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AND

PROXY STATEMENT



EARTHLINK, INC.
1375 Peachtree Street
Atlanta, Georgia 30309
(404) 815-0770

March 20, 2012
Dear Stockholders: ‘

You are cordially invited to attend the 2012 Annual Meeting of Stockholders of EarthLink, Inc., which
will be held at 4:00 p.m. (local time) on Tuesday, May 1, 2012, at our offices at 1375 Peachtree Street,
Atlanta, Georgia. '

The principal business of the 2012 Annual Meeting of Stockholders will be (1) the election of the
seven directors nominated by the Board of Directors as set forth in the Proxy Statement; (2) the approval
of a non-binding advisory resolution approving the compensation of our named executive officers; and
(3) the ratification of the appointment by the Audit Committee of the Board of Directors of Ernst &
Young LLP as our independent registered public accounting firm for the year ending December 31, 2012.

As permitted by rules adopted by the Securities and Exchange Commission, we are making our Proxy
Statement and 2011 Annual Report available to our stockholders electronically over the Internet. You may
read, print and download our Proxy Statement and 2011 Annual Report at www.proxyvote.com. On or
about March 20, 2012, we mailed our stockholders a notice containing instructions on how to access our
Proxy Statement and 2011 Annual Report and vote online or by telephone. The notice also provides
instruction on how you can request.a paper copy of these documents if you desire.

If you do not attend the 2012 Annual Meeting of Stockholders, you may vote your shares by mail, by
telephone or by Internet. If you received a paper copy of the proxy card by mail, you may sign, date and
mail the proxy card in the envelope provided. The proxy card materials provide you with details on how to
vote by these three methods. Whether or not you plan to attend the 2012 Annual Meeting of Stockholders,
we encourage you to vote in the method that suits you best so that your shares will be voted at the 2012
Annual Meeting of Stockholders. If you decide to attend the 2012 Annual Meeting of Stockholders, you
may revoke your proxy and personally cast your vote..

Thank you, and we look forward to seeing you at the 2012 Annual Meeting of Stockholders or
receiving your proxy vote. ’

Sincerely yours,

7 Kl

Rolla P. Huff
Chairman of the Board and Chief Executive Officer



EARTHLINK, INC.
1375 Peachtree Street
Atlanta, Georgia 30309
(404) 815-0770

NOTICE OF ANNUAL MEETING OF STOCKHOLDERS

The 2012 Annual Meeting of Stockholders of EarthLink, Inc. will be held at 4:00 p.m. (local time) on
Tuesday, May 1, 2012, at 1375 Peachtree Street, Atlanta, Georgia. The meeting is called for the following
purposes:

1. To elect the seven directors nominated by our Board of Directors as set forth in the Proxy
Statement;

2. To approve a non-binding advisory resolution approving the compensation of our named
executive officers;

3. To ratify the appointment by the Audit Committee of the Board of Directors of Ernst &
Young LLP as our independent registered public accounting firm for the year ending
December 31, 2012; and

4. To transact such other business as may properly come before the meeting.

The Board of Directors has fixed the close of business on March 15, 2012 as the record date for the
purpose of determining the stockholders who are entitled to notice of and to vote at the meeting and any
adjournment or postponement thereof.

By order of the Board of Directors,

7 %L/

Rolla P. Huff
Chairman of the Board and Chief Executive Officer

Atlanta, Georgia
March 20, 2012

IT IS IMPORTANT THAT PROXIES BE RETURNED PROMPTLY. IF YOU ARE UNABLE TO BE
PRESENT AT THE MEETING, PLEASE VOTE YOUR SHARES BY TELEPHONE OR BY INTERNET SO
THAT YOUR SHARES WILL BE REPRESENTED. IF YOU RECEIVED A COPY OF THE PROXY CARD
BY MAIL, YOU MAY SIGN, DATE AND MAIL THE PROXY CARD IN THE ENVELOPE PROVIDED. IF
YOU WISH, YOU MAY REVOKE YOUR PROXY AT ANY TIME PRIOR TO THE TIME IT IS VOTED.



EARTHLINK, INC.
:1375 Peachtree Street
Atlanta, Georgia 30309

PROXY STATEMENT

For the Annual Meeting of Stockholdefs .
to be held May 1, 2012 =

~This Proxy Statement is furnished by and on behalf of the Board of Directors of EarthLink, Inc. in
connection with the solicitation of proxies for use at the 2012 Annual Meeting of Stockholders of
EarthLink to be held at 4:00 p.m. (local time) on Tuesday, May 1, 2012, at our offices at 1375 Peachtree
Street, Atlanta, Georgia, and at any adjournments or postponements thereof. This Proxy Statement and
the proxy card are being made available to our stockholders of record on March 15, 2012, the record date.
We are making these materials available to you on the Internet or, upon your request, are delivering
printed versions of these materials to you by mail. On or about March 20, 2012, we mailed a notice to
stockholders containing instructions on how to access the Proxy Statement and 2011 Annual Report and
vote.

THE BOARD OF DIRECTORS URGES YOU TO VOTE YOUR SHARES BY ANY OF THE THREE
AVAILABLE METHODS—BY MAIL, BY TELEPHONE OR BY INTERNET. IF YOU VOTE BY MAIL,
PLEASE COMPLETE, SIGN, DATE AND RETURN THE PROXY CARD.

YOUR VOTE IS IMPORTANT!

| SOLICITATION, VOTING AND REVOCABILITY OF PROXIES
General '

Proxies will be voted as specified by the stockholder or stockholders granting the proxy. Stockholders
can vote in person at the 2012 Annual Meeting of Stockholders or by proxy. There are thiee ways to vote

- by proxy:
* By Telephone—You can vote by telephone by calling 1 (800) 690-6903 and following the instructions
“on the proxy card if y you are located in the Umted States;

* By Internet—You can vote over the Internet at www, proxyvote com.by followmg the instructions on
the proxy:card; or . : : :

. By Mail—You can vote by mail by s1gn1ng, datmg and mailing the enclosed proxy card if you
received your proxy matenals by ma11

Internet and telephone facilities for stockholders of record wﬂl be avallable 24 hours a day and close
at. 11:59 p.m. (Eastern time) on April 30, 2012.

Unless contrary instructions are specified, if the proxy card is éxecuted and returned (and not
revoked) prior to-the 2012 Annual Meeting of Stockholders, the shares of our common stock, $0.01 par
value per share, or Common Stock, represented thereby will be voted.(1) FOR the election of the seven
director nominees named in this Proxy Statement; (2) FOR the non-binding advisory resolution approving
the compensation of our named executive officers; and (3) FOR the ratification of the appointment of
Ernst & Young LLP as our independent registered public accounting firm for the year ending
December 31, 2012. The submission of .a proxy will not affect a stockholder’s right to attend and to vote in
person at the 2012- Annual Meeting of Stockholders. A stockholder who submits a proxy may change or
revoke it at any time before it is voted by filing with our Corporate Secretary either a written revocation or
an executed proxy bearing a later date, by attending and voting in person at the 2012 Annual Meeting of
Stockholders or granting a subsequent proxy through the Internet or by telephone.

Only holders of record of Common Stock as of the close of business on March 15, 2012 will be entitled
to vote at the 2012 Annual Meeting of Stockholders. Holders of shares authorized to vote are entitled to



cast one vote per share on all matters voted upon at the 2012 Annual Meeting of Stockholders. As of the
close of business on the record date, there were 106,185,152 shares of Common Stock issued and
outstanding. ;

If your shares are held in the name of a bank, broker or other holder of record, you will receive
instructions from the holder of record. You must follow the instructions of the holder of record in order for
your shares to be voted. Telephone and Internet voting also will be offered to stockholders owning shares
through certain banks and brokers. If your shares are not registered in your own name and you plan to vote
your shares in person at the 2012 Annual Meeting of Stockholders, you should contact your broker or
agent to obtain a legal proxy or. brokers proxy card. and bring it to the 2012 Annual Meeting of
Stockholders-in order to vote. ‘

~ Only stockholders who own EarthLink Common Stock as of the close of business on March 15, 2012
will be entitled to attend the 2012 Annual Meeting of Stockholders. Proof of stock ownership as of this
date and some form of government issued photo identification (such as a valid driver’s license or passport)
will be -required for admission to the 2012 Annual Meeting of Stockholders. If you hold your shares of
Common Stock in a brokerage account or through another nominee, you are the beneficial owner of those
shares but not the record holder and you will need to obtain a “legal proxy” from the record holder to
attend the 2012 Annual Meetlng of Stockholders.

Quorum Required

According to our bylaws, the holders of a majority of the shares entitled to be voted must be present
or represented by proxy to constitute a quorum. Each outstanding share is entitled to one vote on all
matters. For purposes of the quorum and the discussion below regarding the vote necessary to take
stockholder action, the stockholders who are present at the 2012 Annual Meeting of Stockholders in
person or by proxy and who abstain from voting are considered stockholders who are present and entitled
to vote and they count toward a quorum. Abstentions and shares of record held by a broker or its nominee
that are voted on any matter are included in determining whether a.quorum is present. Broker shares that
are not voted on any matter will not be included in determining whether a quorum is present.

Vote Required

Under rules of self-regulatory organizations governing brokers, your bank, broker or other nominee
may vote your shares in its discretion on “routine” matters. These rules also provide, however, that when a
proposal is not a “routine” matter and your bank, broker or other nominee has not received your voting
instructions with respect to such proposal, your bank, broker or other nominee cannot vote your shares on
that proposal When a bank, broker or other nominee does not cast a vote for a routine or a non-routine
matter, it is called a “broker non-vote.” Your bank, broker or other nominee may not vote your shares with
respect to the election of nominees for director or the non-binding advisory proposal regarding the
compensation of our named executive officers in the absence of your specific instructions as to how to vote
with respect to these matters, because under such rules these matters are not considered “routine”
matters. The ratification of the appointment of Ernst & Young LLP is considered a routine matter.

Under our Second Restate Certificate. of Incorporation, directors are elected by the vote of the
majority of the votes cast. Only votes actually cast will be counted for the purpose of determining whether
a particular nominee received the affirmative vote of a majority of votes cast in an uncontested election.
Abstentions- and broker non-votes will have no effect on the outcome of the election of directors. Our
Corporate Governance Guidelines currently contain a policy that requires any incumbent nominee for
director in an uncontested election’ (i.e., an election where the number of nominees is not greater than the
number of directors to be elected) who does not receive a majority of affirmative votes for his or her
election to tender his or her resignation to the Board of Directors. The Board of Directors then would
consider whether to accept this resignation in accordance with the procedures set forth in our Corporate



Governance Guidelines. The policy is available for review at the following website, www.earthlink.net. The
policy may be reviewed by clicking “About Us,” then “Investor Relations,” then “Corporate Governance”
and then “Corporate Governance Guidelines.”

Approval of the non-binding advisory proposal regarding the compensation of our named executive
officers requires the affirmative vote of the majority of the votes cast on the proposal at the 2012 Annual
Meeting of Stockholders. Abstentions will have the same effect as a vote against this proposal. Broker
non-votes w111 have no effect on the outcome of this proposal. Because your vote on this proposal is
advisory, ' it will not be binding on us or the Board of Directors. However, the Leadership and
Compensation Committee of the Board of Directors will review the voting results and take them into
cons1derat10n when making future dec1s1ons regarding executive compensation as it deems approprlate

. Approval of the ratification of the- appomtment by the Audit Committee of Ernst & Young LLP for
the year ending December 31, 2012 requires the affirmative vote of a majority of the shares present or
represented and entitled to vote at the 2012 Annual Meeting of Stockholders to be approved. Abstentions
will have the same éffect as a vote against these proposals Broker non—votes will have no effect on the
outcome of these proposals

-With respect to any other matters that may come before the 2012 Annual Meeting of Stockholders, if
proxies are returned, such proxies will be voted in a manner deemed by the proxy representatlves named
therein to be in our best interests and the best 1nterests of our stockholders. :

PROPOSAL 1
ELECTION OF DIRECTORS
The Board of Directors

Our Second Restated Certificate of Incorporation provides that we shall have at least two and not
more than 17 directors, with the exact fumber to be fixed by resolutlon of the Board of Directors from
time to time or by a majority vote of the’ stockholders entitled to vote on dlrectors The current size of the
Board of Directors is fixed at seven, and we currently have seven directors. The Board of Directors held 13
meetings during the year ended Décember 31, 2011. Durinig 2011, all incumbent members of the Board of
Directors attended at least 75% of the aggregate number of (i) meetings of the Board of Directors and
(ii) meetings held by all committees of the Board of Directors on Wthh the director served at the time the
dlI'CCtOI‘ ‘was a member of the Board of Dlrectors or the commlttee -

Nommees Standmg for Electlon

The Corporate ‘Governance and Nommatmg Commlttee has recommended -and: the Board of
Directors has nominated the following individuals for director: Susan D, Bowick, Marce Fuller, Rolla P.
Huff, David A. Koretz, Garry K. McGuire, Thomas E. Wheeler and M. Wayne Wisehart. All of the
nominees are current members of our Board of Directors and, with the exception of Mr. Huff, have been
determmed to be independent. As our Chief - Executive Officer, Mr. Huff is not independent. Our
Corporate Governance and Nominating Committee has reviewed each nominee’s quahfrcatrons and has
recommended to our Board of Directors that each nominee be submitted to a vote of our stockholders at
the 2012 Annual Meetmg of Stockholders each to serve until the 2013 Annual Meeting of Stockholders or
until his or her successor is duly elected and qualified. If 4 nominee is unavailable to serve as a director,
proxies may ‘be voted for anothér nominee proposed by the Corporate Governance and Nominating
Committee and the Board of Directors, or the Board of Directors may reduce the number of directors to
be elected at the 2012 Annual Meeting of Stockholders.



