory changes in 2007 and consisteéith QCII’s continuing strategy to simplify iend our corporate structure and gain
operational efficiencies, QCIl moved to us some iadstrative and other functions of QSC and merged us two of QSC’s other wholly
owned subsidiaries:

* aprocurement company that managed real estatethaedsupplier selection and negotiations;
* acomputer system services company that handleslafmwent, application, maintenance, integrationtasting of software

Because these reorganization activities combinathbases that were already controlled by QCII, ieadjusting previously reported
financial statements for all periods presentedhese transferred businesses.
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QWEST CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
For the Years Ended December 31, 2007, 2006 and 300

These transfers were accounted for as a poolimgerests, which had the following effect on oueyously reported financial statements for
each year presented:

Years Ended December 31,
2007 2006 2005
(Dollars in millions)

Increases in

Total operating revent $ 814 $8C $ 79

Income before income taxes and cumulative effechahges in accounting princip! 63 31 98

Net income 35 — 61
As of December 31,
2007 2006
(Dollars in millions)

Increases in

Total asset $ 1,12¢ $ 934

Total liabilities 732 412

In addition, as of September 30, 2007, QSC hadteared to us certain broadband services-relatsetsasf an affiliate’s operations.
The financial impacts related to these assets imaraterial to us.

QCII continues to evaluate other ways to betteaoize the legal organization and operations dfutssidiaries and may make additic
changes to the legal organization and operatioiits stibsidiaries, including us, in the futurecbmnection with these past or future
reorganization activities, we do not believe weéhasnsummated, and we do not expect to consumméte future, any business
combinations or other transactions that will adeiraffect our consolidated financial conditionresults of operations.

Note 2: Summary of Significant Accounting Poli@s
Basis of Presentation

The accompanying consolidated financial statemientade our accounts and the accounts of our sigrsd over which we exercise
control. All intercompany amounts and transactieith our consolidated subsidiaries have been eliteid.

We periodically evaluate the appropriateness afsifizations on our consolidated balance sheets #esult of our recent evaluation,
we have reclassified certain prior year amounteumconsolidated balance sheets to conform touh®ist year presentation.

During the first quarter of 2008, we changed thind®ns we use to classify expenses as costleksaelling expenses or general,
administrative and other operating expenses, aadrasult certain expenses in our consolidatedrsiants of operations have been
reclassified. Operating expenses are now repogdadllaws:

» Cost of sales are costs incurred in providing petgland services to our customers. These includployee-related costs directly
attributable to operating and maintaining our nefw@uch as salaries, wages and certain benedits) pther costs of sales directly
related to our network operations (such as pradessifees, materials and supplies and outsouraedtss).

» Selling expenses are costs incurred in sellingyetsdand services to our customers. These inckrdployeerelated costs direct
attributable to selling products or services (saslsalaries, wage
internal commissions and certain benefits); manggtadvertising and external commissions; bad detat;other selling costs (st
as professional fees and outsourced servi



QWEST CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
For the Years Ended December 31, 2007, 2006 and 300

» General, administrative and other operating expmease corporate overhead and other operating cdstse include: employee-
related costs for administrative functions (suclsalaries, wages and certain benefits); taxes egsl(6uch as property and other
taxes and universal service fund (“USF”) charges| estate and occupancy costs (such as rentstisitydcosts); and other
general, administrative and other operating caatsH as professional fees, outsourced servicigmtidn related charges and
general computer systems support services). Gemrehalinistrative and other operating expensesiatdode our pension and
pos-retirement benefits costs for all employe

We believe these changes allow users of our fimdustatements to better understand our cost steietud how we manage our busin
These expense classifications may not be compat@lii®se of other companies. These reclassificatimnges had no impact on total
operating expenses or net income for any periogveyer, to reflect the impact these changes woue Inad if they had been implemente
prior years and to aid the understanding of ouwrraufilings, we have recast certain financial imfiation presented in our consolidated
statements of operations.

Use of Estimates

Our consolidated financial statements are preparadcordance with accounting principles generadigepted in the United States of
America. These accounting principles require unaie certain estimates, judgments and assumpiidaselieve that the estimates,
judgments and assumptions made when accountiritefos and matters such as, but not limited to, -term contracts, customer retention
patterns, allowance for doubtful accounts, deptegiaamortization, asset valuations, internal fadapitalization rates, recoverability of
assets, impairment assessments, employee beteefits, reserves and other provisions and continggace reasonable, based on inform
available at the time they are made. These estimmidgments and assumptions can affect the repart®unts of assets and liabilities as of
the date of the consolidated financial statemexgtsyell as the reported amounts of revenue ancherpealuring the periods presented. We
also make estimates in our assessments of potdsas in relation to threatened or pending lagdltax matters. See Note 15—
Commitments and Contingencies.

For matters not related to income taxes, if a isg®nsidered probable and the amount can be rablgoestimated, we recognize an
expense for the estimated loss. If we have thenfiatdo recover a portion of the estimated los#rfra third party, we make a separate
assessment of recoverability and reduce the estthass if recovery is also deemed probable.

Effective January 1, 2007, for matters relatechtmime taxes, we apply Financial Accounting StarglBawhrd (“FASB”) Interpretation
No. 48,“Accounting for Uncertainty in Income Taxes” (“FIB"). See Note 3—Income Taxes for further discussio

Actual results could differ from our estimates.

Affiliate Transactions

We provide to our affiliates telecommunications atiter support services, and we purchase fromffiliai@s long-distance services,
wholesale Internet access, insurance and otheicesnRegulatory rules require certain affiliansactions to be recorded at market price or
fully distributed cost. Regulators periodically imw our compliance with these rules, which may ktesuadjustments to our affiliate
transactions. We record these adjustments in thedothey become known to us. See further discassi@ur affiliate transactions in
Note 1+—Related Party Transactions.



QWEST CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
For the Years Ended December 31, 2007, 2006 and 300

Because of the significance of the services weigeoto our affiliates and our other affiliate transons, the results of operations,
financial position, and cash flows presented heseénnot necessarily indicative of the resultspdrations, financial position and cash flows
we would have achieved had we operated as a stand-antity during the periods presented.

In the normal course of business, we transfer agsetnd from our parent, QSC. It is QCII's and palicy to record asset transfers to
and from QSC based on carrying values.

Revenue Recognition

We recognize revenue for services when the relgedces are provided. Recognition of certain paymeeceived in advance of
services being provided is deferred until the s provided. These advance payments includdiméractivation fees and installation
charges, which we recognize as revenue over thecgaqgh customer relationship period ranging fromtorféve years.

We also defer related costs for customer acquisitidhe deferral of customer acquisition costsngtéd to the amount of deferral of
revenue on advance payments. Costs in excess afieglypayments are recorded as expense in the geidbctosts are incurred. Expected
customer relationship periods are estimated usstgrical experience. Termination fees or othesfee existing contracts that are negotiated
in conjunction with new contracts are deferred eswbgnized over the new contract term.

Revenue on customer arrangements that includedoptipment and services is evaluated to determiretheh the elements are
separable based on objective evidence. If the elena@e deemed separable and separate earningsgeeaXxist, the revenue associated with
each element is recognized as earned. For exaihple receive an upfront cash payment when weesplipment and continuing service
together, we immediately recognize as revenuedkh paid attributable to the equipment sale as dsngjl the conditions for revenue
recognition have been satisfied. Any portion of tipéront cash payment in excess of the relativevi@ue of the equipment is recognized
ratably over the longer of the contractual periothe expected customer relationship period. las&j@ earnings processes do not exist, the
total advance payment is deferred and recognizallyaover the longer of the contractual periodha expected customer relationship pel

We offer some products and services that are peoviy third party vendors. We review the relatiopsfetween us, the vendor and the
end customer to assess whether revenue shoulgbee® on a gross or net basis. For example, trentee from our video services provided
through a third-party vendor is reported on a @eid Our evaluation and ultimate determinatiogrofs or net reporting is based on
indicators provided in FASB Emerging Issues TaskcEq"EITF") Issue No. 99-19, “Reporting Revenue&s as a Principal versus Net as an
Agent” (“EITF 99-19").

Allocation of Bundle Discounts

We offer bundle discounts to our customers whoiveceertain groupings of products and servicess&hrindle discounts are
recognized concurrently with the associated revemaeare allocated to the various products andcgsrn the bundled offerings. The
allocation is based on the relative value of pre¢slirecluded in each bundle combination.

USF, Gross Receipts Taxes and Other Surcharges

We adopted EITF Issue No. 06-03, “How Taxes Caflddtom Customers and Remitted to Governmental éittes Should Be
Presented in the Income Statement (That Is, Grasus Net Presentation)” (“EITF 06-03")

9



QWEST CORPORATION
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for the year ended December 31, 2006. EITF 06-68iges guidance regarding the accounting and fieastatement presentation for certain
taxes assessed by a governmental authority. Thges &ind surcharges include, among others, USBefaales, use, value added, and some
excise taxes. In determining whether to includéngages in our revenue and expenses, we assessganer things, whether we are the
primary obligor or principal taxpayer for the taxassessed in each jurisdiction where we do busilreggisdictions where we determine that
we are the principal taxpayer, we record the taxea gross basis and include them in our revendeaneral, administrative and other
operating expenses. In jurisdictions where we dates that we are merely a collection agent forgheernment authority, we record the ta

on a net method and do not include them in ourmeeeand expenses. The adoption of EITF 06-03 didimnge our accounting for these
taxes.

Our revenue and expenses included taxes and sgeshaf $256 million, $244 million and $209 milliéor the years ended
December 31, 2007, 2006 and 2005, respectively.

