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I ntroduction

In the business press over the last few years various labels have been used to describe
the new generation of telecom companies which have burst onto the scene. These
companies have come to the market with new networks and new attitudes:
“Unencumbered by legacy systems or legacy mentality”.? Perhaps the most frequent
label used for the new entrantsis “upstarts’. Another is“newbies’.> A more dramatic
image was preferred by McKinsey which talked of “attacker telecommunication
companies’.* A similar image was evoked by the FT which, in adiscussion of the
industry, stated that, “ And now strange, fierce creatures, previously unknown in these
parts, are darting about”.> Whatever terminology is used, however, most accounts of
the development of a new breed of communication companies identify the single key

player as Qwest Communications.

The FT, for example, implied that for most of the last few years Qwest has been “the
most talked-of company in the industry”, and that it represents the “ self-styled |eader
of the ‘bandwidth barons ”.° The Economist adopted a similar stance referring to
Qwest as the “next WorldCom” - the company which had been at the forefront of
change prior to the arrival of the most recent wave of innovators. On another

occasion it stated simply that “Qwest is a phenomenon”

In the profile which follows it will be seen that the rise of Qwest is attributable to a
number of disparate factors. Thiswas the view taken by the New Y ork Times, which
argued that: “In some ways the rise of Qwest represents an ideal confluence of ability,
personality and opportunity”.® The third of these conditions was assisted by the US
Telecommunications Act of 1996 which helped nurture the demand for Internet
communications. Thefirst two it put down to two individuals, Philip Anschutz and
Joseph Nacchio, respectively. This profile starts by looking at the two men.
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1/Origins and Development

Philip Anschutz

Reviewing the company in 1998 Forbes suggested that, “ Qwest’s own story isa
probably-only-in-America one, starting with agleam in the eye of Philip Anschutz”.*°
Thisimage of an “al American story” was heightened by the FT which suggested
that, “Anschutz displays all the trappings of the modern western maverick”, and that

he has “cattle, oil and railroads in his blood” .

Anschutz started his business career with the purchase of a cattle ranch in the late
1960s which proved to be the source of considerable oil reserves. He later sold his
interest in the oil-rich ranch for $500 million.*? 1n 1982 he bought the Denver and
Rio Grande Western railroad for $500 million - with $90 million cash up front. Four
years later he leveraged this investment into the purchase of Southern Pacific Rall
Corp. Qwest was spun off from the railroad operation in 1988."* In 1995 this railroad
was sold to Union Pacific for $3.9 billion, netting him a profit of around $1.6
billion.** The New Y ork Times pointed out that the Southern Pacific Railroad had
aready given birth to Sprint (hence the first two letters of its name) and, “through Mr
Anschutz, Qwest has become the Southern Pacific Railroad’ s second great

communications progeny”.*

After selling the Southern Pacific Railroad to Union Pacific Anschutz retained the
right to lay fibre-optic cable along the tracks of both railways - a strategy which he
had started through an arrangement between Southern Pacific and Qwest in 1992.%°
This move, suggested the Economist, was no less than “a stroke of genius’."’
Business Week was equally enthusiastic describing the rights of way contract as a
“gem”.™® In addition to his agreement with Southern Pacific and then Union Pacific,
Anschutz also secured the rights of way along CSX Corp’s 19,000 miles of track.™

In examining his business record most commentators agree that he has a tremendous
ability to identify cash-generating opportunities which have been overlooked or
declined by his competitors. Business Week took this view, arguing that, “For Philip
F. Anschutz, life has been one long adventure in ferreting out hidden treasures in
unexpected places’.® Fortune focused on his tendency to go against the grain,
painting him as something of a“contrarian” who was inclined to “bet against the
conventional wisdom”.?* Aswell as being known as unconventional heis also widely
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portrayed as being something of arecluse. The New York Times, for example,
referred to him as “the reclusive Denver billionaire”,* while the FT painted him as
“mediashy” claiming that, “Thisis aman so keen on privacy that amost no

photographs of him exist”. %

Looking at the extent of his personal fortune: in 1995 he was worth around $2
billion.** By 1999 his worth was put at $16.5 billion - much of the increase
attributable to Qwest’ s strong marker performance® In late1998 he was reported to
be one of the richest 10 men in the U.S.® In keeping with such riches heis
occasionally involved in philanthropy. He has given money to Bob Dole, the 1996
Republican presidential candidate, and to the arts.

While making the usual references to Anschutz being “press-shy”, the New Y ork
Times pointed out that it was only due to his “stealthy manoeuvrings’ that a face-
saving deal was finally agreed between Qwest and Global Crossing in the merger
battle involving Frontier and US West (see Mergers section).”” The implication was
that when it came to the crunch his business ability was far stronger than hisreclusive
nature. Thereis also evidence to suggest that he keeps his head in acrisis. Even with
“the ferocious merger battle” between Qwest and Global Crossing in full swing
Anschutz, it seems, was busy doing other deals. Forbes revealed that he paid $106
million for avideo transmission and storage business called Slingshot at the same
time as the merger talks.®

In addition to this deal he has also been involved in a number of recent ventures which
are not directly related to Qwest. In 1995 he was part of a $113 million deal to buy
the Los Angeles King's hockey team. In England, he has an interest in another ice
hockey outfit, the London Knights. Other sporting interests include his involvement
of three of Major League Soccer’s 12 teams (the Colorado Rapids, Los Angeles
Galaxy and Chicago Fire). He aso has a stake in the basketball team the LA
Lakers?® The FT suggested that far from being a“sports nut”, Anschutz got so
heavily involved in sports clubsin the LA area due to a plan to construct a giant
complex in the city to house most of its sports teams.®® His partner in this enterprise
was media magnate Rupert Murdoch, who owns baseball’s LA Dodgers.

Joseph Nacchio

As stated above Nacchio has been characterised as having the “ personality” which
compliments the business ability exhibited by Anschutz. Again, Forbes profiled him
under the by-line: “An only in Americastory”.* It stated that he was the grandson of
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arag picker who emigrated from Italy and the first in hisfamily to attend college. He
“grew up in a scrappy Italian neighbourhood on Staten Island”.** Contrasting his
background and upbringing with his present position at Qwest, Nacchio has

commented that “My grandparents wouldn’t even understand what | do”.*

The “personality” of which so much has been made seemsto be in keeping with the
typical Italian immigrant upbringing which he experienced. That thisleft itsmark is
shown by the comments of the Economist which stated that: “ At times Joe Nacchio
looks and sounds asif he has walked straight off the set of a Martin Scorsese film” .
Less controversially, it has been said that, “Joe Nacchio isadynamic guy” and that he
is“self assured - cocky even”.* It has aso been claimed that Nacchio’ s personal
gualities have been responsible for the development of something of a “machismo

culture” within Qwest.*

He spent 25 yearsat AT& T, rising to run both the consumer and business long
distance units. In 1996 he was aloser in the battle to succeed Robert Allen asthe
firm’s CEO by which time he claims to already have been “disincentivised” by the
bureaucratic ways of the company and its failure to react to the opportunities
presented by the explosion of the Internet.®” He left the company “on not very
pleasant terms’.® Upon the departure of Nacchio from AT&T, its new President,
John Walter, wrote a letter to the staff stating that Mr Nacchio, “has always wanted to
lead his %/vn company, and it has become clear to him that won't happen here at
AT&T".

He arrived at Qwest in January 1997. His starting salary was $600,000 with a
$300,000 annual bonus. In addition he received 6.3 million share options (worth
around $227 million at August 1998) plus an “equalization payment “ of $10.7
million payable over three years as compensation for any benefits lost upon leaving
AT&T.* In February 1999 he was named Chairman of Qwest, in addition to his two
other posts of President and CEO.

H. Brian Thompson

H. Brian Thompson joined Qwest as vice chairman in June 1998 with the take-over of
LCl where he was Chairman and CEO. He resigned from this position in December
1998. He was then chosen to head the market floatation of Ireland’ s state owned
Telecom Eireann.** In March 1999 he was elected Chairman and CEO of Global
TeleSystems - one of Qwest’s main competitors, particularly in the European carriers
carrier market.
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Solomon Trujillo

Following the merger between Qwest and US West (see Mergers section, below)
Solomon Trujillo, the CEO and Chairman at US West since 1998, has emerged as a
key individual. At timesit has been commented that he is entirely different from
Nacchio (and indeed from another assertive New Y orker, Robert Annunziata of
Global Crossing, who also tried to do a deal with Trujillo’s company in 1999). The
New Y ork Times, for example, described him as, “humble, soft-spoken, and

earnest” .

He came from a Mexican-American background and is open about attributing his
success, in part, to the programme of affirmative action. He started with AT&T in
1974 and recalls that “the only Hispanics there swept floors and cleaned bathrooms”.
Due to affirmative action, however, he secured awhite-collar position as a business
forecaster with Mountain Bell in 1974. Thiswasonly ayear after AT&T, ina
settlement with the Equal Employment Opportunity Commission, had agreed to take
on more members of minority groups. His official biography contains a comment
from Henry Cisneros, the former Secretary of Housing and Urban Development,
claiming1 that Mr Trujillo is“the most important Hispanic in corporate America
today”.

43

Despite the poor image which has at times surrounded US West, Mr Trujillo has been
widely credited with improving the company. In discussing his qualities the New
Y ork Times suggested that, “Mr Trujillo’s ability to shift his stance may be his
strongest asset, as he triesto change US West...into a global communications forc
This comment which was in reference to the company’ s strategic direction took on a
rather different meaning when Trujillo found himself in close negotiations with
Global Crossing (which led to an agreed merger) and then immediately afterwards
with Qwest (which led to the original merger agreement being scrapped — see Mergers
section, below).

g’ '45

Jack Grubman

Another personality who crops up in the early years of Qwest (and also Global
Crossing) isanalyst Jack Grubman of Salomon Smith Barney. The FT described him
as “the most prominent of Wall Street’s new band of superstar analysts.”* He had
been instrumental in bringing together MCI and WorldCom and also played akey role
in the proposed mergers between Global Crossing and both Frontier and US West
(see Mergers section, below).

Things got rather complicated when Qwest entered the fray, since Grubman had been
central in bringing both this company and Global Crossing to market and was an
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“unabashed bull” of both outfits.*” In other words he had a close involvement with
both of the “two darlings’ of the telecom world.*® In the case of Qwest the links went
further since he had worked with its CEO, Joe Nacchio, at AT& T and had been
instrumental in getting him recruited in that position at Qwest. During the protracted
and often highly personalised battle between Global Crossing and Qwest, Grubman
had to walk something of a diplomatic tightrope, although given that Salomon Smith
Barney were acting on behalf of Globa Crossing he had little choice but to come
down on their side.