Set forth below is certain biographical information furmshed to us by the directors standing for
election at the 2012 Annual Meeting of Stockholders:

Susan D. Bowick
Age: 63

) Ms. Bowick has served on our Board of Directors since May 2008. Ms. Bowick is a member of the
Boards of Directors of Comverse Technology, Inc. and Verint Systems Inc. She serves as the chalrperson of
the Leadershlp and Compensation Comurittee of both of these companies. Ms. Bowick has served as a
consultant to several global technology compames 1nclud1ng IBM, SAP, Nokia and Nokia Siemens
Networks. From 1977 to 2004, Ms. Bowick served in various executive pos1t10ns with Hewlett-Packard

Company, most recently as Executive Vice President, Human Resources and Workforoe Development and
as a member of the management executive committee:

Ms. Bowmk’s previous senior leadership positions at Hewlett-Packard have given her experience and
global expertise which are valuable to our Board of Directors. Her service there and on the Comverse
Technology, Inc. and Verint Systems Inc. Boards of Directors has given her unique experience with
executive compensation and human resources issues, which are important to her position as chairperson of
the ‘Leadership’ and Compensation Committee. In addition, given our recent, and possible future,
acquisition activity, her business development experience at Hewlett-Packard, which included evaluating
potential mergers and acquisitions and leading mtegratlon activities, and global operations experience, are
of importance to our Board of Directors. "

Marce Fuller
Age: 51

Ms. Fuller has served on our Board of Directors since October 2001. She was the President and Chief
Executive Officer of Mirant Corporation, or Mirant, a U.S. marketer of power and natural gas, from July
1999 through September 2005, and served as a member of Mirant’s Board of Directors until January 2006.
From September 1997 to July 1999, Ms. Fuller served as President and Chief Executive Officer of the
Mirant Americas Energy Marketlng division of Mirant. From May 1996 to September 1997, Ms. Fuller was
Senior Vice President of Mirant’s North American operations and business development, and from
February 1994 to May 1996, she was erant s Vice President for domestic business development. Mirant
filed a Voluntary Petition under Chapter 11 of the United States Bankruptcy Code in July 2003 and
emerged from bankruptcy protection in January 2006, Ms. Fulier serves on the Board of Directors of
Curtiss-Wright Corporation, where she is chairperson of the Committee on Directors and Governance and
a member of the'Audit Committee and the Executive Compensation Committee. She also serves on the
Board of Directors of Benevolink and the Leadershlp Board of the College of Engineering, University of
Alabama.

Ms. Fuller has gamed umque governance expertise as a result of her work with us and her prior Chlef
Exeécutive Officer position and her other independent director assignments, which is necessary for her roles
as chmrperson of the Corporate Governance and Nominating Committee and as Lead Director. In
addition, she brings to the Board of Directors corporate development experience and knowledge gained
from her senior leadership and board positions at Mirant and other public companies. Given her
experience at Mirant and as a director of Curtiss-Wright Corporation, she also offers the Board of
Directors an understanding of a global business.



Rolla P. Huff
Age 55

Mr. Huff is our Chief Executive Officer and a member of our Board of D1rectors and has served in
those positions since June 2007. He also served as President from June 2007 until May 2010. He was
elected Chairman of the Board in January 2008. Mr. Huff was appointed as the Chief Executive Officer of
Mpower Holding Corporation, a business telecommunications company, in November 1999 and as the
Chairman of the Board of Mpower in July 2001 and served in both capacities until its merger with a
subsidiary of U.S. TelePacific. Holdings Corp. in August 2006. Mpower filed a Voluntary Petition under
Chapter 11 of the United States Bankruptcy Code in April 2002 and emerged from bankruptcy protection
in July 2002. From March 1999 until its acquisition in September 1999, Mr. Huff served as President and
Chief Operating Officer of Frontier Corporation and served as Executive Vice President and Chief
Financial Officer of that corporation from May 1998 to March 1999. From July 1997 to May 1998,
Mr. Huff was President of AT&T Wireless for the Central U.S. region and Mr. Huff served as Senior Vice
President and Chief Financial Officer of that company from 1995 to 1997. From 1994 to’ 1995 Mr. Huff
was Financial Vice President of Mergers and Acquisitions for AT&T. : ;

Mr. Huff’s knowledge of EarthLink and our operatlons is valuable to the Board of Directors in
evaluating and directing our future. In addition, Mr. Huff’s experience in senior leadership and board
positions of other public communications and IT services providers has positioned him to bring executive,
corporate development, operational and financial experience and industry knowledge to his position as
Chairman of the Board.

David A. Koretz
Age: 32

Mr. Koretz has served on our Board of Directors since May 2008. Mr. Koretz has been a Vice
President and General Manager in the security business unit of Juniper Networks, Inc., a. networking
services company, since February 2012. Previously Mr. Koretz was the President and Chief Executive
Officer of Mykonos Software, Inc., a web application security software company from December 2009 until
February 2012 when Mykonos Software was acquired by J uniper Networks. From 1999 to December 2009
he was President and Chief Executive Officer of BlueTie Inc., a SaaS, provider with more than 1.5 million
users. Mr. Koretz is a member of the Board of Directors of BlueTle Inc. and the Executive Chairman of
Adventive, Inc, an online advertising software provider. Mr. Koretz also serves as a member of the Board
of Trustees of the Rochester Institute of Technology where he also is a member of the Dean’s Council at
the Golisano School of Computm,g : »

Mr. Koretz has gained valuable knowledge of the software, SaaS, managed services and cybersecurrty
industries as a result of his work with Mykonos Software, Inc., BlueTie Inc. and Adventive, Inc., which is
important to our Board of Directors in providing 1ns1ght into the future direction of our’ busmess This
knowledge will assist us in our focus on managed IT services. In addition, his work with privately-held
companies has given him an understandlng of private equity and smaller busmesses _providing an
entrepreneurial perspectlve that is 1mportant to our Board of Directors. *

Garry K. McGuire
Age: 65 . .

Mr. McGulre has served on our Board of Directors since July 2011 From September 2000 until- his
retirement in December 2006, Mr. McGuire served as Chief Financial Officer and Senior Vice President,
Corporate Development of Avaya, Inc., a provider of unified communications, contact centers, data

solutions and related servrces From January 2007 until March 2007, Mr. McGuire served as a consultant to
Avaya, Inc. Previously, he was president and chief executive officer of Williams Communications



Solutions LLC and President of NORTEL Communications Systems, Inc. Mr. McGuire had been a
member of the Board of Directors of Telcordia Technologies Inc., a developer of IP, wireline and mobile
communications software and services, from December 2006 until January 2012 when Telcordia was
acquired by Ericsson AB. He was the Chairman of Telcordia’s Board from November 2010 until January
2012.

Mr. McGuire provides the Board of Directors extensive financial experience gained through his
experience as a Chief Financial Officer of a public company which position provided him with the financial
expertise to serve as one of our Audit Committee financial experts. This experience, as well as his prior
role as a Chief Executive Officer, enables Mr. McGuire to provide critical insight to our business strategy
as'well as to our financial reporting and risk management process.

Thomas E. Wheeler
Age 65

Mr. Wheeler has served on our Board of Directors since July 2003. Mr. Wheeler has served as a
managing director of Core Capital Partners, a venture capital fund, since 2005 and President and Chief
Executive Officer of Shiloh Group, LLC, a strategy development and private investment company
specializing in telecommunications services, since 2003. From 1992 through October 2003, Mr. Wheeler
served as the President and Chief Executive Officer of the Cellular Telecommunications & Internet
Association. Mr. Wheeler sérves on the Board of Directors of TNS, Inc., a ‘provider of data
communications and transaction payment services. '

Mr. Wheeler’s extensive public policy experience, especially with telecommunications companies and
issues, is essential for the Board of Directors of a company such as ours that regularly faces
telecommunications regulatory issues. That same experience, together with his private investment
company experience, has also given Mr. Wheeler an understanding of the communications and IT services
business.

M. Wayne Wisehart
Age: 66

Mr. Wischart is a self-employed consultant. He has served on our Board of Directors since July 2008.
Mr. Wisehart is a member of the Board of Directors of Marchex, Inc. where he serves as the chairman of
the Audit Committee. Mr. Wischart served as the Consulting Chief Financial Officer of All Star
Directories, Inc., an education lead generation company, from February 2010 to November 2010.
Mr. Wisehart served as Chief Financial Officer of aQuantive, Inc., a digital marketing services company,
from March 2006 until September 2007. aQuantive was acquired by Microsoft in August 2007. Prior to this
position, Mr. Wisehart served as Executive Vice President and Chief Financial Officer of Western Wireless
Corporation, a cellular phone service provider, from January 2003 until September 2005, Western Wireless
was acquired by Alltel in August 2005. Prior to that time, Mr. Wisehart served as Chief Financial Officer of
iNNERHOST, Inc., a web hosting services company, from October 2000 through February 2002, and as
President and Chief Executive Officer for Teledirect International, Inc., a marketing automation software
company, from February 1999 through October 2000. Mr. Wlsehart‘serves on the Board of Directors of
Centri Technology, Inc., a wireless service technologies company focusing on advanced data acceleration.

Mr. Wisehart’s experience as a Chief Financial Officer and on public company audit committees has
given him financial expertise to serve as one of our Audit Committee financial experts and chairman of the
Audit Committee. His experience with the financial and corporate development matters of
telecommunications and technology companies is especially valuable. He also has gained experience in risk
management from his work as a public conipany executive officer and audit committee member, which is
essential to the Audit Committee and the Board of Directors.

, THE BOARD OF DIRECTORS UNANIMOUSLY RECOMMENDS THAT STOCKHOLDERS VOTE
“FOR” THE ELECTION AS DIRECTORS OF THE NOMINEES NAMED ABOVE.



CORPORATE GOVERNANCE
Committees of the Board of Directors

We have the following standing committees of our Board of Directors: Leadership and Compensation
Committee, Audit Committee and Corporate Governance and Nominating Committee. Each committee
has a charter which is available for review at the following website, www.earthlink.net. The charters may be
found by clicking “About Us,” then “Investor Relations” and then “Corporate Governance.”

Leadership and Compensation Committee’

The Leadership and Compensation Committee presently consists of Ms. Bowick (ChairpérSon)
Mr. McGuire, Mr. Wheeler and Mr. Wisehart. The Leadership and Compensation Committee met six
times during the year ended December 31, 2011. The Leadership and Compensation Committee
establishes and approves cash and long-term incentive compensation for our executive officers and
directors. The Leadership and Compensation Committee also administers our equity-based compensation
plans. The Board of Directors has.determined that the. members of our Leadership and Compensation
Committee are independent as defined in Rule 5605(a)(2) of the NASDAQ Llstmg Rules for NASDAQ-
listed compames

The Leadership and Compensation Committee retains an outside independent compensatlon
consultant to provide information and advice concernmg compensation. During 2011, the Leadership and
Compensation Committee engaged the outside independent consulting firm of Frederic W.
Cook & Co., Inc. as part of its review of compensation. The nature and scope of Frederic W. Cook & Co.’s
ass1gnment is described on pages 22-23 of this Proxy Statement.

Audit Committee

- The. Audit Committee presently consists of Mr. Wisehart (Chairperson), Ms. Fuller, Mr. Koretz -and
Mr. McGuire. The Audit Committee met 10 times during the year ended December 31, 2011. The Audit
Committee is responsible for selecting our independent registered public accounting firm, reviewing the
results and scope of audits and other services provided by our.independent registered public accounting
firm, reviewing the results and scope of audits performed by our internal auditors, and reviewing and
evaluating our financial reporting and disclosure processes and internal control functions, including
management’s evaluation of our.internal control over financial reporting in accordance with Section 404 of
the Sarbanes-Oxley Act. of 2002. The Board of Directors. has determined that the members: of our Audit
Commiittee are independent as defined in Rule 5605(a)(2) of the NASDAQ Listing Rules for NASDAQ-
listed companies and Sections 10A(m)(3)(a) and (B) of the Securities Exchange Act of 1934, as amended.
In ‘addition, the Board of Directors has determined that all members of our -Audit Committee are
financially literate as prescribed by the NASDAQ Listing Rules and that Mr. McGuire and Mr. Wisehart
are each “audit committee financial experts,” within the meaning of the regulations promulgated by the
Securities and Exchange Commission, or SEC. No member of the Audit Committee received any payments
during 2011 from us or our subs1d1anes other than compensatgon received as a director of EarthLink.

