management’s discussion and analysis
of results of operations and financial condition

OVERVIEW

Verizon Communications Inc. is one of the world’s leading providers
of communications services. Verizon companies are the largest
providers of wireline and wireless communications in the United
States, with 140.3 million access line equivalents and 37.5 million
wireless customers. Verizon is the third largest long distance carrier
for U.S. consumers, with 16.6 million long distance lines, and the
company is also the largest directory publisher in the world, as meas-
ured by directory titles and circulation. Verizon’s international
presence extends primarily to the Americas, as well as investments in
Europe. Stressing diversity and commitment to the communities in
which we operate, Verizon has a highly diverse workforce of over
200,000 employees.

We are comprised of four strategic business units: Domestic
Telecom, Domestic Wireless, Information Services and International.
Domestic Telecom includes local, long distance and other communi-
cation services. Domestic Wireless products and services include
wireless voice and data services and equipment sales. Information
Services consists of our domestic and international publishing busi-
nesses, including print SuperPages® and online SuperPages.com™
directories, and electronic commerce services. International opera-
tions include wireline and wireless communications operations and
investments primarily in the Americas and Europe.

The sections that follow provide information about the important
aspects of our operations and investments, both at the consolidated
and segment levels, and include discussions of our results of opera-
tions, financial position and sources and uses of cash, as well as
significant future commitments. In addition, we have highlighted key
trends and uncertainties to the extent practicable. The content and
organization of the financial and non-financial data presented in these
sections are consistent with information used by our chief operating
decision makers for, among other purposes, evaluating performance
and allocating resources. We also monitor several key economic indi-
cators as well as the state of the economy in general, primarily in the
United States where the majority of our operations are located, in
evaluating our operating results and analyzing and understanding
business trends. While most key economic indicators impact our
operations to some degree, including gross domestic product, we
have noted higher correlations to housing starts, non-farm employ-
ment, personal consumption expenditures and capital spending, as
well as more general economic indicators such as inflation and
unemployment rates.

Our results of operations, financial position and sources and uses of
cash in the current and future periods reflect Verizon management’s
focus on the following four key areas:

e Revenue Growth — Our emphasis is on revenue transformation,
devoting more resources, including capital spending, from tradi-
tional services to the higher growth markets such as wireless,
digital subscriber lines (DSL), long distance and other data serv-
ices as well as expanded services to enterprise markets. In 2003,
approximately 47% of our revenues were earned in these growth
areas, compared to 38% in 2001.

e Operational Efficiency — While focusing resources on growth mar-
kets, we are continually challenging our management team to
lower expenses through technology-assisted productivity
improvements. The effect of these and other efforts, such as
2003’s labor agreements and voluntary separation plans, has been
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to significantly change the company’s cost structure. Verizon now
has significantly lower workforce levels, which will provide
ongoing expense benefits.

e Capital Allocation — Capital spending has been, and will continue
to be directed toward growth markets. High-speed wireless data
(EV-DO), replacement of copper lines with fiber optics to the
home, as well as voice over the Internet and expanded services to
enterprise markets, are examples of areas of capital spending in
support of these growth markets.

e Cash Flow Generation — The financial statements reflect the
emphasis of management in not only directing resources to
growth markets, but also using cash provided by our operating
and investing activities for significant repayments of debt in addi-
tion to providing a stable dividend to our shareowners.

Supporting these key focus areas are continuing initiatives to more
effectively package and add more value to our products and services.
Innovative product bundles include local wireline services, long dis-
tance, wireless and DSL for consumer and general business retail
customers. In 2004, we will be expanding our bundles to include
iobi*™ and Verizon One as well as under an agreement with DIRECTYV,
we will also be adding video to the retail bundle. In our enterprise
markets, we are expanding our presence by completing the build-out
of our nationwide network and expanding our portfolio of advanced
data services. These efforts will also help counter the effects of com-
petition and technology substitution that have resulted in access line
losses in recent years that have contributed to declining Domestic
Telecom revenues over the past three years. In our wireless business,
we will continue to execute on the fundamentals of our network
superiority and value proposition to deliver growth for the business.

While recent domestic economic indicators have suggested stabiliza-
tion or growth, there still exists significant uncertainty about when or
to what extent economic improvement will impact our financial per-
formance. However, the ongoing impact on operating expenses of
reductions in the workforce during the fourth quarter of 2003, less
higher pension and other employee benefit costs, will help stabilize
the Domestic Telecom operating income margins.

CONSOLIDATED RESULTS OF OPERATIONS

In this section, we discuss our overall results of operations and high-
light special and non-recurring items. In the following section, we
review the performance of our four reportable segments. We exclude
the effects of the special and non-recurring items from the segments’
results of operations since management does not consider them in
assessing segment performance, due primarily to their non-recurring
and/or non-operational nature. We believe that this presentation will
assist readers in better understanding our results of operations and
trends from period to period. This section on consolidated results of
operations carries forward the segment results, which exclude the
special and non-recurring items, and highlights and describes those
items separately to ensure consistency of presentation in this section
and the “Segment Results of Operations” section.

The special and non-recurring items include operating results through
the sale date of 1.27 million non-strategic access lines sold in 2002
which are not in segment results of operations to enhance compara-
bility. In addition, consolidated operating results include several other
events and transactions that are highlighted because of their non-
recurring and/or non-operational nature. See “Special ltems” for
additional discussion of these items.
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Consolidated Revenues

(dollars in millions)

Years Ended December 31, 2003 2002 % Change 2002 2001 % Change
Domestic Telecom $ 39,602 $ 40,839 (3.00% $ 40,839 $ 42,148 B8.1)%
Domestic Wireless 22,489 19,473 15.5 19,473 17,560 10.9
Information Services 4,114 4,287 (4.0) 4,287 4,313 (0.6)
International 1,949 2,219 (12.2) 2,219 1,581 40.4
Corporate & Other (402) (137) 193.4 (137) 114 nm
Revenues of access lines sold - (100.0) 623 997 (37.5)
Consolidated Revenues $ 67,752 $ 67,304 0.7 $ 67,304 $ 66,713 0.9

nm — Not meaningful

2003 Compared to 2002

Consolidated revenues in 2003 were higher by $448 million, or 0.7%
compared to 2002 revenues. This increase was primarily the result of
higher revenues at Domestic Wireless, partially offset by lower rev-
enues at Domestic Telecom and the impact of sales of 1.27 million
non-strategic access lines in 2002.

Domestic Wireless’s revenues increased by $3,016 million, or 15.5%
in 2003 as a result of 5.0 million net customer additions and higher
revenue per customer per month. Average revenue per customer per
month increased by 1.0% to $48.85 in 2003 compared to 2002, pri-
marily due to a larger number of customers on higher access price
plan offerings as well as an increase in data revenues per subscriber,
partially offset by decreased roaming revenue as a result of rate
reductions with third-party carriers and decreased long distance rev-
enue due to bundled pricing.

Domestic Telecom’s revenues in 2003 were lower than 2002 by
$1,237 million, or 3.0%, primarily due to lower local and network
access services, partially offset by higher long distance revenues.
The decline in local service revenues of $817 million, or 4.0% in 2003
was mainly due to lower demand and usage of our basic local
exchange and accompanying services, as reflected by a decline in
switched access lines in service of 4.2% in 2003. This revenue
decline was mainly driven by the effects of competition, regulatory
pricing rules for unbundled network elements (UNEs) and technology
substitution, including switching from traditional landline to wireless
services and a shift of basic business access lines to high-speed,
high-volume special access lines. In addition, our network access
revenues declined by $708 million, or 5.3% in 2003 principally due to
decreasing switched minutes of use (MOUs) and access lines, as well
as price reductions associated with federal and state price cap filings
and other regulatory decisions. Further, our special access revenues
in 2003 were negatively impacted by a reduction in rates for modem
aggregation services provided to WorldCom, Inc. (now operating as
MCI) under Verizon’s CyberPOP tariff. Domestic Telecom’s long dis-
tance service revenues increased $618 million, or 19.5% in 2003
principally as a result of customer growth from our interLATA long dis-
tance services. In the first quarter of 2003, we received final Federal
Communications Commission (FCC) approval to offer long distance
services in our remaining three jurisdictions: Maryland, West Virginia
and the District of Columbia. We now offer long distance services
throughout the United States, capping a seven-year effort.

Lower revenue of access lines sold of $623 million in 2003 was the
result of the sales of non-strategic access lines in the third quarter
of 2002.

2002 Compared to 2001

Consolidated revenues were $591 million, or 0.9% higher in 2002
compared to 2001. This increase was primarily the result of higher
revenues at Domestic Wireless and International, partially offset by
lower revenues at Domestic Telecom and the impact of sales of non-
strategic access lines in the third quarter of 2002.

Domestic Wireless’s revenues were higher by $1,913 million in 2002,
largely due to customer additions and higher revenue per customer
per month. Our Domestic Wireless segment ended 2002 with 32.5
million customers, an increase of 10.5% over year-end 2001 and
average revenue per customer per month was $48.35 in 2002, or
1.1% higher than in 2001.

Revenues earned by Domestic Telecom in 2002 were lower than
2001 by $1,309 million, primarily due to lower local and other serv-
ices, partially offset by higher network access services. Local
services revenue declined $1,167 million, or 5.4% in 2002 largely
resulting from lower demand and usage of our basic local wireline
services, driven by regulatory pricing rules for UNEs and technology
substitution. In 2002, revenue from other services declined $634 mil-
lion, or 13.8% due to lower customer premises equipment and
supply sales to some major customers, lower volumes at some of our
non-regulated businesses due to declines in customer demand and a
decline in public telephone revenues as more customers substituted
wireless communications for pay telephone services. However, our
network access services revenue increased $435 million, or 3.3% in
2002 mainly as a result of higher customer demand for high-capacity
and data services.

International’s revenues were higher by $638 million in 2002 primarily
due to the consolidation of Telecomunicaciones de Puerto Rico, Inc.
(TELPRI), partially offset by the deconsolidation of CTl Holdings, S.A.
(CTI) in 2002. Adjusting 2001 for the consolidation of TELPRI and the
deconsolidation of CTl to be comparable with 2002, revenues
generated by our international businesses declined by $197 million,
or 82% in 2002 due primarily to the weak economies and
increased competition in our Latin America markets as well as
reduced software sales.

Lower revenue from access lines sold in 2002 of $374 million was the
result of the sales of non-strategic access lines in the third quarter of
2002, compared to a full year of results of operations for those lines
in 2001.
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Consolidated Operating Expenses

(dollars in millions)

Years Ended December 31, 2003 2002 % Change 2002 2001 % Change
Cost of services and sales $ 21,783 $ 19,911 9.4% 19,911 $ 20,538 (3.1)%
Selling, general and administrative expense 24,999 21,846 14.4 21,846 20,829 4.9
Depreciation and amortization expense 13,617 13,290 2.5 13,290 13,523 (1.7)
Sales of businesses, net (141) (2,747) (94.9) (2,747) 350 nm
Consolidated Operating Expenses $ 60,258 $ 52,300 15.2 52,300 $ 55,240 (5.3

nm - Not meaningful

2003 Compared to 2002

Cost of Services and Sales

Cost of services and sales of $21,783 million increased by $1,872
million, or 9.4% in 2003 compared to 2002. This increase was driven
by lower income provided by pension income net of other postretire-
ment benefit expense, principally at Domestic Telecom, and higher
equipment costs associated with Domestic Wireless customer addi-
tions and equipment upgrades. The overall impact of pension and
other postretirement benefit plan assumption changes, combined
with the impact of lower than expected actual asset returns over the
past three years, reduced pension income, net of postretirement ben-
efit expenses, by $1,385 million in 2003 (primarily in cost of services
and sales), compared to 2002. In addition, costs of removal in excess
of salvage for outside plant assets, resulting from the adoption of
Statement of Financial Accounting Standards (SFAS) No. 143,
“Accounting for Asset Retirement Obligations,” effective January 1,
2003, were approximately $165 million in 2003. Previously, we had
included costs of removal for these assets in our depreciation rates.
Higher costs associated with growth businesses at Domestic
Telecom such as long distance and data services, as well as the
impact of annual wage increases, additional overtime pay due to
higher weather-related repair volumes, contingency costs to maintain
operational readiness during recent labor negotiations and direct
wireless network costs associated with increased Domestic Wireless
MOUs further contributed to cost increases in 2003. Cost increases
in 2003 were partially offset by lower access and transport costs, the
effects of workforce reductions, disciplined expense controls and
lower wireless roaming rates. In addition, we incurred merger-related
costs in 2002 of $143 million.

Selling, General and Administrative Expense

Selling, general and administrative expense of $24,999 million was
$3,153 million, or 14.4% higher in 2003 compared to 2002. This
increase was driven by higher 2003 special charges of $2,297 million,
higher costs associated with an increase in the employee base at
Domestic Wireless and higher sales commissions related to an
increase in wireless customer additions and renewals during the year.
These cost increases were partially offset by lower bad debt expense
due to a reduction in uncollectible accounts receivable, improved col-
lections and additional customer deposit requirements and lower
advertising costs at Domestic Telecom in 2003 compared to 2002.

Special charges recorded in selling, general and administrative
expense related to severance, pension and benefits were $3,474 mil-
lion higher in 2003 compared to 2002, driven primarily by fourth
quarter 2003 charges incurred in connection with the voluntary sepa-
ration of approximately 21,000 employees. Higher special charges
recorded in selling, general and administrative expense in 2002 per-
tained to merger-related costs and investment-related charges.
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Depreciation and Amortization Expense

Depreciation and amortization expense of $13,617 million increased
by $327 million, or 2.5% in 2003 compared to 2002. This increase
was primarily due to increased depreciation expense related to the
increase in depreciable assets and higher software amortization
costs, partially offset by lower rates of depreciation on telephone
plant, as well as the favorable impact on depreciation expense of
adopting SFAS No. 143, effective January 1, 2003.