Mr Nacchio of Qwest denied that there was anything “ personal” in the take-over battle
and pointed out to reporters that Grubman had recently attended his son’s graduation
party. Nacchio went on to claim that “the punch lineiswe'll till be friends after this
isover”.*® In the course of the take-over battle, though, Nacchio admits that he
informed Grubman and his fellow Global Crossing advisors that, “I’m going to drop a
ton of bricks on your heads’.>® He was, of course, speaking metaphorically.

2/Investors

Qwest was wholly owned by the Anschutz Company until June 27, 1997 when the
company issued common stock in an IPO. Anschutz’ sinitial investment in Qwest
was reported to have been $55 million.>! Asof late 1997 he had a 84.8 percent stake
in the company - worth around $2.9 hillion at the time.>® By late 1998 his stake had
dropped to 52 percent.>® Qwest’s 1998 Annual Report put his stake at 46.2 percent as
at 31% December 1998.>* In mid 1999 it was reported that even after selling $1.5
billion of his stake to Bell South (see below), Anschutz retained around $10 billion
worth of shares.®™ Asof March 2000 Anschutz's stake was just under 38 per cent
percent.®® At thistime Directors and Executives as a group (excluding Anschutz)
accounted for less than one percent of the stock.>’

In April 1999, Bell South paid around $3.5 billion for a 10 percent share in Qwest.
This gave the Baby-Bell its maximum allowabl e equity stake in the company until it
wins long distance relief.®® The Baby-Bell later lodged an SEC filing indicating that it
could possibly take a controlling interest in the company at some point in the future.®

As part of ajoint-venture arrangement in December 1998, Microsoft agreed to take
$200 million worth of Qwest’s equity at $45 a share - given Bill Gates' corporation a
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1.4 percent stake in the company.®® According to Business Week the First Capital
Group also had a significant stake in Qwest. **

3/Mergers, Acquisitionsand Joint Ventures

In the company’ s Fact Sheet, provided with its Investors' Pack, one of its stated
strategiesisto “Expand quickly through acquisitions, alliances and internal growth”.
The following account of mergers, acquisitions and joint ventures shows that Qwest
has been true to its word with an intense level of activity over the last few years. In
particular Qwest has been busy forging strategic alliances with key namesin the
computing and Internet world. The extent of this activity is demonstrated by the fact
that Qwest has established relationships with both Netscape and Microsoft - two
companies which are conventionally portrayed as mutually hostile. In the Fact Sheet
Qwest emphasi ses the importance of these aliances and claims that:

“Through strategic relationships Qwest is leading the move toward
convergence of telecommunications and computing”.

Acquisitions

In October 1997 Qwest purchased SuperNet for $20 million in cash. This Colorado-
based ISP offered a“quality service record and extensive customer base”.%?

In March 1998 Qwest acquired Phoenix Network Inc., a non-facilities-based reseller
of long distance services. The price was $27.2 million worth of Qwest’s common
stock.®®

In April 1998 Qwest paid $150 million in cash and stock for Eunet International, a
European Internet Service Provider based in Holland with 60,000 business customers
and operations in 13 countries in Europe.** Telecommunications greeted the news
with the headline, “ Operators and | SPs begin symbiotic relationship”, arguing that
increasingly companies such as Qwest were choosing to buy, rather than build, their
ISP expertise.® The Dutch company, it suggested, would be used as a foothold for
Qwest’ s planned introduction of IP telephony into Europe. Writing in the 1998
Annual Report Nacchio stated that the company made Qwest a“major player in
Europe's exploding data market”.®* Commenting upon the purchase the FT stated
that:

“The deal underlines Qwest’ s determination to build its international
operations and signals a further consolidation in the fragmented European ISP
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marketu 67

In March 1998 Qwest made a $4.4 billion all-paper bid for LCI International, a 15
year old company known for the sophistication of its marketing.®®> The logic behind
the acquisition was obvious, claimed Richard Klugman of Goldman Sachs:

“Qwest has the network and is working on getting a customer base. LCI has
the customer base and is working on growing its network”

This purchase “vaulted” Qwest to become the fourth largest long-distance carrier in
the U.S. - and was seen as something of “adap in the face” for the “Big Three’
operators, AT& T, MCl WorldCom and Sprint.” By gaining accessto LCI's
customer-base, the deal would, according to Nacchio, allow Qwest to accelerate its
plans by about three years’.”*

In September 1998 Qwest paid $185 million in stock for Icon CMT Corp which
provides Web and network services to companies such as Bear, Stearns & Co., CBS
and Pfizer.”> Telephony reported that the deal would give Qwest immediate
leadership in the Internet service market.” The company subsequently changed its
name to Qwest Internet solutions and started deploying Qwest Cyber Centers across
the U.S. to provide Web hosting and |P-based Internet solutions.” In apress release
relating to the announcement Qwest suggested that the “merger” would also boost its
relationship with Microsoft (see joint-ventures, below) in that Icon’s sales channels,
datacentresand IT staff would contribute to that alliance s provision of advanced
hosting services.”

Mergers

The Battlewith Global Crossing for Frontier and US West

In early 1999 the “ upstart” telecom companies Qwest and Global Crossing were little
known outside of specialist circles. By the middle of that year they were seldom out
of the business news. Much could be written about the tussle between the two for
control of Frontier and US West. Here, only a brief account is given but suffice to say
that the episode was in keeping with the comments by Telephony that the
telecommunications industry was becoming “avirtual soap opera’.”

In March 1999 Global Crossing announced that it had reached a merger agreement
with Frontier Corporation, one of the country’s leading providers of facilities-based
integrated communications and Internet services and owner of Global Center, one of
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the biggest web hosting concerns. The deal was worth $11.2 billion.”” Frontier, once
known as Rochester Telecom, had been one of the first companies to buy capacity
from Qwest as away of branching out into the long distance business.”® This early
business relationship provided the first link with Qwest which would in time make its
own counter bid.

In May 1999 Global Crossing indicated that it was also to merge with US West, the
smallest and most rural remaining “Baby Bell” in an agreement valued at $37
billion.” AsForbes put it US West was “nobody’ s idea of aglamour stock”®:
indeed it was often referred to as “US Worst” due to its “horrible customer service”.®
The New York Times called the company the “slow growing runt of the Baby Bell
local phone family”.#? But with almost 55,000 employees it was still abig fish for a
minnow like Global Crossing (with aworkforce of under 200) to consider. The
Economist referred to the move as “a piece of socia climbing which would make
Cinderellagasp”.®® The FT, for its part, implied it was an audacious step for amere

“paper company” such as Global Crossing.®*

Many commentators were impressed with the assertiveness shown by Global Crossing
in its strategic manoeuvring. Utility Business suggested that the company “at two
years considered just atoddler in the telecommunications industry, is hitting the
terrible twosin grand style”.®> But then came along an older child, in the from of
Joseph Nacchio, who had its sights set on the toddler’ s new toys.

On June 12 1999 Qwest announced simultaneous hostile bids for both Frontier and
US West. Together the bids represented the largest ever unsolicited take-over offer.®
Clearly such amove would “scuttle the plans of Globa Crossing Ltd”.8” Asthe FT
observed, Qwest seemed to be attempting “to take over Global Crossing’ s strategy
lock, stock and barrel” 28 Theinitial offers were rejected by both Frontier and US
West. In assessing the bids Lex was quite scathing, suggesting that Qwest was “more-
or-less avirtual company”, athough admittedly it was not simply “a paper company”
like Global Crossing.®

While rumours had been flying around Wall Street that a counter bid might be made
for US West by Qwest, few analysts expected the double-barrelled attack which
materialised. The Economist focused upon Qwest’s CEO, suggesting that, “ Some of
Nacchio’s admirers feared that this time he may have let his natural aggression get the
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better of his business sense”.®® The FT, followed asimilar line, referring to Mr
Nacchio’s “chagrin” when “Mr Winnick’s Global Crossing emerged from nowhere to
unseat Qwest as the most talked-of company in theindustry”.** It went on to imply
that US West merging with Global Crossing would have been all the more painful
given that both Qwest and US West were based in Denver and had previously enjoyed
a close marketing agreement (see Joint-venture section, below).

Immediately after the bid Qwest’s shares fell by around 25 percent in record trading,
removing most of the premium over Global Crossing's original offers.® Asthe New
Y ork Times put it, investors had “panned” the offer.”®> The publication, Telephony
agreed, suggesting that Qwest’s stock had experienced “a staggering fall”.** As
Pensions & Investments put it, Qwest “was a growth stock when the market closed
June 11. Portfolio managers were treating it as alaggard 3 days later.”*® By June 23
its stock was 30 percent down on its pre-bid levels.®

Before long awar of words had erupted between Globa Crossing and Qwest. On
balance, though, it is probably fair to say that most of the verbal barrage came from
Qwest and from Nacchio in particular. Part of this was attributable to the gagging
order which was effectively placed upon CEO Annunziata until Global Crossing could
file the necessary documentation with the regulators.”” When Nacchio of Qwest was
asked if he would consider atake-over of Global Crossing itself, hereplied, “let’s face
it, all Global Crossing hasis one cable under the sea”.*® Thiswas not the first time
Nacchio had homed in on this side of Global Crossing. In another interview he had
stated that:

“Global Crossing have described themselves as the wet Qwest - Qwest under
the ocean. They have aspirations to be like us but they’re not. We've
completed our nation-wide network. They have one cable under the
Atlantic”®

Neither of theinitial bids were accepted, not least due to the fall in Qwest’s share
price which had reduced the value of their all-paper offers. Business Week, speaking
of Nacchio, argued that, “With the current offer, he’s not going to get US West and
he’s not going to get Frontier. He's just going to get embarrassed”.!® Its advice was
presented under the headline “ Qwest, pull the plug on this deal.”