Corporate Govemance and Nommatlng Commtttee

The Corporate Governance - and - Nominating - Committee presently consists of Ms. Fuller
(Chairperson), Ms. Bowick, Mr. Koretz-and Mr. Wheeler. The Corporate Governance and Nominating
Committee met.five times during the year ended December 31, 2011. The Corporate Governance and
Nominating Committee is' responsible for overseeing our corporate governance principles, guidelines and
practices, and identifying, nominating; proposing and qualifying nominees for open seats on the Board of
Directors. The Board of Directors has determined that the members.of our Corporate Governance and
Nominating Committee are-independent as defined in Rule 5605(a)(2) of the NASDAQ Listing Rules for
NASDAQ:-listed companies.



Corporate Governance Matters
Identifying and Evaluating Nominees

The Corporate Governance and Nominating Committee identifies nominees for director on its own as
well as by considering recommendations from other members of the Board of Directors, our officers and
employees. and other sources that the Corporate Governance and Nominating Committee deems
appropriate. The Corporate Governance and Nominating Committee also will consider stockholder
recommendations for nominees for director subject to such recommendations being made in accordance
with our certificate of incorporation. In addition to the Corporate -Governance and Nominating
Committee’s charter, we have Corporate Governance Guidelines that contain, among other matters,
important information concerning the Corporate Governance and Nominating Committee’s
;responmblhtles when 1dent1fy1ng and evaluating nominees for director. You will find the charter and
guidelines at www. earthlink.net by selecting the following links: “About Us,” then “Investor Relations” and
then “Corporate Governance

The Corporate Governance and Nominating Committee considers a number of factors, including an
individual’s competencies, experience, reputation, integrity, independence and potential for conflicts of
interest when identifying director nominees. It also is important to the Corporate Governance and
Nominating Committee that the Board of Directors works together in a cooperative fashion. When
considering a director standing for re-election as a nominee, in addition to the attributes described above,
the Corporate Governance and Nominating Committee also considers that individual’s past contribution
and future commitment to EarthLink. The Corporate Governance and Nominating Committee conducts
an annual review of the skills, experience and attributes of the Board of Directors to ensure that there is a
proper balance. The Corporate Governance and Nominating Committee evaluates the totality of the
merits of each prospective nominee that it considers and does not restrict itself by establishing minimum
qualifications or attributes. There are not specific weights given to any one factor, but among the items
considered are senior leadership experience, business development/M&A expertise, financial expertise,
public company board experience, private equity experience, diversity, independence, innovation, Internet
Service Provider industry expertise, competitive local exchange carrier industry expertise, cable industry
expertise, small-medium business expertise, operational expertise, global expertise, IT/technical expertise,
brand marketing expertise, government/public policy expertise, governance/legal expertise, executive
compensation/human resources expertise and risk management expertise. Additionally, the Corporate
Governance and Nominating Committee will continue to seek to populate the Board of Directors with a
sufficient number of independent directors to satisfy NASDAQ listing standards and SEC requirements.
The Corporate Governance and Nominating Committee will also seek to ensure that the Board of
Directors, and consequently the Audit Committee, will have ‘at least three independent members that
satisfy NASDAQ financial and accounting experience requirements and at least one member who qualifies
as an audit committee financial expert. :

As required by our certificate of incorporation, any stockholder recommendation for a nominee for
director to be voted upon at the 2013 Anriual Meeting of Stockholders must be submitted in writing to our
Corporate Secretary no later than 90 days in advance of our 2013 Annual Meeting of Stockholders, which
is scheduled for May 7, 2013. In addition, the stockholder’s notice must include (i) the name and address of
the stockholder who intends to make the nomination and of the person or persons to be nominated; (ii) a
representation that the stockholder is a holder of record of shares entitled to vote at the applicable
meeting and intends to appear in person or by proxy at the applicable meeting to nominate the person or
persons specified in the ‘notice; (iii) a description of all arrangements or understandings between the
stockholder and each nominee and any other person or persons (naming them) pursuant to which the
nomination or nominations are to be made by the stockholder; (iv) all other information regarding each
nominee proposed by the stockholder as would be required to be included in a proxy statement filed
pursuant to the then-current proxy rules of the SEC if the nominees were to be nominated by the Board of
Directors; and (v) the consent of each nominee to serve as a director if elected. These requirements are



separate from the requirements that stockholders must meet to.include proposals in the proxy materials
for the 2013 Annual Meeting of Stockholders, discussed later in this Proxy Statement:

Our Fourth Amended and Restated Bylaws include director qualification requirements which require
each director and nominee for election as a director to deliver to the Company’s Secretary a written
questionnaire with respect to the director’s or nominee’s background and qualifications as well as a
representation and agreement (the “Director Agreement”). The Director Agreement requires directors
and nominees to disclose certain types of voting commitments and compensation arrangements to which
the director 6r nominee is subject. The Director Agreement also requires a representation that the director
or nominee, if elected, would be in compliance with all of the Company’s applicable corporate governance,
conflict of interest, confidentiality, securities ownership and trading policies and guidelines, and further
provides for the immediate resignation of a director if he or she is found by a court of competent
jurisdiction to have breached the Director Agreement in any material respect. :

There is no difference in the manner by which the Corporate Governance and Nominating Committee
evaluates prospective nominees for director based on the source from which the individual was first

identified.
' Director Independence

.+ - 'The Board of Directors- considers director. independence based both on the meaning of the teﬁn
“independent director” set forth in Rule 5605(a)(2) of the NASDAQ Listing Rules for NASDAQ-listed
companies and on an overall review of transactions and relationships, if any, between the director and us.

o+ In January 2012, the Board of Directors undertook its annual review of director independence. As
part of its annual review, the Board of Directors considers whether there are any transactions and
relationships between a director or any member of his or her immediate family and us. The purpose of this
review is to determine whether any such relationships or transactions existed that were inconsistent with a
determination that the director is independent. There currently are no such transactions or relationships to
review: ; . D PR : i - '

The Board of Directors has determined that Ms. Bowick, Ms. Fuller and Messs. Koretz, McGuire,
Wheeler and Wisehart are independent. We have one director who is not independent, Mr. Huff, because
he is our Chief Executive: Officer. . S e

The independent directors of the Board of Directors meet in executive session at least quarterly.

Board Leadership Structure and Role in Risk Oversight

Mr. Huff serves as our Chief Executive Officer and our Chairman of the Board. The Chairman of the
Board presides at meetings of the stockholders and of the Board of Directors and has such other powers
and duties as may be conferred upon him by the full Board of Directors:. In order to assure the
independent directors continue to-play a leading role in: our governance, our Board of Directors has:an
independent Lead Director who is appointed on an annual basis. Ms. Fuller currently serves. as.our
independent Lead Director. In her role as independent Lead Director, Ms. Fuller has the: following duties:

* presides at all mcetings of the Board of Directors at which the Chairman of the Board is not
present, including executive sessions of the independent directors; : :

" serves as liaison between the Chairman of the Board and the independent directors;

* provides advice and counsel to the Chairman of the Board on Board of Directors meeting agendas
and schedules;

* has the authority to call meetings of the independent directors;



* is available for consultation and direct communication, under appropriate circumstances, if
requested by major shareholders; and

o serves as Chairperson of the Corporate Governance and Nominating Committee.

The Board of Directors has three standing committees, Audit, Corporate Governance and
Nominating and Leadership and Compensation. Each committee has a separate chairperson and each of
the Audit, Corporate Governance and Nominating and Leadership and Compensation Committees are
comprised solely of independent directors. Our Corporate Governance Guidelines provide that the
independent directors will meet in executive session at least quarterly, and the Lead Director (or the
chairperson of an independent committee, if appropriate) presides at these sessions.

Given our position in"the highly competitive communications and IT services industry, we believe
having a combined Chief Executive Officer and Chairman of the Board position, along with an
independent Lead Director and independent committees, is the most appropriate structure for us and our
stockholders. The combined position of Chairman of the Board and Chief Executive Officer provides clear
leadership for us and to other members of our industry as we strive to generate stockholder value in this
competitive industry through the implementation of our business strategy. The Lead Director facilitates
the role of the independent directors by providing leadership to the independent directors and working
closely with the Chairman of the Board. The Corporate Governance and Nominating Committee and the
Board of Directors periodically evaluate our board leadership structure to ensure that it is appropriate for
us at the time.. - o : :

Our Audit Committee charter provides that the Audit Committee is responsible for monitoring
material financial and operating risks of the Company. On a quarterly basis, management reports to the
Audit Committee regarding our various risk areas. On a quarterly basis, the Audit Committee receives a
report from the Chief Financial Officer regarding risk management in which we identify our significant risk
areas and oversight responsibility and ‘evaluate each risk in terms of the likelihood and impact. The risks
that are identified as probabie to have the highest impact and are the most likely to occur are discussed in
detail by the Board of Directors, including a review of the mitigation activities taken by us. The Board of
Directors also engages in periodic discussions with the Chief Financial Officer and other members of
management regarding risks.as appropriate. '

In addition, each of the other committees of the Board of Directors considers risks within its area of
responsibility. The Leadership and Compensation Committee considers succession planning, human
resources risks and risks that may result from our executive compensation programs on a regular basis. In
this regard, in May 2010 our Leadership and Compensation Committee approved a Compensation
Recoupment Policy and in October 2011 it approved Share Ownership Guidelines for our Board of
Directors and executive officers. Also, at the Leadership and Compensation Committee’s direction, our
management conducted a risk assessment of our sales incentives' paid to employees of our Business
Services segment (Sales incentives are not a feature of the compensation program for employees in our
Consumer segment due to the different nature of the Internet access industry). The Leadership and
Compensation Committee believes that overall the risks arising from our compensation policies and
practices for employees are not reasonably likely to have a material adverse effect on us.

Periodically, the Corporate Governance and Nominating Committee, along with the full Board of
Directors, considers governance risks. The current leadership structure of the Board of Directors supports
the risk oversight functions described above by providing independent leadership at the committee level,
with ultimate oversight by the full Board of Directors as led by our Chairman of the Board and Lead
Director. A ' C : . ‘
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Stockholder Communications with the Board of Directors

We encourage stockholders to communicate with our Board of Directors by sending written
correspondence to EarthLink, Inc., Attention: Lead Director, 1375. Peachtree Street, Mail Stop 1A7-14,
Atlanta, Georgia 30309. We do not screen correspondence for content but may screen regular incoming
mail for security reasons. The Lead Director and her duly authorized agents are responsible for collecting
and organizing stockholder communications. Absent a conflict of interest, the Lead Director is responsible
for evaluating the materiality of each stockholder communication and determining which stockholder
communications are to be presented to the full Board of Directors or other appropriate body.

Annual Performance Evaluations

Our Corporate Governance Guidelines provide that the Board of Directors and its Committees shall
conduct an annual evaluation to assess and enhance their effectiveness. The Audit Committee, Leadership
and Compensation Committee and Corporate Governance and Nominating Committee are also required
to each conduct an annual self-evaluation. The Board of Directors, Audit Committee, Leadership and
Compensation Committee and Corporate Governance and Nominating Committee each conducted an
annual self-evaluation process during 2011.

Policy Regarding Attendance at Annual Meetings

We have a policy encouraging directors to attend annual meetings of stockholders. Six of our directors
were present at the 2011 Annual Meeting’ of Stockholders; at the time of the 2011 Annual Meeting of
Stockholders, our Board of Directors had seven members.

Codes of Ethics

We have a Code of Ethics for our Chief Executive Officer and Senior Financial Officers. We also have
a Code of Business Conduct and Ethics for directors, officers and employees. Copies of each of these
codes may be found at the following website, www.earthlink.net. You will find the codes by selecting the
following links: “About Us,” then “Investor Relations” and then “Corporate Governance.”

Corporate Governance and Nominating Committee Report

The Corporate Governance and Nominating Committee’s overall purposes are to (a) oversee our
corporate governance principles, guidelines and practices; (b) oversee our regulatory compliance and
applicable public policy and legislative matters; and (c).identify, interview, qualify and recommend to the
Board of Directors individuals to stand for election to, or fill any vacant seats on, the Board of Directors.
The Corporate Governance and Nominating Commlttee of the Board of Directors is comprised entirely of
independent directors.