Sales of Businesses, Net

In 2003, Information Services completed the sale of its directory busi-
nesses in Europe, which consisted of publishing operations in
Austria, the Czech Republic, Gibraltar, Hungary, Poland and Slovakia.
We recorded a net gain of $141 million ($88 million after-tax, or $.03
per diluted share).

During the third quarter of 2002, we sold 1.27 million of our switched
access lines in Alabama, Missouri and Kentucky and recorded a
pretax gain of $2,527 million ($1,550 million after-tax, or $.56 per
diluted share). Also during 2002, we recorded a net pretax gain of
$220 million ($116 million after-tax, or $.04 per diluted share), prima-
rily resulting from a pretax gain on the sale of TSI Telecommunication
Services Inc. (TSI) of $466 million ($275 million after-tax, or $.10 per
diluted share), partially offset by an impairment charge in connection
with our exit from the video business and other charges of $246 mil-
lion ($159 million after-tax, or $.06 per diluted share).

2002 Compared to 2001

Cost of Services and Sales

Cost of services and sales in 2002 were $19,911 million, a decrease
of $627 million, or 3.1% compared to 2001. This decrease was driven
by reduced spending for materials and contracted services due to
lower capital expenditures and strong cost control management.
Lower overtime for installation and maintenance activity at Domestic
Telecom was the result of reduced volumes at our dispatch and call
centers. Lower employee costs associated with declining workforce
levels also contributed to the decline in operating costs. In addition,
lower cost of sales at our customer premises equipment and supply
business was driven by declining business volumes. These cost
reductions were partially offset by higher costs associated with our
growth businesses at Domestic Telecom such as data and long dis-
tance services and higher costs associated with increased Domestic
Wireless MOUs and an increase in cost of equipment sales, driven by
growth in new wireless customer additions. Cost of services and
sales increased at International by $188 million in 2002 primarily as a
result of the consolidation of TELPRI, partially offset by the deconsol-
idation of CTI. Adjusting 2001 to be comparable with 2002, cost of
services and sales decreased $55 million reflecting lower variable
costs associated with reduced sales volumes. In addition, we
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recorded $285 million in 2001 in connection with the September 11,
2001 terrorist attacks.

Selling, General and Administrative Expense

Selling, general and administrative expense of $21,846 million was
$1,017 million, or 4.9% higher in 2002 compared to 2001. This
increase was driven by higher sales commissions related to the
growth in wireless customer additions and increased salary and wage
expense at Domestic Wireless, higher costs associated with uncol-
lectible accounts receivable for competitive local exchange carriers
(CLECs) and other wholesale customers, higher costs for pension
and other employee benefits and higher special charges of $327 mil-
lion. These cost increases were partially offset by strong cost control
management and the effects of business integration activities and
achievement of merger synergies.

Special charges recorded in selling, general and administrative
expense related to severance, pension and benefits were $352 mil-
lion higher in 2002 compared to 2001. In addition, higher special
charges associated with investments, our financial statement expo-
sure to MCI and the settlement of a litigation matter in 2002 more
than offset higher merger-related costs in 2001.

Depreciation and Amortization Expense

Depreciation and amortization expense of $13,290 million decreased
by $233 million, or 1.7% in 2002 compared to 2001. This decrease
was mainly attributable to a reduction of amortization expense from
the adoption of SFAS No. 142, “Goodwill and Other Intangible
Assets,” effective January 1, 2002, which required that goodwill and
indefinite-lived intangible assets no longer be amortized, partially
offset by increased depreciation expense related to the increase in
depreciable assets and increased software amortization costs.

Sales of Businesses, Net

During 2002, we recorded a pretax gain of $2,527 million ($1,550 mil-
lion after-tax, or $.56 per diluted share) related to the sale of 1.27
million non-strategic access lines and a net gain of $220 million ($116
million after-tax, or $.04 per diluted share), primarily resulting from a
pretax gain on the sale of TSI, partially offset by impairment and exit
charges, as previously described.

During 2001, we recorded a pretax gain of $80 million ($48 million
after-tax, or $.02 per diluted share) on the sale of the Cincinnati wire-
less market and a pretax loss of $172 million ($108 million after-tax,
or $.04 per diluted share) related to the sale of the Chicago wireless
market. In addition, we recorded charges totaling $258 million ($166
million after-tax, or $.06 per diluted share) during 2001 related to
exiting several businesses, including our video business and some
leasing activities.

Pension and Other Postretirement Benefits

As of December 31, 2003, we evaluated our key employee benefit
plan assumptions in response to current conditions in the securities
markets. The expected rate of return on pension and postretirement
benefit plan assets will be maintained at 8.50%. However, the dis-
count rate assumption has been lowered from 6.75% in 2003 to
6.25% in 2004, consistent with interest rate levels at the end of the
year. As of December 31, 2002, we changed key employee benefit
plan assumptions in response to conditions in the securities markets
at that time and medical and prescription drug cost trends. The
expected rate of return on pension plan assets was changed from

9.25% in 2002 to 8.50% in 2003 and the expected rate of return on
other postretirement benefit plan assets was changed from 9.10% in
2002 to 8.50% in 2003. The discount rate assumption was lowered
from 7.25% in 2002 to 6.75% in 2003 and the medical cost trend rate
assumption was increased from 10.00% in 2002 to 11.00% in 20083.

As a result of extending and increasing limits (caps) on company pay-
ments toward retiree health care costs in connection with the union
contracts ratified in the fourth quarter of 2003, we began recording
retiree health care costs as if there were no caps in the fourth quarter
of 20083 relative to these union contracts.

During 2003, we recorded pension income, net of postretirement
benefit expenses before special items (see “Special Items” for addi-
tional discussion) of $209 million ($127 million after-tax, or $.05 per
diluted share), compared to $1,594 million ($971 million after-tax, or
$.35 per diluted share) in 2002 and $1,578 million ($963 million after-
tax, or $.35 per diluted share) in 2001. Based on our current pension
and postretirement benefit plan assumptions, the events of 2003
including the impact of the labor contract negotiations, employee
severance activity and cost reductions associated with the Medicare
Prescription Drug, Improvement and Modernization Act of 2003, we
anticipate recording net pension and postretirement benefit expenses
in 2004 of between $.18 to $.22 per diluted share.

Other Consolidated Results

Equity in Earnings (Loss) of Unconsolidated Businesses

Equity in earnings (loss) of unconsolidated businesses increased by
$2,825 million in 2003 compared to 2002. In 2002, we recorded
losses of $1,400 million and $580 million in connection with determi-
nations that market value declines of our investments in Compania
Anénima Nacional Teléfonos de Venezuela (CANTV) and TELUS
Corporation (TELUS), respectively, were considered other than tem-
porary. In addition, the increase in 2003 reflects tax benefits arising
from a reorganization at our Italian investment Vodafone Omnitel N.V.
(Omnitel), a contribution tax reversal benefiting Omnitel, continued
operational growth of Verizon’s equity investments and favorable for-
eign exchange rates. We also recorded a pretax gain of $348 million
in 2003 in connection with the sale of our interest in Eurotel Praha,
spol. s r.o. (Eurotel Praha), a wireless joint venture in the Czech
Republic.

Equity in earnings (loss) of unconsolidated businesses decreased by
$1,993 million in 2002 compared to 2001. The decrease was driven
primarily by investment-related charges in 2002, as previously
described. Investment-related charges were $281 million in 2001.

Income (Loss) From Other Unconsolidated Businesses

Income (loss) from other unconsolidated businesses increased by
$3,188 million in 2003 compared to 2002. The increase includes a
$176 million net gain recorded in 2003 as a result of a payment
received in connection with the liquidation of Genuity Inc. (Genuity),
which filed for bankruptcy in 2002. During 2002, we recorded a write-
down of $2,624 million related to our investment in Genuity, a net
pretax loss of $347 million to market value of our investment in Cable
& Wireless plc (C&W), losses of $289 million due to the other than
temporary decline in the market value of our investments in
Metromedia Fiber Network, Inc. (MFN), partially offset by a pretax
gain of $383 million related to the sale of the majority of our invest-
ment in Telecom Corporation of New Zealand Limited (TCNZ).
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Income (loss) from other unconsolidated businesses was $(2,857)
million in 2002 compared to $(5,486) million in 2001. During 2001, we
recorded pretax losses of $4,335 million primarily related to our
investments in C&W, NTL Incorporated (NTL) and MFN due to the
other than temporary decline in the market value of those invest-
ments. In 2001, we also recorded a pretax loss of $1,251 million due
to the other than temporary decline in the fair value of our investment
in Genuity.

Other Income and (Expense), Net (dollars in millions)

Years Ended December 31, 2003 2002 2001
Interest income $ 9 $ 187 $ 393
Foreign exchange gains (losses), net (11) 3 (©)]
Other, net (47) 2 (185)
Total $ 38 $ 192 $ 199

The changes in Other Income and (Expense), Net were primarily due
to the changes in interest income and other, net. The decrease in
interest income in 2003 is primarily the result of lower average cash
balances. In 2001, we recorded additional interest income primarily
as a result of interest on several notes receivable and the settlement
of tax-related matters. During 2003, we recorded higher charges in
connection with the early retirement of debt included in other, net.
During 2002, we recorded lower charges related to financial instru-
ment mark-to-market adjustments compared to 2001, primarily
related to decreases in fair value of the MFN debt conversion option
included in other, net.

Interest Expense
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Total interest expense $ 2,797 $ 3,130 $ 3,276
Capitalized interest costs 144 185 368

Total interest costs on debt balances $ 2941 $ 3315 $ 3,644
Average debt outstanding $ 49,181 $ 59,145 §$ 61,891
Effective interest rate 6.0% 5.6% 5.9%

The decrease in interest costs in 2003 and 2002 was principally
attributable to lower average debt levels. Increased cash provided by
operating activities, asset sales and other favorable cash flows
reduced our financing needs in both 2003 and 2002. Lower capital
expenditures in both periods contributed to lower capitalized interest
costs. The decrease in interest cost in 2003 was partially offset by
higher average interest rates, which primarily resulted from lower
commercial paper borrowings which have lower interest rates com-
pared to long-term debt. Our average interest rates in 2002 were
lower than 2001 principally as a result of the general decline in short-
term interest rates.

Minority Interest
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Minority interest $ 1,583 $ 1,404 $ 625
The increase in minority interest expense in 2003 and 2002 was
primarily due to higher earnings at Domestic Wireless, which has
a significant minority interest attributable to Vodafone Group Plc
(Vodafone) (see “Segment Results of Operations - Domestic
Wireless”).
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Provision for Income Taxes
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Provision for income taxes
Effective income tax rate

$ 1,252 $ 1597 $ 2,147
26.3% 25.5% 78.6%

The effective income tax rate is the provision for income taxes as a
percentage of income from continuing operations before the provi-
sion for income taxes. The effective income tax rate in 2003 was
favorably impacted by higher equity income from Omnitel, a decrease
in state taxes and a benefit related to a deferred tax balance adjust-
ment. Omnitel income is not taxable until received in the form of
dividends. The 2002 effective income tax rate was favorably
impacted by tax benefits recorded in 2002 in connection with other
than temporary declines in fair value of several of our investments
recorded during 2002 and 2001. Those tax benefits were not avail-
able at the time the investments were written down, as the decline in
fair value was not recognizable at the time of the impairment (see
“Special ltems - Investment-Related Charges and Related Tax
Benefits”). The 2002 effective tax rate was also reduced by a tax law
change relating to employee stock ownership plan dividend deduc-
tions, increased state tax benefits and capital loss utilization, partially
offset by investment charges in 2002 associated with other than tem-
porary declines in fair value for which an associated tax benefit was
not available.

The effective income tax rate for 2001 was not consistent with other
periods primarily because tax benefits were not available on many of
the losses resulting from the other than temporary decline in market
value of several of our investments during 2001.

A reconciliation of the statutory federal income tax rate to the effec-
tive rate for each period is included in Note 16 to the consolidated
financial statements.

Discontinued Operations

Discontinued operations represent the results of operations of Grupo
lusacell, S.A. de C.V. (lusacell) prior to the sale of lusacell in July
2003. In connection with our decision to sell our interest in lusacell
and a comparison of expected net sale proceeds to the net book
value of our investment in lusacell, we recorded a pretax loss of
$957 million ($931 million after-tax, or $.33 per diluted share) in the
second quarter of 2003. Losses reported by lusacell in 2002 and
2001 are primarily driven by its declining revenue base and the
impact of fluctuations of the Mexican peso on lusacell’s U.S. dollar-
denominated debt.

Cumulative Effect of Accounting Change

Directory Accounting Change

During 2003, we changed our method for recognizing revenues and
expenses in our directory business from the publication-date method
to the amortization method. The publication-date method recognizes
revenues and direct expenses when directories are published. Under
the amortization method, which is increasingly becoming the industry
standard, revenues and direct expenses, primarily printing and distri-
bution costs, are recognized over the life of the directory, which is
usually 12 months. This accounting change affects the timing of the
recognition of revenues and expenses. As required by generally
accepted accounting principles (GAAP), the directory accounting
change was recorded effective January 1, 2003. The cumulative
effect of the accounting change resulted in a one-time charge of
$2,697 million ($1,647 million after-tax, or $.59 per diluted share).
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Impact of SFAS No. 143

We adopted the provisions of SFAS No. 143 on January 1, 2003.
SFAS No. 143 requires that companies recognize the fair value of a
liability for asset retirement obligations in the period in which the obli-
gations are incurred and capitalize that amount as part of the book
value of the long-lived asset. We have determined that Verizon does
not have a material legal obligation to remove long-lived assets as
described by this statement. However, prior to the adoption of SFAS
No. 143, we included estimated removal costs in our group depreci-
ation models. These costs have increased depreciation expense and
accumulated depreciation for future removal costs for existing
assets. These removal costs were recorded as a reduction to accu-
mulated depreciation when the assets were retired and removal costs
were incurred.