But the plug was not pulled and on June 23 Qwest made an improved bid for the two
companies containing various “ sweeteners’. The response of the two target
companies was less than enthusiastic. Lex was not impressed either, asking, “What is
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worse than launching a hostile bid that fails to impress? Raising it and still not
delivering akiller blow”. Lex went on to suggest that Qwest could finally prove
victorious but that it has “hardly looked smart so far”.’®* After Qwest had struggled to
impress for the second time the New Y ork Times repeated the comments of a \Wall
Street banker who had suggested after the original hostile bids that, “ Thiswill be a
Harvard Business School case study someday on how not to launch a hostile take-
over” .’ The New York Times also suggested that the company’ s subsequent “road
show” in which it tried to sell the deal to investors was “equally disastrous’.*®® One
analyst, Robert Gendler, of the mutual fund company T. Rowe Rice, expressed the
views of many commentators when he commented that, “1 think the whole strategy is
absurd”.*® Luckily for Qwest, however, the stock-price of Global Crossing had also
been getting weaker during the battle - making its own increased offers ook more
attractive.'®

On June 18 the New Y ork Times implied that Qwest was much more interested in US
West than in Frontier. This view was supported by Brian Hayward, manager at
Invesco Worldwide Communications fund, who stated that “if | were guessing, | could
see Global Crossing getting Frontier and US West going with Qwest”.’® He guessed
correctly. On July 19 it was announced that Global Crossing and Qwest had reached a
“gentleman’ s agreement” whereby Global Crossing was to go ahead with its merger
with Frontier and Qwest was to get US West in a$36.5 billion deal.*”’

Commenting upon the original agreement between Global Crossing and US West,
Annunziata, in keeping with his dynamic reputation, indicated that the joint outfit
would be athorn in the side of the major players since "the good news is we know
how to move quick”.’® Unfortunately, on this occasion Global Crossing did not
move quickly enough to prevent thisdeal being scuppered by Qwest. Annunziata and
Global Crossing did, however, have the consolation of a break-up fee of $420 million
from US West to help restore their wounded pride. This comprised of three equal
$140 million increments, namely:

* cash, to be paid immediately;

* returned Global Crossing stock from the tender offer (valued at the same $62.75 per
shareat which US West acquired it); and

* capacity purchase on the Global Crossing network, to be purchased over two years
at Global Crossing's published Tier 3 prices.'®

Interestingly, thisfinal break up fee represented |ess than half the agreed sum of $850
million which had been written into the original agreement. The lesser penalty to US
West islikely to have formed part of the merger compromise reached between Global
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Crossing and Qwest - the result of what the New Y ork Times called “weeks of

almost Machiavellian manoeuvring” .}

While Globa Crossing and Qwest were fighting it out in these take-over battles it
could have been easy to overlook just how similar the aims of the two companies
were. Both had reached a critical time in their development whereby they needed to
acquire customers and attempt to join the big-league players. Thiswas recognised by
the FT which stated that:

"By providing customers, an instant sales force and direct access to customers
through local networks, those acquisitions would help to turn both companies
from construction projectsinto rounded telephone companies'***

The New Y ork Times made asimilar point:

“Both Global Crossing and Qwest need customers, and they need to get them
before investors realize how great the need redlly is’ .2

Earlier, this newspaper had helped to add some historical perspective to the episode
arguing that:

“The Global Crossing - Qwest showdown is just the latest bombshell in the
telecommunications industry which has come to resemble the railroad and
steel industries of a century ago in its ruthless dashes for assets and market
share” 3

Reading the post-merger comments by both Global Crossing and Qwest it is easy to
accept the theory than the outcome represented a “win-win” compromise with both
companies getting what they truly coveted. Mark Bruneau, of Renaissance
Worldwide, was less inclined to accept this “victimless’ assessment, suggesting that:

“Thisisabig win for Qwest because it’s proving that you can acquire your
way into local access...and it'sabig loss for Global Crossing because it has
l[imited time to convert its lofty market valuation into areal, sustainable
revenue engine and operation”***

While Qwest can be presented as victorious, however, the reputation of Nacchio was
not enhanced during the episode, with the business press frequently questioning his
motives and temperament. Rather than a*“win-win” outcome, then, it seemsjust as
valid to argue that to some extent both companies emerged as losers from the affair.

Qwest’s Post-Mer ger Relationship with US West

19 The New York Times (25/6/99, 21/7/99)
1T (30/6/99)

12 The New York Times (19/6/99)

3 The New York Times (14/6/99)

14 Quoted in The New Y ork Times (17/7/99)
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The post-merger company would have a market capitalisation of around $65 hillion,
sales of $18.5 billion and 29 million customers.*™> A company press release indicated
that the newly merged entity would qualify as a Fortune 100 company which would:

“bring together the world's most advanced network providing broadband
Internet communications with the most innovative local communications and
the nation's leader in providing high-speed Internet access through advanced
DSL technology”

Even after Qwest succeeded in having talks with US West, however, the negotiations
were far from straight forward. The New Y ork Times quoted their ubiquitous person
“close to the talks’ who informed them that, “US West was concerned about Qwest
slashing and burning its management team”.**” In the end Qwest conceded a
significant role for US West’' s management in the new company and agreed to Sol
Trujillo becoming Co-Chairman and taking charge of the company’ s local and
wireless operations. Thisformed part of an agreement whereby the new Qwest would
have three Co-Chairmen: Mr Trujillo, Mr Nacchio and Mr Anschutz.**® Mr Nacchio
would also serve as CEO of the new company. Such a*“menage a trois management
plan” was described by the FT as “unconventiona” and “bizarre” **°

Qwest did not, however, waste any time in exploiting the greater opportunities which
theinclusion of US West within the corporation presented. In August 1999 Qwest
announced that it was offering high speed Internet access in 13 US cities, with the
intention of increasing that to 30 by the end of the year. According to the New Y ork
Times this plan had been assisted by its merger with US West which * has been the
most aggressive of the regional Bellsin selling digital subscriber line services’ ' It
was expected that other announcements would follow as Qwest acted to maximise the
potential of its newly enlarged customer base.

Deutsche Telekom’s I nvolvement

By the Spring of 2000 the merger between Qwest and US West was well on its way to
winning regulatory approval. This complicated and convoluted deal, it appeared, was
nearing its conclusion. Then in March the whole merger process was thrown into
confusion by Deutsche Telekom'’s attempt to merge with both US companies.

Clearly, though, the German incumbent was far more interested in Qwest’ s digital
network than in US West’ s local business. Earlier it had been seen as aprime
candidate to took over Global Crossing in order to secure its network assets. For this
reason it intended to offer a higher premium for Qwest’ s shares than for US West's.
This prompted US West to block the deal unlessit’s share holders were treated on an
equal basis. Failing thisit insisted that the original merger with Qwest proceed as
scheduled. Any delay or backtracking on the part of Qwest would be met by a
substantial claim for damages.*** Finally, faced with the prospect of paying almost

15 PC Week (26/7/99)
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$100 billion for two companies, one of which it did not want, Deutsche Telekom
withdrew from negotiations.'*

The episode undoubtedly did further harm to Qwest’ s reputation and to its ongoing
relationship with US West. In particular, the relationship between Nacchio and
Trujillo was tested. Speaking after the collapse of the merger talks Qwest’s CEO
stated that:

“We regret that US West apparently wouldn't even consider an alternative
transaction...despite the possibility of greater value for US West
shareholders’**

Meanwhile Trujillo undoubtedly felt marginalized during Qwest’ s attemptsto align
itself with Deutsche Telekom. Speaking of Nacchio he stated that, “ Joe and | really
don’t have the same style and beliefs’.*** Given that the two men would be Co-
Chairmen of their combined companies this did not bode well for the future.

Joint Ventures

In May 1996 GTE announced plans to buy a quarter of the Internet capacity of the
Qwest network. The price put on the deal was around $450 million. While the deal
was more a supplier/customer arrangement than a joint-venture, the two companies
are often discussed in away which would suggest they have an on-going collaborative
arrangement.*®

In 1998 Qwest was selected to provide the Internet backbone to connect 130
universities across the US as part of the Internet 2 project. The plan had originally
been announced by President Clinton in 1996.2%° As part of the deal Qwest agreed to
donate 16,000 route fibre miles of its OC-192 network to help build “ Abilene’, the
network backbone for Internet 2, a project which had originally been initiated by the
University Corp. For Advanced Internet Development. The donation announcement
was made by Vice President, Al Gore, with Nacchio at his side - something of a coup
for the young company.*?’ Commenting upon the new system, thought to be 1000
times faster than today’ s Internet, Al Gore stated that:

“In coming years this investment may enable the best medical speciaiststo
give advice to patientsin rural hospitals, scientists to use remote
supercomputers to predict tornadoes, and adults to get new skills through
distance learning”**®

In February 1998 Qwest formed ajoint marketing agreement with Hughes Network
Systemsfor ATM and frame relay products. Qwest agreed to deploy Hughes Radiant
multiservice edge switches on its network and designated the company as first

122 BT (10/3/2000).

122 Quoted on FT.com, 10/3/2000
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technology partner.'® It also announced a deal with Northern Telecom whereby it
would utilise its Transport Node OC-192 technology, designed for traditiona voice
networks. Thiswas interpreted as a sign that Qwest was not abandoning ol der
technol ogies altogether (something which separated it from “purist” digital network
builders such as Level 3).

In February 1998 Qwest finalised a marketing deal with !nterprise (adivision of US
West). The arrangement was described as an “unusual partnership” which allowed the
companies to take advantage of aloopholein the 1996 Telecom Act which allowed a
Bell company to market an unaffiliated carrier’s services.*® The deal was quickly
followed up by another one with Ameritech. Just as quickly, though, five of Qwest’'s
competitors filed law suits against it claiming a breach of the 1996 legislation.™*" A
few months later Network World reported that Qwest’ s lawyers were “pulling out all
the stops” to salvage the deals.*** The attempt was unsuccessful, however, and in
September 1998 it was reported that the attempt to “side-step” the long distance
regul atory restrictions had been blocked by the FCC.*** David Gooditree of Forrester
Research had seen the type of aliance between Qwest and US West as a natura way
forward, commenting that:

“It’s good for customers and both companies get to do what they're best at. It
shows you don’t have to own all the assets to keep ahead”***

Asjust stated, though, the companies were ultimately prevented by the FCC from
doing what they were best at in a collaborative arrangement. Asaresult, it seems that
Qwest concluded that the only way forward was indeed to own the assets - a change of
stance which would lead to their takeover bid for US West alittle over ayear later.