Advertising Costs

Costs related to advertising are expensed as ertufdvertising expense was $407 million, $381iomlland $374 million for the years
ended December 31, 2007, 2006 and 2005, respsgtara is included in selling expenses and genadmhinistrative and other operating
expenses on our consolidated statements of opesatio

Restructuring Charges

Periodically, QCIlI commits to exit certain businessivities, eliminate administrative and netwaskations or significantly reduce our
number of employees. At the time a restructuriranps approved by QCII, we record a charge to onsclidated statements of operations
our estimated costs associated with the plan. \&teralcord a charge when we permanently cease askea$ed location. Charges associated
with these exits or restructuring plans incorpokeatgous estimates, including severance costseasblincome and costs, disposal costs,
length of time on market for abandoned rentedifésl and contractual termination costs. Estimafesharges associated with abandoned
operating leases, some of which entail long-termsdeobligations, are based on existing market tiondiand the net amounts that we
estimate we will pay in the future.

Income Taxes

We are included in the consolidated federal inctemaeturn of QCII. Under QCII's tax allocation pxyl, QCII treats our consolidated
results as if we were a separate taxpayer. Theypaiuires us to pay our tax liabilities in castséd upon our separate return taxable inc
We are also included in the combined state taxmstfiled by QCII, and the same payment and alloogtolicy applies.

The provision for income taxes consists of an arhéamaxes currently payable, an amount for tansamuences deferred to future
periods and adjustments to our liabilities for utaia tax positions, including interest. We recdederred income tax assets and liabilities
reflecting future tax consequences attributabldifferences between the financial statement cagryadue of assets and liabilities and the tax
bases of those assets and liabilities. Deferregstare computed using enacted tax rates expecégplpin the year in which the differences
are expected to affect taxable income. The effedeferred income tax assets and liabilities dia@nge in tax rate is recognized in earning
the period that includes the enactment date.

We use the deferral method of accounting for fddev@stment tax credits earned prior to the repéalich credits in 1986. We also
defer certain transitional investment tax credased after the repeal, as well as
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investment tax credits earned in certain statesakvertize these credits ratably over the estimsgedice lives of the related assets as a credit
to our income tax provision in our consolidatedesteents of operations.

Cash and Cash Equivalents

We use the cash management services of QCII. Qélages our cash in accordance with its cash inesstpolicy, which restricts
investments to ensure preservation of principalmathtenance of liquidity. Although cash and caghiwalents balances are generally
unsecured, our balances are maintained with fimdigstitutions that QCIl and we believe are credithy. Cash and cash equivalents inc
highly liquid investments that are readily convalgiinto cash and are not subject to significask fiom fluctuations in interest rates. As a
result, the carrying amount of cash and cash etgriteapproximates fair value. In evaluating inestts for classification as cash
equivalents, QCII requires that individual secesthave original maturities of three months or &g that individual investment funds have
dollar-weighted average maturities of ninety daykess. To preserve capital and maintain liquid@gIl invests with financial institutions it
deems to be of sound financial condition and irntjgality and relatively risk-free investment prothu Our cash investment policy limits the
concentration of investments with specific finahaiatitutions or among certain products and inelsidriteria related to credit worthiness of
any particular financial institution.

Book overdrafts occur when checks have been issutdave not been presented to certain controlzlidsement bank accounts for
payment. These bank accounts allow us to delayirfigmaf issued checks until the checks are presdntgohyment. A delay in funding rest
in a temporary source of financing. The activitlated to book overdrafts is shown as financingvitéts in our consolidated statements of
cash flows. Book overdrafts are included in accsymatyable on our consolidated balance sheets. Beecémber 31, 2007 and 2006, the b
overdraft balance was $24 million and $21 millisespectively.

Allowance for Doubtful Accounts

The allowance for doubtful accounts receivablesif our best estimate of probable losses inharentr receivable portfolio
determined on the basis of historical experiengecific allowances for known troubled accounts atiwer currently available evidence.

Property, Plant and Equipment

Property, plant and equipment are carried at piss$, the estimated value of any associated legalgontractually required retirement
obligations. Property, plant and equipment are el@pted primarily using the straight-line group hoet. Under the straight-line group
method, assets dedicated to providing telecommtioitaservices (which comprise the majority of ptoperty, plant and equipment) that
have similar physical characteristics, use and eepeuseful lives are categorized in the year aedudn the basis of equal life groups for
purposes of depreciation and tracking. Generaligen the straight-line group method, when an assatld or retired, the cost is deducted
from property, plant and equipment and chargedattoimulated depreciation without recognition of anga loss. A gain or loss is recognized
in our consolidated statements of operations drdydisposal is abnormal or unusual. Leasehold avgments are amortized over the shorter
of the useful lives of the assets or the lease.tEsxpenditures for maintenance and repairs arensgakas incurred. Interest is capitalized
during the construction phase of network and oititernal-use capital projects. Employee-relatedscdsectly related to construction of
internal use assets are also capitalized duringahstruction phase. Property, plant and equiprmgoplies used internally are carried at
average cost, except for significant individuahtefor which cost is based on specific identifioati
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We perform annual internal studies or reviews tieigheine depreciable lives for our property, plamd @quipment. Our studies utilize
models that take into account actual usage, phiysiear and tear, replacement history, assumptibostaechnology evolution and, in certain
instances, actuarially determined probabilitiesatrulate the remaining life of our asset base.

We have asset retirement obligations associatddtht legally or contractually required removabkdimited group of property, plant
and equipment assets from leased properties, andigposal of certain hazardous materials presemiii owned properties. When an asset
retirement obligation is identified, usually in as&tion with the acquisition of the asset, we rddbe fair value of the obligation as a
liability. The fair value of the obligation is alsapitalized as property, plant and equipment hed aamortized over the estimated remaining
useful life of the associated asset. Where the vafabligation is not legally binding, the net costremove assets is expensed in the peri
which the costs are actually incurred.

Capitalized Software

Internally used software, whether purchased orldgeel, is capitalized and amortized using the giitaline group method over its
estimated useful life. We capitalize certain ca@stsociated with software such as costs of emplayeesting time to the projects and external
direct costs for materials and services. Costsciat®sal with internally developed software to bedusgernally are expensed until the point at
which the project has reached the development sfagesequent additions, modifications or upgradéstérnal-use software are capitalized
only to the extent that they allow the softwar@énform a task it previously did not perform. Sadt& maintenance and training costs are
expensed in the period in which they are incurfiée: capitalization of software requires judgmendétermining when a project has reached
the development stage and the period over whichxpect to benefit from the use of that software.r@éew the economic lives of our
capitalized software annually.

I mpairment of Long-Lived Assets

We review long-lived assets, other than intangéssets with indefinite lives, for impairment at Q€Il level whenever facts and
circumstances indicate that the carrying amountb@fissets may not be recoverable. For measurggrdses, long-lived assets are
grouped with other assets and liabilities, inclgdinher assets and liabilities of QCIl. An impaimh#ss is recognized only if the carrying
amount of the asset group is not recoverable aodesls its fair value. Recoverability of the assetig to be held and used is measured by
comparing the carrying amount of the asset groupedcestimated undiscounted future net cash floye@ed to be generated by the asset
group. If the asset group’s carrying value is mabiverable, an impairment charge is recognizethioamount by which the carrying amount
of the asset group exceeds its fair value. We déter fair values by using a combination of compkerabarket values and discounted cash
flows, as appropriate.

Fair Value of Financial | nstruments

Our financial instruments consist of cash and eaghivalents, short- and long-term investments, actoreceivable, accounts payable
and borrowings. The carrying values of these imsénts, excluding long-term borrowings, approxintagsr fair values. The fair value of our
long-term borrowings was approximately $8.0 billeomd $8.2 billion, respectively, at December 3)22@nd 2006. The fair values of our
long-term borrowings are based on quoted markeegpnivhere available or, if not available, basedisoounted future cash flows using
current market interest rates.
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Pension and Post-Retirement Benefits

Our employees participate in the QCII pension, goalified pension, post-retirement health careldadnsurance, and other post-
employment benefit plans. The amounts contributedsthrough QCII are not segregated or restrittiggthy amounts due to our employees
and may be used to provide benefits to other enggleyf QCII or its affiliates. QCII allocates thastof these plans and the associated
obligations and assets to us and determines obrazagribution. Historically, QCII has only requir@s to pay our portion of their required
pension contribution.

The allocation of cost to us is based upon demdiecamf our employees compared to all remainingigipants. In computing the
pension and post-retirement health care and Igaramce benefit costs, the most significant assompQCIll makes include employee
mortality and turnover, expected salary and wageeases, discount rate, expected rate of retuplaonassets, expected future cost increases
health care claims experience and QCII's evaluatfathe legal basis for plan amendments. The @ang of QCII's post-retirement plan
benefits covered by collective bargaining agreesastnegotiated with our employees’ unions cansitgaficantly impact the amount of
expense, affiliate benefit obligation and affiligension asset we record.

For further information on QCII pension, non quelif pension, postretirement and other post-employienefit plans, see QCII's
Annual Report on Form 10-K for the year ended Ddwemn31, 2007.

Recently Adopted Accounting Pronouncements
Effective January 1, 2007, we adopted FIN 48. Sete I8—Income Taxes for additional information.