For some assets, such as telephone poles, the removal costs
exceeded salvage value. Under the provisions of SFAS No. 143, we
are required to exclude costs of removal from our depreciation rates
for assets for which the removal costs exceed salvage. Accordingly,
in connection with the initial adoption of this standard on January 1,
2003, we have reversed accrued costs of removal in excess of sal-
vage from our accumulated depreciation accounts for these assets.
The adjustment was recorded as a cumulative effect of an accounting
change, resulting in the recognition of a gain of $3,499 million ($2,150
million after-tax, or $.77 per diluted share).

Impact of SFAS No. 142

We adopted the provisions of SFAS No. 142 on January 1, 2002.
SFAS No. 142 no longer permits the amortization of goodwill and
indefinite-lived intangible assets. Instead, these assets must be
reviewed annually (or more frequently under various conditions) for
impairment in accordance with this statement. Results for the year
ended December 31, 2002 include the initial impact of adoption
charge recorded as a cumulative effect of an accounting change of
$496 million after-tax ($.18 per diluted share). In accordance with
SFAS No. 142, starting January 1, 2002, we no longer amortize good-
will, acquired workforce intangible assets and wireless licenses which
we determined have an indefinite life. On a comparable basis, had we
not amortized these intangible assets during the year ended
December 31, 2001, net income before discontinued operations and
cumulative effect of accounting change would have been $950 mil-
lion ($.35 per diluted share).

Impact of SFAS No. 133

We adopted the provisions of SFAS No. 133, “Accounting for
Derivative Instruments and Hedging Activities,” and SFAS No. 138,
“Accounting for Certain Derivative Instruments and Certain Hedging
Activities” on January 1, 2001. The impact on Verizon pertains to the
recognition of changes in the fair value of derivative instruments.
Results for the year ended December 31, 2001 include the initial
impact of adoption recorded as a cumulative effect of an accounting
change of $182 million after-tax ($.07 per diluted share) in the first
quarter of 2001. This cumulative effect charge primarily relates to the
change in the fair value of the MFN debt conversion option prior to
January 1, 2001.

SEGMENT RESULTS OF OPERATIONS

We have four reportable segments, which we operate and manage as
strategic business units and organize by products and services. Our
segments are Domestic Telecom, Domestic Wireless, Information
Services and International. You can find additional information about
our segments in Note 17 to the consolidated financial statements.

We measure and evaluate our reportable segments based on seg-
ment income. This segment income excludes unallocated corporate
expenses and other adjustments arising during each period. The
other adjustments include transactions that the chief operating deci-
sion makers exclude in assessing business unit performance due
primarily to their non-recurring and/or non-operational nature.
Although such transactions are excluded from business segment
results, they are included in reported consolidated earnings. We pre-
viously highlighted the more significant of these transactions in the
“Consolidated Results of Operations” section. Gains and losses that
are not individually significant are included in all segment results,
since these items are included in the chief operating decision makers’
assessment of unit performance. These gains and losses are prima-
rily contained in Information Services and International since they
actively manage investment portfolios.

Effective January 1, 2003, we transferred our Global Solutions Inc.
subsidiary from our International segment to our Domestic Telecom
segment. Prior years’ segment results of operations have been
reclassified to reflect the transfer to enhance comparability. The
transfer of Global Solutions’ revenues and costs of operations were
not significant to the results of operations of Domestic Telecom or
International.

Domestic Telecom

Domestic Telecom provides local telephone services, including voice
and data transport, enhanced and custom calling features, network
access, directory assistance, private lines and public telephones in
29 states and the District of Columbia. As discussed earlier under
“Consolidated Results of Operations,” in the third quarter of 2002 we
sold wireline properties representing approximately 1.27 million
access lines or 2% of the total Domestic Telecom switched access
lines in service. For comparability purposes, the results of operations
discussed in this section exclude the properties that have been sold.
This segment also provides long distance services, customer prem-
ises equipment distribution, data solutions and systems integration,
billing and collections, Internet access services and inventory man-
agement services.

Operating Revenues (dollars in millions)

Years Ended December 31, 2003 2002 2001
Local services $ 19,454 $ 20,271 $ 21,438
Network access services 12,719 13,427 12,992
Long distance services 3,788 3,170 3,113
Other services 3,641 3,971 4,605

$ 39,602 $ 40,839 $ 42,148

Local Services

Local service revenues are earned by our telephone operations from
the provision of local exchange, local private line, wire maintenance,
voice messaging and value-added services. Value-added services
are a family of services that expand the utilization of the network,
including products such as Caller ID, Call Waiting and Return Call.
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The provision of local exchange services not only includes retail rev-
enues but also includes local wholesale revenues from UNEs,
interconnection revenues from CLECs and wireless carriers, and
some data transport revenues.

The decline in local service revenues of $817 million, or 4.0% in 2003
and $1,167 million, or 5.4% in 2002 was mainly due to lower demand
and usage of our basic local exchange and accompanying services,
as reflected by a decline in switched access lines in service of 4.2%
in 2003 and a decline of 3.7% in 2002. These revenue declines were
mainly driven by the effects of competition, regulatory pricing rules
for UNEs and technology substitution. Regulatory pricing rules for
UNEs, which mandate lower prices from other carriers that use our
facilities to provide local exchange services, are putting downward
pressure on our revenues by shifting the mix of access lines from
retail to wholesale. We added UNE platform lines of approximately
1.8 million in 2003 and 1.0 million in 2002, bringing total UNE plat-
form provisioned lines to 5.0 million at December 31, 2003 and 3.2
million at December 31, 2002. Technology substitution also affected
local service revenue growth in both years, as indicated by declining
demand for residential access lines of 3.7% in 2003 and 2.8% in
2002, as more customers substituted wireless services for traditional
landline services. At the same time, basic business access lines have
declined 5.0% in 2003 and 5.1% in 2002, primarily reflecting a shift
to high-speed, high-volume special access lines.

We continue to seek opportunities to retain and win-back customers.
The launch of our Freedom plans in 2003 offers local services with
various combinations of long distance, wireless and Internet access
services in a discounted bundle available on one bill. Currently, we
have introduced our Freedom service plans in 17 key markets, which
cover approximately 85% of consumer access lines. For small busi-
nesses, we have also rolled out Verizon Freedom for Business in eight
markets, covering approximately 70% of business access lines. As of
year-end 2003, approximately 48% of Verizon’s residential customers
have purchased local services in combination with either Verizon long
distance or Verizon DSL, or both.

Network Access Services

Network access services revenues are earned from end-user cus-
tomers and long distance and other competing carriers who use our
local exchange facilities to provide usage services to their customers.
Switched access revenues are derived from fixed and usage-based
charges paid by carriers for access to our local network. Special
access revenues originate from carriers and end-users that buy ded-
icated local exchange capacity to support their private networks.
End-user access revenues are earned from our customers and from
resellers who purchase dial-tone services. Further, network access
revenues include our DSL services.

In 2003, our network access revenues declined by $708 million, or
5.3% principally due to decreasing switched MOUs and access lines,
as well as price reductions associated with federal and state price
cap filings and other regulatory decisions. Switched MOUs declined
in 2003 by 7.2% from a year ago, reflecting the impact of access line
loss and wireless substitution. Total revenues for high-capacity and
data services were $7,262 million for the year ended December 31,
2003, down slightly from a year ago. Voice-grade equivalents
(switched access lines and data circuits) increased to 140.3 million at
December 31, 2003, up 3.4%, compared to a year ago, as more cus-
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tomers chose high-speed, digital services. However, increased
demand for high-speed services was offset by reduced demand for
lower-speed services and price reductions. Further, our special
access revenues in 2003 were negatively impacted by a reduction in
rates for modem aggregation services provided to MCI under
Verizon’s CyberPOP tariff. Under the CyberPOP agreement, we pro-
vided access circuits for MCl’s managed modem business. This rate
reduction was necessary in order to avoid rejection and termination
of the CyberPOP agreement by MCI in its bankruptcy case and the
total loss of revenues that would have resulted. These decreases
were partially offset by increased demand for our DSL services. At
December 31, 2003, approximately 80% of our total access lines
qualified for DSL service. In 2003, we added net new DSL lines of
649,000, for a total of 2.3 million lines in service at December 31,
2003, an increase of 38.9% year-over-year.

In 2002, our network access revenues increased $435 million, or
3.3% principally due to higher customer demand for high-capacity
and data services, which increased 7.6% in 2002, compared to the
prior year. Voice-grade equivalents increased 4.5% and DSL lines
increased approximately 50% compared to the prior year. In addition
to volume-related growth, network access revenues in the fourth
quarter of 2002 also included the favorable effect of a state regulatory
decision in Michigan. These factors were partially offset by price
reductions associated with federal and state price cap filings and
other regulatory decisions and a decline in switched MOUs of 8.4%
from the prior year.

The FCC regulates the rates that we charge long distance carriers
and end-user customers for interstate access services. We are
required to file new access rates with the FCC each year. See “Other
Factors That May Affect Future Results — Regulatory and Competitive
Trends” for additional information on FCC rulemakings concerning
federal access rates, universal service and unbundling of network
elements.

Long Distance Services
Long distance service revenues include both intralLATA toll services
and interLATA long distance voice and data services.

Long distance service revenues increased $618 million, or 19.5% in
2003 and $57 million, or 1.8% in 2002, principally as a result of cus-
tomer growth from our interLATA long distance services. In 2003, long
distance revenues were stimulated by the introduction of our
Freedom plans. In the first quarter of 2003, we received final FCC
approval to offer long distance services in our remaining three juris-
dictions: Maryland, West Virginia and the District of Columbia. We
now offer long distance services throughout the United States, cap-
ping a seven-year effort. Our authority in Alaska is limited to interstate
and international services. In 2003, we added 4.2 million long dis-
tance lines, for a total of 16.6 million long distance lines nationwide,
representing a 33.3% increase from a year ago. This growth resulted
from 41% of our local wireline residential customers having chosen
Verizon as their long distance carrier as of December 31, 2003. In
2002, we added 3.9 million long distance lines, representing an
increase of 44.8% over 2001.
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Other Services

Our other services include such services as billing and collections for
long distance carriers, public (coin) telephone and customer prem-
ises equipment and supply sales. Other services revenues also
include services provided by our non-regulated subsidiaries such as
data solutions and systems integration businesses.

Revenues from other services declined by $330 million, or 8.3% in
2003 and by $634 million, or 13.8% in 2002. These declines were
substantially due to lower sales of supplies to some major customers
as a result of the termination of contracts and lower volumes at some
of our non-regulated businesses due to declines in customer
demand. Customers substituting wireless communications for pay
telephone services and customers taking back billing and collections
services were also factors that contributed to the reduction in other
service revenues in both years. In 2003, these revenue decreases
were partially offset by increased sales of voice and data customer
premises equipment services.

Operating Expenses (dollars in millions)

Years Ended December 31, 2003 2002 2001
Cost of services and sales $ 14,708 $ 13,390 $ 14,313
Selling, general and administrative expense 8,517 9,048 9,402
Depreciation and amortization expense 9,217 9,456 9,260

$ 32,442 $ 31,894 §$ 32,975

Cost of Services and Sales

Cost of services and sales includes the following costs directly attrib-
utable to a service or product: salaries and wages, benefits, materials
and supplies, contracted services, network access and transport
costs, customer provisioning costs, computer systems support and
costs of products sold. Aggregate customer care costs, which
include billing and service provisioning, are allocated between cost of
services and sales and selling, general and administrative expense.

In 2003, our cost of services and sales increased by $1,318 million, or
9.8% principally driven by lower income provided by pension income
net of other postretirement benefit expense. As of December 31,
2002, Verizon changed key employee benefit plan assumptions in
response to conditions in the securities markets at that time and
medical and prescription drug cost trends, as previously described
(see “Consolidated Operating Expenses”). The overall impact of
these assumption changes, combined with the impact of lower than
expected actual asset returns over the past three years, reduced
pension income, net of postretirement benefit expenses, by $1,193
million in 2003 (primarily in cost of services and sales), compared to
2002. In addition, costs of removal in excess of salvage for outside
plant assets, resulting from the adoption of SFAS No. 143 effective
January 1, 2003, were approximately $165 million in 2003. Under
SFAS No. 143, we began expensing the costs of removal in excess of
salvage for outside plant assets as incurred. Previously, we had
included costs of removal for these assets in our depreciation rates.
Higher costs associated with our growth businesses such as long
distance and data services, as well as the impact of annual wage
increases, additional overtime pay due to higher weather-related
repair volumes and contingency costs to maintain operational readi-
ness during recent labor negotiations further contributed to cost
increases in 2003.

Cost increases in 2003 were partially offset by lower access and
transport costs, including a favorable adjustment of approximately
$80 million recorded in the first quarter of 2003. As part of our
ongoing review of local interconnection expense charged by CLECs,
we determined that selected charges from CLECs, previously
recorded as expense but not paid, were no longer required and
accordingly, we adjusted our first quarter 2003 operating expenses.
In addition, effective in 2003, we recognize as local interconnection
expense no more than the amount payable under the April 27, 2001
FCC order addressing intercarrier compensation for dial-up connec-
tions for Internet-bound traffic. The effects of workforce reductions
and disciplined expense controls also offset services and sales cost
increases in 2003. At December 31, 2003, our Domestic Telecom
workforce was approximately 137,700, compared to 160,300 at
December 31, 2002, a 14.1% reduction from a year ago.