Around July 1998 speculation was growing that BT was on the verge of announcing a
major alliance with aU.S. operator, following the collapse of its relationship with
MCI. Intheend it wasto link up with AT&T but the short-list was a so thought to
include Qwest.** As part of this ongoing speculation the Economist had previously
suggested that Qwest could be an out right takeover target for BT. Exercising caution,
however, it reminded its readers that, “ Qwest’ s eye-watering rating givesit a
phenomenal market value of nearly $12 billion, and it comes with a gung-ho culture
that BT might find impossibly alien”.*®

In August 1998 it was reported that BCE, the Canadian telecoms group, was actively
seeking a partner in order to move into the U.S. market.™*” Qwest was seen as one of
the most likely candidates. The FT later indicated that talks had had taken place
between the two companies although nothing definite was announced.**®
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In September 1998 it was announced that Qwest was teaming up with Netscapein a
venture called Netscape Contact which would allow consumers to manage voice mail,
E-mail and fax communications through a single site on the Web.*** The three year
agreement would also see the companies focusing upon corporate communication
management. Information Week commented that, “ The future demand for these
combined services for corporate customers looks strong”.**® The most visible affect
of this aliance would be that Qwest would, in the future, have a button on the tool bar
Netscape’' s Communicator web browser. Commenting upon Netscape's move into
the corporate service sector the FT suggested that it was a“lucrative, but uninspiring
activity”. It concluded that “Netscape, the pioneer of the Internet, has gone

mainstream” .24

In November 1998 a $1.2 hillion joint-venture between Qwest and KPN, the dominant
phone company in the Netherlands, was announced. The deal involved the provision
of high-speed data services to European businesses, with the operation going under
the name KPN Qwest. The deal, suggested the FT would create Europe’ s biggest
network for Internet traffic and may lead to joint activitiesin other areas of the
telecoms market.**? The venture was designed to serve multinational companies and
also other telecoms carriers and Internet service providers. Nacchio stated that, “ This
will alow our customers to manage their data, video and voice networks as these
converge”. Part of the deal involved the incorporation of Qwest’s recent purchase
Eunet into the joint-venture.**®

KPN had previously been involved in atie-up with AT&T in the form of the
Unisource Communications Service - an arrangement which was being “ unwound”
after AT&T’s new alliance with BT.**

In early 1999 the joint-venture company announced that it had won a $50 million
contract to provide an advanced high-speed fibre optic network linking European
research centres.** In April 1999, the FT announced that the joint operation was
considering a stock market listing in order to help finance future acquisitions across
Europe. Qwest executive Jack McMaster (later appointed Chief Operating Officer of
the joint-venture) was quoted as saying that such a move would give the operation “a
currency to expand”.**® The IPO for the company duly took place in November 1999,
with around 10 percent of its shares being floated. At the time the operation was
valued at around $8.4 billion.**” The offering was designed to raise about $1 billion
of the $2.1 billion that that the company needed to compl ete its pan-European
network .
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In December 1998 Qwest announced an exclusive multi-year agreement with
OfficeMax to provide prepaid calling cards for the chain’s private label brand,
OfficeMax Prepaid Phone Cards.**

In December 1998 a deal was announced between Qwest and Microsoft whereby the
former company would host el ectronic commerce Web applications and virtual
private networks as part of the increasing outsourcing of applications to external
networks. The applications used for these services would be based upon Windows
NT. Qwest indicated that it would create an new business unit focusing upon the new
services early in 1999.1%°

As part of the joint-venture, Microsoft agreed to take $200 million worth of Qwest’s
equity at $45 a share - given Bill Gates' corporation a 1.4 percent stake in the
company.™! Commenting upon the increasing interest being shown in the
outsourcing of applications, the FT stated that “ Even Microsoft is dipping afairly fat
toe in the water”.>* The Economist described Internet-based outsourcing as a“ huge
and fast growing business’” and distinguished it from the more traditional “end-to-
end” variant whereby the likes of IBM would offer a complete package of solutions to
large corporations. To clarify:

“If end-to-end outsourcing is the computer equivalent of limousines with
chauffeurs, the new version is afleet of taxis - less luxurious, but much
cheaper and for hire to businesses anywhere” >3

Commenting further upon the trend, the Economist stated that:

“Some companies will feel uneasy about giving their most valuable data to
hired guns half a continent away. But for others, leaving the management of
the network, systems, data and applications to contracted professionalsis an

idea whose time has come” ™

Other industry sources continued to feel “uneasy” about the rapid development of
applications outsourcing with Information Week warning that:

“Businesses would be wise to approach this new market with a degree of
scepticism. The promises - cheaper, faster, more effective computing
architectures - resemble those in the infancy of client-server computing”*>®
Discussing the deal in more detail the FT suggested that the alliance could represent a
“gignificant link” with Qwest and was a step beyond Microsoft’ s previous investments
in telecom firms (such as UUNET) which were “passive” in nature™® One immediate
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goal for Microsoft, it argued, was to prove that Windows NT was suitable for large
scale systems - something which competitors such as Sun Microsystems had
frequently questioned.

Referring to the alliance in the 1998 Annua Report Nacchio pointed out that the deal
would give Qwest access to 88,000 sales distribution points that provide Microsoft
products. He estimated the revenue potential at $3 billion over the next five years and
drew attention to the launch in March 1999 of the alliance’ sfirst product:

Q. Commerce-Retail, aturnkey solution for the retail industry to create Web-based
store-fronts.™’

In early 1999 Qwest moved further into application outsourcing by teaming up with
Hewlett-Packard Co., Siebel SystemsInc and SAP AG to offer hosted business
automation applications. These planned hosted applications ranged from Enterprise
Resource Planning (ERP) to Virtual Private Network (VPN) services. Speaking of the
move, Vab Goel, Vice President of engineering and advanced technologies at Qwest,
stated that, “We can go to IT managers and basically help them amalgamate all of
their systems and move to asingle uniform solution”.**® Talking about the explosion
of datatraffic Network World had previously predicted a significant role for the new
telecom providers suggesting that, “From anetwork manager’ s perspective, now is
the time to get to know the new carriers, such as Qwest, Level 3, IXC and Williams

Telecommunications...” . >

Also in early 1999 Qwest made an investment of $15 million in cash in Covad
Communications, a packet-based CLEC which provides Digital Subscriber Lines
(DSLs) to Internet Service Providers and enterprise customers. Nacchio described this
investment as a“pivotal step” in that it would enhance Qwest’ s local connectivity
capacity.’® Referring to the DSL service he indicated that it would be in use within
22 local markets by the end of 1999 and would be complimented by Qwest’s own
construction of local networksin key cities acrossthe U.S. In the press release (which
accompanied the announcement he stated that:

“With the explosive growth of the Internet, including e-commerce and web-
hosting, it is critically important that Qwest has direct, unrestricted high-speed
broadband access to its customers’ %!

Qwest later followed up the Covad deal with an investment in Rhythms, another local
access provider focussing on DSL services.*®

In April 1999 Qwest announced a link-up with Bell South to promote a number of
joint marketing initiatives. The Baby-Bell, which was seen by many analystsas a
future buyer of the company, agreed to buy a 10 percent stake in Qwest for around
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$3.5 billion.’®® Initially, the broad partnership agreement would give Bell South
access to Qwest’ s nation-wide network, while Qwest, in turn, would be given better
access to Bell South’s client base in the South East of the US. The tie-up was seen by
some analysts as a means by which Bell South could compensate for itslack of a
strategic merger - the chosen path for most of the Baby Bells. The FT commented
that it was an “investment aimed a plugging the gaps caused by its independent
strategy.” 1%

In June 1999 an SEC filing by Bell South indicated that it was actively discussing the
possibility of a merger with Qwest asafollow up to its 10 percent equity purchase. It
also revealed, however, that for the time being it would not be given any seats upon
the Qwest board. Thiswould change once it won long-distance authority from state
and federal regulatorsin four of the nine states in its region.'®

Also in June 1999 Qwest moved further into applications outsourcing by teaming up
with Oracle, an arrangement through which business customers would be able to use
Qwest’ s network to access afull suite of Oracle applications. The new service, to be
called Business Online, would be marketed by both companies although only Oracle
would dea with sales.*®

Reviewing the outsourcing sector the Economist suggested that, “The most
determined firm is Oracle”, which led the market for corporate databases and was the
number two firm in “ enterprise resource planning”.*®” Other big names in the venture
included Sun Microsystems and Hewlett-Packard. Commenting upon the rising
importance of outsourcing, the Economist went on to argue that, “ Rented applications
fit beautifully with Oracle' svision of asimpler and more reliable form of computing
based on the open standards of the Internet”.*® Referring to alliances such as this,
Information Week commented that “the need for IT skills and for a network
infrastructure with high availability, reliability, and security is leading to new types of

partnerships between I T organizations and service providers...” .**

Again in June 1999 Qwest announced it had teamed up with KPM G, the accounting
and consulting firm, to launch Qwest Cyber Solutions, an Internet-based end-to-end
Application Service Provider (ASP) that will offer application hosting and application
management services. Qwest, which would have a 51 percent stake in the venture
would contribute international accessto its network and access to the 7 Cybercenter
hosting facilities that it planned to have in operation by the end of the year. Internet
Week saw this as an attempt by Qwest “to ease its way into application outsourcing”,
in particular in relation to midsize companies without the resources to manage
complex collaborative applications.*”
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Also in June 1999 Qwest announced that, along with other investors, it intended to
take a 48 percent stake in fixed-wireless operator Advanced Radio Telecom (ART) for
aprice of $251 million. Commenting upon the deal the New Y ork Times pointed to
the tremendous growth potentia in the fixed-wireless industry which was forecast to
increase from $103 million in 1998 to an estimated $8.5 billion in 2007. The
“payoff”, it suggested, “could be big”.*™* Referring to the deal, Telephony put
Qwest’slevel of investment at $90 million and indicated that there would be an
attempt to incorporate the company within Qwest’s brand. ART, it said, were
planning to build out in 40 of the top 50 US markets over the following two years.*"?

Also in June 1999 it was reported that Qwest was partnering the company, US
Clearing, in providing customised Web services for arange of its clientsin the US
clearing sector.”

Y et again, in June 1999 Qwest announced a “partnership” with Cisco Systems Inc,
worth around $1 billion, to jointly develop advanced communications services based
on Internet technology. Lewis O. Wilks, President of Qwest’s Internet unit, said that
the deal “gives us a partner that can help us on the technology side”. He continued to
explain that as Qwest moved from standard tel ephone networks to systems based on
Internet technology that “ Cisco is helping us architect it so that transition is
seamless’.*™ Unlike companies such as Level 3, however, Qwest was not prepared to
commit itself to an all-Internet-based network and indicated that it would continue to
use arange of protocols.