Our ultimate parent, QCII, adopted Statement ohfaial Accounting Standards (“SFAS”) No. 158, “Eoy#rs’ Accounting for
Defined Benefit Pension and Other Postretiremesma$2An amendment of FASB Statements No. 87, 88, a6 132(R)” (“SFAS No. 159
which was effective for its year ended December2BD6. Upon adoption of SFAS No. 158, QCII recogdipn its consolidated balance sl
the over-funded or under-funded amounts of itsnaefibenefit pension, post-retirement and other gogioyment benefit plans. SFAS
No. 158 does not impact us because the definedibplams are the responsibility of QCIl. Howevere recorded in our consolidat
statements of operations the expense associateduitemployees participating in the QCII defineshéfit plans.

Effective January 1, 2006, we adopted SFAS No.Rp3Share-Based Payment” (“SFAS No. 123(R)"), whievises SFAS No. 123,
“Accounting for Stock-Based Compensation.” See N@e-Stock-Based Compensation.

In December 2005, we adopted FASB InterpretationdNo “Accounting for Conditional Asset Retireméttligations an interpretation
of SFAS No. 143,” (“FIN 47"). See Note 6—Propertant and Equipment—Asset Retirement Obligations.

Recently | ssued Accounting Pronouncements

In February 2007, the FASB issued SFAS No. 159ir"¥*alue Option for Financial Assets and Finantiabilities” (“SFAS No. 159).
Under SFAS No. 159, entities may choose to meagufiar value many financial instruments and certather items that are not currently
required to be measured at fair value. SFAS No.dl&® establishes recognition, presentation, asclatiure requirements designed to
facilitate comparisons between entities that chaliferent measurement attributes for similar typéassets and liabilities. SFAS
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No. 159 does not affect any existing accountirerditure that requires certain assets and lialsilitiebe carried at fair value. SFAS No. 15
effective for us beginning January 1, 2008. Theptida of this standard did not have any impact onfmancial position or results of
operations.

In September 2006, the FASB issued SFAS No. 150y Value Measurements,” which is effective forbeginning January 1, 2008
and provides a definition of fair value, establsleramework for measuring fair value, and expatisislosures about fair value
measurements for future transactions. We do nataxpe adoption of this standard to have a mafeni@act on our financial position or
results of operations.

Note 3: Income Taxes
Adoption of FIN 48

Effective January 1, 2007, we adopted FIN 48, wipiddscribes a comprehensive model for how a comphayld recognize, measure,
present and disclose in its financial statement&xain tax positions that the company has takexxpects to take on a tax return. Though the
validity of any tax position is a matter of tax latlve body of statutory, regulatory and interpretiidance on the application of the law is
complex and often ambiguous. Because of this, vénethiax position will ultimately be sustained nfeeyuncertain. Prior to January 1, 2007,
the impact of an uncertain tax position that ditlereate a difference between the financial statgasis and the tax basis of an asset or
liability was included in our income tax provisidrit was probable the position would be sustainpdn audit. The benefit of any uncertain
tax position that was temporary was reflected intax provision if it was more likely than not ththe position would be sustained upon at
Prior to the adoption of FIN 48, we recognizediest expense based on our estimates of the ultiouitemes of the uncertain tax positions.

Under FIN 48, the impact of an uncertain tax posithat is more likely than not of being sustainpdn audit by the relevant taxing
authority must be recognized at the largest amthattis more likely than not to be sustained. Ndipo of an uncertain tax position will be
recognized if the position has less than a 50%itiked of being sustained. Also, under FIN 48, ies expense is recognized on the full
amount of deferred benefits for uncertain tax pos#.

On January 1, 2007, we recorded the following F8\rénsition adjustments:
* $67 million increase in our tax liabilities for urtan tax positions for items previously presentedeferred tax liabilities
» $19 million increase in interest accrued for undartax positions and a corresponding $8 milliorréase in deferred tax asset;
*  $11 million increase in accumulated defir

We are included in the consolidated federal inctemeareturns and the combined state income taxnstof QCII. QCII treats our
consolidated results as if we were a separate yaxpahis policy requires us to pay our tax ligk@k in cash based upon separate return
taxable income. However, because we are includétkiconsolidated federal income tax returns aadttmbined state income tax returns of
QCII, any tax audits involving QCII will also inwa us. The Internal Revenue Service (“IRS”) examialeof QCII's federal income tax
returns because QCII is included in the coordinatddstry case program. As of December 31, 2000f &he federal income tax returns Q
has filed since 1998 are still subject to adjustnugon audit. QCII also files combined income taturns in many states, and these combined
returns remain open for adjustments to its fedame tax returns. In addition, certain combinedesincome tax returns we have filed si
1994 are still open for state specific adjustments.
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QCIl has agreed on a tentative settlement witHR®related to audits for the tax years 1998 thno2@01 and related to several issues
raised in tax audits for tax years 2002 and 200@s€& settlements are subject to formal review gpdozal by the IRS and in the case of the
1998 through 2001 audit, the Joint Committee oraliar of the U.S. Congress. If the settlementse#fiexted in accordance with QCII's
expectations, our total unrecognized tax benefitdccdecrease by approximately $70 million. We ently believe that it is reasonably likely
that review and approval could occur by June 30820

A reconciliation of the unrecognized tax benefisthe year ended December 31, 2007 follows:

Unrecognized
Tax Benefits
(Dollars in millions)

Balance as of January 1, 2C $ 132
Additions for current year tax positio 28
Additions for prior year tax positior —
Reductions for prior year tax positio (22
Settlement: —
Reductions related to expirations of statute oftitions —

Balance as of December 31, 2( $ 13€

As of December 31, 2007, none of the unrecogniardénefits could affect our income tax provisiow &ffective tax rate.

In accordance with our accounting policy, both befand after adoption of FIN 48, interest expemgk@enalties related to income ta
are included in the other—net line of our condersmtsolidated statements of operations. For thesyamaded December 31, 2007, we
recognized $20 million for interest expense reldatedncertain tax positions. As of December 31,7280d 2006, we had recorded liabilities
for interest related to uncertain tax positionghia amounts of $63 million and $24 million, respegdlyy. We made no accrual for penalties
related to income tax positions.

Income Tax Expense
The components of the income tax expense from rwointy operations are as follows:
Years Ended December 31,

2007 2006 2005
(Dollars in millions)

Income tax expens
Current tax provision

Federal $ 967 $ 81¢ $ 711

State and loce 144 11¢€ 131

Total current tax provisio 1,111 937 842
Deferred tax benef

Federal (177 (207) (18¢)

State and loce (27) (57 (76)

Total deferred tax bene (19¢) (25¢) (264)

Income tax expens $ 912 $67¢ $ 57¢
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The effective income tax rate for our continuingrgiions differs from the statutory tax rate atofes:

Years Ended December 31,
2007 2006 2005
(in percent)

Effective income tax rate

Federal statutory income tax r 35.C% 35.(% 35.(%
State income tax—net of federal effec 3.C% 2.1% 1.€%
Other (0.6% (1.0% (1.9%
Effective income tax rat 37.4% 36.1% 35.5%

In 2006, we reduced our state tax rate based upbarege in actual experience, which resulteal #14 million state deferred tax bent
net of federal effect in our 2006 tax provision.

Deferred Tax Assetsand Liabilities
The components of the deferred tax assets anditiedbare as follows:

December 31,
2007 2006
(Dollars in millions)

Deferred tax assets and liabilitie
Deferred tax liabilities

Property, plant and equipme $(2,07¢ $(2,350)
Receivable from an affiliate due to pension plartipigation (389 (397

Other (142) (189

Total deferred tax liabilitie (2,605 (2,929
Payable to affiliate due to p-retirement benefit plan participatit 1,10 1,16€
Receivable from parent due to prior operating le 25¢€ 208
Other 317 25¢
Total deferred tax asse 1,68( 1,62

Net deferred tax liabilitie $ (925 $(1,297)

We have performed an evaluation of the recovetglnfi our deferred tax assets. It is our opinioat this more likely than not that the
deferred tax assets will be realized and shouldeatduced by a valuation allowance.

Other Income Tax I nformation

We paid $1.127 billion, $1.015 billion and $949 linih to QSC for income taxes in 2007, 2006, andx208spectively.

We had unamortized investment tax credits of $8Raniand $86 million as of December 31, 2007 af6&, respectively, which are
included in other long-term liabilities on our cofidated balance sheets. These investment cradi@naortized over the lives of the related

assets. Amortization of investment tax credits4ndllion, $5 million, and $7 million are included the provision for income taxes for the
years ended December 31, 2007, 2006, 2005, regplgc
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Note 4. Investments

QSC manages our cash and investments. As of Decehp2007, our investments included $31 millioraattion rate securities, whi
are classified as non-current, available-for-sal@stments and included in other non-current assetair consolidated balance sheet. As of
December 31, 2006, we had $42 million investeduittian rate securities, which were classified agtsterm investments on our consolida
balance sheet. Except for the remaining $31 miltibthese securities, QSC was able to reduce ddirfys of auction rate securities during
2007 through the auction process.

Auction rate securities are generally long-termtdiektruments that provide liquidity through a Dusuction process that resets the
applicable interest rate at pre-determined calemdervals, generally every 28 days. This mechargsmerally allows existing investors to
rollover their holdings and continue to own th&ispective securities or liquidate their holdingssblfing their securities at par value. QSC
generally invests in these securities for shoripgksrof time as part of its cash management progklowever, the recent uncertainties in the
credit markets have prevented QSC and other inngeBtam liquidating their holdings of auction raecurities in recent auctions for these
securities because the amount of securities sudafit sale has exceeded the amount of purchasesorccordingly, QSC still holds these
long-term securities and is due interest at a higdte than similar securities for which auctioasé cleared. These investments are fully
collateralized by AA rated bonds and are insurealregy loss of principal and interest by bond inssighose AAA ratings are under review.
These securities were valued using a model thastaiko consideration the financial conditionstaf tssuer and the bond insurers and the
value of the collateral bonds. If the credit ratiraf the issuer, the bond insurers or the collaterads deteriorate, we may further adjust the
carrying value of these investments.