In 2002, our cost of services and sales decreased by $923 million, or
6.4% principally due to lower costs at our domestic telephone oper-
ations, business integration activities and achievement of merger
synergies. These reductions were mainly attributable to reduced
spending for materials and contracted services, driven by lower cap-
ital expenditures and strong cost control management. Lower
overtime for installation and maintenance activity principally as a
result of reduced volumes at our dispatch and call centers and lower
employee costs associated with declining workforce levels also con-
tributed to the decline in operating costs. At December 31, 2002, we
reduced our full-time headcount by approximately 18,000
employees, or 10.1%, from the prior year. At year-end 2002, we had
reduced the installation and repair overtime hours per employee per
week by 23.8% from 2001. Lower cost of sales at our customer
premises equipment and supply business driven by declining busi-
ness volumes also contributed to the cost reductions in 2002.
Favorable adjustments in 2002 included updates to ongoing expense
estimates as a result of specific regulatory decisions by the FCC and
state regulatory commissions in New York and other states. These
cost reductions were partially offset by higher costs associated with
our growth businesses such as data and long distance services.
Salary and wage increases for employees and increased health care
costs further offset cost reductions in 2002.

We recorded insurance recoveries related to the terrorist attacks on
September 11, 2001 of $270 million in 2003, $200 million in 2002 and
$400 million in 2001, primarily offsetting fixed asset losses and
expenses incurred in the current and prior years. Of the amounts
recorded, approximately $130 million in 2003, $112 million in 2002
and $124 million in 2001 relates to operating expenses (primarily cost
of services and sales). In 2001, we recorded costs of $285 million (net
of the $400 million insurance recovery) related to the terrorist attacks.
The costs and estimated insurance recoveries were recorded in
accordance with Emerging Issues Task Force Issue No. 01-10,
“Accounting for the Impact of the Terrorist Attacks of September
11, 2001.”

See “Other Factors That May Affect Future Results — Regulatory
and Competitive Trends - Intercarrier Compensation” for additional
information on FCC rulemakings and other court decisions
addressing intercarrier compensation for dial-up connections for
Internet-bound traffic.
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Selling, General and Administrative Expense

Selling, general and administrative expense includes salaries
and wages and benefits not directly attributable to a service or
product, bad debt charges, taxes other than income, advertising
and sales commission costs, customer billing, call center and
information technology costs, professional service fees and rent for
administrative space.

In 2003, our selling, general and administrative expense declined by
$531 million, or 5.9% primarily as a result of lower bad debt expense
due to a reduction in uncollectible accounts receivable (primarily
CLECs), improved collections and additional customer deposit
requirements. In addition, advertising costs were lower in 2003 com-
pared to a year ago. These cost reductions were partially offset by
higher employee benefit costs and by higher general costs associ-
ated with our non-regulated growth businesses.

Our selling, general and administrative expense declined in 2002 by
$354 million, or 3.8% principally driven by strong cost control man-
agement and the effects of business integration activities and
achievement of merger synergies, resulting in reduced spending for
general and administrative services and lower salary and wage costs.
These cost reductions were partially offset by higher costs associ-
ated with uncollectible accounts receivable for CLECs and other
wholesale customers and by higher costs for pension and other
employee benefits.

Depreciation and Amortization Expense

In 2003, the decline in depreciation and amortization expense of $239
million, or 2.5% was principally attributable to lower rates of depreci-
ation on telephone plant, as well as the favorable impact on
depreciation expense of adopting SFAS No. 143, effective January 1,
2003. These expense reductions were partially offset by higher soft-
ware amortization costs.

In 2002, the increase in depreciation and amortization expense of
$196 million, or 2.1% was due to growth in depreciable telephone
plant and increased software amortization costs. These factors were
offset, in part, by the effect of lower rates of depreciation on tele-
phone plant.

Segment Income
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Segment Income $ 3,335 $ 4,364 $ 4,509

Segment income decreased by $1,029 million, or 23.6% in 2003 and
$145 million, or 3.2% in 2002 primarily as a result of the after-tax
impact of operating revenues and operating expenses described
above. Special and non-recurring charges of $1,099 million, $236 mil-
lion, and $1,188 million, after-tax, affected the Domestic Telecom
segment in 2003, 2002 and 2001, respectively. Special and non-
recurring items in 2003 primarily include the costs associated with
severance activity, including retirement enhancement costs, and pen-
sion settlements for employees that received lump-sum distributions
under voluntary separation plans, partially offset by the favorable
impact of adopting SFAS No. 143. Special and non-recurring items in
2002 primarily relate to gains on sales of assets, net, offset by
employee severance and termination benefit costs, merger-related
costs, our financial statement exposure to MCI, the settlement of a
litigation matter and the adoption of SFAS No. 142. Special and non-
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recurring items in 2001 primarily relate to merger-related costs and
severance and retirement enhancement costs. Special and non-
recurring items in 2002 and 2001 also include the results of
operations of the access lines sold.

Domestic Wireless

Our Domestic Wireless segment provides wireless voice and data
services and equipment sales across the United States. This seg-
ment primarily represents the operations of the Verizon Wireless joint
venture with Vodafone. Verizon owns a 55% interest in the joint ven-
ture and Vodafone owns the remaining 45%. All financial results
included in the tables below reflect the consolidated results of
Verizon Wireless.

Operating Revenues
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Wireless sales and services $22489 $ 19,473 $ 17,560
Domestic Wireless’s total revenues of $22,489 million were $3,016
million, or 15.5% higher in 2003 compared to 2002. Service revenues
of $20,336 million were $2,589 million, or 14.6% higher than 2002.
This revenue growth was largely attributable to customer additions
and higher revenue per customer per month.

Our Domestic Wireless segment ended 2003 with 37.5 million cus-
tomers, an increase of 5.0 million net new customers, or 15.5%.
Retail net additions accounted for 4.6 million, or 92.0% of the total
net additions. Approximately 35.1 million, or 94% of Domestic
Wireless’s customers now subscribe to digital services, compared to
88% at year-end 2002 and generate almost 99% of our busy-hour
usage. The overall composition of our Domestic Wireless customer
base as of December 31, 2003 was 91% retail postpaid, 5% retail
prepaid and 4% resellers. The average monthly churn rate, the rate at
which customers disconnect service, decreased to 1.8% for 2003,
compared to 2.3% for 2002.

Average revenue per customer per month was $48.85, or 1.0%
higher in 2003 compared to 2002, primarily due to a larger number of
customers on higher access price plan offerings as well as an
increase in data revenues per subscriber. This increase was partially
offset by decreased roaming revenue as a result of rate reductions
with third-party carriers and decreased long distance revenue due to
bundled pricing. Average MOUs per customer increased to 457, or
30.9% in 2003 compared to 2002.

Domestic Wireless’s revenues of $19,473 million were $1,913 million,
or 10.9% higher in 2002 compared to 2001. Service revenues of
$17,747 million were $1,736 million, or 10.8% higher than 2001. This
revenue growth was largely attributable to customer additions and
higher revenue per customer per month. At year-end 2002, cus-
tomers totaled approximately 32.5 million, an increase of 10.5% over
year-end 2001, which included 485,000 customers added as a result
of acquisitions during 2002, primarily from the acquisition of the wire-
less operations of Price Communications Corp. (Price) in Alabama,
Florida, Georgia and South Carolina. Total churn decreased to 2.3%
in 2002, compared to 2.5% in 2001. Average revenue per customer
per month increased by 1.1% to $48.35 in 2002, compared to 2001
primarily due to higher access revenue per customer.
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Operating Expenses (dollars in millions)

Segment Income (dollars in millions)

Years Ended December 31, 2003 2002 2001 Years Ended December 31, 2003 2002 2001
Cost of services and sales $ 6,460 $ 5456 $ 5,085 Segment Income $ 1,083 $ 966 $ 537
Selling, general and administrative expense 8,057 7,084 6,461
Depreciation and amortization expense 3,888 3,293 3,709

$ 18,405 $ 15,833 $ 15,255

Cost of Services and Sales

Cost of services and sales, which are costs to operate the wireless
network as well as the cost of roaming, long distance and equipment
sales, increased by $1,004 million, or 18.4% in 2003. Cost of services
increased primarily due to higher direct wireless network charges
resulting from increased MOUs in 2003 compared to 2002, partially
offset by lower roaming, local interconnection and long distance
rates. Cost of equipment sales was higher by 24.2% in 2003, due pri-
marily to an increase in handsets sold, driven by growth in customer
additions and an increase in equipment upgrades in 2003 compared
to 2002.

Cost of services and sales increased by $371 million, or 7.3% in 2002
compared to 2001. This increase was due primarily to increased net-
work costs resulting from increased MOUs, and an increase in cost of
equipment sales driven by growth in new customer additions.

Selling, General and Administrative Expense

Selling, general and administrative expense increased by $973 mil-
lion, or 13.7% in 2003. This increase was primarily due to an increase
in salary and wage expense of $338 million, caused by an increase in
the employee base, primarily in the customer care and sales chan-
nels, as well as an increase in employee benefits expense. Also
contributing to the increase was higher sales commissions in our
direct and indirect channels of $233 million, primarily related to an
increase in customer additions and renewals during the year. Costs
associated with regulatory fees, primarily the universal service fund,
increased by $159 million in 2003, compared to 2002 due to an April
2003 FCC order requiring a change in the methodology for billing
these fees from a flat rate to a percentage rate.

Selling, general and administrative expense increased by $623 mil-
lion, or 9.6% in 2002 compared to 2001. This increase was due
primarily to higher sales commissions related to the growth in cus-
tomer additions and increased salary and wage expense.

Depreciation and Amortization Expense

Depreciation and amortization expense increased by $595 million, or
18.1% in 2003 compared to 2002. This increase was primarily due to
increased depreciation expense related to the increase in depreciable
assets.

Depreciation and amortization expense decreased by $416 million, or
11.2% in 2002 compared to 2001. This decrease was mainly attribut-
able to a reduction of amortization expense from the adoption of
SFAS No. 142, effective January 1, 2002, which required that good-
will and indefinite-lived intangible assets no longer be amortized,
partially offset by increased depreciation expense related to the
increase in depreciable assets.

Segment income increased by $117 million, or 12.1% in 2003 and by
$429 million, or 79.9% in 2002, primarily as a result of the after-tax
impact of operating revenues and operating expenses described
above, partially offset by higher minority interest. Special and non-
recurring charges of $57 million and $107 million, after-tax, affected
the Domestic Wireless segment in 2002 and 2001, respectively, and
were primarily merger-related costs and employee severance costs.
There were no special items affecting this segment in 2003.

Increases in minority interest in 2003 and 2002 were principally due
to the increased income of the wireless joint venture and the signifi-
cant minority interest attributable to Vodafone.

Information Services

Our Information Services segment consists of our domestic and
international publishing businesses, including print SuperPages® and
our Internet directory, SuperPages.com™, and electronic commerce
services. This segment has operations principally in North America
and Latin America.

During 2003, Information Services changed its method of recognizing
revenue and expenses from the publication-date method to the
amortization method effective January 1, 2003. Under the amortiza-
tion method, revenue and direct expenses are recognized over the
life of the directory, which is usually 12 months.

(dollars in millions)
2002 2001

Operating Revenues

Years Ended December 31, 2003

Operating Revenues $ 4114 $ 4287 $ 4,313

Operating revenues from our Information Services segment
decreased $173 million, or 4.0% in 2003. The decrease was due pri-
marily to the impact of the accounting change from the
publication-date method to the amortization method and the elimina-
tion of revenue related to the sales of businesses (directories no
longer published by Information Services). Revenues from ongoing
operations remained relatively flat for the year. Verizon’s domestic
Internet directory service, SuperPages.com™, continues to achieve
strong domestic growth as demonstrated by a 32.7% increase in rev-
enue over 2002.

Operating revenues from our Information Services segment
decreased $26 million, or 0.6% in 2002. The decrease was due pri-
marily to the elimination of directory revenues related to wireline
property sales as well as reduced extension of publications and affil-
iate revenues. The decrease was partially offset by sales performance
growth and increased revenue from the August 2001 acquisition of
TELUS’ advertising services business in Canada. SuperPages.com™
revenue increased 63.7% compared to 2001.
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Operating Expenses (dollars in millions)

Years Ended December 31, 2003 2002 2001
Cost of services and sales $ 641 $ 688 $ 743
Selling, general and administrative expense 1,505 1,411 1,218
Depreciation and amortization expense 89 74 79
Sales of businesses, net (141) - -

$ 2,094 $ 2,173 $ 2,040

Cost of Services and Sales

Cost of services and sales decreased $47 million, or 6.8% in 2003.
The decrease was due primarily to operational cost savings, cost
reductions recognized due to the sales of businesses, and the
change in accounting from the publication-date method to the amor-
tization method.

Cost of services and sales decreased $55 million, or 7.4% in 2002.
The decrease was due primarily to the execution of cost reduction
initiatives and merger synergies.

Selling, General and Administrative Expense

Selling, general and administrative expense increased $94 million, or
6.7% in 2003. The increase was due primarily to higher pension and
benefit costs and increased bad debt expense partially offset by
operational cost savings, costs reductions recognized due to the
sales of businesses, and the change in accounting from the publica-
tion-date method to the amortization method.

Selling, general and administrative expense increased $193 million,
or 15.8% in 2002. The increase was due primarily to increased selling
costs, higher bad debt expense and a small asset gain recorded
in 2001.

Sales of Businesses, Net

In 2003, Information Services completed the sale of its directory busi-
nesses in Europe, which consisted of publishing operations in
Austria, the Czech Republic, Gibraltar, Hungary, Poland and Slovakia.
We recorded a pretax net gain of $141 million.

Segment Income
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Segment Income $ 1,206 $ 1,281 $ 1,352

Segment income decreased $75 million, or 5.9% in 2003 and $71
million, or 5.3% in 2002 as a result of the after-tax impact of oper-
ating revenues and expense issues described above. Special and
non-recurring charges of $1,738 million, $92 million and $81 million,
after-tax, affected the Information Services segment in 2003, 2002
and 2001, respectively. Special items in 2003 were primarily related
to the change in accounting from the publication-date method to the
amortization method and severance charges. Special items in 2002
included merger-related costs, costs associated with Domestic
Telecom access line sales and severance costs. Special items in
2001 pertained to merger-related costs.