In September 1999 Qwest and Anschutz Digital Mediaformed ajoint venture called
Slingshot Networks to provide advanced digital production and transmission facilities
together with digital media storage and distribution services. Qwest’s contribution
was put at $85 million.}”

In early 2000 Qwest announced that it would be collaborating with IBM in the
construction of 28 new Web-hosting centresin the US. Thiswas followed by a
similar agreement with KPN Qwest for the construction of 18 such centresin Europe.
As part of the deal IBM would lease 25 per cent of the space in the centres to handle
its own customers’ Internet needs.'”® The moves were seen as part of Qwest’s
attempts to establish itself as aleading company in the expanding Web-hosting
market.

Suppliers

In August 2000 the shares of Next Level Communications fell by over 55 percent in a
single session when areport by Lehman Brothers suggested that US West would not
represent such a big customer now that it formed part of Qwest. US West had relied
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on the company for VDSL equipment as part of its Internet strategy. As of June 2000
US West accounted for 67 per cent of the company’s turnover.*”” The fear was that
Qwest would take US West in anew strategic direction, thereby cutting Next Level’s
earnings. While the episode did not reflect badly upon Qwest, it indicated how
susceptible company’ s within the telecoms sector were to changing attitudes to
particular technologies.
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4/Networ k

A key element in Qwest’ s strategy has been to develop its own independent network.
Thisisin keeping with the comments of the Economist which argued that “Owning
your own network is becoming the holy grail of theindustry”.*® In constructing its
network across the U.S. Qwest lay two conduits: one got filled with fibre optic cable,
the other stayed empty, to provide space for any new upgrades. This makesthe
network virtually “future proof” and means that Qwest is unlikely to be burdened with
the “legacy technology” which is presently the plight of many of the older operators.
Commenting on the issue, Mark Bruneau at Renai ssance Worldwide stated that

“ Qweslt; 9s network is the one everyone would love to build if they started with a clean
date’.

An indication of the value of running an independent network was given in 1999 with
Upside reporting that in switching more than 80 percent of its traffic onto its own
network by the end of the year, Qwest would be saving over $10 million in leasing
equipment from other operators.*®

The progress of Qwest’s network up until 1998 is shown below.

Table1 - Qwest’s Network 1996-1998

1998 1997 1996
Route miles of
conduit installed 17,000 9.500 3,650
Route miles of
fibre activated 12,500 3,400 900
Minutes of use 10,800 669 382
(millions)
Annual Report (1998, p16)

Qwest’s 1998 Annual Report also drew attention to its Pacific Network which will
serve Japan and the Asia Pacific region. Initially this region would be served by
capacity on an undersea cable which Qwest was constructing as part of a consortium.
Thislink would consist of a 13,125-route-mile, four fibre pair cable system. The
connection to Japan was due for completion in the year 2000.'%*

As of 1999 the Qwest Macro Capacity fibre network, designed with the newest optical
networking, spanned more than 18,500 route miles in the United States, with an
additional 315-mile network route to be completed by the end of that year. In
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addition, Qwest and KPN, the Dutch telecommunications company, formed a venture
to build and operate a high-capacity European fibre optic, Internet Protocol-based
network that has 2,100 miles and will span 8,100 miles when it is completed in 2001.
Qwest had also completed a 1,400-mile network in Mexico.*®

In mid-1999 PC Week indicated that Qwest’s 18,500 mile advanced fibre-optic
network (operating at 2.5 G bps) was essentially finished.’®®  Complementing this
would be US West’ s 40,400 mile local telephone network and its DSL services, which
are available to 5.5 million customersin 40 cities.

In the 1998 Annual Report the Qwest network was described in the following
technical terms: “10 gigabits, OC-192 speed, “ self-healing”, SONET ring architecture;
2.4 gigabit (OC-48) Internet Protocol architecture”. For those shareholders who were
not so technically minded Nacchio summed up its qualities by stating that the network
“will move more information faster, more securely and more reliably than any other
network on earth”. He went on to suggest that “Our network is the enabler and the

customer magnet”.***

In Qwest’s 1999 Annual Report it stated that its North American network now
extended to 25,500 miles. It also reported that Digital Subscriber Line (DSL) services
had been introduced in a number of US cities, with 25 citiesto be covered by the end
of 2001.

5/Addressable M ar ket

Market Size

Breaking up the market into component parts can be awkward, afact shown by the
different accounts of market size which are apparent in the literature. This
inconsistency becomes particularly apparent when projections are made for the size of
individual market segments into the future. A more rough and ready approach was
adopted by the FT which calculated that the global market for al telecom activities
was worth a figure getting on for $1,000 billion.*®> A figure of this magnitude adds
credence to the view expressed by the Business Communications Review which
suggested that, “ Next-Generation Telcos are pursuing a potentially huge market” %
In hisintroduction to the 1998 Annual Report Nacchio described the scale of this

market as “amazing”.*®’
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One market size which seems to be widely agreed upon is that for the local services
market in the U.S.. Communications of the ACM valued this market at $100
billion.’® The FT also uses this figure.*®

The long distance market in the U.S. is estimated by The FT at $80 billion.'*
According to America' s Network the figure is around $87 billion, although it argued
that Qwest was aiming to turn it into one of $40 billion by slashing prices.®* The FT
concurred with these sentiments, stating that “lean companies, such as Qwest, promise

to push prices ever lower” %

Once we turn to the markets for data the rapidity of change within the sector makes
for some divergent figures. Research from Forrester puts the global value of Internet-
related services as awhole at $327 billion by 2002. The Y ankee Group suggests that
in the US customers will spend $56 billion on Internet access over the next five

years.'®

The bandwidth market in the US has been estimated at $50 billion by 2001.** The
data communications component of the US telecommunications industry has been put
at around $25 billion annually.*® The market for IP telephony was put at $30 million
in 1998. By 2004 it is expected to increase to $2 hillion.**® Estimates from Forrester
Research indicate that the Web-based applications outsourcing market in the US could
be worth $21 billion by 2001.*"

Outsidethe U.S.

Credit Suisse First Boston suggested that the European telecoms market was growing
at around 11 percent ayear (comprising of volume growth of 17 to 18 percent and
price deflation of 6 to 7 percent). It calculated that the market would grow from $194
billion in 1999 to $413 billion by 2005.*® Virtually all of this growth was projected
to come from data and mobile traffic with voice traffic growing just enough to offset
predicted price declines. The carrier segment of the European market is put at around
$30 billion.™*

According to Bear, Stearns and Co, the European market for voice, data and Internet
services isworth more than $175 billion ayear.?® Asthe number of European
connecting to the Internet increases this figure will grow substantially. Dataguest
estimate that the number of European PCs going on line will rise from 13 million at
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the start of 1997 to 69 million by the end of 2002.%%*

Commerzbank has estimated that the telecoms sector in Europe is growing at eight
percent ayear. It predictsthat the value of the top 6 territories: the UK, Germany,
France, Italy, Spain and the Netherlands will grow from $129 billion in 1997 to $246
billion in 2005. Much of this growth will come from mobile services (from 19
percent in 1997 to 34 percent in 2005) and from the Internet.?%

The European data market was expected to be worth $55 billion by the year 2000.2%
It isthis market which Qwest hopes to tap through its purchase of Eunet and its joint-
venture with KPN. The international telecoms market for multi-national companies
looking for “one-stop-shopping” facilitiesis estimated at $40 billion with the
potential to grow by afactor of five over the next decade.”® The global market for
Web-?(%sti ng, another key areafor Qwest, has been estimated at up to $20 billion by
2003.

Target Market

Inits early years Qwest was focused on the wholesale, long distance market and as a
side-line upon the market which existed in laying cable for other operators. As
Qwest’ s strategy changed with the recruitment of Nacchio in 1997, so to do its
perceived target market.

In fact, three discrete stages in the company’ s development have been identified, each
stage accompanied by a separate target market (see Strategy section).”® Firstly came
the carriers’ carrier market, asjust indicated. Then Qwest started to focus upon the
business market, with the emphasis upon the convergence of voice and data. During
this period the company attempted to facilitate entry into new markets via alliances
(e.g. Microsoft and Netscape) and acquisitions (e.g. LCl and Icon CMT). This
expansion of the company’ s operations also took it into Europe (viathe purchase of
Eunet and the aliance with KPN). Then Qwest redefined itself as a complete
telecomsretailer asit moved its sights onto the “last mile” (amove facilitated by the
merger with US West).

6/Stock Market History

Fund Raising

During 1997/98 Qwest issued Senior Notes and Senior Discount Notes on five
separate occasions, raising atotal of approximately $2.3 billion.?” Thislevel of
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indebtedness remained stable throughout 1999 indicating by then the company had
already financed its network roll out.?®® This distinguished it from a number of its
competitors which were still borrowing heavily during 1999. Qwest’s frequent use of
the debt markets adds credence to the statement by the FT that, “Leveraged finance
and high-yield debt could have been invented for today’ s emerging
telecommunications and cable television industries.” %%

In late 1998 The Investment Dealers’ Digest reported that Anschutz Co., the main
stockholder in Qwest, would be placing a highly unusual $400 million mandatory
144A convertible security.?° This, it suggested, was down to a“loopholein the
securities law definition of an investment company” which allowed the company to
issue “the creative but highly illiquid - and typically illegal” security.

In May 1999 KPN Qwest announced a 10 year high yield bond offering, split into
$450 million and 340 million Euros tranches. It was commented that the pricing was
less expensive than previous telecoms issues, reflecting the stronger business outlook
for the two well established companies.?**

In September 2000 Qwest indicated that it would be raising $1 billion through the sale
of itsinvestmentsin 15 companies, including an interest in Global Crossing which it
had inherited through its merger with US West.?*?

28 Annual Report 1999
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Share Performance

Qwest held its IPO in June 1997 at $22 a share ($5.50 split adjusted). It raised $320
million. The FT described the reception on Wall Street as both “warm” and
“enthusiastic”, with the shares finishing at $27.50 on the first day of trading.*

During 1998 the shares made steady progress, but really took of in the first half of
1999 when they reached a high of over $47 (split adjusted). Part of this surge was due
to the perception that Bell South was preparing to buy out the company. With the
company’s double barrelled bids for Frontier and US West, however, the momentum
was lost and the shares tumbled back to around $25. Since then the shares have made
fairly steady progress, with a peak of around $60 in early 2000 when the company
looked as though it may be taken over by Deutsche Telekom. In general the company
has resisted the selling pressure which has affected the telecoms sector in general
throughout 2000. As of the beginning of November 2000 the shares stood at around
$49.2%* Part of the share’ s resilience is undoubtedly attributable to the perception that
Deutsche Telekom may make a second attempt at a merger.