The Corporate Governance and Nominating Committee operates under a written charter. During
2010, the Corporate Governance and Nominating Committee had reviewed and reassessed its charter and
determined to amend the charter to assign responsibility for oversight of our regulatory compliance and
applicable public policy and legislative matters to the Corporate Governance and Nominating Committee
in light of our acquisition of ITC ™ DeltaCom and our pending acquisition of One Communications, whose
operations are subject to greater federal and state regulation than our consumer business. The Corporate
Governance and Nominating Committee now receives from management on a quarterly basis a public
policy, legislative and regulatory compliance update.
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Among the Corporate Governance and Nominating Committee’s activities during 2011 and to date in
2012 were the following:

+ Updated the Board of Directors Goals, Objectives and Duties document to synchronize the Board’s
12011 objectives with the performance objectives of our Chief Executive Officer, which are described
on pages 24-25 of this Proxy Statement.

o Recommended Nathaniel A. Davis and Garry K. McGuire as directors in connection with an
extensive new director search process. ’

* Updated the Corporate Governance Guidelines.

* Recommended amendments to our Bylaws addressing a number of Board ‘of Directors and
stockholder procedural matters. .

Since late 2010 the Corporate Governance and Nominating Committee has been engaged in a
periodic process to add new members to our Board of Directors in light of the significant growth in our
business services operations through our acquisitions, including ITC~ DeltaCom, One Communications
and STS Telecom, among others. In this regard, the Corporate Governance and Nominating Committee
engaged an executive search firm to assist it in reviewing and identifying qualified candidates to serve on
the Board of Directors. This process, which remains ongoing, led to the appointments of Messrs. Davis and
McGuire to our Board of Directors in 2011.

Also, in connectlon with the 2011 Annual Meeting of Stockholders the Corporate Governance and
Nominating Committee reviewed each director’s independence and affirmed that, other than Mr. Huff,
each is independent based on the independence standards outlined in the NASDAQ Listing Rules for
NASDAQ-listed companies and other standards considered by the Corporate Governance and Nominating
Committee. Additionally, the Corporate Governance and Nominating Committee reviewed the
qualifications of the directors:nominated and determined that the nommees qualified for election at the
2012 Annual Meeting of Stockholders.

Submitted by: Corporate Governance and Nominating Committee

Marce Fuller (Chairperson)
Susan D. Bowick '

- David A. Koretz
Thomas E. Wheeler

The Corporate Govemance and Nominating Committee Report does not constitute solicitation material
and should not be deemed filed or incorporated by reference into any of our other filings under the Securities
Act of 1933, as amended, or the Securities Exchange Act of 1934, as amended, except to the extent that we
specifically incorporate this report by reference therein.
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Director Compensation

The following table presents information relating to total compensation of our directors for the year
ended December 31, 2011, including Terrell B. Jones and Nathaniel A. Davis who resigned as directors
effective March 18, 2011 and October 24, 2011, respectively. The following table does not present
information for Rolla P. Huff, our Chairman and Chief Executive Officer, who did not receive additional
compensation as a director and whose compensation is included in the Summary Compensatlon Table
elsewhere in this Proxy Statement. : :

Change in
Pension
Value and
Fees Nonqualified
Earned 3y .. Non-Equity Deferred
or Paid Stock Option - Incentive Plan - Compensation All ' Other
in Cash  Awards(1) Awards(2) Compensation Earnings: - Compensation  Total
Name $) $ ) ®) 6] $) ®)
Susan D. Bowick . . . ... ... -$135,000 - $120,000(3) L= $— G §— $255,000
Nathaniel A Davis . ...... - 87,500 .::100,000(3)(4) — ’ —_ ) — — 187,500
Marce Fuller ........... 150,000 120,000(3) — — : —_ - - 270,000
Terrell B.Jones . . ... ..... 17,500 40,000(3) — — — — 57,500
David A. Koretz . ........ 105,000 120,000(3) L— — L= ‘ — "225,000
Garry K. McGuire . ... .. .. 70,000 80,000(5) . . — - — — 150,000
Thomas E. Wheeler e 105,000 120,0003) = — o= — — 225,000
M Wayne Wisehart .., . ... 135,000 ' 12:0,0_00(3)" — ; - - ‘ — ’ 255,000

E

(1) Compensation for stock awards represents the aggregate grant date fair value of the stock award, computed based on' the
number of stock awards granted and the closing stock price of EarthLink Common Stock on the date of grant. Assumptions
used in the calculation of these award amounts are included in Note 11 to the consolidated financial statements included in our
Annual Report on Form 10-K for the year ended December 31, 2011 and incorporated by reference into this Proxy Statement.
The aggregate number of stock awards outstanding as of December 31, 2011, were as follows: Ms. Bowick, 14,580, Mr. Davis, 0,
Ms. Fulier, 14,580, Mr. Jones, 0, Mr. Koretz, 14,580, Mr. McGuire, 10,458, Mr. Wheeler, 14,580 and Mr. Wischart, 14,580.

(2) The aggregate number of option awards outstanding as of December 31, 2011, were as follows: Ms. Bowick, 0, Mr. Davis, 0,
Ms. Fuller, 47,500, Mr. Jones, 0, Mr. Koretz, 0, Mr. McGuire, 0, Mr. Wheeler, 37,500 and Mr. Wisehart, 0.

(3) Pursuant to the EarthLink, Inc. Board of Directors Compensation Plan, on January 3, 2011, we granted restricted stock units
valued at $40,000 to each independent director serving on our Board of Directors on that date. The number of restricted stock
units granted to each of these directors on this date was 4,630, which was based on the closing price of EarthLink Common
Stock on the date of the grant, or $8.64 per share. Pursuant to the EarthLink, Inc. Board of Directors Compensation Plan, on
May 4, 2011, we granted restricted stock units valued at $80,000 to each independent director serving on our Board of Directors
on that date. The number of restricted stock units granted to each of these directors on this date was 9,950, which was based on
the closing price of EarthLink Common Stock on the date of the grant, or $8.04 per share. The restricted stock units vest and

" become exercisable one year from the date of grant.

(4) Pursuant to the EarthLink, Inc. Board of Directors Compensation Plan, on February 21, 2011, we granted restricted stock units
valued at $20,000 to Mr. Davis for joining our Board of Directors on that date. The number of restricted stock units granted was
2,387, which was based on the closing price of EarthLink Common Stock on the date of the grant, or $8.38 per share. The
restricted stock units expired unvested due to Mr. Davis’ resignation from the Board of Directors.

(5) Pursuant to the EarthLink, Inc. Board of Directors Compensation Plan, on July 20, 2011, we granted restricted stock units
valued at $80,000 to Mr. McGuire for joining our Board of Directors on that date. The number of restricted stock units granted
was 10,458, which was based on the closing price of EarthLink Common Stock on the date of the grant, or $7.65 per share. The
restricted stock units vest and become exercisable one year from the date of grant.

During 2011, each independent director received an annual retainer of $70,000 for serving on the
Board of Directors, which was paid following the annual stockholder meeting in May 2011. We paid our
Lead Director an additional annual retainer of $20,000. We paid the Chairperson of the Audit Committee
and the Chairperson of the Leadership and Compensation Committee an additional annual retainer of
$20,000 for serving in such capacity. We paid the Chairperson of the Corporate Governance and
Nominating Committee an additional annual retainer of $10,000 for serving in such capacity.
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During 2011, we reimbursed directors for the expenses they incurred in attending meetings of the
Board of Dlrectors or committees thereof.

Under the Board of Directors: Compensatlon Plan, each mdependent director receives a grant of
restricted stock units once each year covering stock valued at $80,000 at the time of the grant. The grants
are made on the first business day immediately following the annual stockholder meeting in May. The
restricted stock units vest after one year or upon an earlier change in control, and upon vesting the director
will receive shares of Common Stock.

Our Chief Executive Officer does not receive additional compensation for serving as a director or
Chairman of the Board

We pay program fees and associated travel expenses for each director to participate in relevant
director education programs.

We do not pay additional compensation to directors who are not independent for their service as
directors but do reimburse such directors for expenses incurred in attending meetings of the Board of
Directors and its committees. '

“The Leadership and Compensation Committee periodically considers our Board of- Directors
compensation policy with a primary objective of matching compensation levels to the relative demands
associated with serving on the Board of Directors and its various committees. The Leadership and
Compensation Committee also periodically reviews the compensation policies of other public company
boards of directors by reviewing market surveys of director compensation data prepared by third party
consulting firms, including a survey of technology companies.
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EXECUTIVE OFFICERS -

Our executive officers serve at the discretion of the Board of Directors, and serve until they resign, are
removed or are otherwise disqualified to serve, or until their successors are élected and qualified. Our executive
officers presently include: Rolla P Huff, Kevin F. Brand, Vikram K. Desai, Samuel R. DeSimone, Jr,
Barbara M. Dondiego, Bradley A. Ferguson, Brian P Fink, Stacie S. Hagan, James P. O’Brien, Cardi M. Prinzi,
Robert L. Scott, Mae H. Squier and Joseph M. Wetzel. The following sets forth biographical information for our
executive officers who are not directors. Biographical information for Rolla P Huff who is also a director, is
provided in the section entitled “Proposal 1—Election of Directors—Directors Standing for Election” of this
Proxy Statement. =~ ‘ :

Ke\?_i‘n" F Bfand;;}E_x_gécutive Vice PrQSident,,Consi;mér Products and Silpport -
Age: 53

- Mr. Brand has served as our Executive Vice President, Consumer Products and Support since
November 2010. Mr. Brand joined us'in June 2001 and served as Vice President, Network Operations and
Vice President, Products prior to his current role. Mr. Brand was Executive Vice President of Operations
at CAIS Internet from November 1999 through January 2001. From June 1980 through November 1999,
Mr. Brand worked in a variety of management positions at AT&T, AT&T Paradyne and AT&T Bell

‘Laboratories in operations, customer support, product management, marketing and technical areas.

Vikram K. Désai—'Presidehf, Aé&ﬁhcgd Services
Age: 47

~ Mr. Desai has served as our President, Advanced Services since July 2011. During the prior six years,
he served as President and Chief Executive Officer of emerging growth IT infrastructure, application
software and application security. companies, including: Liquid Computing Corporation  (December
2008-March' 2010); Viziant Corporation’ (February 2006-February 2008); and Kavado Inc. (April
2004-August 2005). From August 2001 to April 2004, Mr. Desai served as Chief Operating Officer of
application networking company Radware, Inc. In addition, Mr. Désai has held executive sales and
marketing roles with Global Crossing, MCI Communications, and WorldCom Inc. Mr. Desai currently
serves on the Boards of ﬁirec'tors of Secutity Innovation, Inc., an application security assessment and risk
management company, and SCADA Security Innovation, Inc., a developer of advanced security solutions
for computer systems that monitor and control industrial infrastructure. o

Samuel R. DeSimone, Jr.—Executive Viée:!I’resident, General Counsel and Secretary
Age: 52

~ M. DeSimone has served as our Executive Vice President, General Counsel and Secretary since
February 2000. Prior to that, Mr. DeSimone served in such capacitiés at MindSpring Enterprises Iinc. since
November 1998 prior to its mérger with EarthLink Network, Inc. in February 2000. From September 1995
to August 1998, Mr. DeSimone served as Vice President of Corporate Development with Merix
Corporation, a printed circuit board manufacturer. From June 1990 to August 1995, he was an associate

attorney and a partner with Lane Powell Spears Lubersky of Portland, Oregon.