International

Our International segment includes international wireline and wireless
telecommunication operations and investments primarily in the
Americas and Europe. Our consolidated international investments as
of December 31, 2003 included Verizon’s operations in the
Dominican Republic, TELPRI in Puerto Rico and Micronesian
Telecommunications Corporation in the Northern Mariana Islands.
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Either the cost or the equity method is applied to those investments
in which we have less than a controlling interest.

On June 13, 2003, we announced our decision to sell our 39.4% con-
solidated interest in lusacell. We reclassified our investment and the
results of operations of lusacell in the current and prior years as dis-
continued operations in accordance with SFAS No. 144, “Accounting
for the Impairment or Disposal of Long-Lived Assets.” We subse-
quently sold our shares in lusacell on July 29, 20083. Discontinued
operations are excluded from International’s segment income.

On January 25, 2002, we exercised our option to purchase an addi-
tional 12% of TELPRI common stock from the government of Puerto
Rico. We now hold 52% of TELPRI stock, up from 40% held at
December 31, 2001. As a result of gaining control over TELPRI, we
changed the accounting for this investment from the equity method
to consolidation, effective January 1, 2002. Accordingly, TELPRI’s net
results of operations are reported as a component of Equity in
Earnings (Loss) of Unconsolidated Businesses for the year ended
December 31, 2001, while 2002 and 2003 results of operations are
included in consolidated revenues and expenses in the tables below.

On March 28, 2002, we transferred 5.5 million of our shares in CTl to
an indirectly wholly owned subsidiary of Verizon and subsequently
transferred ownership of that subsidiary to a newly created trust for
CTIl employees. This decreased our ownership percentage in CTI
from 65% to 48%. We also reduced our representation on CTl’s
board of directors from five of nine members to four of nine (subse-
quently reduced to one of five members). As a result of these actions
that surrendered control of CTIl, we changed our method of
accounting for this investment from consolidation to the equity
method. On June 3, 2002, as a result of an option exercised by
Telfone (BVI) Limited (Telfone), a CTl shareholder, Verizon acquired
approximately 5.3 million additional CTl shares. Also on June 3, 2002,
we transferred ownership of a wholly owned subsidiary of Verizon
that held 5.4 million CTI shares to a second independent trust leaving
us with an approximately 48% non-controlling interest in CTI. In addi-
tion, during the first quarter of 2002, we wrote our remaining
investment in CTI, including those shares we were contractually
committed to purchase under the Telfone option, down to zero (see
“Special Items”). Since we had no other future commitments or plans
to fund CTI’s operations and had written our investment down to
zero, in accordance with the accounting rules for equity method
investments, we ceased recording operating income or losses related
to CTlI’s operations beginning in 2002. On October 16, 2003 we sold
our entire remaining interest in CTI. Accordingly, CTlI’s results of oper-
ations are reported in revenues and expenses for the year ended
December 31, 2001, while 2002 and 2003 revenues and expenses
are not included in the tables below.

Operating Revenues
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Operating Revenues $ 1,949 $ 2219 $ 1,581

Revenues generated by our international businesses decreased $270
million, or 12.2% in 2003 and increased $638 million, or 40.4% in
2002. The 2003 decrease was primarily due to declining foreign
exchange rates in the Dominican Republic, reduced software sales as
well as an adjustment to carrier access revenues at TELPRI. The
2002 growth is primarily due to the consolidation of TELPRI partially
offset by the deconsolidation of CTI in 2002. Adjusting 2001 to be



management’s discussion and analysis

of results of operations and financial condition continued

comparable with 2002, revenues generated by our international busi-
nesses declined by $197 million, or 8.2%. The 2002 decrease in
comparable revenues was due to the weak economies and increased
competition in our Latin America markets, as well as reduced soft-
ware sales.

Operating Expenses
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Cost of services and sales $ 574 $§ 586 $ 398
Selling, general and administrative expense 691 610 610
Depreciation and amortization expense 346 376 278

$ 1,611 $ 1,572 $ 1,286

Cost of Services and Sales

Cost of services and sales decreased $12 million, or 2.0% in 2003
and increased $188 million, or 47.2%, in 2002. The 2003 decrease
reflects declining foreign exchange rates in the Dominican Republic
partially offset by higher operating costs. The 2002 increase was pri-
marily due to the consolidation of TELPRI, partially offset by the
deconsolidation of CTI in 2002. Adjusting 2001 to be comparable
with 2002, cost of services and sales decreased $55 million, or 8.6%.
The 2002 decrease in comparable cost of services and sales reflects
lower variable costs associated with reduced sales volumes.

Selling, General and Administrative Expense

Selling, general and administrative expense increased $81 million, or
13.3% in 2003 and did not change in 2002. The 2003 increase was
due to a charge recorded by TELPRI in 20083 as a result of an adverse
Puerto Rico Circuit Court of Appeals ruling regarding access rates for
intra-island long distance service and a contract settlement in 2002,
offset by the replacement of a revenue-based operating tax in the
Dominican Republic with an income tax and declining foreign
exchange rates in the Dominican Republic. Adjusting 2001 to reflect
the 2002 TELPRI consolidation and CTI deconsolidation for compa-
rability with 2002, selling, general and administrative expense
decreased $148 million, or 19.5%. The 2002 decrease in comparable
selling, general and administrative expense was due to the contract
settlement and declining foreign exchange rates in the Dominican
Republic.

Depreciation and Amortization Expense

Depreciation and amortization expense decreased $30 million, or
8.0% in 2003 and increased $98 million, or 35.3% in 2002. The 2003
decrease was due to declining foreign exchange rates in the
Dominican Republic and the adoption of SFAS No. 143, offset in part
by increased depreciation generated from ongoing network capital
expenditures. The 2002 growth was primarily due to the consolida-
tion of TELPRI partially offset by the deconsolidation of CTI in 2002.
Adjusting 2001 to be comparable with 2002, depreciation and amor-
tization expense decreased $15 million, or 3.8%. The 2002 decrease
was driven by a reduction of amortization expense from the adoption
of SFAS No. 142, effective January 1, 2002, which required that
goodwill and indefinite-lived intangible assets no longer be amor-
tized, offset by ongoing network capital expenditures.

Segment Income
Years Ended December 31,

(dollars in millions)

2003 2002 2001

Segment Income $ 1,392 $ 1,152 $ 1,014

Segment income increased by $240 million, or 20.8% in 2003 and by
$138 million, or 13.6% in 2002. The increase in 2003 was largely
driven by the changes in earnings from unconsolidated businesses.

The 2002 increase was primarily the after-tax impact of operating rev-
enues and operating expenses described above.

Equity in earnings of unconsolidated businesses increased $447 mil-
lion, or 69.4% in 2003. This increase was driven by tax benefits
arising from a reorganization at Omnitel, a contribution tax reversal as
a result of a favorable European Court of Justice ruling benefiting
Omnitel, favorable foreign exchange rates and continued operational
growth of Verizon’s equity investments, partially offset by lower gains
on sales of investments in 2003. Income from other unconsolidated
businesses decreased $49 million, or 22.5% in 2003. The decrease
was due to income realized in 2002 from investments that have
been sold.

Equity in earnings of unconsolidated businesses decreased $179 mil-
lion, or 21.7% in 2002 and income from other unconsolidated
businesses increased $120 million, or 122.4% in 2002. Adjusting
2001 for the consolidation of TELPRI and the deconsolidation of CTI,
equity in earnings of unconsolidated businesses decreased $14 mil-
lion, or 2.1%. This decrease was primarily the result of ceasing
recording CTl’s operating losses in 2002, more than offset by the
unfavorable impact of Venezuelan bolivar fluctuations on the results
of CANTV in 2002 and lower operating results of TELUS. Higher
income from other unconsolidated businesses was primarily due to a
gain on the sale of a portion of our interest in Taiwan Cellular
Corporation (TCC).

Special and non-recurring charges of $791 million, $2,426 million and
$2,966 million, after-tax, affected the International segment in 2003,
2002 and 2001, respectively. Special and non-recurring items in 2003
were primarily related to the impairment of our investment in lusacell,
partially offset by the Eurotel Praha gain on sale. Special and non-
recurring items in 2002 included losses on CANTV, TELUS, CTI and
other investments and the cumulative effect of adopting SFAS No.
142, partially offset by the gain on a sale of nearly all of our interest in
TCNZ. Special and non-recurring items in 2001 primarily related to
losses on investments in securities and a loss at CTI in connection
with the deteriorating Argentinean economy and devaluation of the
Argentinean peso.

SPECIAL ITEMS

Discontinued Operations

During 2003, we announced our decision to sell our 39.4% consoli-
dated interest in lusacell into the tender offer launched by Movil
Access, a Mexican company. Verizon tendered its shares shortly after
the tender offer commenced, and the tender offer closed on July 29,
2003. In accordance with SFAS No. 144, we have classified the
results of operations of lusacell as discontinued operations. In con-
nection with the decision to sell our interest in lusacell and a
comparison of expected net sale proceeds to the net book value of
our investment in lusacell (including the foreign currency translation
balance), we recorded a pretax loss of $957 million ($931 million
after-tax, or $.33 per diluted share).
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Sales of Businesses and Investments, Net

Sales of Businesses, Net

Wireline Property Sales

During the third quarter of 2002, we completed the sales of all
675,000 of our switched access lines in Alabama and Missouri to
CenturyTel Inc. and 600,000 of our switched access lines in Kentucky
to ALLTEL Corporation for $4,059 million in cash proceeds ($191 mil-
lion of which was received in 2001). We recorded a pretax gain of
$2,527 million ($1,550 million after-tax, or $.56 per diluted share). The
operating revenues of the access lines sold were $623 million and
$997 million for the years 2002 and 2001, respectively. Operating
expenses of the access lines sold were $241 million and $413 million
for the years 2002 and 2001, respectively.

Wireless Overlap Property Sales

During 2001, we recorded a pretax gain of $80 million ($48 million
after-tax, or $.02 per diluted share) on the sale of the Cincinnati wire-
less market and a pretax loss of $172 million ($108 million after-tax,
or $.04 per diluted share) related to the sale of the Chicago wireless
market.

Other Transactions

During 2002, we recorded a net pretax gain of $220 million ($116 mil-
lion after-tax, or $.04 per diluted share), primarily resulting from a
pretax gain on the sale of TSI of $466 million ($275 million after-tax,
or $.10 per diluted share), partially offset by an impairment charge in
connection with our exit from the video business and other charges
of $246 million ($159 million after-tax, or $.06 per diluted share).

During 2001, we recorded charges totaling $258 million ($166 million
after-tax, or $.06 per diluted share) related to exiting several busi-
nesses, including our video business and some leasing activities.

Sales of Investments, Net

During 2003, we recorded a pretax gain of $348 million on the sale of
our interest in Eurotel Praha. Also during 2003, we recorded a net
pretax gain of $176 million as a result of a payment received in con-
nection with the liquidation of Genuity. In connection with these sales
transactions, Verizon recorded contributions of $150 million for each
of the transactions to Verizon Foundation to fund its charitable activ-
ities and increase its self-sufficiency. Consequently, we recorded a
net gain of $44 million after taxes, or $.02 per diluted share related to
these transactions and the accrual of the Verizon Foundation contri-
butions.

During 2002, we sold nearly all of our investment in TCNZ for net
cash proceeds of $769 million, which resulted in a pretax gain of
$383 million ($229 million after-tax, or $.08 per diluted share).

Investment-Related Charges and Related Tax Benefits

We continually evaluate our investments in unconsolidated busi-
nesses and other long-lived assets for impairment. That evaluation
includes, in addition to persistent, declining stock prices, general
economic and company-specific evaluations. In the event of a deter-
mination that a decline in market value is other than temporary, a
charge to earnings is recorded for the loss and a new cost basis in
the investment is established. As of December 31, 2003, no impair-
ments were determined to exist.
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In 2002, we recorded total net investment-related pretax losses
of $6,202 million ($5,652 million after-tax, or $2.06 per diluted
share) in Equity in Earnings (Loss) of Unconsolidated Businesses,
Income (Loss) from Other Unconsolidated Businesses and Selling,
General and Administrative Expense. These losses are comprised of
the following:

e A loss of $2,898 million ($2,735 million after-tax, or $1.00 per
diluted share) related to our investment in Genuity. This loss
includes a write-down of our investments and loans of $2,624 mil-
lion ($2,560 million after-tax, or $.93 per diluted share). We also
recorded a pretax charge of $274 million ($175 million after-tax, or
$.07 per diluted share) related to the remaining financial exposure
to our assets, including receivables, as a result of Genuity’s bank-
ruptcy.

e During 2002, we also recorded a pretax loss of $1,400 million
($1,400 million after-tax, or $.51 per diluted share) due to the other
than temporary decline in the market value of our investment in
CANTV. As a result of the political and economic instability in
Venezuela, including the devaluation of the Venezuelan bolivar,
and the related impact on CANTV’s future economic prospects,
we no longer expected that the future undiscounted cash flows
applicable to CANTV would be sufficient to recover our invest-
ment. Accordingly, we wrote our investment down to market value
as of March 31, 2002.

e |n 2002, we also recorded an other than temporary loss related to
several investments, including a loss of $580 million ($430 million
after-tax, or $.16 per diluted share) to the market value of our
investment in TELUS, a net loss of $347 million ($230 million after-
tax, or $.08 per diluted share) primarily related to the market value
of our investment in C&W and losses totaling $231 million ($231
million after-tax, or $.08 per diluted share) relating to several other
investments.

e In 2002, we recorded a pretax loss of $516 million ($436 million
after-tax, or $.16 per diluted share) to market value of MFN prima-
rily due to the other than temporary decline in the market value of
our investment in MFN. During 2001, we wrote down our invest-
ment in MFN due to the declining market value of its stock. We
wrote off our remaining investment and other financial statement
exposure related to MFN in 2002 primarily as a result of its deteri-
orating financial condition and related defaults.