Looking at the company’s share performance since its IPO it has increased in value by
around 540 per cent.?’® In attempting to explain the strong stock market performance
of telecom companies such as Qwest in the first half of 1999 the FT offered the
following comments:

“The stock market has already decided that these newcomers - along with the
fast-growing wireless industry - will win a big slice of the communications
pie, according them valuations more familiar in the realms of the technology
industry than the utility-style telecommunications worl d” %

At the beginning of 2000 Qwest shifted from NASDAQ to the New Y ork Stock
Exchange. The move was seen as in keeping with the more mature stage which the
company had reached. It now trades under the highly recognisable stock symbol, “Q”.

23 BT (25/6/97)
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7/Company Data

Table 2 - Revenues and Earnings (L osses)

($million)

1999 1998 1997 1996 1995 1994

Total Revenue 3,927.6 2,242.7 696.7 231.0 125.1 70.9

Net earnings (loss) 4585 (844.0) 145 (6.9) (25.1) (6.9)

Annual Reports (1998, 1999)

Table 2 shows the strong increase in Qwest’ s revenues between 1994-1999. With the
completion of the merger with US West these revenues are set to increase
considerably. In September 2000 Nacchio announced that the company had increased
its revenues forecasts for the next two years. The increased estimates stood at $18.8-
$19.1 billion for 2000 and $21.3- $21.7 billion for 2001.%

The above table a so shows that Qwest made a significant net profit in 1999,
something which distinguishes it from most of the other new entrants (e.g. Global
Crossing and Level 3) which are still at the loss making stage as they roll out their
networks.

In 1998 69 percent of Qwest’ s revenues came from communications services - with
the remaining 31 percent coming from construction services. In the previous year
only 17 percent had come from the communications division.?*® In the 1999 Annual
Report the company was talking about the complete phasing out of its construction
services and relying purely on the communications side of the business. In that year
construction revenues made up less than 6 per cent of its revenues.

In 1998 the company’ s European operations contributed $60 million to revenues, the
first year that Qwest received a contribution from thisarea. In the 1999 Annual
Report its stake in KPN Quest was valued at $16 billion.

In the 1999 financia year |P and data revenues increased by 200 percent over the

previous year, representing 25 per cent of total revenue.”*® Nacchio has referred to
this side of the business as the company’ s “growth engine” .?°

Employees

After its acquisition of LCI in 1998 Qwest had 1,800 employees.?** Prior to the

27 BT (8/9/2000)
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merger with US West in 1999 Qwest claimed to have 8,000 employees.?? After the
merger with US West, it was estimated that Qwest now had 64,000 employees.

In September 2000 Qwest announced that it would be cutting 12,800 jobs over the
next two years. The job losses represented part of arestructuring programme
following the merger with US West.?*

8/Strategy

Early days

In the early 1990s Qwest was essentially a cable laying company. The Economist
suggested that when Nacchio arrived at Qwest in January 1997 it was still “more of a

construction company than a telecoms firm”.?®

Following up on the right of way agreements which Qwest secured from 1992, the
company engaged upon a construction programme to lay 6,000 miles of fibrein 15
states. It followed this up in 1995 with a $250 million investment to lay 5,000 miles
of fibreto link Mexico City, Monterey, Guadalgjara and other cities, and to hook up to
US long distance carriers at the US border.?

Fortune suggested that there were many people who thought Anschutz was foolhardy
in attempting to create another nation-wide network (there were aready four in
existence) which would “set him head-to-head with four very well capitalized
competitors: AT& T, MCl Communications, LDDS WorldCom and Sprint”.?’ But it
was a gamble which was to pay off.

One of Qwest’s early strategic platforms was to build excess capacity into its network
which it then sold to companies such as Frontier, GTE and WorldCom, which hel ped
to subsidise the operation to the tune of $1 billion.??® Forbes put the figure at $1.8
billion, leaving Qwest itself to meet a“scant” $300 million in construction costs.”
In mentioning these figures, the publication paid tribute to Anschutz’'s
“farsightedness” in building the bulk of hisinfrastructure with his competitors
money.

In summary, the first component in the Qwest strategy was simply to exploit its
extensive rights of way to quickly construct an advanced network - something it
managed to do on the cheap.
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Post Nacchio

With Nacchio’s arrival in 1997 he shifted the strategic emphasis from constructing a
network to formulating ideas as to how it could be exploited. Thiswas a step which
the company had to take since with the network nearing completion it had no choice
but to look to the next stage of its development.  Asthe publication Upside was to

suggest alittle later, “Thisis the time when Qwest Communications Inc., a company

built on promises, needs to start delivering on them” %

This shift in the company’ s devel opment has been formalised through the creation of
two business segments: construction services and communications, each of which
havea:

“separate management team and infrastructure, offering different products and
services, and utilising different marketing strategies to target different types of
customers’ %

Accompanying this change of strategic direction was a new outlook for the future. As
the Economist put it, upon taking over at Qwest, Nacchio proceeded to “throw
himself into building a business and - no less important - selling avision”.”* This
“vision thing” was quick to take off with The Forrester consultancy referring to the
company as a“visionary rule-breaker”.>** This seemed a new direction indeed for a
cable laying outfit or even atelecoms company. Certainly the aura surrounding Qwest
had little in common with the image associated with “MaBell” and her off spring. In

short, Qwest had quickly become “the epitome of telecoms cool” .2

By 1998 with its PO successfully completed Qwest was enjoying an image and a
stock market rating normally reserved for Internet operations. Distancing the
company from the stuffy utilities it was competing with, Nacchio commented that,
“People ask meif we're telecom guys or Silicon Valley guys...I liketo say we are a
Silicon Valley company on the other side of the Rockies” .

In presenting itsvision Qwest claimed to have “the bandwidth to change everything”
and offered its investors and customers the chance to “ride the light”.?*® The idea of
“riding the light” has underpinned much of Qwest’ s advertising and was a notion
which caught on in Wall Street and beyond.”®’ The Economist was cautious,
however, and warned its readers that Qwest “may still be more of an ideathan a
business’. Despite the hyperbole, though, there is no doubt that Nacchio' s arrival led
to the company’ s great leap forward. Thiswas the view of Fortune which argued that:

“In histwo years as CEO of Qwest Communications in Denver, Joe Nacchio
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has transformed it from atiny telecom outfit to a budding global
powerhouse.” %

When not looking into the future Nacchio began to argue that Qwest found itself in a
“sweet spot” around the time of hisarrival; that isto say it wasfirst to the new
Internet-driven bandwidth supply market, ahead of rivals such as Level 3 and far
superior than the aged incumbents.?® The extent of its bandwidth meant that it could
embark upon the introduction of IP telephony - a system which while conceivable had
proved erratic and unreliable in the past. Such aradical shift in voice communication
brought the Qwest vision from the future into the present. No sooner had Nacchio
arrived and Qwest announced that it would be the first nation-wide provider of non-
compressed Internet Protocol telephony and fax services over its own network. Not
surprisingly given the potential ramifications of the move, it was accompanied by a

“blaze of publicity” .2

The service which was to become known as Q.talk was initially aimed at small
business and consumers with a promise to extend it to larger businessin 1998. Qwest
was able to offer this service at 7.5 cents a minute, dramatically undercutting AT& T
while matching its 17 to 20 percent profit margin. Business Week commented that it
heralded “the coming of age of Internet telephony”.*** Telephony suggested that the

| P telephony move by Qwest represented one of two “bombs” dropped upon the
traditional telecom industry during 1997.%* Interestingly, the other bomb was the
introduction of one-second exact billing by LCI - a company which Qwest was soon
to take over (see Mergers section, above).

The move into IP telephony assured Qwest of pride of place among the new breed of
“data centric” network operators. The FT recognised the significance of the
emergence of “voice over IP” suggesting that “thereislittle doubt that the migration
of voice to the Internet will transform the economics of telecoms services’ .?* It also
made the point that it would play a key role in facilitating the convergence of voice
and data. Companies such as Qwest, it implied, were well placed to ride the new
“datawave’ which would account for 99 percent of telecoms traffic within four
years?* The FT quoted John Beaumont, Managing Director of Planet Online, who
believed that, “The Telco world will become an IP world and there will be an
increased blurring between telecoms and computing”.** The redlity of this
convergence was beginning to underpin much of Qwest’s strategy and would
continue to do so in the form of its hectic acquisition, merger and joint venture
activity (see Mergers section, above).

The Economist also noticed the rise of 1P telephony. In the past, it suggested, “ The
call quality was dreadful and the whole business had the user-friendliness of camel-
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riding”. Asquality improved, however, it recognised that the Internet represented a
“time-bomb under the carefully worked out framework of charges which underpins
the telephone companies most lucrative business’. In conclusion, it admitted that
with the efforts of companies such as Qwest, “Internet Protocol telephony is growing
up, and incumbent telecoms companies have some unpleasant choices to make” .2
For its part Telephony believed smply that, “ The potential profits from IP are too
compelling to ignore” .2

While voice over the Internet was still being refined, the Economist pointed out that
faxes could already be sent reliably and remarkably cheaply. It quoted WorldCom
which saw fax as the “low-hanging fruit” for Internet telephony.?*® The FT painted a
similar picture, and echoed the comments of Telephony, above, by stating that, “The
economics of fax transmission over the internet are compelling.”?*

While IP telephony has formed a consistent plank in Qwest’ s strategy since the arrival
of Nacchio, the ambitions of the company go much further than simply offering a
new means by which to deliver voice traffic. An early indication of the wider remit
which Qwest had set itself was given by Nacchio who stated quite plainly upon
joining the company that, “I want to create a full-service communication provider”.?>°
Thisimplied that acquisitions would not be far off - a strategic option facilitated by
Qwest’ s soaring market valuation following its IPO. The inevitability of this route
was recognised by Fortune which claimed that “...if Nacchio wants to turn Qwest into
afull-service telco, he'll need to buy or merge hisway into the local market”. " This

is exactly what he did with through a “slew of acquisitions’ during 1998/99.%>

While various deals were done during 1998 the one which created most interest was
the purchase of LCI International (see Mergers section, above). As stated earlier the
acquisition elevated Qwest to 4™ position among US long-distance carriers, behind
only AT&T, Sprint and WorldCom. For many commentators within the industry
Qwest had officially arrived. The New Y ork Times, for example, argued that the
purchase “signalled that the company was serious about serving callersin addition to
serving other carriers’.?®® Qwest’s desire to expand its market was also commented
upon by Internet Week which claimed that, “While they are selling wholesale capacity
to other providers, they also have set their sights on business customers’.®* The
purchase of LCI, with its national sales force and advanced marketing techniques
made this ambition much more achievable.