Barbara M. Dondiego—Senior Vice President, Chief Marketing Officer—EarthLink Business
Age 36 _ '

Ms. Dondiego has’ s"er\v{c‘_ed‘ as our Senior Vice President of Marketmg and Chief Marketing Offiéer
since January 2011. Previously, Ms. _DOndiego served as Senior Vice President of Marketing and Product
Development for ITC” DeltaCom from August 2009 through December 2010. Ms. Dondiego joined
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WilTel Communications in 2004 which was acquired by Level 3 Communications Inc., an international
provider of fiber-based communications services, in 2005 where she held various marketing leadership
positions including Senior Vice President of Marketing and Vice President of Marketing from 2004 to
August 2009. Prior to joining Level 3, Ms Dondiego held various leadership roles at McLeodUSA and MCI
from 1996 to 2006. o

Bradley A. FergusonéExécutivé 'f\"i’cé President, Chief Financial Officer

Age: 41

Mr. Ferguson has served as our Executive Vice President, Chief Financial Officer since August 2009.
He also serves as our Principal Accounting Officer. From September 2005 to August 2009, Mr. Ferguson
served as our Vice President, Controllér. From September 2002 to September 2005, Mr. Ferguson served
as our Vice President—Commercial Finance. Mr. Ferguson has been an officer of our Company since the
merger of EarthLink Network, Inc. and MindSpring Enterprises, Inc. in February 2000 and was an officer
of MindSpring Enterprises, Inc. prior to that time. Prior to joining MindSpring, Mr. Ferguson was a
member of the audit practice at Arthur Andersen LLP. R

Brian P. Fink—Executive Vice President, Chief Strategy Officer

Age: 49

Mr. Fink has served as our Executive Vice President, Chief Strategy Officer since January 2012. He
was our Executive Vice President, Managed Services from July 2011 to January 2012 and was our Senior
Vice President, Strategic Planning and Program Delivery from January 2011 to July 2011. From May 2009
to January 2011, Mr. Fink served as the Managing Partner of IntegraTouch, LLC, a company he founded
which operates as a development, operations and integration solutions company; from December 2002 to
May 2007, he served IntegraTouch, LL.C as Chief Executive Officer, Managing Partner and member of the
Board of Directors. From May 2007 to May 2009 Mr. Fink served as Executive Vice President and Chief
Information Officer of One Communications, a regional telecommunications provider. From 1994 to 2002,
Mr. Fink served in officer positions, including Senior Vice President of Product and Systems, with Global
Crossing / Frontier Communications, an IP solutions provider. Prior to 1994, Mr. Fink held the Chief
Information Officer position for a regional telecommunications company, Schneider Communications, and
development and strategic planning roles for AT&T Bell Labs. Mr. Fink continues to serve as a member of
the Board of Directors at IntegraTouch, LLC. ‘ ‘

Stacie S. Hagan—Executive Vice President, Chief People Oﬁicer ‘

Age: 45
Ms. Hagan has served as our Executive Vice President, Chief People Officer since March 2007.
Ms. Hagan joined us in September 2002 and has served in several capacities, including Vice President,

Human' Resources. Prior to “joining us, ‘Ms. Hagan served as President/Principal at SynerChange
International, Inc. from 1993 until 2002. ‘ :

James P. O’Brien—Executive Vice President, Network Services and Customer Operations

Age: 48

Mr. O’Brien has served as our Executive Vice President, Network Serviceés and Customer Operations
since December 2010 following our acquisition of ITC” DeltaCom. Previously, Mr. O’Brien served: as
Executive Vice President, Operations of ITC” DeltaCom since March 2005. He served as Senior Vice
President for Engineering and Opetations at ICG Communications, Inc. from December 1999 to March
2005. Prior to joining ICG Communications, Inc., Mr. O’Brien held positions at ICG/AT&T and The
Associated Press. T A ' ‘
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Cardi M. Prinzi—Executive Vice President, Marketing

Age' 55 , LI

" Mr. Prinzi has served as Executive Vice President, Marketmg since November 2010. Mr. Prinzi joined
us in July 2009 and-served’ as President, New Edge Networks prior to his current role. From September
2003 to June 2009, Mr. Prinzi served as Senior Vice President of Marketing of TelePacific
Communications, a business telecommunications company. In addition, Mr. Prinzi has held executive level
posmons at Plhana Pac1f1c Inc (Equlmx Inc.), WorldCom/MFS and Sprint.

Robert L. Scott—Chief Information Officer

Age: 49

Mr. Scott has served as our Chief Information Officer since April 2008. From August 2003 to April
2008, Mr. Scott served as Chief Information Officer of BT Global Financial Services (Radianz), a
connectivity sérvices provider. Mr. Scott has held officer level positions as Chief Information Officer and
Chief Technology Officer at MPower Communications and Logix Communications, respectively.

Mae H. Squier—President, Premier Business Solutions

Age: 50 \
_ Ms. Squier has served as President, Premier Business Solutions since July 2011. Previously, she served
as Senior Vice President—Business Solutions of Current Group, a clean energy. software and analytic
provider from April 2007 until July 2011. From 1998 to 2006, Ms. Squier was Chief Operating Officer of
Choice One Communications, Inc., an integrated. broadband data, internet and telecommunications
service provider. Choice One Communications Inc. filed a voluntary petition under Chapter 11 of the
Bankruptcy Code in October 2004 and emerged from bankruptcy protection in November 2004. From 2006
to 2007, Ms. Squire was President, Network Services of One Communications which was formed by the
merger of Choice One Communications and two other companies.

Joseph M. WetzelT-President and Chief Operating Officer
Age: 56 '

Mr. Wetzel has served as our President since May 2010 and as our Chief Operating Officer since
August 2007. Mr. Wetzel served as the President and Chief Operating, Officer of Mpower Holding
Corporation, a business telecommunications company, from July 2001 until its merger with a subsidiary of
U.S. TelePacific Holdings -Corp. in-August 2006. Prior: to that; Mr. Wetzel served as President of
Operations of Mpower Holding Corporation from August 2000 through July 2001. He also served on the
Board of Directors of Mpower Holding Corporation from March 2002 until April 2003. Mpower filed a
Voluntary Petition under Chapter 11 of the United States Bankruptcy Code in April 2002 and emerged
from bankruptcy protection in July 2002. From 1997 to 2000, Mr. Wetzel was Vice President of Technology
with MediaOne Group and from 1993 to 1997 was. Vice President of Technology with  MediaOne’s
multimedia group

Section 16(a) Beneﬁ'clal Ownershlp Reportlng Comphance

Section 16(a) of the Securities Exchange Act of 1934 as amended, requires our directors, executive
officers and persons who own beneficially more than 10% of our Common Stock to file reports of
ownership and changes in ownership of such stock with the SEC. These persons are also required by SEC
regulations to furnish us with copies of all such forms they file. To our knowledge, based solely on a review
of the copies of such reports furnished to us and written representations that no other reports were
required, all persons subject to the reporting requirements of Section 16(a) filed the required reports on a
timely basis during the year ended December 31, 2011 except that one Form 4 reporting two transactlons
was filed late for Mr. Prinzi.
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BENEFICIAL OWNERSHIP OF COMMON STOCK

The following table sets forth information concerning the beneficial ownership of our issued and
outstanding Common Stock by (i) those persons known by management to own beneficially more than 5%
of our issued and outstanding Common Stock, (ii)-our directors, (iii) the executive officers identified as
“Named Executive Officers” in the Summary Compensatlon Table on page 33 of this Proxy Statement, and
(iv) all of our directors and officers as a group. Except as otherwise indicated in the footnotes below, such
information is provided as of February 29, 2012. According to SEC rules, a person is the “beneficial
owner” of securities if he or she has or shares the power to vote them or to direct their investment or has
the right to acquire beneficial ownership of such securities within 60 days through the. exercise of an
option, warrant or right, the conversion of a security or otherwise.

Amount and
Nature of -

- i - " . - Beneficiad . Percent
Name and Address of Beneficial aners(l) L _ ) ) Ownership(2) of Class(3)
Susan D. Bowick .. ....... e e e s i s s 30,495 *
Kevin EBrand ... ....ouiiiniintine e iin i eiieenaeenn, 108,358(4) *
Bradley A. Ferguson .................... ... R PP . 170,614(5) *
Marce Fuller . ....... ..o i e 86,216(6) *
Stacie S.Hagan . . ... .. i e e 158,562(7) *
RollaP. Huff .ovi o v i iV s oo i 862,983(8) *
David'A. Koretz . . ... .. T, e e e e e 30,495 *
Garry K. McGuire . .. ... .. — *
Joseph M. Wetzel . ...... i R S 300,261(9) ©  *
TFhomas E. Wheeler . . ........... .00, P A A RN - 84,339(10) *
M. Wayne Wisehart . .<.............0 i el e e e 27,509 *
Renaissance Technologies LLC. ... . ... c.v...... e [P 6,786,739(11) 6.4%
Dimensional Fund Advisors LP. ... .. s 6,711,912(12) 6.3%
Sterling Capital Management LLC .. ............ ... i, 6,690,224(13) 6.3%
Artisan Partners Holdings LP . ................ P 6,622,140(14) 6.2%
BlackRock, InC. .. ... ..o e 6,151,376(15) 5.8%
All directors and_executive officers as a group (19 persons) .. ... e 2,111,271(16) 2.0%

* Represents beneflclal ownershlp of less than 1.0% of our Common Stock.

1 Except as otherwise indicated by footnote below or in any applicable Schedule 13D, Schedule 13G or
. Form 13F, (i) the named person has sole voting and-investment power with respect.to all shares of
Common Stock shown as benef1c1a11y owned and (ii) the address of the named person is that of

- EarthLink.

(2) Beneficial ownership is determrned in accordance with the rules of the SEC based on factors such as
voting and investment power with respect to shares of Common Stock.

(3) Calculated based on 106,503,490 shares of Common Stock outstanding as of February 29, 2012.
(4) Includes optlons to purchase 46,000 shares of Common Stock.

%) 'Includes optlons to purchase 32, 032 shares of Common Stock.

(6) Includes options to ‘purchase 37,500 shares of Common Stock:

W) Inclndes options to pnrchaée‘ 31,688 Shares of Common Stock. -

8) Includes options to purchase 250,000 shares-of Common Stock.

&) Includes options to 'purebase 56,251 Shares of Common Stock.
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(10) Includes options to purchase 37,500 shares of Common Stock. -

(11) Represents beneficial ownership as of December 31, 2011, according to the Schedule 13G filed by
Renaissance Technologies LLC (“Renaissance Technologies”) and Renaissance Technologies
Holdings Corporation (“Renaissance Holdings™) on February 13, 2012. Renaissance Technologies has
sole voting power over 6,154,081 of these shares, sole dispositive power over 6,345,096 of these shares
and shared dispositive power over 441,643 of these shares. Renaissance Holdings has sole voting
power over 6,154,081 of these shares, sole dispositive power over 6,345,096 of these shares and shared

~dispositive power over 441,643 of these shares. The address:for Renaissance Technologies and
Renaissance Holdings is 800 Third Avenue, New York, NY 10022.

(12) Represents beneficial ownership as of December 31, 2011, according to the Schedule 13G filed by
Drmensronal Fund Advisors LP on February 10, 2012. The address for Dimensional Fund Advrsors LP
1s Palisades West, Buxldmg One, 6300 Bee Cave Road, Austin, TX 78746.

(13) Represents berieficial ownership as ‘of December 31, 2011, according to the Schedule 13G filed by
- -Sterling - Capital Management LILC on February 7, 2012. The address for Sterling Capital
‘1.Management LLC is Two Morrocroft Centre, 4064 Colony Road, Suite 300, Charlotte, NC 28211."

(14) Represents beneficial ownership as of December 31, 2011, according to the Schedule 13G filed by
Artisan Partners Holdings LP (“Artisan Holdings”) on February 7, 2012. Artisan Holdings, Artisan
Investment Corporation, Artisan Partners Limited Partnership, Artisan Investments GP LLC, ZFIC,

.. Inc., Andrew A. Ziegler and Carlene M. Ziegler (collectively, the “Artisan Entities”)-are each deemed

 to beneficially own 6,622,140 shares of Common Stock and each have shared voting power and shared
dispositive power over the 6,622,140 shares. The address for the Artisan Entmes is 875 East Wisconsin
Avenue, Suite 800, Milwaukee, WI"53202. : ,

(15) Represents benef1c1a1 ownershrp as of December 31, 2011, accordrng to the Schedule 13G filed by
" BlackRock, Inc. on February 13, 2012. The address for BlackRock, Inc. is 40 East 520 Street, New
York NY 10022.

(16) Includes optrons to purchase an aggregate of 609 409 shares of Common Stock
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EXECUTIVE COMPENSATION
Compensation Discussion and Analysis
Gutdmg szlosophy
Our primary executive compensation goals have been to:
. Offer compet1t1ve compensatlon to attract and retain talented executives;

« tie annual cash incentives to achievement of performance objectives that tie directly to our strateglc
and operational goals; and

_» align executives’ interests with long-term stockholder value creation.

To achieve these goals we have historically used a “Total Rewards” approach establishing a
compensation package of separate, but integrated components, including: base salary, short-term annual
cash incentives, long-term compensation incentives and health and welfare benefits. This “Compensation
Discussion and Analysis” describes the executive compensation programs we have implemented in recent
periods in order to advance our. business strategy at the time, with an emphasis on our 2011 executive
compensation and business strategy.

Overwew

Followmg our restructuring in 2007, we were primarily an internet service provider and our business
strategy focused on strengthening short-term performance by maximizing cash flows through customer
retention. and improved operational efficiency. At the same time we explored strategic alternatives that
would deliver long-term shareholder value. Our compensation programs in 2008 through 2010 reflected
this business strategy and our unique business position. Specifically, we structured our short-term annual
incentive plan to incentivize cash generation with the only performance measure being tied to “Adjusted
EBITDA.” (“Adjusted EBITDA” refers to net income before interest expense and other, net, income taxes,
depreciation and amortization, stock-based compensation expense, impairment of goodwill and intangible
assets, and restructuring  and -acquisition-related costs). Our long-term incentive programs were focused
primarily on retention payments and restricted stock unit (“RSU”) grants to retain executives during this
transition period and reinforce the link to shareholders. We believe this executive compensation strategy
was successful, demonstrated by strong cash flow performance in 2008 through 2010, our recent
acquisitions of ITC”DeltaCom, One Communications and several smaller companies and the
transformation of our business strategy.