¢ In addition, in 2002 we recorded a pretax loss of $230 million
($190 million after-tax, or $.07 per diluted share) to fair value due
to the other than temporary decline in the fair value of our
remaining investment in CTI. In 2001, we recorded an estimated
loss of $637 million ($637 million after-tax, or $.23 per diluted
share) to reflect the impact of the deteriorating Argentinean
economy and devaluation of the Argentinean peso on CTlI’s finan-
cial position. As a result of these charges, our financial exposure
related to our equity investment in CTl was eliminated.

As a result of capital gains and other income on access line sales and
investment sales in 2002, as well as assessments and transactions
related to several of the impaired investments during the third and
fourth quarters of 2002, we recorded tax benefits of $2,104 million
($.77 per diluted share) in 2002 pertaining to current and prior year
investment impairments. The investment impairments primarily
related to debt and equity investments in MFN and in Genuity.



management’s discussion and analysis

of results of operations and financial condition continued

Prior to the second quarter of 2001, we considered the declines in
the market values of our investments in securities to be temporary,
due principally to the overall weakness in the securities markets as
well as telecommunications sector share prices. However, included in
our results for 2001 is the recognition of pretax losses recorded in
June 2001 and December 2001 totaling $4,686 million ($3,607 million
after-tax, or $1.32 per diluted share) primarily relating to our invest-
ments in C&W, NTL and MFN. We determined, through the evaluation
described above, that market value declines in these investments
were considered other than temporary.

During 2001, we also recorded a pretax charge of $1,251 million
($1,251 million after-tax, or $.46 per diluted share) related to our cost
investment in Genuity. The charge was necessary because we deter-
mined that the decline in the estimated fair value of Genuity was
other than temporary. Our investment in Genuity was not considered
a marketable security given its unique characteristics and the associ-
ated contingent conversion right. However, we estimated fair value
based on the number of shares of Genuity we would own, assuming
the exercise of the contingent conversion right, and the market value
of Genuity common stock.

Other Strategic Actions and Completion of Merger

Severance, Pension and Benefit Charges
Total pension, benefit and other costs related to severance activities
were $5,524 million ($3,399 million after-tax, or $1.22 per diluted
share) in 2003, primarily in connection with the voluntary separation
of more than 25,000 employees, as follows:

e In the fourth quarter of 2003, we recorded a pretax charge of
$4,695 million ($2,882 million after-tax, or $1.03 per diluted share)
primarily associated with costs incurred in connection with a vol-
untary separation plan under which more than 21,000 employees
accepted the separation offer. This pretax voluntary separation
plan charge included $2,716 million recorded in accordance with
SFAS No. 88, “Employers’ Accounting for Settlements and
Curtailments of Defined Benefit Pension Plans and for Termination
Benefits” and SFAS No. 106, “Employers’ Accounting for
Postretirement Benefits Other Than Pensions” for pension and
postretirement benefit enhancements and a net curtailment gain
for a significant reduction of the expected years of future service
resulting from early retirements. In addition, we recorded a pretax
charge of $76 million for pension settlement losses related to
lump-sum settlements of some existing pension obligations. SFAS
No. 88 requires that settlement losses be recorded once pre-
scribed payment thresholds have been reached. The fourth
quarter pretax charge also included severance costs of $1,720
million and costs related to other severance-related activities of
$183 million.

e We also recorded a special charge in 2003 of $235 million ($150
million after-tax, or $.05 per diluted share) primarily associated
with employee severance costs and severance-related activities in
connection with the voluntary separation of approximately 4,000
employees. In addition, we recorded pretax pension settlement
losses of $131 million ($81 million after-tax, or $.03 per diluted
share) in 20083 related to employees that received lump-sum dis-
tributions during the year in connection with previously announced
employee separations.

e Further, in 2003 we recorded a special charge of $463 million
($286 million after-tax, or $.10 per diluted share) in connection with
enhanced pension benefits granted to employees retiring in the
first half of 20083, estimated costs associated with the July 10,
2003 Verizon-New York arbitration ruling and pension settlement
losses related to lump-sum pay-outs in 2003. On July 10, 2003, an
arbitrator ruled that Verizon-New York’s termination of 2,300
employees in 2002 was not permitted under a union contract; sim-
ilar cases were pending impacting an additional 1,100 employees.
Verizon offered to reinstate all 3,400 impacted employees, and
accordingly, recorded a charge in the second quarter of 2003 rep-
resenting estimated payments to employees and other related
company-paid costs.

Total pension, benefit and other costs related to severances were
$2,010 million ($1,264 million after taxes and minority interest, or $.46
per diluted share) in 2002, primarily in connection with the separation
of approximately 8,000 employees and pension and other postretire-
ment benefit charges associated with 2002 and 2001 severance
activity, as follows:

¢ In the fourth quarter of 2002, we recorded a pretax charge of $981
million ($604 million after taxes and minority interest, or $.22 per
diluted share) primarily associated with pension and benefit costs
related to severances in 2002 and 2001. This pretax charge
included $910 million recorded in accordance with SFAS No. 88
and SFAS No. 106 for curtailment losses related to a significant
reduction of the expected years of future service resulting from
early retirements once the prescribed threshold was reached, pen-
sion settlement losses related to lump-sum settlements of some
existing pension obligations and pension and postretirement ben-
efit enhancements. The fourth quarter charge also included
severance costs of $71 million.

e We also recorded a pretax charge in 2002 of $295 million ($185
million after-tax, or $.07 per diluted share) related to settlement
losses incurred in connection with previously announced
employee separations.

e In addition, we recorded a charge of $734 million ($475 million
after taxes and minority interest, or $.17 per diluted share) in 2002
primarily associated with employee severance costs and sever-
ance-related activities in connection with the voluntary and
involuntary separation of approximately 8,000 employees.

During 2001, we recorded a special charge of $1,613 million ($1,001
million after-tax, or $.37 per diluted share) primarily associated with
employee severance costs and related pension enhancements. The
pretax charge included severance and related benefits of $765 million
for the voluntary and involuntary separation of approximately 10,000
employees. We also recorded a pretax charge of $848 million prima-
rily associated with related pension enhancements.

Other Charges and Special Items

During 2003, we recorded other special pretax charges of $557 mil-
lion ($419 million after-tax, or $.15 per diluted share). These charges
included $240 million ($156 million after-tax, or $.06 per diluted share)
primarily in connection with environmental remediation efforts relating
to several discontinued businesses, including a former facility that
processed nuclear fuel rods in Hicksville, New York (see “Other
Factors That May Affect Future Results”) and a pretax impairment
charge of $184 million ($184 million after-tax, or $.07 per diluted
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share) pertaining to our leasing operations for airplanes leased to air-
lines experiencing financial difficulties and for power generating
facilities. These 2003 charges also include pretax charges of $61 mil-
lion ($38 million after-tax, or $.01 per diluted share) related to the
early retirement of debt and other pretax charges of $72 million ($41
million after-tax, or $.01 per diluted share).

During 2002, we recorded pretax charges of $626 million ($469 mil-
lion after-tax, or $.17 per diluted share). These charges related to
losses in connection with our financial statement exposure to MCI
due to its July 2002 bankruptcy of $300 million ($183 million after-tax,
or $.07 per diluted share), an impairment charge of $117 million ($136
million after-tax, or $.05 per diluted share) pertaining to our leasing
operations for airplanes leased to airlines experiencing financial diffi-
culties and other charges of $209 million ($150 million after-tax, or
$.05 per diluted share). In addition, we recorded a charge of $175 mil-
lion ($114 million after-tax, or $.04 per diluted share) related to a
settlement of a litigation matter that arose from our decision to termi-
nate an agreement with NorthPoint Communications Group, Inc. to
combine the two companies’ DSL businesses.

Other charges and special items recorded during 2001 include an
asset impairment charge of $151 million ($95 million after-tax, or $.03
per diluted share) related to property sales and facility consolidation,
a charge of $182 million ($179 million after taxes and minority
interest, or $.07 per diluted share) in connection with mark-to-market
adjustments related to some of our financial instruments and a
charge of $29 million ($19 million after-tax, or $.01 per diluted share)
resulting from the early retirement of debt. In 2001, we also recorded
a loss of $35 million ($26 million after-tax, or $.01 per diluted share)
related to international losses.

Merger Transition Costs

We announced at the time of the Bell Atlantic-GTE merger in 2000
that we expected to incur a total of approximately $2 billion of transi-
tion costs related to the merger and the formation of the wireless joint
venture. These costs were incurred to establish the Verizon brand,
integrate systems, consolidate real estate and relocate employees.
Transition activities were complete at December 31, 2002 and totaled
$2,243 million. For 2002 and 2001, transition costs were $510 million
($288 million after taxes and minority interest, or $.10 per diluted
share) and $1,039 million ($578 million after taxes and minority
interest, or $.21 per diluted share), respectively.

CONSOLIDATED FINANCIAL CONDITION

(dollars in millions)

Years Ended December 31, 2003 2002 2001

Cash Flows Provided By (Used In)

Operating activities $22482 $22,09 $ 19,526

Investing activities (12,246) (6,800) (21,324)
Financing activities (10,959) (14,809) 1,973
Increase (Decrease) In Cash

and Cash Equivalents $ (723) $ 490 $ 175

We use the net cash generated from our operations to fund network
expansion and modernization, repay external financing, pay divi-
dends and invest in new businesses. Additional external financing is
utilized when necessary. While our current liabilities typically exceed
current assets, our sources of funds, primarily from operations and,
to the extent necessary, from readily available external financing
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arrangements, are sufficient to meet ongoing operating and investing
requirements. We expect that capital spending requirements will con-
tinue to be financed primarily through internally generated funds.
Additional debt or equity financing may be needed to fund additional
development activities or to maintain our capital structure to ensure
our financial flexibility.

Cash Flows Provided By Operating Activities

Our primary source of funds continues to be cash generated from
operations. In 2003, the increase in cash from operations was prima-
rily driven by a decrease in working capital requirements, net of a
lower provision for uncollectible accounts. The decrease in working
capital requirements was driven by an increase in payables and
higher accrued income taxes related to tax payments not yet due.

In 2002, the increase in cash from operations compared to 2001 pri-
marily reflects improved results of operations before gains or losses
on asset sales.

Cash Flows Used In Investing Activities

Capital expenditures continue to be our primary use of capital
resources and facilitate the introduction of new products and serv-
ices, enhance responsiveness to competitive challenges and
increase the operating efficiency and productivity of our networks.
Including capitalized software, we invested $6,820 million in our
Domestic Telecom business in 2003, compared to $8,004 million and
$12,731 million in 2002 and 2001, respectively. We also invested
$4,590 million in our Domestic Wireless business in 2003, compared
to $4,414 million and $5,080 million in 2002 and 2001, respectively.
The decrease in capital spending in 2003 and 2002, particularly by
Domestic Telecom, is primarily due to a decrease in demand for local
network expansion, partially offset by investments in high growth
areas such as long distance and DSL.

Capital spending, including capitalized software, is expected to be
approximately $12 billion to $13 billion in 2004. This range includes
$6.5 billion to $7.0 billion for Domestic Telecom, $5.0 billion to $5.5
billion for Domestic Wireless and a total of $.5 billion for Information
Services, International and Corporate and Other businesses.

We invested $1,162 million in acquisitions and investments in
businesses during 2003, including $762 million to acquire 50
wireless licenses and related network assets from Northcoast
Communications LLC and $157 million for other wireless properties.
In 2002, we invested $1,088 million in acquisitions and investments in
businesses, including $556 million to acquire some of the cellular
properties of Dobson Communications Corporation and $242 million
for other wireless properties. We also received a $1,740 million refund
from the FCC in connection with a wireless auction payment.
In 2001, we invested $3,072 million in acquisitions and investments in
businesses, including $1,691 million related to wireless licenses pur-
chased in connection with an FCC auction, $410 million for additional
wireless spectrum purchased from another telecommunications car-
rier and $194 million in wireless properties. In addition, we invested
$497 million in 2001 to acquire the directory business of TELUS.

In 2003, we received cash proceeds of $229 million, from the sale of
our directory publication operations in Austria, the Czech Republic,
Gibraltar, Hungary, Poland and Slovakia. In 2002, we received cash
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proceeds of $4,638 million, including $3,868 million from the sale of
non-strategic access lines and $770 million in connection with the
sale of TSI. In 2001, we received cash proceeds of $200 million and
$215 million in connection with sales of our Cincinnati and Chicago
wireless overlap properties, respectively.

Our short-term investments include principally cash equivalents held
in trust accounts for payment of employee benefits. In 2003, 2002
and 2001, we invested $1,887 million, $2,073 million and $1,928 mil-
lion, respectively, in short-term investments, primarily to pre-fund
active employees’ health and welfare benefits. Proceeds from the
sales of all short-term investments, principally for the payment of
these benefits, were $1,767 million, $1,857 million and $1,546 million
in the years 2003, 2002 and 2001, respectively.

Other, net investing activities for 2003 include net cash proceeds of
$415 million in connection with sales of our interests in various
investments, primarily TCC and Crown Castle International Corp. and
$195 million in connection with the sale of our interest in Eurotel
Praha, representing a portion of the total proceeds of $525 million.
Other, net investing activities for 2002 include total cash proceeds of
$1,453 million in connection with share sales of various investments,
including net cash proceeds of $769 million in connection with a sale
of nearly all of our investment in TCNZ and $281 million related to the
sale of our investment in C&W, and purchases of investments of $425
million. Other, net investing activities for 2001 included loans to
Genuity of $1,150 million. In addition, in 2001 we received a deposit
of $191 million related to the sale of non-strategic access lines, $167
million in connection with CANTV’s share repurchase program and
proceeds of $515 million related to prior year wireless asset sales.