A significant proportion of the coverage relating to the purchase, however, was critical
in nature. The Economist, for example, described LCI as “a quirky long-distance
outfit”.>*> Similar sentiments were expressed by Fortune which saw the company as
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“ajuggernaut” and “as one of telecom’s quirkiest companies’, not least because of its
reliance upon Amway style marketing techniques.®® It later suggested that the
industry was “stunned” by Qwest’'s purchase of LCI..>*" Forbes was not impressed
either suggesting that “LCl isaleap into telecom’s past, technologically. It'sasif
Henry Ford had bought a carriage maker as he introduced the Model T.”%*®

The negative coverage of the LCI episode was nothing, however, compared with the
reception which Qwest received upon its announcement of its intention to merge with
Frontier and US West in June 1999 (see Mergers section, above). Prior to thismove
Qwest had explored the possibility of reaching operational agreements with
companies which could provide it with local access (see joint-venture section, above).
Around 1998, for example, Nacchio initiated marketing agreements with US West
and Ameritech, succeeding in getting 40,000 customers to switch phone companies
inasingleweek. AT&T and MCI reacted by suing, claiming that the agreements
violated the 1996 Telecoms Act. The Federal Communications Commission (FCC)
later ruled against Qwest on the matter. With this strategy ruled out it seems that
Qwest felt it had no option but to contemplate a merger with US West and Frontier
(although the latter company was seen by many as a mere bargaining chip for Qwest
it its battle with Globa Crossing). With Global Crossing moving first the resultant
struggle for control did little to enhance Qwest’ s corporate reputation. But Qwest got
what it wanted and succeeded in wrestling US West away from the clutches of Global
Crossing.

The reaction of both the markets (see Share section, above) and industry
commentators was harsh. Business Week saw the acquisition as *a colossal
mistake”*>°, while Christopher Mines, an analyst at Forrester Research, suggested that
the deal “trashes’” Qwest’s distinctive approach to telecoms.”® The FT implied that
Qwest might have to pay dearly in the long run, commenting, “Whether this proves a
Faustian bargain remains to be seen”.?** The Economist contribution was to suggest
that of late, “Mr Nacchio’s vision has become murkier”.?*> Mr Nacchio himself later
seemed to admit that things had changed. Speaking of the US West deal he
commented that, “ Qwest can never be the same...Once we started, we knew that we

could never go back to what we were before” %3

For many analysts Qwest’s merger with US West was a retrograde step - acase of a
rash decision to secure alocal network rather than allowing it to fall into the hands of
arival. Suddenly people seemed to remember that Nacchio for all histalk of avision
had spent decades within AT&T. Thiswasthe line of attack used by the Economist
which suggested that, “Y ou can take the boy out of AT&T, but you can’t take AT& T
out of the boy”.?** Business Week took asimilar line, accusing Nacchio of being “a
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telecom bureaucrat dressed up in Internet clothes’.?®> Following the episode
Nacchio’s comments on the future of Qwest have been more open to aternative
interpretations. 1n 1999, for example, he argued that “AT& T was agreat company
for the 20" century...but Qwest will replaceit in the 21% century”.*® Some analysts
were now more inclined to suggest that this may simply be a matter of replacing like
with like. This view seemed to be expressed by Boyd Peterson, Vice President of the
Y ankee Group, who, in reviewing Nacchio’ s contribution, commented that:

“Qwest has done a good job of keeping the image of a next-generation
telco...But in the background he has created a fairly classic telecom company.
And US West will contribute to that”%®’

Whatever the strategic sense of the merger most commentators seem to agree that
Qwest had to do something fairly quickly in order to achieve the critica mass which
would secureitslong term survival. Thiswas the stance taken by Mark Bruneau of
Renai ssance Worldwide who argued that:

“A marginally profitable company without too many customers can't have the
market valuation that Qwest has for too long...it hasto use (that valuation)
quick to buy some more sustainable revenue” 2

The sense of urgency was also conveyed by the New Y ork Times which claimed that:

“Qwest’ s lusty pursuit of US West was about trying to win a spot at the head
table of telecommunications’?*°

Fortune took a similar view, arguing that:

“this acquisition was necessary to ensure Qwest’s place in an industry that’s
becoming an oligopoly dominated by afew super megaglobal carriers’?”

Thisideathat it was al about getting bigger, quickly, seemed to be supported by
Nacchio himself when he commented that:

“There will be supercarriers emerging over the next few years...we will be one
Of themn 271

A more refined form of the above argument rests on the notion that in the future the
key value added sector within the market will be found in delivering sophisticated end
products to individual telecom customers, rather than merely providing bandwidth. It
isfor thisreason that over the last few years, “Qwest has repositioned itself as...a
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provider of advanced communications services for end users’.?’? Explaining this
process in more detail, the New Y ork Times went on to suggest that,

“At Qwest the shift in focus toward the top of the food chain has happened in
fast -forward, and some investors have found it unsettling” 2"

While Qwest may have emerged as a powerful force within the industry thereis some
debate as to whether its present position is aresult of aclearly defined strategy or
whether it isjust where it happens to find itself having been tossed around within a
turbulent environment. Telephony seemed to argue that it has had a coherent
strategy, claiming that:

“Qwest was most frequently identified in its formative years as a carriers
carrier, but its master plan called for amix of wholesale and retail servicesall
along, with retail taking a prominent role”*™

Other accounts cast doubt upon the idea of any “master strategy”. With the US West
merger and attempted merger with Frontier, for example, it appeared asif Qwest was
outsourcing its strategic planning to Global Crossing. With Deutsche Telekom then
showing a strong interest in Qwest the deal making was undermined by the existing
merger agreement with US West. Unwittingly Qwest seemed to have acquired its
own “poison pill”, which reduced its strategic options.

For many commentators Qwest was showing itself to be reactive rather than proactive
even before the failed Deutsche Telekom merger highlighted the point. There were
also those who questioned the coherence of Qwest’s strategic plays. Commenting
upon the diverse range of acquisitions and alliances initiated by the company during
1998, for example, Fortune claimed that such deals “raise questions about the
consistency of Qwest’s consumer strategy”.>” It went on to talk of Qwest’s
“scattershot load of services to consumers’ leading to “a brand-identity headache’.
Later Fortune continued with this theme, suggesting of Nacchio that “in histwo and a
half years at Qwest, he’'s changed his company’ s long-term strategic course no fewer
than three times”. ?® 1t listed the following three stages:

VA carriers carrier

2/An operator focused upon the business market via an emphasis upon digital
offerings

3/A telecomsretailer - much like AT&T

Whether or not Qwest will bethe AT& T of the 21% century there is no doubt that it is
spreading itself across the whole data and telecommuni cations spectrum. Whether in
committing resources to network construction, cyber centres and outsourcing, it is
spreading itself too thinly, isamatter of some debate. Likewise, itsvirtual
simultaneous link-up with, of all companies, Netscape and Microsoft, is viewed by
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some commentators as inspired while others regard it as scatter brained. What is not
in doubt, however, isthat over the last few years Qwest’ s has totally re-assessed its
strategy. This much was made clear within the company’s 1998 Form 10k submission
to the SEC in which it stated that:

“While Qwest's main source of revenue in 1998 was traditional voice
communications services, our strategy for the future is to focus on providing
video, data and voice services using Internet communications protocols that
can be more effectively provided over our high-capacity network than over
more traditional telecommunications networks’?"’

9/Competition

Looking at Qwest firstly as a modern network provider its principal competitors can
be seen as the other major data networks within the U.S. Thisis the approach adopted
by Upside which suggested that its “main rivals’” were Level 3 which plans 20,000
miles of fibre by 2001, Williams Network (using natural gas pipelines) and IXC
Communications Inc..?

According to Network World, “Nacchio does not see Level 3 as a competitor” 2"
although given Nacchio’ s tendency to malign fellow operators this comment should
perhaps be treated with some caution. Fortune argued that it was indeed companies
such asLevel 3; i.e. those “following in the footsteps’ of Qwest which represented its
“most daunting challenge”, not least because Level 3's network would have alocal, as
well asanational, reach.®  Certainly Level 3 isincluded within Qwest’s list of
competitors as outlined in its annual SEC submission, reproduced below:

“In addition to Qwest, there are currently three other principal facilities-based
long distance fiber optic networks (AT& T, Sprint and MCI WorldCom).
Others are building or planning additional networks that, if constructed, could
employ advanced technology similar to Qwest's network. Frontier, GTE, IXC
Communications and Williams Communications each may have afiber
network smaller in geographic scope and similar in potential operating
capability to Qwest's network. Level 3 Communications may have afiber
network similar in geographic scope and potential operating capability to
Qwest's network” .2

In early 2000 a new network competitor emerged in the US in the form of America’s
Fiber Network (AFN). The new company represented an alliance between three of the
US' s higgest power companies who intended to combine their networks to offer
broadband services to small and medium sized town and cities, many of which have
been by-passed by the existing networks. By pooling their existing networks the
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power companies claimed that they would start with a 7,000 mile network within the
uS.2

At aninternational level Qwest is also competing with other carriers’ carriers such as
GTSand Global Crossing. Commenting upon the KPN Qwest alliance, Nacchio
indicated that the new venture would put the companies “neck and neck” with MCI
WorldCom which was also embarking upon the creation of an extensive European
network.?®® Then thereis the aliance between AT& T and BT which includes the
development of an international |P network based on terabit routers and open
application programmer interfaces over which the two companies intend to offer IP
telephony and other data services.?®* As stated earlier Qwest itself was heavily tipped
as apotentia partner for BT. Once BT choseto link up with AT&T instead it ensured
that Qwest would have to take it seriously as a competitor rather than as a potential
partner.