The year ended December 31, 2011 was a transition year for us and we began to redesign our
executive compensation programs accordingly. In 2011, our business strategy reflected our new focus on
becoming a communications and IT services provider resulting from these acquisitions, while we continued
to emphasize maximizing cash flows in our consumer service segment. For our 2011 executive
compensation program, our 2011 short-term incentive plan added a performance objective tied to revenue
together with our prior Adjusted EBITDA objective. We also instituted an annual equity award program
and for 2011 50% of the awards granted contained performance-based vesting provisions tied to critical
acquisition integration milestones within the business services segment.

We believe we are successfully transitioning to this new business strategy and we also continue to
demonstrate strong cash-flow performance. For example, we increased our 2011 Adjusted EBITDA and
Operating Cash Flow guidance in each of the third and fourth quarters of 2011 and final results exceeded
the increased guidance amounts. (“Operating Cash Flow” refers to Adjusted EBITDA less cash used for
purchases of property and equipment).

In 2012, we are continuing our transition and have further refined our compensation strategy in light
of the changes in our business strategy. Our 2012 short-term incentive plan includes performance
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objectives; 50% of which continue to be tied to Adjusted EBITDA and 50% to total company revenue. The
equal weight -assigned to these performance targets in the 2012 plan reflect the increasing emphasis on
revenue that is in keeping with the new business services strategy. Our annual equity award program now
includes RSUs containing performance-based vesting prov1s1ons and stock optron grants.

Executzve Summary Jor 2011

While maintaining our guiding phrlosophy of competitive and business focused Total Rewards, our
compensation decisions in 2011 aligned our compensation practices with our new focus on being a leading
communications and IT services company. The Leadership and Compensation Committee of the Board of
Directors, or the Committee, designed the compensation programs for 2011 to incent the key talent
necessary to drive our performance as well as to recruit new talent consistent with our new business focus.
The Committee intends for the compensation programs to prov1de appropriate performance incentives
while maintaining accountabrhty to stockholders T S

" During 2011, we completed our acqu1s1t10ns of One Communications and STS Telecom, as well as
four other acqulsltlons permitting us to grow our managed services product portfolio. We further made
significant progress in 2011 by ach1ev1ng synergies in our acquisitions, launching a nationwide product
portfolio and developing the EarthLink Business brand. We also continued improvements in customer
retention and operational efficiencies while generating significant cash. We generated $331 million in
Adjusted EBITDA for 2011. In addition, we generated $229 million of Operatmg Cash Flow and returned
to shareholders $70 million through d1v1dends and share repurchases

‘Also in 2011 we successfully’ nnplemented a capital structure strategy that provided the flexibility to
support our new strategic direction-and enhance shareholder value. In May 2011 we issued $300 million of
87% senior notes due 2019. The proceeds of these notes provided the liquidity to purchase or redeem our
approximate $255 million of 3.25% convertible senior-notes which had.an initial maturity date of
November 15, 2011. We also entered ‘into a°$150 million revolving credit facility in May 2011.

The short-term incentive plans described on pages 26 to 28 of thrs Proxy Statement were designed to
provide compelling incentives for management to achieve performance against plan. In 2011, the plans’
performance goals were based on Adjusted EBITDA and revenue targets.. Final results were a 108%
blended company achievement level for the bonus plan for the first:half of 2011 and a 95.4% blended
company achievement level for-the bonus plan for the second half of 2011. The resulting payouts to our
. Named Executive Officers under our short-term annual bonus plans are provided on page 28 of this Proxy
Statement ' ‘

- To further mcent achlevement of our new business strategy, in February 2011 the Committee
authorized a grant of RSUs to selected employees, as described on pages 28 to 29 of this Proxy Statement.
Of these RSUs 50% had performance-based vesting provisions together with service-based vesting
following satisfaction of the objectives. These performance-based objectives were satisfied in 2011.
Subsequent service-based vesting of the earned RSUs serves to retain key employees needed to further
execute our strategy.

As detailed below, the Committee believes_'total direct compensation for our Named Executive
Officers, both on a targeted and actual basis, was reasonable and within the range of compensation offered
by comparison companies and reflected-our good performance in 2011. The Committee also believes the
2011 compensation design was effective in driving performance by generating meaningful rewards for
achieving business objectives that our Board of Directors believes will lead to future overall shareholder
value creation.

We held our initial “say on pay” vote on our executive compensation policies at our 2011 Annual
" Meeting of Stockholders in May 2011. Accordingly, the results of this vote were not available when the
Committee considered 2011 executive compensation- matters in January and February of 2011. However,
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when considering 2012 executive compensation, the Committee took into account the fact that holders of
approximately 80% of the.shares of common stock voted on our 2011 executive compensation policies
voted in favor of these policies. The Committee also sought to understand why some investors either voted
unfavorably or abstained with respect to the 2011 “say on pay” proposal. The primary concerns expressed
included the retention incentives used between 2008 and 2010 while our overall strategic direction was
under review. The Committee believes that the retention incentives during this period were appropriate at
the time and helped to incent superior operating results and to retain the management team required to
develop our future strategy. However, in conjunction with our developmg business strategy the Committee
placed an increased emphaSIS on performance-based compensatlon in 2011 and again in 2012.

' VDetermining, Compensation

. Leadership and Compensation Committee. “As described on page 7 of this Proxy Statement, we have a
Leadership and Compensation Committee of the Board of Directors which currently consists of
Ms. Bowick (Chairperson), Mr. McGuire, Mr. Wheeler and Mr. Wisehart. The Committee operates under
a written charter adopted by the Board of Directors, which is available on our Internet website,
www.earthlink.net. This charter is reviewed annually by the Committee and was last amended i inJ anuary
2012. The Board of Directors has determined that the members of the Committee are “independent
directors” (within the meamng of Rule 5605(a)(2) of the Rules ‘of NASDAQ and the independence
standards of our Corporate Governance Guidelines). While the Committee’s charter does not specify
qualifications required for Comm1ttee members, Ms. Bowick is a former executive officer of human
resources at a large technology company and is currently the compensation committee chairperson for
another public company’s board of directors. Mr. McGuire and Mr. Wisehart have been members of other
public company boards of directors and are former chief financial officers of public companies.
Mr. Wheeler has been a member of other public company boards of directors and is a managing director of
a venture capital fund which has ownership positions in numerous technology companies. Mr. McGuire
and Mr. Wisehart are also members of the -Audit Committee, which not only permits direct continuity
between these two committees but also facilitates the Committee’s review of whether our compensation
programs pose any materlal nsks for the Company

- Beginning in August 2008, the Committee began working with Frederic W. Cook & Co., Inc. as its
independent compensation consultant. The role of the consultant is to provide advice and counsel. In 2011,
the consultant performed work at the direction and under the supervision of the Committee, and the
Committee does not delegate authority to consultants or to other parties. The Committee confers with its
outside consultant without management present to discuss our executive compensation programs, Chief
Executive Officer compensation, and best practices in executive compensation matters. The Committee’s
consultant at times works directly with management on behalf of the Committee, but under direction and
approval of the Committee. The Committee’s consultant provides no other services to the Company.

" The table below outlines the roles and responsibilities related to executive compensation:
Leadership and Compensation

Committee * Designs, evaluates and approves our executive compensation
' ’ T plans, policies and programs

* Establishes the cash and short-term incentive compensation
for our executive officers

» Determinés the compensation prdgfams for the members of
our Board of Directors and its committees

. Rev1ews our sales incentive plans

. Admlnlsters our equity-based compensatlon plans
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Independent Board Members

E. W. Cook (Indei)endent Consultant
to the Committee)

Chief Executive ofﬁ¢e}

Othér Members of Management

‘Conducts a review of our management personnel and
" conducts management succession planning at least annually

Reviews and evaluates the goals and objectives relevant to

) . the compensation of our Chief Executive Officer annually

Evaluates the performance of our Chief Executive Officer in
light of his goals and objectives annually

Provides final review of our Chief Executive Offrcer S
compensation

Participates in substantially all Committee meetings

Reviews materials in advance, and provides to the
Committee additional information on market trends

Provides advice, research and analytical services .on a variety
of subjects, including compensation of our Named Executive
Officers, nonemployee director compensation, employment
agreements, change in control and severance plans and
adoption of stock ownership guidelines as well as general
executive compensation trends

] Proposes compensatron for our, other Named Executive

Offlcers

Works with the Committee to determine the busrness
performance targets in our bonus plans"

Attends Committee meetings, except for executrve sessions

related to his compensation

QOur Chief Executive Officer does not make

recommendations to the Committee regarding his annual
base salary, his equity compensation awards or other -
long-term incentives or his annual bonus plan target

payment

- Our Chief People Offrcer together with the Committee’s

external consultant prepare materials for the Committee
using market data from both broad-based and targeted
natronal compensatron surveys

In determining compensatron, the Commlttee generally takes into account our busrness strategy,
internal consistency, external market competitiveness in light of general economic trends, and individual

and business performance
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Competitive Market Information. 'To ensure, that our compensation programs are competitive, the
Committee in 2011 compared our compensation practices to the competitive market using published proxy
and survey data. For 2011, the Committee established a new comparison group to reflect the Company’s
shift in business strategy to an IT services and commumcatlons company resulting from its acqulsmon of
ITC” DeltaCom Inc. and pending acqulsmon of One Communications. The companies included in this
group are as follows: , - : :

Cincinnati Bell Inc.
Equinix Inc. - .
Frontier Communications Corp.
General Communication Inc.
Global Crossing Ltd
Ibasis Inc.
Ntelos: Holdings Corp.
Paetech Holding -Corp: . .
Premiere Global Serv1ces Inc.
Sawvis, Inc.

~ TW Telecom Inc.

" ‘Vonage Holdings ‘Corp.
Windstream Corp.

The Committee also contlnued to use cstabhshgd data bases as a “check and balance” for the
comparison group. These databases were Equilar’s Executive Insight Database of telecom companies with
annual revenue of $750 million to $3 billion, the Radford Global Technology Executive Survey of
companies with annual revenue of $1 billion to $3 billion, and the Mercer U.S. Telecommunications
Company Survey (which was used by the Committee for the first time in 2011). The Committee reviewed
these databases because they contain a, sufficient number of comparator companies to provide reliable
benchmarks for each of our executive positions. The Committee used data from these sources to evaluate
base salary, total annual cash ‘compensation, target annual incentive levels and total direct compensation
for our Named Executive Officers. Management provided the Committee with comparisons for base
salary, total annual cash compensation (base salary plus annual incentives at both target incentive levels
and actual performance-based incentive levels) and total direct compensation (base salary, annual cash
incentives and .long-term equity incentives). :

Based on the information available to the Committee for the comparison group and the established
data bases prior to establishing base salaries and annual incentives for 2011, average total cash
compensation for the Named Executive Officers-was.95% of the market median. The average total direct
compensation for the named executive officers was 86% of the median.

Executive Performance. In 2011, the Committee also took into consideration individual and overall
Company operating performance to ensure executive compensation reflected past performance as well as
future potential and adequately differentiates between executive officers, based on scope ‘and complexity
of the executive officer’s job position, market comparisons and individual performance. . :

The Chief Executive Officer’s performance is reviewed annually by the Committee and the Board of
Directors prior to considering changes in base salary, bonus payouts and total compensation. In February
2011, the Committee and the Board of Directors reviewed the Chief Executive Officer’s annual
performance in light of Company performance and leadership objectives designated by the Board of
Directors as essential to the role of the Company’s Chief Executive Officer for 2010.

In this review the Board of Directors also established Mr. Huff’s 2011 performance objectives which
included:

* conducting our business in a way that is consistent with our company’s mission and values;
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-* meeting or exceeding financial commitments we make to our shareholders

* building and communicating our strategy to evolve EarthLink into a leading commumcatlons and
IT services provrder,

* successfully integrating acquisitions against goals to meet f1nanc1al synergy targets and optimize
assets and skill sets acquired;

. burldmg a strong succession planning process that serves as the foundatron for developing and
deploying people at every level of the company to support our short and long term strategrc intent;
and 8

* developing a capital structure strategy that provides the flexibility to support our strategrc direction
and optimizes shareholder value. :

The compensation policies wrth respect to our Named Executive Officers in 2011 did not differ
materially between these officers, other than that our Chief Executive Officer and our President and Chief
Operating Officer have employment agreements. Other than with respect to the Chief Executive Officer’s
individual performance objectives, our targets and compensation ph1losophy were consistent across all
Named Executlve Officers.