We are uncertain as to when the liquidity issuéstirgy to these investments will improve. Accordingve classified these securities as
non-current as of December 31, 2007.

During the fourth quarter of 2007, a fund we higtalty treated as a cash equivalent began liquidats holdings and restricting
distributions. As a result, we no longer have dhdlyidity and have reclassified our holdings ie flund from cash and cash equivalents to
investments on our consolidated balance sheetrddiassification from cash and cash equivaleniswestments is presented as an investing
activity in our consolidated statement of cash ffowthe year ended December 31, 2007.

Note 5: Accounts Receivable
The following table presents details of our acceurteivable balances as of December 31, 2007 @G0t 2

December 31,
2007 2006
(Dollars in millions)

Accounts receivab—net:

Trade receivable $ 61: $ 68C
Earned and unbilled receivabl 194 19¢
Purchased and other receivak 254 215
Total accounts receivab 1,061 1,091
Less: allowance for doubtful accoul (55) (53)
Accounts receivable n-affiliates—net 1,00¢ 1,03¢
Accounts receivab—affiliates 59 272
Accounts receivab—net $1,06¢ $1,311
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We are exposed to concentrations of credit risknfonistomers within our local service area and fotiner telecommunications service
providers. We generally do not require collatevadécure our receivable balances. We have agregméhtother telecommunications serv
providers whereby we agree to bill and collecttwirtbehalf for services rendered by those progideiour customers within our local serv
area. We purchase accounts receivable from otlemoi@munications service providers on a recourseslzand include these amounts in our
accounts receivable balance. We have not expedemte significant loss associated with these puetiaeceivables.

Note 6: Property, Plant and Equipment
The components of our property, plant and equiprasmtf December 31, 2007 and 2006 are as follows:
Depreciable December 31,

Lives 2007 2006
(Dollars in millions)

Property, plant and equipm—net:

Land N/A $ 98 $ 96
Buildings 15-30 year 2,82 2,81t
Communications equipme 7-10 years 18,65¢ 18,98:
Other network equipmel 8-45 years 20,327 19,90(
General purpose computers and o 5-11 years 2,11¢ 2,201
Construction in progres N/A 11C 101
Total property, plant and equipme 44,13 44,09t
Less: accumulated depreciati (31,976 (30,925
Property, plant and equipm—net $12,15¢ $13,17(

During 2007 and 2006, we changed the estimatdseafeimaining economic lives of our communications ather network equipment.
This resulted in a net increase in depreciatioreagp in our consolidated statements of operatibi$®million and $8 million, respectively,
for the years ended December 31, 2007 and 2006.

Asset Retirement Obligations

In December 2005, we adopted FIN 47, which requisst recognize asset retirement obligationsatetonditional on a future event,
such as the obligation to safely dispose of asbegien a building is demolished or renovated urderin circumstances. Upon adoption of
FIN 47, we determined that we have conditional tagteement obligations to properly dispose ofencapsulate, asbestos in several of our
buildings, to close fuel storage tanks and to dispaf other potentially hazardous materials. In520¢ recorded a charge of $12 million
(liability of $23 million net of an asset of $3 fiwin and net of income taxes of $8 million) for themulative effect of this change in
accounting principle.
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As of December 31, 2007, our asset retirement atitigs balance was primarily related to estimatgdré costs of removing circuit
equipment from leased properties and estimateddwtosts of properly disposing of asbestos and dtheardous materials upon remodeling
or demolishing buildings. Asset retirement obligas are included in other long-term liabilitiesaur consolidated balance sheets. The
following table provides asset retirement obligataztivity for the years ended December 31, 200062nd 2005:

December 31,
2007 2006 2005
(Dollars in millions)

Asset retirement obligation

Balance as of January $28 $ 27 $ 4
Accretion expens 2 2 —
Liabilities incurred, including adoption of FIN ¢ 1 — 23
Liabilities settled and othe o 0 =

Balance as of December $30 $ 28 $ 27

Note 7: Capitalized Software

Internally used software, whether purchased orldeeel, is capitalized and amortized using the giitaline group method over its
estimated useful life. As of December 31, 2007 20@6, our capitalized software had carrying coé®2al31 billion and $1.961 billion,
respectively, and accumulated amortization wasMili8llion and $1.190 million, respectively.

Effective January 1, 2007, we changed our estin@ftdse average economic lives of capitalized safenfrom between four and five
years to between four and seven years. For theeyghiad December 31, 2007, amortization expensedwmye been higher by $120 milli
had we not changed our estimates of the averagmsto lives. We recorded amortization expense 64%aillion in 2007 for intangible
assets with finite lives based on a life rangeoof fto seven years. As of December 31, 2007, thghted average remaining life of our
capitalized software was 3.4 years.

The estimated future amortization expense for afipétd software is as follows:

Estimated
Amortization
(Dollars in millions)

Estimated future amortization expen

2008 $ 267
2009 201
2010 13z
2011 95
2012 68
2013 and thereaftt 57
Total estimated future amortization expe $ 82C
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Note 8: Borrowings
Current Portion of Long-Term Borrowings
As of December 31, 2007 and 2006, the currentqrodf our long-term borrowings consisted of:
December 31,

2007 2006
(Dollars in millions)

Current portion of lon-term borrowings

Long-term notes $ 32z $ 70
Long-term capital lease obligatiol 21 20
Total current portion of lor-term borrowings $ 34z $ 90

Long-Term Borrowings

As of December 31, 2007 and 2006, our long-termdvangs consisted of the following (for all noteglwunamortized discount or
premium, the face amount of the notes and the urtamad discount or premium are presented sepajately

December 31,
2007 2006
(Dollars in millions)

Long-term borrowings
Notes with various rates ranging from 5.625% t&/8% including LIBOR* + 3.25% and

maturities from 2008 to 20 $7,97¢ $7,79¢
Unamortized discour (1179 (12€)
Capital lease obligatior 49 62
Less: current portio (349 (90)
Total lon¢-term borrowings $7,56¢ $7,64F

* London Interbank Offered Ra
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Our long-term borrowings had the following interegties and contractual maturities at December @172

Contractual Maturities

2013 and
2008 2009 2010 2011 2012 Thereafter Total
(Dollars in millions)

Interest rates

Above 5% to 6% $32C $— $— $— $ — $ — $ 32
Above 6% to 7% — — 50 — — 1,50C  2,00(
Above 7% to 8% 2 — — 82t — 2,58z  3,40¢
Above 8% to 9% — — — — 1,50C 75C  2,25(
Total notes $32z $— $50C $82E $1,50C $ 4,83 $7,97¢
Capital lease obligatior 49
Less: unamortized discou (1179)
Less: current portion of lo-term borrowings (349
Total lon¢-term borrowings $7,56¢

Covenants

The indentures governing our notes contain cedaugnants including, but not limited to: (i) a pitmkion on certain liens on the assets
of Qwest; and (ii) a limitation on mergers or sadésll, or substantially all, of the assets of @twahich limitation requires that a successor
assume the obligation with regard to these notiess& indentures do not contain any cross-defaaNigions. As of December 31, 2007 we
were in compliance with all of the provisions amdenants of our borrowing agreements.

As of December 31, 2007, QCII and its other subsiés were in compliance with all of the provisi@m covenants of their borrowing
agreements.

New Issues
On May 16, 2007, we issued $500 million aggregaitecfpal amount of our 6.5% Notes due 2017.

On August 8, 2006, we issued $600 million aggregatecipal amount of our 7.5% Notes due 2014.

The aggregate net proceeds from the above offehiags been or will be used for general corporatpgses, including repayment of
indebtedness and funding or refinancing our investsiin telecommunication assets. The notes aecured obligations and rank equally in
right of payment with all other unsecured and unsdimated indebtedness. The covenant and defanistare substantially the same as those
associated with our other long-term debt.

Repayments
On June 7, 2007, we redeemed $70 million aggregateipal amount of our 6.0% Notes due 2007.

On June 4, 2007, we redeemed $250 million aggrgmateipal amount of our 8 7/8% Debentures due Jyrg®31. The redemption
resulted in a loss on early retirement of debti# #illion.
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On September 21, 2006, we redeemed the remainihgnfifon aggregate principal amount of our 39-yé&5% debentures due
January 1, 2007 at face value plus accrued intefe&t million.

Concurrent with the issuance of our 7.5% Notes2lie} on August 8, 2006, we redeemed the remairb0@ #illion aggregate
principal amount of our floating rate term loan oratg in June 2007, plus accrued interest of $8anil The redemption resulted in a loss on
early retirement of debt of $9 million.

Registered Exchange Offers

On November 26, 2007, we commenced a registerdihage offer for our 6.5% Notes due 2017 pursuatitdaegistration rights
agreement that we entered into in connection vighissuance of these notes. We completed the eegisexchange offer on December 28,
2007.

On November 17, 2006, we commenced a registerdihage offer for our 7.5% Notes due 2014 pursuatitdaegistration rights
agreement that we entered into in connection vhi¢hissuance of these notes. We completed the eegrisexchange offer on December 20,
2006.