Under the terms of an investment agreement relating to our wireless
joint venture, Vodafone may require Verizon Wireless to purchase up
to an aggregate of $20 billion worth of Vodafone’s interest in Verizon
Wireless at designated times between 2003 and 2007 at its then fair
market value. In the event Vodafone exercises its put rights, we have
the right, exercisable at our sole discretion, to purchase up to $12.5
billion of Vodafone’s interest instead of Verizon Wireless for cash or
Verizon stock at our option. Vodafone may require the purchase of up
to $10 billion during a 61-day period opening on June 10 and closing
on August 9 in 2004, and the remainder, which may not exceed $10
billion in any one year, during a 61-day period opening on June 10
and closing on August 9 in 2005 through 2007. Vodafone also may
require that Verizon Wireless pay for up to $7.5 billion of the required
repurchase through the assumption or incurrence of debt. Vodafone
did not exercise its put rights during the 61-day period that ended on
August 9, 2003.

Cash Flows Provided By (Used In) Financing Activities

Cash of $7,436 million was used to reduce our total debt during
2003. We repaid $5,646 million of Verizon Global Funding Corp.,
$2,190 million of Domestic Telecom, $1,582 million of Domestic
Wireless and $1,239 million of other corporate long-term debt, and
reduced our short-term borrowings by $1,330 million with cash from
operations and the issuance of Verizon Global Funding, Domestic
Telecom and Domestic Wireless long-term debt. Verizon Global
Funding, Domestic Telecom and Domestic Wireless issued long-term
debt with principal amounts of $1,500 million, $1,653 million and
$1,525 million, respectively, resulting in total cash proceeds of $4,591

million, net of discounts, costs and a payment related to a hedge on
the interest rate for an anticipated financing.

Cash of $11,595 million was used to reduce our total debt during
2002. We repaid $4,083 million of Verizon Global Funding, $2,454 mil-
lion of Domestic Telecom and $1,022 million of Domestic Wireless
long-term debt (including $585 million of net debt assumed in con-
nection with the Price transaction), and reduced our short-term
borrowings by $11,024 million primarily with cash and the issuance of
Domestic Telecom and Verizon Global Funding long-term debt.
Domestic Telecom and Verizon Global Funding issued $3,779 million
and $3,816 million of long-term debt, respectively.

The net cash proceeds from increases in our total debt during 2001
of $6,031 million was primarily due to the issuance of $7,002 million
of long-term debt by Verizon Global Funding, partially offset by
repayments of $980 million of maturities of corporate long-term debt.
In addition, Verizon Wireless issued $4,555 million of long-term debt
and repaid $4,690 million of revolving loans, while Domestic Telecom
incurred $2,303 million of long-term debt, repaid $573 million of net
short-term debt and retired $1,430 million of long-term debt.

Our ratio of debt to debt combined with shareowners’ equity was
57.6% at December 31, 2003, compared to 62.0% at December
31, 2002.

As of December 31, 2003, we had $143 million in bank borrowings
outstanding. In addition, we had approximately $5.9 billion of unused
bank lines of credit and our telephone and financing subsidiaries had
shelf registrations for the issuance of up to $12.5 billion of unsecured
debt securities. The debt securities of our telephone and financing
subsidiaries continue to be accorded high ratings by primary rating
agencies. In February 2003, Standard & Poor’s upgraded our credit
rating outlook from negative to stable, citing debt reduction efforts
over the past year. We have adopted a debt portfolio strategy that
continues our overall debt reduction efforts through the remainder of
the year.

Verizon and its consolidated subsidiaries are in compliance with all of
their debt covenants.

As in prior years, dividend payments were a significant use of capital
resources. We determine the appropriateness of the level of our divi-
dend payments on a periodic basis by considering such factors as
long-term growth opportunities, internal cash requirements and the
expectations of our shareowners. In 2003, 2002 and 2001, we
declared quarterly cash dividends of $.385 per share.

Common stock has generally been issued to satisfy funding require-
ments of employee benefit plans. On January 22, 2004, the Board of
Directors authorized the repurchase of up to 80 million common
shares terminating no later than the close of business on February
28, 2006. The Board of Directors also determined that no additional
common shares may be purchased under the previous program.

Increase (Decrease) In Cash and Cash Equivalents

Our cash and cash equivalents at December 31, 2003 totaled $699
million, a $723 million decrease compared to cash and cash equiva-
lents at December 31, 2002 of $1,422 million. The decrease in cash
and cash equivalents was primarily driven by significant reduction in
our outstanding borrowings, and capital expenditures and dividends
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paid. Our cash and cash equivalents at December 31, 2002 was $490
million higher compared to December 31, 2001. The increase was
driven by favorable results of operations, proceeds from non-
strategic access line sales and other sales, partially offset by capital
expenditures and a significant reduction in borrowings in 2002.

Additional Minimum Pension Liability and Employee
Benefit Plan Contributions

We evaluate each pension plan to determine whether any additional
minimum liability is required. In 2002, we recorded an additional min-
imum pension liability of $1,342 million for the amount of excess
unfunded accumulated benefit liability over our accrued liability, as
required by SFAS No. 87, “Employers’ Accounting for Pensions.” As
a result of lower interest rates and lower than expected 2002 invest-
ment returns, an additional minimum pension liability was required for
a small number of plans. In 2003, we recorded a net benefit of $513
million, primarily in Other Assets in the consolidated balance sheets,
largely as a result of a higher return on plan assets in 2003. The
increases in the asset and liability are recorded in Accumulated Other
Comprehensive Loss, net of a tax benefit, in shareowners’ invest-
ment in the consolidated balance sheets.

We operate numerous qualified and nonqualified pension plans and
other postretirement benefit plans. These plans primarily relate to our
domestic business units and TELPRI. The majority of Verizon’s pen-
sion plans are adequately funded. We contributed $126 million and
$69 million in 2003 and 2002, respectively, to our qualified pension
trusts, primarily for TELPRI. We also contributed $159 million and $88
million to our nonqualified pension plans in 2003 and 2002, respec-
tively. Consistent with these historical contributions and based on the
funded status of the plans at December 31, 2003, we anticipate
making required qualified pension trust contributions of $266 million

(excluding nonqualified contributions of $161 million) in 2004,
including $138 million related to TELPRI. As a result of pending fed-
eral legislation pertaining to required pension funding, our
assessment of the amount and timing of the required qualified pen-
sion trust contributions for 2005 are less clear, but have been
estimated to be approximately $350 million, including $136 million for
TELPRI. Contributions to our other postretirement benefit plans gen-
erally relate to payments for benefits primarily on an as-incurred basis
since the other postretirement benefit plans do not have similar
funding requirements as the pension plans. Consequently, we con-
tributed $1,014 million and $919 million to our other postretirement
benefit plans in 2003 and 2002, respectively. Consistent with these
historical contributions and based on the funded status of the plans
at December 31, 2003, we anticipate making required contributions
to our other postretirement benefit plans of $1,149 million and $1,183
million in 2004 and 2005, respectively.

Leasing Arrangements

We are the lessor in leveraged and direct financing lease agreements
under which commercial aircraft and power generating facilities,
which comprise the majority of the portfolio, along with industrial
equipment, real estate property, telecommunications and other
equipment are leased for remaining terms of less than 1 year to 45
years as of December 31, 2003. Minimum lease payments receivable
represent unpaid rentals, less principal and interest on third-party
nonrecourse debt relating to leveraged lease transactions. Since we
have no general liability for this debt, which holds a senior security
interest in the leased equipment and rentals, the related principal and
interest have been offset against the minimum lease payments
receivable in accordance with GAAP. All recourse debt is reflected in
our consolidated balance sheets.

Off Balance Sheet Arrangements and Contractual Obligations

Contractual Obligations and Commercial Commitments

The following table provides a summary of our contractual obligations and commercial commitments at December 31, 2003. Additional detail
about these items is included in the notes to the consolidated financial statements.

(dollars in millions)
Payments Due By Period

Less than More than
Contractual Obligations Total 1 year 1-3 years 3-5 years 5 years
Long-term debt (see Note 11) $ 44,353 $ 5,097 $ 9,354 $ 4,927 $ 24,975
Capital lease obligations (see Note 10) 240 83 52 29 76
Total long-term debt 44,593 5,180 9,406 4,956 25,051
Interest on long-term debt (see Note 11) 29,997 2,507 4,521 3,689 19,280
Operating leases (see Note 10) 4,653 909 1,699 918 1,127
Purchase obligations (see Note 22) 630 413 217 - -
Other long-term liabilities (see Notes 5 and 15) 3,201 1,542 1,614 30 15
Total contractual obligations $ 83,074 $ 10,551 $ 17,457 $ 9,593 $ 45,473
Genuity distance service in the former Bell Atlantic region and satisfaction of

Prior to the merger of Bell Atlantic and GTE in 2000, we owned and
consolidated Genuity, which was deconsolidated in June 2000 as a
condition of the merger in connection with an initial public offering.
Our remaining ownership interest in Genuity contained a contingent
conversion feature that gave us the option to regain control of
Genuity and was dependent on obtaining approvals to provide long
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other regulatory and legal requirements. On July 24, 2002, we con-
verted all but one of our shares of Class B common stock of Genuity
into shares of Class A common stock of Genuity and relinquished our
right to convert our current ownership into a controlling interest in
Genuity. On December 18, 2002, we sold all of our Class A common
stock of Genuity.
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Our commercial relationship continues with Level 3 Communications
LLC (Level 3), the purchaser of substantially all of Genuity’s domestic
assets and the assignee of Genuity’s principal contract with us. We
have a multi-year purchase commitment expiring on December 31,
2005 for services such as dedicated Internet access, managed web
hosting, Internet security and some transport services. Under this
purchase commitment, Verizon has agreed to pay Level 3 a minimum
of $250 million between February 4, 2003 and December 31, 2005.
Through December 31, 2003, $71 million of that purchase commit-
ment had been met by Verizon.

MARKET RISK

We are exposed to various types of market risk in the normal course
of business, including the impact of interest rate changes, foreign
currency exchange rate fluctuations, changes in equity investment
prices and changes in corporate tax rates. We employ risk manage-
ment strategies using a variety of derivatives, including interest rate
swap agreements, interest rate locks, foreign currency forwards,
equity options and basis swap agreements. We do not hold deriva-
tives for trading purposes.

It is our general policy to enter into interest rate, foreign currency and
other derivative transactions only to the extent necessary to achieve
our desired objectives in limiting our exposures to the various market
risks. Our objectives include maintaining a mix of fixed and variable
rate debt to lower borrowing costs within reasonable risk parameters
and to protect against earnings and cash flow volatility resulting from
changes in market conditions. We do not hedge our market risk
exposure in a manner that would completely eliminate the effect of
changes in interest rates, equity prices and foreign exchange rates on
our earnings. We do not expect that our net income, liquidity and
cash flows will be materially affected by these risk management
strategies.

Exchangeable Notes

In 1998, Verizon Global Funding issued notes exchangeable into
shares of TCNZ and into shares of Cable & Wireless Communications
plc (subsequently C&W shares and a combination of shares and war-
rants in the reorganized NTL entities) as described in Note 11 to the
consolidated financial statements. These financial instruments
exposed us to market risk, including (i) equity price risk, because the
notes were exchangeable into shares that are traded on the open
market and routinely fluctuate in value, (i) foreign exchange rate risk,
because the notes were exchangeable into shares that are denomi-
nated in a foreign currency, and (iii) interest rate risk, because the
notes carried fixed interest rates.

On April 1, 2003, all of the outstanding $2,455 million principal
amount of the 5.75% notes that were exchangeable into shares of
TCNZ were redeemed at maturity. On March 15, 2003, Verizon Global
Funding redeemed all of the outstanding 4.25% notes. The cash
redemption price for the 4.25% notes was $1,048.29 for each $1,000
principal amount of the notes. The principal amount of the 4.25%
notes outstanding, before unamortized discount, at the time of
redemption, was $2,839 million.

Interest Rate Risk

The table that follows summarizes the fair values of our long-term
debt, interest rate derivatives and exchangeable notes as of
December 31, 2003 and 2002. The table also provides a sensitivity
analysis of the estimated fair values of these financial instruments
assuming 100-basis-point upward and downward parallel shifts in
the yield curve. Our sensitivity analysis did not include the fair values
of our commercial paper and bank loans because they are not signif-
icantly affected by changes in market interest rates.

(dollars in millions)

Fair Value Fair Value

assuming assuming

+100 basis -100 basis

At December 31, 2003 Fair Value point shift point shift
Long-term debt and

interest rate derivatives $ 47,725 $ 45,255 $ 50,399

At December 31, 2002

Long-term debt and

interest rate derivatives $ 49,157 $ 46,625 $ 51,931

Exchangeable notes 5,239 5,162 5,317

Total $ 54,396 $ 51,787 $ 57,248

Foreign Currency Translation

The functional currency for nearly all of our foreign operations is the
local currency. The translation of income statement and balance
sheet amounts of these entities into U.S. dollars are recorded as
cumulative translation adjustments, which are included in
Accumulated Other Comprehensive Loss in our consolidated balance
sheets. At December 31, 2003, our primary translation exposure was
to the Venezuelan bolivar, Dominican Republic peso, Canadian dollar
and the euro. We have not hedged our accounting translation expo-
sure to foreign currency fluctuations relative to the carrying value of
these investments.

Through June 30, 2003, and during 2002 and 2001, our earnings
were affected by foreign currency gains or losses associated with the
unhedged portion of U. S. dollar denominated debt at lusacell (see
“Consolidated Results of Operations — Other Consolidated Results —
Discontinued Operations”).