With the take-over of LCI Qwest moved into fourth position in the U.S. long-distance
league, behind AT& T, Sprint and MCI WorldCom. All these companies are now
competitors together with the other long distance participantsin the U.S.. According
to Multex.com its “peer group companies’ within the category of “large long distance
telecommunications companies’ are: AT& T, MCl Worldcom, Sprint and
Teleglobe?® Thislong distance market is likely to be opened up soon to the Baby
Bells, with Bell Atlantic already making movesin this direction .?®*®*  On this subject
Forbes made the point that companies such as Qwest “like to snicker at the idea of
competition from local phone companies. But the Bell companies are not asleep”.®’
The lurking danger posed by the Baby Bells was given tacit recognition by Qwest
which stated that it “ cannot predict when any of the original local exchange carriers
will obtain long distance authority or predict the impact on the long distance

market” .288

With the merger with U.S West Qwest must now also defend its access to the “last
mile” within its new partner’ s operating area. This expands its list of competitors to
include cable companies (now including AT&T), fixed wireless companies (also
including AT&T) and the satellite operators.

As Qwest moves further into Internet access and other Internet protocol products

it considersits “significant competitors’ to be: IBM, GTE, UUNet (a subsidiary of
MCI WorldCom), Digex and Exodus and many other smaller, specialist companies.”®
Furthermore, as Qwest concentrates more upon the applications outsourcing market it
will have to compete with the leading ISP’ s such as UUNet, ANS and Exodus which
already run firms' Internet sites for them.?*
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10/Other Threats

Over capacity

Aswith the other providers of fibre optic networksin the U.S and internationally,
Qwest is vulnerable to any development of over-capacity. Already the influence of
the new arrivals has been to slash the cost of national calls within the U.S, with
international charges following suit. Asearly as 1997 the Economist, in adiscussion
of Qwest, noted that, “ Such companies will turn long-distance traffic into a
commodity.”** McKinsey made asimilar analysis, pointing to increasing
commoditsation of the long haul “backbone” routes, with a spot market in this
commodity already developing. With such future developments, it suggested, “Digital
communications will probably sell on the cheap”.?*? If too many companies are
trading in this same commodity there are bound to be casualties. Referring to
Nacchio’s “sweet spot” comments (see Strategy section), Fortune responded by

suggesting that “...sweet spots can turn sour when competition closes in” 2%

Expanding upon the capacity issue, Mark Bruneau, President of the Consultants,

Renai ssance Worldwide, has suggested that by 2001 the capacity on US telephone
networks will be 400 timeswhat it wasin 1998. This, he suggests, will lead to a
"bandwidth glut", an experience which will also afflict Europe around 2004.%* This
potential has also been recognised by Forbes which talks of the present "fiber-building
frenzy" and maintains that “if and when a glut arrives, the new comers might slash
prices to frightfully low levels."*®* With the proliferation of new entrants laying their
own network the prospect of over supply has become areality. Thiswas recognised
by the FT which stated that:

"if the growth in data fails to match the growth in capacity, further
consolidation will leave afew large groups fighting over distinctly thin
pickings' %

In early 1999 one of Qwest’s main European rivals, GTS, pointed out that it had sunk
enough fibre cabling across Europe to carry 20 times the total current traffic across the
continent. The FT picked up on the inherent danger within this emphasis upon
capacity, pointing out that GTS was only one of a dozen operations constructing state
of the art pan-European networks. The consultancy, Analysys, put the number of
telecom firms across Europe which intend to create their own facilities at around
140.%°" Such a proliferation, suggested the FT, "will see the death or withdrawal of
some of the weaker operators, particularly among the later entrants’.>® In September
2000 this prediction proved correct with UK-based laxis going into receivership with
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debts of $200 million.?*® The company was widely seen as the first victim of the
capacity glut in bandwidth and the resultant fall in prices.

Filling the Qwest Networ k

Writing in late 1998 Forbes suggested that with Qwest’s network due to “light up” in
full in June 1999, the company would put into operation only one percent of its 31-
million-simultaneous-call capacity. At the time of the article, Forbes maintained that
Qwest had signed up customers to use four percent of that that percent.® The urgent
need to fill the network was also recognised by the Economist which argued that:

“Increasingly Mr Nacchio looks like a man racing against timeto light up all
of Qwest’ sfibres before his competitors enter the field and create a glut of
bandwidth” ***

The Economist’s comments were precipitated by Qwest’ s attempts to wrestle control
of Frontier and U.S. West away from itsrival Global Crossing. For some observers
this was clearly a desperate move to secure customers before it was too late.

Technological Change

Related to the problem of over capacity is the speed of technological change within
the telecoms industry. Until now new wave companies such as Qwest have used the
technological advances of the past few years to undercut the incumbent carriers
burdened as they are with antiquated networks. As time passes, however, innovators
such as Qwest might see themselves being overtaken by technical advances (e.g. by
satellite-based systems). This danger has been recognised by the FT whichin a
discussion of COLT indicated that:

"what is becoming rapidly apparent... is that even sophisticated new operators
are being caught out by the speed of technological progress' *%?

Companies a so face the danger of becoming over-reliant upon one particular
technology. Thiswas shown in the case of Next Level whose shares collapsed when
it was realised that Qwest would have less use for its services than US West (see
Suppliers, above). On this occasion Qwest was the culprit rather than the victim in
this case of technological over reliance. Qwest would do well, however, to take on
board the message that a company’ s share price can be severely affected by
unpredictable developments in telecoms technol ogy.

Risk of Take-over
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Another “threat” often associated with Qwest is that of atake-over. Paying tribute to
the rapid progress made by Qwest the Economist warned that Qwest might “be just
too dangerous for its own long term independence” .** Expanding upon the same
argument it raised the possibility that, “Qwest itself will fall victim to America's
telecom-merger frenzy - perhapsto a Baby Bell in ahurry to enter the long-distance
market”.3** The long term favourite amongst the possible contenders to take over
Qwest isindeed a Baby Bell - Bell South, the only one of the original seven Baby
Bells still inits original form.** Already Bell South has bought a 10 percent stake in
the company and has made filings with the SEC indicating a take-over interest (see
Stock market and Joint-ventures sections). Bell South’sinvolvement with Qwest has
been increased through its links with KPN with whom it has a wirel ess agreement.

Of course atake-over might be seen, not as athreat, but as Qwest’ s ultimate strategic
ambition. The ideathat the company is being fattened up ready for atrade sale has
certainly contributed to its high rating on Wall Street. Anschutz’s business history
has, after all, involved developing and then selling commercial assets. Nacchio would
not seem adverse to such aplan either, alegedly stating in private that “if | haven't
sold this company in 24 months, I'll consider it afailure’.3®

There are those who believe that Qwest under Nacchio has been developing itself with
the express purpose of being purchased by Bell South. Interestingly, in July 1999,
Qwest announced that it would be moving into 25 new US markets, but avoided any
overlap with Bell South. Such a strategy, it was suggested would minimise the
antitrust concernsin the event of a merger of the two companies.®’

Other potential buyers of Qwest have been identified as SBC and Bell Atlantic.>®
Forbes agreed that both these companies could be potential buyers and added that
foreign outfits such as Cable and Wireless of the UK or Japan’s Nippon Telegraph
and Telephone could also be interested. 1t suggested that the price would be around
$56 a share - valuing the whole company at around $19 billion.®

More recently Deutsche Telekom has emerged as the clear front runner to takeover
Qwest. With the full integration of US West into the company then the obstacles
which stood in the way of afriendly merger in early 2000 will no longer exist. The
fact that these obstacles had been created by Qwest itself cast doubt upon the
coherence of its own long term strategy.
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Slow Liberalisation and Powerful ncumbents

Asanew operator in anewly deregulated US and European market Qwest is
vulnerable to both national regulators who are dragging their feet and incumbents who
are surreptitiously engaging in rear guard defensive action. Rival company Viatel has
acknowledged this danger in the European arena, indicating that while EU members
have been obliged to enact legislation to open up their telecommunications markets,
certain obstacles remain. In relation to the removal of national restrictive practises, for
example, it has stated that, "in certain cases this has been done on an inconsistent, and
sometimes unclear basis". *° The incumbents, of course, are only too quick to shelter
their businesses behind any barriers which remain. As Michael Mahoney, CEO of
Viatel has put it:

“Liberalization and deregulation do not necessarily mean that the incumbents
are going to throw the door open to new entrant carriers’ 3**

This tendency has also been commented upon by Price Waterhouse Coopers who
stated that:

"...ashrewd telco will use what remaining degree of regulatory freedomsit till
possesses to buy time while it sets about reshaping itself" 32

So it is no surprise when Lehman Brothers remind us that:

"International Long Distance (ILD) operators continually complain about
PTT'sintentionally delaying the provisioning of interconnect capacity asit is
one of the last remaining mitigants to open competition"3*

Business Communications Review offered a comparison of the European and
American experiences and concluded that:

"...while regulatory structures differ, the attitude of incumbent carriersis
similar no matter where they're found around the globe. The European PTTs
are using the same delaying tactics seen in the U.S. during the early 1980s" 34

In the UK it was reported in September 2000 that both Global Crossing and
WorldCom had abandoned their plans to offer high-speed Internet accessin homes
and offices throughout the country. The decision was put down to frustration at the
“unbundling” processin the UK, with BT showing itself to be skilful in restricting
accessto itslocal exchanges. On thisoccasion OFTEL was widely criticised by
alternative operators for not exerting enough pressure on the British incumbent.**
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This experience would seem to vindicate the Economist’ s observation that even when
pressured by regulators to open up their markets the incumbent “will use every trick in
the book to make life miserable for itsrival”.**°

Changing M ood on Wall Street

While Qwest has managed to resist much of the market pressure affecting the
telecoms sector in general during 2000, its experience in its attempt to take over
Frontier and US West showed that its stock price was highly susceptible to market
jitters. Further attempts at acquisitions could paradoxically, reduce its total market
capitalisation. Commenting upon this theme the FT stated that, “ some of the new
wonder-stocks of the telecommunications industry may not carry as much weight as
their champions had hoped” .3’

Accountancy Matters

Another source of uncertainty for companies such as Qwest is the accountancy
treatment of capacity sales through IRU ownership agreements. 1n 1999 the Federal
Accounting Standards Board (FASB) was looking at the possibility of ruling that
revenues from such agreements should be spread over its 20 year life span rather than
treated as a one off payment (known as FASB66). Thiswould naturally lead to a
reduction in reported current year capacity sales and might lead to a negative market
reaction. The actual cash flow of the company would not, however, be affected. The
first company to comply with the alternative interpretation was Williams which
subsequently issued an earnings warning on 2/9/99. * |n the case of Global Crossing
it announced slower revenue growth in early 2000 due to the new accountancy
treatment of deferred revenues. While the company emphasised that the change was
purely technical it still suffered an 8.6 percent fall in share price immediately after the
announcement.®*
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