I nterest on Debt

Interest on debt includes interest on Idegn borrowings and capital lease obligations. Oiterest expense, such as interest on in
taxes, is included in other—net in our consolidatedements of operations. The following table @nés the amount of gross interest expense
capitalized interest and cash paid for interesinduthe years ended December 31, 2007, 2006 arft 200

Years Ended December 31,
2007 2006 2005
(Dollars in millions)

Interest expense on lo-term borrowings and capital lea—net:

Gross interest expen $ 62C $ 62¢ $ 61€
Capitalized interes (12 (12 (10
Total interest expense on lc-term borrowings and capital lea—net $ 60¢ $ 61€ $ 60¢
Cash paid for intere: $ 62F $ 59¢ $ 58E

Note 9: Severance

Severance charges are included in cost of saldiagsexpenses and general, administrative andratperating expenses in our
consolidated statements of operations. As of Deeerdb, 2007 and 2006, our severance liability wag fillion and $57 million,
respectively. For the years ended December 31,, 2016 and 2005, we accrued severance costs ah$izgn, $61 million and $61 million,
respectively. The remaining balance included prilpaharges recorded in 2007, and we expect tospdpgtantially all of the 2007 severance
charges in 2008.

Note 10: Employee Benefits
Pension, Post-Retirement and Other Post-Employment Benefits

In accordance with SFAS No. 132, “Employers’ Distites about Pensions and Other Post-retiremenfiBghee are required to
disclose the amount of our contributions to QClatige to the QCII pension, post-retirement anceofost-employment benefit plans. No
pension or post-retirement occupational (union)thea
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care trust contributions were made during 20070862and we do not expect to make contribution<082 As of December 31, 2007 and
2006, the fair value of the assets in the qualifiedsion trust exceeded the benefit obligatiorth®fjualified pension plan.

Our allocated pension cost for 2007, 2006, and 2085$33 million, $77 million, and $35 million, pesctively. Our allocated post-
retirement benefit costs for 2007, 2006, and 2085 $6 million, $121 million, and $196 million, respively. These allocated amounts
represent our share of the pension and post-regimebenefit costs based on the actuarially deterthamounts. Our allocated portion of
QCII's total pension and other post-retirement li¢ests were 98%, 97% and 98% for the years efmmbmber 31, 2007, 2006 and 2005,
respectively. All of the net pension and post-egtient benefit costs were allocated to general, midtrative and other operating expenses for
the years ended December 31, 2007, 2006 and 2005.

The benefit obligation for QCII's occupational (an) health care and life insurance post-retirerpéan benefits is estimated based on
the terms of QCII's written benefit plans. In maiithis determination, QCII considers numerous agsiams, estimates and judgments,
including but not limited to, discount rates, hbealare cost trend rates and mortality trend rdwe2005, we negotiated our current three-year
collective bargaining agreements. These collediargaining agreements covered approximately 2000@0r unionized employees as of
December 31, 2007. Additionally, we submitted lett® the Union notifying the Union of intended obas in the benefits provided to former
occupational retirees. These agreements and/erdaif notification to the Union reflect changestfee eligible post-1990 retirees who are
former occupational (union) employees, includinga(Letter of Agreement which states retirees bégjin contributing to the cost of health
care benefits in excess of specified limits ondbmpany-funded portion of retiree health care ctato referred to as “caps”) beginning
January 1, 2009, rather than January 1, 2006, whéshthe previous effective date of the capsttig) beneficiaries of post-1990 retirees who
were former occupational (union) employees aral#igo receive a reduced life insurance beneftt1d,000 effective January 1, 2006 and
the beneficiaries of other retirees who were forowupational (union) employees are eligible tenex a reduced life insurance benefit of
$10,000 effective January 1, 2007; and (iii) pd$190 retirees pay increased out of pocket costsitir plan design changes starting
January 1, 2006. These changes have been consideheddetermination of the benefit obligation @€II's occupational (union) employee
benefits under the plan. The additional costs tdl @Cdeferring the enforcement of the caps by ¢hyears were substantially offset by the
additional benefit to it of the reduction in lifesurance benefits. As a result of this exchandeenéfits with the affected plan participants (the
retirees in this case), QCII has determined thaictps provision beginning January 1, 2009 is aukisk. If the caps were not considered to
be substantive in its determination of the beradfligation, QCII's current calculation of the beimebligation would increase by
approximately $2.0 billion as of December 31, 20Dur collective bargaining agreements with our epeés’ unions, which expire
August 16, 2008, contain caps that are effectiveidegy 1, 2009. QCII intends to enforce these health caps beginning on that date in order
to maintain its health care costs at competitivele

The terms of the post-retirement health care dadrisurance plans between us and our managemghbyes and our post-1990
management retirees are established by us andlgjersto change at our discretion. We have arastice of sharing some of the cost of
providing health care benefits with our manageneemployees and post-1990 management retirees. B 2@amended the health care and
life insurance plans. The amendments reflect chafarethe management retirees effective Janua?2@Q7. These amendments: (i) require
post-1990 management retirees to cover any costeciess of specified limits on the company-fundedign of retiree health care costs (also
referred to as “caps”); (ii) provide that benefités of post-1990 management retirees are eligibleceive a reduced life insurance benefit of
$10,000; and (i) require post-1990 managemeiriees to pay increased out of pocket costs. Thieseges have been considered in the
determination of the benefit obligation for our mgament employee benefits under the plans.
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The benefit obligation for the management posteatent health care benefits is based on the tefie @urrent written plan documents and
is adjusted for anticipated continued cost shawitg management employees and post-1990 managestigaes. A putative class action
purportedly filed on behalf of certain of QCII metes was brought against QCII and certain otheardizints in Federal District Court in
Colorado in connection with QCII's decision to reduthe life insurance benefits for these retir€es Note 15: Commitments and
Contingencies—Other Matters for additional inforioat

Medicare Prescription Drug, | mprovement and Modernization Act of 2003

QCII sponsors post-retirement health care planis séveral benefit options that provide prescriptiang benefits that it deems
actuarially equivalent to Medicare Part D. QCllognizes the impact of the federal subsidy recewmetker the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 in th&eakation of its benefit obligation and net postilement benefit costs. The effect of the
subsidy reduced our net periodic post-retiremengebecost by $51 million, $80 million and $41 nivlh for the years ended December 31,
2007, 2006 and 2005, respectively.

Other Benefit Plans
401(k) Plan

QCII sponsors a qualified defined contribution Hén@an covering substantially all management andupational (union) employees.
Under this plan, employees may contribute a peagenof their annual compensation to the plan wettain maximums, as defined by the
plan and by the IRS. Currently, QCII, on our behalatches a percentage of our employees’ contabsiin cash. We made cash
contributions in connection with our employees'tiggpation in QCII's 401(k) plan of $63 million ar&63 million for 2007 and 2006,
respectively.

Deferred Compensation Plans

QCII sponsors several non-qualified unfunded defeonompensation plans for various groups that decleertain of our current and
former management and highly compensated emplo@sstain of these plans are open to new particgpdddrticipants in these plans may
their discretion, invest their deferred compensaiiovarious investment choices, including QClisranon stock.

Our portion of QCII's deferred compensation asfmtshese plans is included on our consolidatedroz sheets in prepaid pension—
affiliates. Our portion of QCII's deferred competisa obligations is included on our consolidatethhae sheets in current and non-current
post-retirement and other post-employment benafitsother—affiliates. Investment earnings, admiaiste expenses, changes in investment
values and increases or decreases in the defermegensation liability resulting from changes in theestment values are recorded in our
consolidated statements of operations. The valfiassets and liabilities related to these plansatesignificant.

Note 11: Stockholder’'s Equity
Common Stock (no par value)
We have one share of issued and outstanding constook owned by QSC.
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Equity Infusion from QSC, Transfer of Assets and Other Transferswith QSC

In the normal course of business, we transfer agsetnd from QSC. It is our policy to record thaseet transfers as contributions or
distributions, based on carrying values. For theryended December 31, 2007, 2006 and 2005, wafdreed net assets of $23 million,
$(8) million and $6 million, respectively.

In 2007, QSC forgave an $82 million tax liabilitevawed to QSC. We recorded the forgiveness aswatyemntribution. In 2007, we
also received from QSC an equity infusion of $28iom.

In 2006, we adjusted a previous distribution of¢heying amount of assets and liabilities tota®%@ million in connection with our
transfer of ownership of Qwest Wireless, LLC in 200h 2006, we also received from QSC an employsefit transfer of $72 million net of
$45 million in taxes and an equity infusion of $&illion.

Dividends

The timing of cash payments for declared divideind®SC is at our discretion in consultation with@$Ve may declare and pay
dividends to QSC in excess of our earnings to hent permitted by applicable law. Our debt covésalo not limit the amount of dividends
we can pay to QSC.

During the years ended December 31, 2007, 2002@08 we declared cash dividends to QSC of $2.4/16rhi$2.000 billion and
$2.465 billion, respectively, and we paid cashatvids of $2.470 billion, $1.946 billion and $2.%8llion, respectively.

Accumulated Deficit

The difference between the assets and liabilitessferred to us from QSC was recorded as an atgmstto accumulated deficit. QSC
cash was not transferred to us as part of theferafes any prior period. Accordingly, for purposefisthe presentation of our prior period
combined financial statements, the net cash gestemtused by the transferred set of QSC activitieseach year presented in our recast
financial statements is recorded in operating amdsting cash flows with a corresponding distritdr contribution of cash in financing
activities. For the years ended December 31, 28072806, cash generated by operating activitiedfamdorresponding financing cash
outflows amounted to $113 million and $43 millisaspectively. For the year ended December 31, 2065 used for investing activities and
the corresponding financing cash inflow amounte$i2® million.

In February 2008, we received a cash contributiomfQSC of $190 million in connection with the tséer to us some of QSC'’s
administrative and other functions and relatedtassed liabilities.