)

Elements of Executzve Compensatwn

The elements: of executive compensatlon in 2011 mcluded base salary, short-term 1ncent1ves,
long-term incentive compensation, and benefits. In 2011, the:Committee did not allocate specific weight to
each of the compensation components, but its intent was to:

1) align total direct compensation (including base salary, annual cash 1ncent1ves and Iong term
= equity 1ncent1ves) with our business goals and , - :

2) ‘ensure that compensatron was competltrve with other compames of s1mrlar size operatlng in the
technology and telecommun1cat10ns sectors :

We evaluated each component of compensation in comparison: to past Company practrce, competltlve
benchmarks and Company performance goals
Base Salanes

k In February 2011, the Committee revrewed base salarres of our executive officers in relation to the
market median of comparison companies and approved base salary increases. The 2011 total base salaries
for our Named Executive Officer group, excluding our Chief Executive Officer, were approximately 100%
of the market median described -above, with individuals ranging between85% and 111% of market median.
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The following table summarizes the 2011 base salaries for our Named Executive Officers, which
became effective in March 2011:

Name and Title - " - 2011 Base Salaries -

RollaP Huff........................ e $825,000
Chairman of thé Board and Chief Executive Officer ' ' :

Joseph M. Wetzel ............. ... . i 490,700

- President and Chief Operating Officer o L

Bradley A. Ferguson ........... e 328,000 :
Executlve Vice Premdent Chief Financial Officer _

Kevin EBrand . ..o vooeo oo e 305,000
Executlve Vice PreSIdent Consumer Products and Support ‘

StaCIe S.Hagan. . .. cv et i e e e e . 290,000

.. Executive Vice President, Chief People Offrcer

In setting Mr. Huff’s annual base saIary for 2011, the Committee took into account compensation
information for chief executive officers within the comparison and survey groups referenced above,
Mzr. Huff’s leadership in our acquisitions of ITC ”~ DeltaCom and One Communications and resulting shift
in business strategy, and Mr. Huff’s and our performance during 2010. Mr. Huff’s annualized base salary
for 2011 was determined to be 116% of the median for the. comparison group. The Committee believes this
2011 base-pay is reasonable. in light of our performance under Mr. Huff’s leadership.

Short-Term Incentives

2011 Incentive Plans. In February 2011 when the Committee established the annual incentive goals
for 2011, the One Communications and STS acquisitions were scheduled to close in the second quarter of
2011. In order to provide meéaningful short-term incentives dlrectly tied to our business, the Committee
adopted two incentive plans for 2011. The performance measures and weights were the same for each plan.
The objectives for the first six-month plan reflected the operating plan for the first six- months of 2011. The
objectives for the second six months, which were established in July, related to full year 2011 performance.
The full year 2011 Adjusted EBITDA and revenue expectations took into account our transaction revenue
projections for our ITC” DeltaCom, One Communications and STS acquisitions for full year 2011
performance, without an adjustment to reflect that One Communications actually had a lower than
projected revenue run rate at the closing of the acquisition. In February 2012, the Commrttee authorized
one incentive payment based on the achlevements under both plans.

Summanzed in the table below are the performance measures, weights, and the rationale for including
the measures. :

Performance Measure Weight Rationale for Inclusion

Adjusted EBITDA . ............. 70% @ Reflects profitability and cash
generation to incent efficient
operations for historic business and
profitability of acquired businesses

Total Revenue . ................ 30% e Incents growth of acquired
businesses
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- In July 2011, the: Committee reviewed our actual operating performance for the first six months of
2011 against the bonus plan-goals and approved the blended achievement level of 108% of the target
incentive potential. The- incentive plan performance targ‘ets and achievement are-summarized below: -

First SlX Months 2011 Incentive Plan Performance Targets and Achlevement
(dollars in mllllons) ‘

50% Payout 100% Payout = 200% Payout - Actual

Threshold Target Maximum Performance Achieeement
Adjusted EBITDA (70%) . . . ......... $126.1 $133.6 $152.1 $137.2 124.2%
Total Revenue (30%) e $473.5 $481.5  $4975 $476.8 70.2%
Total Blended Achievement.-. . .. .. ... 108.0%

In February 2012, the Committee reviewed our actual operating performance for the full year 2011
against the incentive plan goals and approved the blended achievement level of 95.4% of the target
incentive potential. The incentive plan performance targets and achievement are summarized below:

Full Year 2011 Incentive Plan Performance Targets and Achievement
(dollars in millions)

50% Payout  100% Payout  200% Payout Actual Achievement-

co s A .Threshold - ' Target Maximum Performance = based. Payout
AdJusted EBITDA* (70%) e i $ 3091  $ 3275 $ 3643 $ 330.5 ; 112.1%
Total Revenue (30%) ... .......... $1,311.6  $1,3338  $1,3781  $13145  585%

Total Blended (Achievement) ... .. ... SRR L 954%

* Reﬂects certam adjustments to Ad}usted EBITDA for. unusual non recurring 1tems

Our Named Executive Officers’ target incentive opportunity as a percentage of eligible earnings is
identified in the table below. Each executive officer’s incentive award is the product of the overall incentive
payout percentage multiplied by the 1nd1v1dual’s target incentive opportunity multiplied by the individual’s
eligible -earnings ‘for 2011. Given the competitive market position of the compensation of our Named
Executive Officers, the Committee. determined to hold target incentive opportunities as a percentage of
eligible earnings flat for 2011 for each of the Named Executive Officers, other than Ms. Hagan whose
target incentive opportunity was increased to reflect the impact of her role in our orgamzatlonal transition
resulting from acquisitions and new strategic direction.
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2011 Incentive Payments. In light of our performance against the Adjusted. EBITDA and revenue
targets under our 2011 incentive plans, and taking into account the individual performanee of each
executive to. ensure-there were no cases of under-performance in terms of achievement of key 2011
corporate priorities (which were the same as Mr. Huff’s 2011 performance objectives described above), the
Committee approved the incentive payments earned under the 2011 incentive plans for the following
Named Executive Officers with incentive payments being paid in cash in February 2012. Included in the
incentive payment for Mr. Ferguson is a $38,000 discretionary award in light of his significant contribution
to our closing and integrating six acquisitions in 2011. - -

- 2011
2011 Annual
Target ~  Incentive -:
) Incentive Plan
Name Opportuility - Payment . *
~Rolla P Huff........ T A S e e e 100%  $814,100
Joseph M. Wetzel .................... e e 80% 387,263
Bradley A. Ferguson .. .. ... e e e e b 60% . 231,395
Kevin EBrand ............ .. 0. 55% 165,922

Stacie S. Hagan. .............. e T e e e e e . 55% 155,452

Long-Term Incentive Compensatzon

Our long-term incentive compensatlon plan for our. executlve officers historically has been based on
our equlty incentive plans. These plans promote ownership of Common Stock, which, in turn, provides a
common interest between our stockholders and our executive officers. The Committee’s current policy
regardmg the timing of equity grants provides that generally the Committee will consider a long-term
in¢entive compensation program each year. The Committee will also consider periodic special grants and
will consider grants of RSUs or stock options to a newly-hired or newly-promoted executive officer. The
Committee may permit variance from this policy in its reasonable discretion. Grants made in 2011 were
consistent with the Committee’s general equity grant policy.

The Committee’s objectives for its 2011 long-term 1ncent1ve compensation program were to utilize a
mix of performance-based ‘and service-based RSUs to drive retention-of the leadership team and
achievement of goals tied to our acquisitions and to increase the equity stake (vested and unvested) of our
leadership team to align performance with creatmg shareholder 'value.

5 After cons1der1ng the factors above and a compentlve market review of total compensatlon in
February 2011 the Committee granted 2011 long-term incentive compensation equity awards to the Named
Executive Officers as set forth below:

Number of
Name RSUs Granted
RollaP Huff ....... ... .. i, 257,143
Joseph M. Wetzel ..................... e e 90,000
Bradley A. Ferguson . . ... ... 48,750
Kevin EBrand ... ....... ittt 45,250
Stacie S. Hagan. . .. ... ... ... . . 45,000

Of these RSUs, 50% are performance-based on successful completion of certain Company
performance objectives related to the successful integration of acquisitions on established dates during
2011 and 2012, and 50% vest one-third each year on the anniversary of the grant date (assuming continued
employment). Performance of the following three objectives must be achieved for the award to be
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“earned.” One-third of the performance-based award was to be earned with successful completion of each
objective.

Objective 1: Align sales and marketing organizations to defined customer segments, target verticals,
' . and integrated product portfolio by December 31, 2011. o

Objective 2: Demonstrate organizational alignment via integrated compensation structure, consistent
job levels and titles, company-wide approach to succession planning, and integrated
benefits offerrng by April 1, 2012.

Objective 3:  Selected VOIP product and platform in place and operatlonal for all new:sales as of
December 31, 2011. :

Failure to achieve an objective forfeits the respective portion of the award. Full vesting occurs on the
third anniversary of the grant date (assuming continued employment). Objectives 1 and 3 were achieved by
December 31, 2011. Objective 2 was also achieved in 2011. The RSU award provides for accelerated
vesting of earned restricted stock units under certain circumstances after a change in control or position
elimination. :

- .Benefits and. Other Compensatwn

We provide the Chief Executive Officer and his direct reports financial and tax planning services of up
to an aggregate of $10 000 per year péi person and annual executive physicals up to $2,000 per year per
person. In addition, in 2011 we provided our executive offlcers with the same benefit package available to
all of our salaried employees. Thrs package includes::

« Health and dental insurance (portion of costs);

» Basic life insurance;

¢ Long-term disability insurance; and

. Participatren in our 401(«1&) plen including Company matching.

Relocatron benefrts are also rermbursed under a corporate policy when they occur.

-We. prev10usly oompensated Mr Huff and Mr: Wetzel for temporary living expenses. In light of our
expanded national footprint following our acquisitions of ITC” DeltaCom, One Communications, STS
Telecom and other companies outside of Atlanta, we have contracted for fractional ownership in corporate
aircraft that are available for business travel by Messrs. Huff and Wetzel pursuant to our use of corporate
jet policy. We also terminated their temporary living expense arrangement and established a per diem
policy for time spent in Atlanta.

Employment Agreements

‘“We have had employment agreements w1th Mr Huff and Mz. Wetzel since they commenced
employment with us in 2007. In October 2011, the Committee approved amendments and restatements of
these agreements. The Committee’s primary purpose for the amendment and restatement for Mr. Huff
was to provide for a term of December 31,.2012.and a nonrenewal provision pursuant to which the
agreement may be terminated by either us or Mr., Huff on 90 days notice prior to December 31, 2012 or
any subsequent term. The amended and restated agreement provides that our pr0v1d1ng a notice. of
nonrenewal would permit Mr, Huff to terminate the agreement for ¢ ‘good reason.” :

The Committee’s primary purpose for the amendment and restatement for Mr. Wetzel was to provide
for term and nonrenewal provisions, which are the same as in Mr. Huff’s amended and restated
agreement. Additionally, the Wetzel employment agreement eliminates Mr. Wetzel’s right to receive a
“single trigger” payment upon a “non-public change in control event;” provided that in order to comply
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with Section 409A of:the Internal Revenue Code, the termination of this right does not become effective
until 12 months from the date of the Wetzel employment agreement. :

See “Employment Agreements with our Chief Executive Officer and our President and Chief
Operating Officer” on pages 37 to 38 of this Proxy Statement for a description of the amended and
restated employment agreements

Chan‘gé in Control and Severance Payments

Our executive officers are eligible for benefits and payments if employment terminates if there is a
change in control-or due to position elimination. We believe that we should provide reasonable severance
benefits to employees in the event their positions are eliminated. With respect to our Named Executive
Officers, these severance benefits should reflect the fact that it may be difficult for executives to find
comparable employment w1th1n a short penod of time. Such arrangements also should disentangle us from
the former executive as soon as practlcable :

- We have a Change-In-Control Accelerated Vesting and Severance Plan, or CIC Plan, which provides
our Named Executive Officers other than Mr. Huff and Mr. Wetzel with change in control protection as
described below. We provide Messrs. Huff and Wetzel with change-in-control protections under their
employment agreements as described below. We believe that by providing our Named Executive Officers
with this change in control protection, we allow our senior management to focus on running our company
to maximize Iong-term stockholder value and mitigate the necessrty for management’s attention to be
diverted toward finding new employment in the event a change in control occurs. We also believe our
arrangement facilitates the recruitment of talented executives through the provision of guaranteed
protection in the event we are acquired after accepting an employment offer.