SIGNIFICANT ACCOUNTING POLICIES

A summary of the significant accounting policies used in preparing
our financial statements are as follows:

e Special and non-recurring items generally represent revenues and
gains as well as expenses and losses that are non-operational
and/or non-recurring in nature. Several of these special and non-
recurring items include impairment losses. These impairment
losses were determined in accordance with our policy of com-
paring the fair value of the asset with its carrying value. The fair
value is determined by quoted market prices or by estimates of
future cash flows. There is inherent subjectivity involved in esti-
mating future cash flows, which can have a significant impact on
the amount of any impairment.

e We continually evaluate our investments in securities for impair-
ment due to declines in market value considered to be other than
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temporary. That evaluation includes, in addition to persistent,
declining stock prices, general economic and company-specific
evaluations. In the event of a determination that a decline in
market value is other than temporary, a charge to earnings is
recorded for the loss and a new cost basis in the investment is
established. Given our significant investments in securities, other
than temporary declines in market values can have a material
impact on our results of operations and financial condition.

* We maintain benefit plans for most of our employees, including
pension and other postretirement benefit plans. In the aggregate,
the fair value of pension plan assets exceeds benefit obligations,
which contributes to pension plan income. Other postretirement
benefit plans have larger benefit obligations than plan assets,
resulting in expense. Significant benefit plan assumptions,
including the discount rate used, the long-term rate of return on
plan assets and rate of future increases in compensation are peri-
odically updated and impact the amount of benefit plan income,
expense, assets and obligations (see “Consolidated Results of
Operations — Consolidated Operating Expenses — Pension and
Other Postretirement Benefits”).

e QOur accounting policy concerning the method of accounting
applied to investments (consolidation, equity or cost) involves an
evaluation of all significant terms of the investments that explicitly
grant or suggest evidence of control or influence over the opera-
tions of the entity in which we have invested. Where control is
determined, we consolidate the investment. If we determine that
we have significant influence over the operating and financial poli-
cies of an entity in which we have invested, we apply the equity
method. We apply the cost method in situations where we deter-
mine that we do not have significant influence.

e OQur current and deferred income taxes, and associated valuation
allowances, are impacted by events and transactions arising in the
normal course of business as well as in connection with special
and non-recurring items. Assessment of the appropriate amount
and classification of income taxes is dependent on several factors,
including estimates of the timing and realization of deferred
income tax assets and the timing of income tax payments. Actual
collections and payments may materially differ from these esti-
mates as a result of changes in tax laws as well as unanticipated
future transactions impacting related income tax balances.

e Intangible assets are a significant component of our consolidated
assets. Wireless licenses of $40,907 million represent the largest
component of our intangible assets. Our wireless licenses are
indefinite-lived intangible assets, and as required by SFAS No.
142, are no longer amortized but are periodically evaluated for
impairment. Any impairment loss would be determined by com-
paring the fair value of the wireless licenses with their carrying
value. The fair value is determined by estimating future cash flows
of the wireless business. The fair value of the wireless business is
then subjected to a reasonableness analysis using public informa-
tion of comparable wireless carriers. There is inherent subjectivity
involved in estimating future cash flows, which can have a mate-
rial impact on the amount of any impairment.
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OTHER FACTORS THAT MAY AFFECT FUTURE RESULTS

Recent Developments

Telephone Access Lines

As we have stated in the past, Verizon continually evaluates its assets
and properties for strategic fit and financial performance. In connec-
tion with this analysis, discussions have taken place regarding the
possible sale of telephone access lines in Hawaii and upstate New
York. However, no sale is pending at this time.

Environmental Matters

During 2003, under a government-approved plan, remediation of the
site of a former facility in Hicksville, New York that processed nuclear
fuel rods in the 1950s and 1960s commenced. Remediation beyond
original expectations proved to be necessary and a reassessment of
the anticipated remediation costs was conducted. In addition, a
reassessment of costs related to remediation efforts at several other
former facilities was undertaken. As a result, an additional environ-
mental remediation expense of $240 million was recorded in Selling,
General and Administrative Expense in the consolidated statements
of income in the fourth quarter of 2003.

New York Recovery Funding

In August 2002, President Bush signed the Supplemental
Appropriations bill which included $5.5 billion in New York recovery
funding. Of that amount, approximately $750 million has been allo-
cated to cover the uninsured losses of businesses (including the
restoration of utility infrastructure) as a result of the September 11th
terrorist attacks. These funds will be distributed through the Lower
Manhattan Development Corporation following an application
process.

On October 31, 2003, Verizon applied for reimbursement of $33 mil-
lion. We received $11 million in December 2003. We are awaiting an
audit for the remaining funds. Once the audit is complete, we will
apply for additional funds.

Regulatory and Competitive Trends

Competition and the Telecommunications Act of 1996

We face increasing competition in all areas of our business. The
Telecommunications Act of 1996 (1996 Act), regulatory and judicial
actions and the development of new technologies, products and
services have created opportunities for alternative telecommunica-
tion service providers, many of which are subject to fewer regulatory
constraints. Current and potential competitors in telecommunications
services include long distance companies, other local telephone
companies, cable companies, wireless service providers, foreign
telecommunications providers, electric utilities, Internet service
providers and other companies that offer network services. Many of
these companies have a strong market presence, brand recognition
and existing customer relationships, all of which contribute to inten-
sifying competition and may affect our future revenue growth.

We are unable to predict definitively the impact that the ongoing
changes in the telecommunications industry will ultimately have on
our business, results of operations or financial condition. The finan-
cial impact will depend on several factors, including the timing, extent
and success of competition in our markets, the timing and outcome
of various regulatory proceedings and any appeals, and the timing,
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extent and success of our pursuit of new opportunities resulting from
the 1996 Act and technological advances.

In-Region Long Distance

Under the 1996 Act, our ability to offer in-region long distance serv-
ices in the regions where the former Bell Atlantic telephone
subsidiaries operate as local exchange carriers was largely
dependent on satisfying specified requirements. These requirements
included a 14-point “competitive checklist” of steps which we must
take to help competitors offer local services through resale, through
purchase of UNEs, or by interconnecting their own networks to ours.
We were required to demonstrate to the FCC that our entry into the
in-region long distance market would be in the public interest.

We now have authority from the FCC to offer in-region long distance
service in all 14 of the former Bell Atlantic jurisdictions. The United
States Court of Appeals for the District of Columbia remanded the
Massachusetts order to the FCC for further explanation on one issue,
but left our long distance authority in effect. The FCC'’s orders for the
remaining jurisdictions were upheld on appeal or no appeal was filed.

FCC Regulation and Interstate Rates
Our telephone operations are subject to the jurisdiction of the FCC
with respect to interstate services and related matters.

Access Charges and Universal Service

On May 31, 2000, the FCC adopted the Coalition for Affordable Local
and Long Distance Services (CALLS) plan as a comprehensive five-
year plan for regulation of interstate access charges. The CALLS plan
has three main components. First, it establishes a portable interstate
access universal service support of $650 million for the industry. This
explicit support replaces implicit support embedded in interstate
access charges. Second, the plan simplifies the patchwork of
common line charges into one subscriber line charge (SLC) and pro-
vides for de-averaging of the SLC by zones and class of customers in
a manner that will not undermine comparable and affordable uni-
versal service. Third, the plan sets into place a mechanism to
transition to a set target of $.0055 per minute for switched access
services. Once that target rate is reached, local exchange carriers are
no longer required to make further annual price cap reductions to
their switched access prices. The annual reductions leading to the
target rate, as well as annual reductions for the subset of special
access services that remain subject to price cap regulation was set at
6.5% per year.

As a result of tariff adjustments which became effective in July 2003,
virtually all of our switched access lines reached the $.0055
benchmark.

The FCC has adopted rules for special access services that provide
for pricing flexibility and ultimately the removal of services from price
regulation when prescribed competitive thresholds are met.
Approximately 55% of special access revenues are now removed
from price regulation.

In November 1999, the FCC adopted a new mechanism for providing
universal service support to high-cost areas served by large local
telephone companies. This funding mechanism provides additional
support for local telephone services in several states served by our
telephone operations. This system has been supplemented by the
new FCC access charge plan described above. On October 16, 2003,
in response to a previous court decision, the FCC announced a deci-

sion providing additional justification for its non-rural high-cost uni-
versal support mechanism and modifying it in part. The FCC also has
proceedings underway to evaluate possible changes to its current
rules for assessing contributions to the universal service fund. Any
change in the current assessment mechanism could result in a
change in the contribution that local telephone companies must
make and that would have to be collected from customers.

Unbundling of Network Elements

On February 20, 2003, the FCC announced a decision adopting new
rules defining the obligations of incumbent local exchange carriers to
provide competing carriers with access to UNEs. The decision was
the culmination of an FCC rulemaking referred to as its triennial
review of its UNE rules, and also was in response to a decision by the
U.S. Court of Appeals for the D.C. Circuit. The U.S. Court of Appeals
for the D.C. Circuit had overturned the FCC’s previous unbundling
rules on the grounds that the FCC did not adequately consider the
limitations of the “necessary and impair” standards of the 1996 Act
when it chose national rules for unbundling and that it failed to con-
sider the relevance of competition from other types of service
providers, including cable and satellite.

The text of the order and accompanying rules was released on
August 21, 2003. With respect to broadband facilities, such as mass
market fiber to the premises loops and packet switching, that order
generally removed unbundling obligations under Section 251 of the
1996 Act. With respect to narrowband services, the order generally
left unbundling obligations in place, with certain limited exceptions,
and delegated to state regulatory proceedings a further review. The
order also provided a new set of criteria relating to when carriers may
purchase a combination of unbundled loops and transport elements
known as enhanced extended loops (EELSs).

The FCC'’s order significantly increases arbitrage opportunities by
making it easier for carriers to use EELs for non-local service at reg-
ulated prices set using the pricing formula that applies to UNEs rather
than competitive special access prices. In addition, the FCC’s order
eliminates important safeguards that protected against this kind of
arbitrage, including the FCC’s previous rule against co-mingling
unbundled elements and other services. As a result, we estimate the
impact on earnings related to this portion of the FCC’s order to be
potentially 4 cents to 6 cents per diluted share in 2004.

Multiple parties, including Verizon, appealed various aspects of the
decision. Multiple parties also have asked the FCC to clarify or recon-
sider various aspects of its order, and Verizon has petitioned the FCC
to make clear that any broadband facilities that do not have to be
unbundled under Section 251 of the 1996 Act also do not have to be
unbundled under another provision of the 1996 Act. On March 2,
2004, the U.S. Court of Appeals for the D.C. Circuit issued an order
upholding the FCC in part, and overturning its order in part. The
court upheld the FCC with respect to broadband facilities. On the
narrowband unbundling requirements and on the EELs rules, the
court reversed key aspects of the FCC decision. The court’s reversal
of the FCC will not go into effect for 60 days following the ruling or
until a petition for rehearing is denied or granted.

Intercarrier Compensation

On April 27, 2001, the FCC released an order addressing intercarrier
compensation for dial-up connections for Internet-bound traffic. The
FCC found that Internet-bound traffic is interstate and subject to the
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FCC’s jurisdiction. Moreover, the FCC again found that Internet-
bound traffic is not subject to reciprocal compensation under Section
251(b)(5) of the 1996 Act. Instead, the FCC established federal rates
per minute for this traffic that decline from $.0015 to $.0007 over a
three-year period. The FCC order also sets caps on the total minutes
of this traffic that may be subject to any intercarrier compensation
and requires that incumbent local exchange carriers must offer to
both bill and pay reciprocal compensation for local traffic at the same
rate as they are required to pay on Internet-bound traffic. On May 3,
2002, the U.S. Court of Appeals for the D.C. Circuit rejected part of
the FCC'’s rationale for its April 27, 2001 order, but declined to vacate
the order while it is on remand. As a result, pending further action by
the FCC, the FCC’s underlying order remains in effect.

More generally, the FCC has an ongoing rulemaking that could fun-
damentally restructure the regulatory regime for intercarrier
compensation, including, but not limited to, access charges, com-
pensation for Internet traffic, and reciprocal compensation for local
traffic. The FCC also is considering multiple petitions asking it to
declare whether, and under what circumstances, services that
employ Internet protocol are subject to access charges under current
law, or asking it to forbear from any requirement to pay access
charges on some such services. The FCC also has announced that it
intends to initiate a rulemaking proceeding to address the regulation
of voice over Internet protocol services generally.

Broadband Services

The FCC has several ongoing rulemakings considering the regulatory
treatment of broadband services. Among the questions at issue are
whether to require local telephone companies like Verizon to offer
such services as a common carrier or whether such services may be
offered under a potentially less regulated private carriage arrange-
ment, and whether to declare broadband services offered by local
telephone companies as non-dominant and what the effect should be
of any such classification.
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CAUTIONARY STATEMENT CONCERNING
FORWARD-LOOKING STATEMENTS

In this Management’s Discussion and Analysis of Results of
Operations and Financial Condition, and elsewhere in this Annual
Report, we have made forward-looking statements. These state-
ments are based on our estimates and assumptions and are subject
to risks and uncertainties. Forward-looking statements include the
information concerning our possible or assumed future results of
operations. Forward-looking statements also include those preceded
or followed by the words “anticipates,” “believes,” “estimates,”
“hopes” or similar expressions. For those statements, we claim the
protection of the safe harbor for forward-looking statements con-
tained in the Private Securities Litigation Reform Act of 1995.

The following important factors, along with those discussed else-
where in this Annual Report, could affect future results and could
cause those results to differ materially from those expressed in the
forward-looking statements:

e the duration and extent of the current economic downturn;

e materially adverse changes in economic and industry conditions
and labor matters, including workforce levels and labor negotia-
tions, and any resulting financial and/or operational impact, in the
markets served by us or by companies in which we have substan-
tial investments;

e material changes in available technology;
e technology substitution;

e an adverse change in the ratings afforded our debt securities by
nationally accredited ratings organizations;

e the final results of federal and state regulatory proceedings con-
cerning our provision of retail and wholesale services and judicial
review of those results;

e the effects of competition in our markets;
e our ability to satisfy regulatory merger conditions;

e the ability of Verizon Wireless to continue to obtain sufficient spec-
trum resources; and

e changes in our accounting assumptions that regulatory agencies,
including the SEC, may require or that result from changes in the
accounting rules or their application, which could result in an
impact on earnings.