Note 12: Stock-Based Compensation

Our employees participate in QCII's Equity Incest®lan (“EIP") and Employee Stock Purchase PlaisPE"). For more information
about these plans, see QCII's Annual Report on Fdi+K for the year ended December 31, 2007.

25



QWEST CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)
For the Years Ended December 31, 2007, 2006 and 300

Following are the weighted-average assumptions withdthe Black-Scholes option-pricing model toatetine the fair value estimates
of options granted in the years ended Decembe2@®17, 2006 and 2005:

Years Ended December 31,

2007 2006 2005
Black-Scholes assumption
Risk-free interest rat 3.3%-4.S% 4.2%5.C% 3.2%-4.4%
Expected dividend yiel — % — % — %
Expected option life (year: 4.7 5.C 4.4
Expected stock price volatilil 45% 80% 88%

We believe the two most significant assumptiongluseur estimates of fair value are the expectttbo life and the expected stock
price volatility, both of which we estimate basedtostorical information.

Stock-Based Compensation Expense

Stock-based compensation expense is included tro€ssales, selling expenses and general, adnatiisgrand other operating expenses
in our consolidated statements of operations. Wegeize compensation expense relating to awarddegtao our employees under the EIP
using the straight-line method over the applicafgisting periods. We recognize compensation expeated to our employee purchases of
QCII's stock under the ESPP for the difference leetwthe employees’ purchase prices and the fakehaalues of QCII's stock.

For the years ended December 31, 2007 and 2006omlistock-based compensation expense was appaitely $21 million and
$28 million, respectively.

As of December 31, 2007, QCII had a total $58 nnillof total unrecognized compensation cost relatethvested stock-based awards
under the EIP. QCII expects to recognize this arhouar the remaining weighted average vesting teh#s2 years. There is no
unrecognized compensation expense related to tR€ E¥ecause QCII will continue to record stock-bdasmmpensation, it will continue to
bill a majority of these costs to us. However, lobse the many factors that affect the allocatibe,dmount that is ultimately billed to us as a
result of stock-based compensation recorded at @@y fluctuate.

Adoption of SFAS No. 123(R)

We adopted SFAS No. 123(R) effective January 162@bich requires the measurement of compensakipearese using estimates of
the fair value of all stock-based awards. SFAS NB(R) sets forth accounting requirements for “sHased” compensation to employees
and requires companies to recognize in their incst@aements the grant-date fair value of stockoogtiand other equity-based compensation.
Prior to 2006, we accounted for stock awards grhtdemployees under the intrinsic-value recogniiad measurement principles of
Accounting Principles Board Opinion No. 25, “Accdimg for Stock Issued to Employees” (“APB No. 23)nder the intrinsic-value method,
no compensation expense was recognized for opgiarged to employees when the strike price of thps®ns equaled or exceeded the
value of the underlying security on the measurerdatg. Our direct parent also adopted SFAS No.RP8% January 1, 2006, and as a result
of its increased costs, it increased its billingsi$ during the year ended December 31, 2006 yzippately $14 million.

We applied the “modified prospective method” focagnizing the expense over the remaining vestimgpg@dor awards that were
outstanding but unvested at January 1, 2006. lardaace with the modified prospective method, weesh#ot adjusted the financial
statements for the periods ended prior to Janua2@Qd6.
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The following table illustrates the effect on netéme for the year ended December 31, 2005 asdk4tased compensation granted to
our employees had been determined based on theafa# at the grant dates:

Year Ended
December 31, 200
(Dollars in millions)

Net income!
As reportec $ 1,03¢
Deduct: Total stock-based employee compensatioarespdetermined unde
the fai-value-based method for all awards, net of related taecesfof $6¢ (103
Pro forma net incom $ 93t

On August 18, 2005, the Compensation and HumanuRes® Committee of QCII's Board of Directors accafed the vesting of all
outstanding and unvested stock options that hagkarcise price equal to or greater than $3.79, lwhias the closing market price of QCIlI's
common stock on that date. The purpose of the aat@n was to avoid recognizing future compensagixpense associated with the
accelerated options upon the adoption of SFAS #8(R). The impact of the acceleration on net incamshown in the above table was an
increase in pro forma stoddased compensation expense of approximately $6i@mih 2005. Aside from the acceleration of thetugg date
the terms and conditions of the stock option ageregmgoverning the underlying stock options renu@ichanged.

Note 13: Contribution to QCIl Segments

Our operations are integrated into and are patie@tegments of the QCII consolidated group. Osiriass contributes to QCII's
wireline services and other services segments.’'@C€hief operating decision maker (“CODM”") reviewsr financial information only in
connection with our quarterly and annual reporés tte file with the SEC. Consequently, we do notvjate our discrete financial information
to the CODM on a regular basis.

We have the same CODM as the consolidated groubudrust 2007, Edward A. Mueller became our Chieéé&irtive Officer and
President, QCII's Chairman and Chief Executive €fiand our new CODM, and during 2007 he contirtoagse these same segments to
evaluate performance and allocate resources. How@@| will adjust its reporting segments in 20@8&eflect changes in how it has begun
managing its business beginning in 2008.

We generate the majority of our revenue from wirelservices. We also generate revenue from semwiegsovide to our affiliates. The
services are further described below.

» Voice servicesVoice services include local voice services atukas services. Local voice services include bBasa exchange,
switching and enhanced voice services. Local ve@®ices also include network transport, billingvgms and providing access
our local network through our wholesale channekess services include fees we charge to othemt@leeinications providers to
connect their customers and their networks to etwark.

» Data, Internet and video servic. Data, Internet and video services representasie$t growing source of revenue. These ser
include: broadband and satellite video, which wierab mass markets customers; private line, whieloffer to wholesale and
business customers; and other data services slioteggated services digital network, or ISDN, AEvid frame relay, which we
offer primarily to business custome
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« Affiliate and other serviceWe provide to our affiliates billing and collectiomarketing and advertising and other support
services, such as legal, regulatory, general fiaamzl accounting, tax, human resources and exeaijpport. In addition, we
provide to our affiliates voice, data access artd darvices that we also provide to external custsnOther services include the
subleasing of space in our office buildings, waretes and other propertit

Revenue from our products and services for thesyeatled December 31, 2007, 2006 and 2005 is sumedan the following table:

Years Ended December 31,
2007 2006 2005
(Dollars in millions)

Operating revenue

Voice service: $5827 $627¢ $ 6,75¢
Data, Internet and video servic 2,92¢ 2,58¢ 2,22¢
Affiliate and other service 1,93¢ 1,85¢ 1,86¢
Total operating revent $10,69: $10,72:  $10,84:

Revenue from affiliates was 18%, 17% and 17% i tetvenue for the years ended December 31, 2@WB &nd 2005, respectively.
We do not have any single customer that providertimn 10% of our total operating revenue. Sulistnall of our revenue comes from
customers located in the United States.

Note 14: Related Party Transactions

We provide to our affiliates voice, data and bgliand collections services that we also providexternal customers. In addition, we
provide to our affiliates, marketing, sales andeatlsing, computer system and development suppovices, network support and technical
services and other support services.

We charge our affiliates for services based on etgskice or fully distributed cost (“FDC”). We clugr our affiliates market price for
services that we also provide to external custonvenge other services that we provide only to affiliates are priced by applying an FDC
methodology. FDC rates include salaries and waggapll taxes, employee benefits, miscellaneougeges, and charges for the use of our
buildings, computing and software assets. Whengossible, costs are directly assigned to our aféh for the services they use. If costs
cannot be directly assigned, they are allocatechgnadl affiliates, based upon cost usage measaresno cost usage measure is available,
these costs are allocated based on a generaltaliodée believe these cost allocation methodologiesreasonable. From time to time, QCII
adjusts the basis for allocating the costs of aeshaervice among affiliates. Such changes in atioo methodologies are generally billed
prospectively.

Below are details of the services we provided toaffiliates:

* Voice and data service¥oice and data services include access servicésthaect our affiliates’ network and customerstio
network and private line services that provides@ieed, dedicated connection of two or more saes$ifjh-speed transmission of
data.

» Billing and collections serviceBilling and collections services include wirelelss)g distance and television billing and collection
service for our affiliates and external custom

* Marketing, sales and advertisinMarketing, sales and advertising support joint retirlg of our services, including the
development of marketing and advertising plangssahit forecasts, market research, product managesales training and
compensation plan
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e Computer system and development support sentidesmation technology services primarily include tabor cost of
developing, testing and implementing the systenmgha necessary to support order entry, provisiotuitigng, network and
financial systems, as well as the cost of improyimgintaining and operating our operations suppgtems and shared internal
communications network

» Network support and technical servicNetwork support and technical services relate tedasting demand volumes and
developing plans around network utilization andrafation, developing and implementing plans foell product developmet
provisioning and customer cal

« Other support service®ther support services include legal, regulatoenegal finance and accounting, tax, human resoanes
executive support. In addition, we sublease spacowii office buildings, warehouses and other privge|

We also purchase services from our affiliates iditlg long-distance, wholesale Internet access msutance. Our affiliates charge us
for these services based on market price or FDC.

Note 15: Commitments and Contingencies
Commitments
Future Contractual Obligations
The following table summarizes our future contrattbligations as of December 31, 2007:

Payments Due by Period

2013 and
2008 2009 2010 2011 2012 Thereafter Total
(Dollars in millions)
Future contractual obligationis:
Debt and lease paymen
Long-term debi $ 322 $— $ 50C $ 82t $150C $ 4,832 $ 7,97¢
Capital lease and other obligatic 26 15 2 1 1 4 49
Interest on long-term borrowings and capital leé&es 60¢  58¢ 571 554 421 3,761 6,50¢
Operating lease 112 92 76 67 41 10t 494
Total debt and lease payme 1,07C 69€ 1,14¢ 1,447 1,96: 8,70z  15,02%
Other lon¢-term liabilities 3 2 2 2 1 20 30
Purchase commitment
Telecommunications commitmer 89 77 41 — — — 207
Advertising, promotion and other servidés 10% 65 40 31 29 11€ 38€
Total purchase commitmer 194 14z 81 31 29 11€ 593
Total future contractual obligatiol $1,267 $84C $1,232 $1,48( $1,99¢ $ 8,83t $15,65(

(1) The table does not includ
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e our open purchase orders as of December 31, 20@&eTpurchase orders are generally at fair vateggenerally cancelable
without penalty and are part of normal operatic

» other long-term liabilities, such as reserves égral matters and income taxes, that are not cdn#dagbligations by nature. We
cannot determine with any degree of reliability yiears in which these liabilities might ultimataigttie;

* non-qualified pension, post-retirement and postiegmpent benefits allocated by QCII and payable @IQAs of December 31,
2007, we had a liability recorded on our balaneseshepresenting our allocation of QCII's net béradfligation for non-qualified
pension, post-retirement healthcare and life inseaand other post-employment benefits. Future paysrto QCII are impacted
by various actuarial and market assumptions anidvffier from the current estimates of these paytsetierefore, we cannot
reliably estimate future payments to QCII. Seehfartdiscussion of our benefit plans in Not—Employee Benefits

e contract termination fees. These fees are non4iagupayments, the timing and payment of whictany, is uncertain. In the
ordinary course of business and to optimize out sipscture, we enter into contracts with termsatgethan one year to purchase
other goods and services. Assuming we exited tbestacts on December 31, 2007, termination feesdotracts to purchase
other goods and services would have been $143milln the normal course of business, we belieggotdyment of these fees is
remote; anc

» potential indemnification obligations to counteres in certain agreements entered into in the aboourse of business. The
nature and terms of these arrangements vary. litiatlyr, we have not incurred significant costs tethto performance under these
types of arrangement

(2) Interest paid in all years may differ due ttufe refinancing of debt. Interest on our floatmate debt was calculated for all years using
the rates effective as of December 31, 2(

(3) We have various long-term, non-cancelable pasetcommitments with various vendors for data [msiog, technical and software
support services. Future payments under certaincgetontracts will vary depending on our actuages In the table above we
estimated payments for these service contractsllmaséhe level of services we expect to rece

Capital Leases

We lease certain office facilities and equipmerdamvarious capital lease arrangements. Assetsraddhrough capital leases during
2007, 2006 and 2005 were $10 million, $17 milliowd 15 million, respectively. Assets recorded uradpitalized lease agreements included
in property, plant and equipment consisted of $hilon, $108 million and $92 million of cost lesscumulated amortization of $58 million,
$42 million and $24 million at December 31, 20000& and 2005, respectively.
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The future minimum payments under capital leased B®cember 31, 2007 are reconciled to our codatdid balance sheet as follows:

Future
Minimum
Payments

(Dollars in millions)

Capital lease obligation

Total minimum payment $ 64
Less: amount representing interest and executsts (15
Present value of minimum payme| 49
Less: current portio (21)
Long-term portion $ 28

Operating Leases

Certain office facilities, real estate and equiptrae subject to operating leases. We also hawareay (or right-of-way) agreements
with railroads and public transportation authostibat are accounted for as operating leaseshEgretars ended December 31, 2007, 200
2005, rent expense under these operating lease$i8aamillion, $215 million and $247 million, resgpiely, net of sublease rental income
$22 million, $25 million and $26 million, respeatly. Operating leases as reported in the tabl€&iuture Contractual Obligationglbove hav
not been reduced by minimum sublease rental incafr885 million, which we expect to realize undenrmancelable subleases.

Letters of Credit and Guarantees

On our behalf, QCII maintains letter of credit agaments with various financial institutions. Asi¥cember 31, 2007, the amount of
letters of credit outstanding was $57 million, amelhad no outstanding guarantees.

Contingencies

QCll is involved in several legal proceedings taakhwe are not a party that, if resolved againstiQould have a material adverse
effect on our business and financial condition. Wege included below a discussion of these mattegsther with a discussion of those
matters to which we are a party. Only those mattevshich we are a party (primarily the third matescribed under the heading “Other”
relating to litigation brought by several ownergaf/phones) represent contingencies for which we hecorded, or could reasonably
anticipate recording, an accrual if appropriatddcso.

Throughout this note, when we refer to a clas®ads “putative” it is because a class has beegedl, but not certified in that matter.
Until and unless a class has been certified by thet, it has not been established that the nanadtiffs represent the class of plaintiffs they
purport to represent. Settlement classes havedszéified in connection with the settlements oftair of the putative class actions described
below where the courts held that the named pléntéfpresented the settlement class they purptotezpresent.

The terms and conditions of applicable bylaws,ifteastes or articles of incorporation, agreementsgplicable law may obligate QCII
to indemnify its former directors, officers and doyges with respect to
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certain of the matters described below, and QQiIbeen advancing legal fees and costs to many fatirextors, officers and employees in
connection with the securities actions and centéier matters.

Settlement of Consolidated Securities Action

Twelve putative class actions purportedly broughbehalf of purchasers of QQGilpublicly traded securities between May 24, 1984
February 14, 2002 were consolidated into a conatdisecurities action pending in federal distrnirt in Colorado against QCII and vari
other defendants. The first of these actions wed Hn July 27, 2001. Plaintiffs alleged, amongeotiings, that defendants issued false and
misleading financial results and made false statésnebout QCII's business and investments, inclydiaterially false statements in certain
of QCII's registration statements. The most recambplaint in this matter sought unspecified comptary damages and other relief.
However, counsel for plaintiffs indicated that fheative class would seek damages in the tendlmfisi of dollars.

In November 2005, QCII, certain other defendarisl, the putative class representatives enterecaimddiled with the federal district
court in Colorado a Stipulation of Partial Settlermthat, if implemented, will settle the consoligidtsecurities action against QCII and certain
other defendants. No parties admit any wrongdogpaat of the settlement. Pursuant to the settlen@®Il has deposited approximately
$400 million in cash into a settlement fund. In geation with the settlement, QCII received $10 imillfrom Arthur Andersen LLP. As part
of the settlement, the class representatives anddtilement class they represent are also reteaAsithur Andersen. If the settlement is not
implemented, QCII will be repaid the $400 milliolup interest, less certain expenses, and QClIregly the $10 million to Arthur Anderst

If implemented, the settlement will resolve anatasle the individual claims of the class represeetatind the claims of the settlement
class they represent against QCII and all defesdaxdept Joseph Nacchio, our former chief executifieer, and Robert Woodruff, our
former chief financial officer. In September 20€e federal district court in Colorado issued aseorapproving the proposed settlement on
behalf of purchasers of QCII's publicly traded s@ges between May 24, 1999 and July 28, 2002. ked¢acchio and Woodruff appealed
that order to the United States Court of Appealgtie Tenth Circuit. In addressing that appeakmagbof Tenth Circuit judges held that the
federal district court order overruling Nacchio aidodruff's objections to the settlement was ndtisiently specific, and it instructed the
district court to provide a more detailed explamafior overruling those objections. QCII has astteifull Tenth Circuit to review the panel’s
decision. The ultimate outcome of the pending appiethe decision approving the settlement of thesolidated securities action is uncertain
and could result in the payment of additional merig QCII in connection with indemnification clairhg Messrs. Nacchio and Woodruff.

KPNQwest Litigation/Investigation

In 2006, QCII and the other defendants reachetbsehts of a putative class action filed againstl@@d others in the federal district
court for the Southern District of New York on b#lad certain purchasers of publicly traded sedesitof KPNQwest, N.V. (of which QCII
was a major shareholder). The plaintiffs had alieht, among other things, defendants engagedraudulent scheme and deceptive course
of business in order to inflate KPNQwest's reveand the value of KPNQwest securities. In 2007 cthart approved the settlements, which
were then implemented. Certain individuals andtiestwere excluded from the settlement class at tbguest. As a result, their claims were
not released by the court order approving theesettht. Some of these individuals and entities ffitaa actions against QCII, as described
below, and QCII is vigorously defending againststhelaims. QCII expects that at least some of thergpersons who were excluded from
settlement class will also pursue actions agaitd @ QCIl is unable to resolve their claims
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amicably. In the aggregate, those who were exclfided the settlement class currently contend they thave incurred losses of at least

$76 million resulting from their investments in KBMest securities during the settlement class pevitith does not include any claims for
punitive damages or interest. The amount of thlegeal losses may increase or decrease in theefagIQCII learns more about the potential
claims of those who opted out of the settlemergscl®ue to the fact that some of them have nat fdevsuits, it is difficult to evaluate the
claims that they may assert. Regardless, QCllvigibrously defend against any such claims.

On October 31, 2002, Richard and Marcia Grandyesté¢es of the R.M. Grand Revocable Living Truated January 25, 1991, filed a
lawsuit in Arizona Superior Court which, as amendaliéges, among other things, that the defendaolated state and federal securities |i
and breached their fiduciary duty in connectiorhvifitvestments by plaintiffs in securities of KPNQweQCll is a defendant in this lawsuit
along with Qwest B.V. (one of QCII's subsidiarie3dseph Nacchio and John McMaster, the former éRresand Chief Executive Officer of
KPNQwest. Plaintiffs claim to have lost approximat®10 million in their investments in KPNQwest.

On June 25, 2004, the trustees in the Dutch babtyypoceeding for KPNQwest filed a lawsuit in fieeleral district court for the
District of New Jersey alleging violations of thadReteer Influenced and Corrupt Organizations &atl breach of fiduciary duty and
mismanagement under Dutch law. QCII is a defenitatftis lawsuit along with Joseph Nacchio, Robe\®odruff and John McMaster.
Plaintiffs allege, among other things, that defertslaactions were a cause of the bankruptcy of KRE& and they seek damages for the
bankruptcy deficit of KPNQwest of approximately $illion. Plaintiffs also seek treble damages a#l as an award of plaintiffs’ attorneys’
fees and costs. On October 17, 2006, the courtdsan order granting defendants’ motion to disrfisdawsuit, concluding that the dispute
should not be adjudicated in the United Statesn#fis have appealed this decision to the Unitéatés Court of Appeals for the Third
Circuit.

On June 17, 2005, Appaloosa Investment Limitedreeship I, Palomino Fund Ltd., and Appaloosa Manaay# L.P. filed a lawsuit in
the federal district court for the Southern Digta€New York against QCII, Joseph Nacchio, JohriMdster and Koninklijke KPN N.V., or
KPN. The amended complaint alleges that defendaoisted federal securities laws in connection wth purchase by plaintiffs of certain
KPNQwest debt securities. Plaintiffs seek compemgatamages, as well as an award of plaintiff$irattys’ fees and costs.

On September 13, 2006, Cargill Financial Markeks,aRd Citibank, N.A. filed a lawsuit in the DigttiCourt of Amsterdam, The
Netherlands, against QCII, KPN Telecom B.V., KPdsebh Nacchio, John McMaster, and other former eyagls or supervisory boa
members of QCII, KPNQwest, or KPN. The lawsuit gdle that defendants misrepresented KPNQwest'sdiakand business condition in
connection with the origination of a credit fagilind wrongfully allowed KPNQwest to borrow fundsder that facility. Plaintiffs allege
damages of approximately €219 million (or approxieha$320 million based on the exchange rate orebéer 31, 2007).

On August 23, 2005, the Dutch Shareholders AssoaigVereniging van Effectenbezitters, or VEB) 6ila petition for inquiry with the
Enterprise Chamber of the Amsterdam Court of Appdatated in The Netherlands, with regard to KPN&WVEB sought an inquiry into
the policies and course of business at KPNQwestitesalleged to have caused the bankruptcy of KiRé&Din May 2002, and an
investigation into alleged mismanagement of KPNQwgdts executive management, supervisory boanthibegs, joint venture entities
(QCIl and KPN), and KPNQwest's outside auditors andountants. On December 28, 2006, the EnterBhisenber ordered an inquiry into
the management and conduct of affairs of KPNQwasthfe period January 1 through May 23, 2002. @@tl others have appealed that o
to the Netherlands Supreme Court.
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Purporting to speak for an unspecified number afaholders, VEB also sought exclusion from thdesatint class in the settlements of
the KPNQwest putative securities class action dlesgrabove. The information that VEB provided ipgart of its request for exclusion did
not indicate the losses claimed to have been sgstdly VEB or the unspecified shareholders that \WHBports to represent, and thus those
claims are not included in the approximately $78iom of losses claimed by those who requesteduskah from the settlement class, as
described above. In view of these and other deftigs in VEBS request for exclusion, VEB was not excluded fthensettlement class. Q(
can provide no assurance, however, that its settiemill be enforced against VEB or the sharehddkepurports to represent if VEB or such
shareholders were to bring claims against QCllIhe Netherlands.

QCIl will continue to defend against the pendingNRwvest litigation matters vigorously.

Other Matters

Several putative class actions relating to thelfaton of fiber optic cable in certain rights-afay were filed against QCIl on behalf of
landowners on various dates and in various conr@alifornia, Colorado, Georgia, lllinois, Indiartéansas, Massachusetts, Mississippi,
Missouri, Oregon, South Carolina, Tennessee andd ésor the most part, the complaints challengd’@@ght to install its fiber optic cable
in railroad rights-of-way. Complaints in Coloradliinois and Texas, also challenge QCII’s rightitetall fiber optic cable in utility and
pipeline rights-of-way. The complaints allege ttrat railroads, utilities and pipeline companies dharight-of-way as an easement that did
not include the right to permit QCII to install fiber optic cable in the right-of-way without tp&intiffs’ consent. Most actions (California,
Colorado, Georgia, Kansas, Mississippi, Missoureddn, South Carolina, Tennessee and Texas) pumpbet brought on behalf of statgde
classes in the named plaintiffs’ respective stats. Massachusetts action purports to be on behatate-wide classes in all states in which
QCII has fiber optic cable in railroad rights-ofyvother than Louisiana and Tennessee), and aldebalf of two classes of landowners
whose properties adjoin railroad rights-of-way ovédly derived from federal land grants. Severdiaas purport to be brought on behalf of
multi-state classes. The lllinois state court acparports to be on behalf of landowners in Ill;ydbwa, Kentucky, Michigan, Minnesota,
Nebraska, Ohio and Wisconsin. The lllinois fede@irt action purports to be on behalf of landownerrkansas, California, Floridi
lllinois, Indiana, Missouri, Nevada, New Mexico, hana and Oregon. The Indiana action purports tonbeehalf of a national class of
landowners adjacent to railroad rights-of-way owbich QCII's network passes. The complaints seekatges on theories of trespass and
unjust enrichment, as well as punitive damages.

Qwest Communications Corporation (“QCC"), one of I other subsidiaries, is a defendant in litigatifiled by several billing agents
for the owners of payphones seeking compensatioodialess calls made from payphones. The matjeengling in the United States District
Court for the District of Columbia. Generally, thayphone owners claim that QCC underpaid the amafucimpensation due to them under
FCC regulations for coinless calls placed fromrtiphiones onto QCC'’s network. The claim seeks cosggén for calls, as well as interest
and attorneys’ fees. QCC will vigorously defendiaghthis action.

We are a defendant in litigation brought by sevevahers of payphones relating to the rates we euhtigem for the lines to their
payphones between 1997 and 2003. Generally, thehpag owners claim that we charged more for payplaaaess lines than we were
permitted to charge under the applicable FCC rdles lawsuits are pending, one filed in the Unigtdtes District Court for the Western
District of Washington, the other in the Unitedt8taDistrict Court for the District of Utah. The ®hngton lawsuit resulted in reversal of the
district court’s dismissal order by the Ninth Ciitc@ourt of Appeals, and is currently stayed pegdiesolution of related proceedings before
the FCC. In the Utah case, the Tenth Circuit Cotiippeals reversed a
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dismissal by the district court and directed that district court refer several issues to the FQQGdsolution. A proceeding against us is also
pending before the Oregon Public Utility CommissiBeveral related proceedings are underway at@tiRvolving us, other
telecommunications companies, and payphone owimeadl. of these proceedings, the payphone owneark damages for amounts paid
allegedly exceeding that which was permitted underapplicable FCC rules. We will vigorously defeaghinst these actions.

A putative class action purportedly filed on belddltertain of QCII's retirees was brought agai@€tll and certain other defendants in
Federal District Court in Colorado in connectionthn@CII's decision to reduce the life insurance benefitiese retirees to a $10,000 ben
The action was filed on March 30, 2007. The pléstillege, among other things, that QCII and othefendants were obligated to continue
their life insurance benefit at the levels in plaedore QCII decided to reduce them. Plaintiffsksstoration of the life insurance benefit to
previous levels and certain equitable relief. Qédllieves that its reduction of the life insuraneadfit was permissible under applicable law
and plan documents and will vigorously defend agfatims action.

QCII has tax related matters pending against itageof which are before the Appeals Office of tR&, the outcomes of which could
result in a liability to us. In addition, tax shagiagreements have been executed between QCllrevidys affiliates, and QCII believes the
liabilities, if any, arising from adjustments tceprously filed returns would be borne by the &diéid group member determined to have a
deficiency under the terms and conditions of sugre@ments and applicable tax law. We have not génerrovided for liabilities attributabl
to current or former affiliated companies or fagints they have asserted or may assert againsteibeliéve that we have adequately
provided for these tax-related matters. If the réed reserves for these tax-related matters auodficient, we could be required to record
additional amounts in future periods.

Note 16: Other Financial Information
Prepaid Expenses and Other Current Assets
Prepaid expenses and other current assets as efrbec 31, 2007 and 2006 consisted of the following:

December 31,
2007 2006
(Dollars in millions)

Prepaid expenses and other current as

Deferred activation and installation chart $ 12C $ 14¢€
Prepaid expenses and otl 10z 104
Total prepaid expenses and other current a $ 228 $ 25C
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Accrued Expenses and Other Current Liabilities
Accrued expenses and other current liabilitiesfa3ezember 31, 2007 and 2006 consisted of theiatig:

December 31,
2007 2006
(Dollars in millions)

Accrued expenses and other current liabilit

Accrued interes $ 11¢ $ 13t
Employee compensatic 38¢€ 42¢
Accrued property and other tax 257 257
Other 19C 22¢
Total accrued expenses and other current liats $ 952 $ 1,04¢

Note 17: Labor Union Contracts

We are a party to collective bargaining agreemwitts our labor unions, the Communications Workdréumerica and the International
Brotherhood of Electrical Workers. Our three-yedrdr agreements with the unions expire on Augus2@68. As of December 31, 2007,
employees covered under these collective bargaamngements totaled 20,250, or 60% of all our eygads.

Note 18: Subsequent Events

On February 13, 2008, we declared a dividend dfifibn to QSC. On February 15, 2008 and Febru&y2®08, we paid dividends of
$400 million and $300 million, respectively.
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