Compensation Recoupment Policy

The Committee has adopted a Compensation Recoupment Pohcy as an additional means for the
Committee to manage our risk profile. The policy provides that in the event the Board of Directors
determines that a s1gn1flcant restatement of our financial results or other Company metrics for any of the
three prior fiscal years is required and such restatement is the result of fraud or willful misconduct, the
Board has the authority to obtain reimbursement from our executive officers and any employees
responsible for the fraud or willful misconduct resulting in the restatement if such individuals would have
received less compensation had the results or metrics been propetly calculated. In connection with the
adoption of this policy, the' Committee included in'the 2011 annual incentive plan a “clawback” provision
that would require a participant to reimburse 1ncent1ve compensatlon to us to the extent required- by the
Compénsation Recoupment Policy. ‘ :

Stock Ownership Guidelines

In October 2010, the Committee recommended and our Board of Directors adopted Common Stock
Owrierstiip-and Retention Guidelines for our directors and our Chief Executive Officer. In October 2011,
the Committee expanded these guidelines to include all‘'of our executive officers. Our Board of Directors
believes that these individuals should own and hold Common Stock to emphasize the link between the
directors and the executive officers and the long-term interests 6f stockholders and to communicate to
investors, market analysts and the public that these individuals are tied directly to our long-term success
through personal capital investment in our Common Stock. The guidelinés require that each director own
a minimum number of shares of our Common Stock having a fair market value equal to or exceeding three
times the annual cash retainer for directors. The guidelines require that the Chief Executive Officer own a
minimum number of shares of our Common Stock having a fair market value equal to or exceedlng four
times the Chief Executlve Officer’s base salary, our President three times his base salary, and our other
executlve officers two times their base salaries. “Fair market value” as of any measurement date is
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calculated as the average of the closing Common Stock price on NASDAQ for the trading days in the
30-calendar-day period immediately prior to such date. Until such time as the director or executive officer
reaches his or her stock ownership guldehne, such individual will be requlred to hold 50% of the net shares
of Common Stock received upon lapse of the restrictions on restricted stock units and upon exercise of
stock optlons The Committee will review these stock ownership guidelines periodically and, if changes are
deemed appropnate submlt such recommended changes to the Board of Directors for cons1derat10n and
approval.

Also, we amended our Insider Trading Policy in January 2012 to expressly prohlblt our offlcers from
engaging in hedging transactions. Previously the Policy had “discouraged” hedging transactions and
required pre-clearance from our General Counsel before entering into a hedging transactlon None of our
offlcers had engaged ina hedglng transaction.

lettatwns on Deducttbtlzty of Compensatwn

Under Sectlon ‘162(m) of the Internal: Revenue Code, a portionof. annual compensatlon payable to
any of our Chief Executive Officer and three other highest paid executive officers (other than our Chief
Financial Offlcer) generally would not be deductible by us for federal income tax purposes to the extent
such officer’s overall  compensation exceeds $1,000,000 for the year. Qualifying performance-based
mcentlve compensatlon (including performance-based compensation awards under our 2006 and 2011
Eqmty and Casl Incentive Plans), however, would be excluded for purposes of determining if the
executive’s compensatlon exceeded the $1,000,000 cap. The Committee addresses this issue when
con51der1ng .compensation arrangements for our executive officers. However, the Committee still believes
- that it is important that it have the flexibility to offer compensation that may not be deductible because of
the Section 162(m) cap if deemed necessary to attract and retain qualified executive officers. In this regard
certain of the compensation paid to Mr. Huff and Mr. Wetzel for 2011 will be non-deductible. In approving
this compensation, the Committee considered that the Company has accumulated large net operating loss
carry forwards to offset or reduce our future income tax obligations and, therefore, the deduction
limitations imposed by Section 162(m) would not impact our financial results at this time.

Leadership and Compensation Committee Report

The Leadership and Compensation Committee has reviewed and discussed the “Compensation
Discussion and Analysis” section of this Proxy Statement with management and, based on such review and
discussion, the Leadership and Compensation Committee recommends that it be included in this Proxy
Statement.

Submitted by: Leadership and Compensation Committee
Susan D. Bowick (Chairperson)

Garry K. McGuire

Thomas E. Wheeler

M. Wayne Wisehart

The Leadership and Compensation Committee Report does not constitute solicitation material and shall
not be deemed filed or incorporated by reference into any of our other filings and/or the Securities Act of 1933,
as amended, or the Securities Exchange Act of 1934, as amended, except to the extent that we specifically
incorporate this report by reference therein.
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Leadership and Compensation Committee Interlocks and Insider Participation

'The Leadership and Compensation Committee currently consists of Ms. Bowick, Mr. McGuire,
Mr. Wheeler and Mr. Wisehart. No member of the Leadership and Compensatlon Committee was an
employee of EarthLink during the last fiscal year or an officer of EarthLink in any prior period. There are
no Leadership and Compensation ‘Committee interlocks between us and other entities involving our
executive officers and members of the Board of Directors who serve as an executive officer or board
member of such other entities.

Certain Relationships and Related Transactions

Our Board of Directors has adopted a written policy that generally provides that we may entér into a
related party transaction only if the Audit Committee shall approve or ratify such transaction in
accordance with the guidelines set forth in the policy and if the transaction is on terms comparable to those
that could be obtained in arm’s length dealings with an unrelated third party; the transaction is approved
by the disinterested members of .the ‘Board of Directors; or: the transaction mvolves compensation
approved by our Leadership and Compensation Committee.

Our Audit Committe¢ Charter provides that the Audit Commlttee shall” approve in advance all
transactions between us and any of our affiliates as well as all “related party” transactions required to be
disclosed by applicable SEC disclosure rules. For 2011, there were no transactions that were required to be
approved by the Audit Committee. In addition, management routinely notifies the Audit Committee of any
proposed transaction between us and a company where a member of our Board of Directors serves as an
outside dlI'CCtOI‘ of that company even if this notlflcatlon is not required by the Audit ‘Committee Charter.
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- Executive Officer Compensation -

Summary Compensatlon Table -

The followmg table presents certaln information requlred by the SEC relating to various forms of
compensation awarded to, earned by or paid during the years set forth below to persons who served as our
Chief Executive Offlcer and our Chief Financial Officer in 2011 and the three other most hlghly '
compensated executive OffICCI'S other than the Chief Executive Officer and Chief Financial Officer,
serving at December 31, 2011. Such executive officers collectlvely are referred to as the “Named Executive
Officers.” : : v

Change in
e . . . g Pension
e R o i Value and -
’ s " . . -Nonqualified .
Non-Equity Deferred All
- é T T ; Stock Option = Incentive Plan Compensation Other

Name and o .. ... -Salary _ Bonus Awards(l) Awards(1) Compensatlon(Z) Earnings Compensation  Total(3)

W . Xear ® . ® ® ®. . (9 .® ) )

Rolla P. Huff . . ... SUnTeL 02011 $805,288.- 8 v .$2,160,001 $ ~— § 814100 . =§ — $284,760(7)  $4,064,149

--Chairman of the Board .- : - 2010. 800,000 . 1,100,000(5) 1,194,293 . -~ — . 1,361,600 i — ~155,850(7) . 4,611,743
and Chief Executive Officer 2009 830,769 1,100,000(6) 140,199 = 1,661,538 — o 141,423(7) ¢ - 3,873,929
Joseph:M. Wetzel . . ... .. 2011 - 478,848 - — 756,000 — 387,263 o . == .0 . 148,310(8) 1,770,421
».President.and Chief - 2010.-: 454,577 - 415,000(5)." - 567,340 — 618,952 .. - 97,475(8) 2,153,344
-Operating Officer : 2009 432,000 . .415,000(6). -47,611 - — 561,000 S 83,620(8).:2: 1,539,231
Bradley A. Ferguson . . . . . L2011 318923 38,000 409,500 — 1193395 — 77,111(9) = 1,036,929
Executive Vice President, 2010 308,462~ 100,000(5) 277,692 — 315,001 .. — _32,585(9) . 1,033,740
Chief Financial Officer 2009 278,846  100,000(6) 470,400 — 278,846 — 54 526(9) 1,182,618
Kevin E Brand(4) . . ... ...2011 298365 .  — 380,000 — 165,922 - 54855(10) 899,242
Executive Vice President, 2010 * 296,538  90,000(5) 220,183 — 277,589 — 21,391(10) 905,701
Consumer Products and k ’ ' '
Support ) :
Stacie S, Hagan(4) ... 2001 279,8(!8 O . —., 378,000 — 155,452 - o 82,634(11) . 8,95,894
Executlve Vice Presufent - 2009, ‘ 2]0,000 130,000(6) 22,801 . — 270,000, ) — . 69,024(11) ‘761,824
Chief People Officer ’ ‘ ‘ ) :

(1) Compensation for stock awards and option awards represents the aggregate grant date fair value of the award, computed based on the number
of awards granted and the fair value of the award on the date of grant. Assumptions used in the calculation of these award amounts are included
in Note 11 to the consolidated financial statements included in our Annual Report on Form 10-K for the year ended December 31, 2011 and
incorporated by reference into this Proxy Statement.

(2) Non-equity incentive plan compensation for 2011 represents bonuses earned in 2011 under our 2011 Annual Bonus Plans. For 2011, our bonus
plan payouts under those plans for the Named Executive Officers were a blended 108% of target for the bonus plan for the first six months of
2011 and 95.4% of target for the bonus plan for the second six months of 2011. The 2011 Annual Bonus Plan payments were made in cash in
February 2012.
Non-equity incentive plan compensation for 2010 represents bonuses earned in 2010 under our 2010 Annual Bonus Plan. For 2010, our bonus
plan payouts under this plan were 170.2% of target for the Named Executive Officers. The 2010 Annual Bonus Plan payments were made in
cash in February 2011.
Non-equity incentive plan compensation for 2009 represents bonuses earned in 2009 under our 2009 Annual Bonus Plan. For 2009, our bonus
plan payouts under this plan were 200% of target for the Named Executive Officers. The 2009 Annual Bonus Plan payments were made in cash
in February 2010. .

(3) Salary, bonus and non-equity incentive plan compensation as a percentage of total compensation for each of our Named Executive Officers for

2011 is as follows: Mr. Huff, 40%; Mr. Wetzel, 49%, Mr. Ferguson 53%, Mr. Brand 52%, and Ms. Hagan, 49%.

Salary, bonus and non-equity incentive plan compensation as a percentage of total compensation for each of our Named Executive Officers for
2010 is as follows: Mr. Huff, 71%; Mr. Wetzel, 69%; Mr. Ferguson, 70% and Mr. Brand, 73%.

Salary, bonus and non-equity incentive plan compensation as a percentage of total compensation for each of our Named Executive Officers for
2009 is as follows: Mr. Huff, 93%; Mr. Wetzel, 91%; Mr. Ferguson, 56%, and Ms. Hagan, 87%.
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(10)

(1)

Mr. Brand became a Named Executive Officer in 2010. Summary compensation information for Mr. Brand is only required for 2010 and 2011.
Ms. Hagan became a Named Executive Officer in 2009 and again in 2011. Summary compensation information for Ms. Hagan is only required
for 2009 and 2011.

Includes bonuses earned in 2010 under our 2009-2010 Retention Incentive Plan..In either December 2010 or January 2011, we made the
following 2009-2010 Retenuon Incentive Plan payments: Mr. Huff $1, 100 000; Mr. Wetzel, $415,000; Mr. Ferguson, $100,000; and Mr. Brand,
$90,000.

Tncludes bonuses earned in 2009 under our 2009 2010 Retention Incentive Plan. In January 2010 we inade the followmg 2009-2010 Retentlon
Incentive Plan payments Mr. -Huff, $1,100, 000 Mr. Wetzel, $415 000; Mr. Ferguson, $100,000 and Ms. Hagan, $130,000.

For 2011, other compensatlon cons1sts of $10 000 of financial planning services, $7,350 in matching contributions made to Mr Huff’s account

“undef our 401(k) Plan and $267,410 in dividend-like pagments made on stock awards. For 2010, other compensation consists of $72,000 for

temporary living expenses, $6,000 of financial planning services, $7,350 in matching contributions made to Mr. Huff’s account under our 401(k)
Plan and $70,500 in dividend-like payments made on stock awards. For 2009, other compensation consists of $72,000 for temporary living
expenses, $10,000 of financial planning services, $52,073 for a one-time payment resulting from the termination of our sabbatical and paid time
off policies, and $7,350 in matching contributions made to Mr. Huff’s account under our 401(k) Plan.

For 2011, other compensatlon consists of $6, 000 of financial planning services, $7,350 in matching contributions made to Mr. Wetzel’s account
under our 401(k) Plan and $134,960 in dividend-like payments made on stock awards.’For 2010, other compensation consists of $48, ,000 for

‘temporary living expenses, $6,000 of financial planning services, $7,350 in matching contributions made to Mr. Wetzel’s account under our

401(k) Plan-and $36,125 in dividend-like payments made on stock awards. For 2009, other compensation consists of $48,000 for temporary living
expenses, $6,730 of financial planning services, $21,540 for a one-time payment resulting from the termination of our sabbatical and pald time
off policies, and $7,350 in matching contributions made to Mr. Wetzel’s account under"our 401(k) Plan.

For 2011, other compensation consists of $2,250 of financial planning services, $7,350 in matching contributions made to Mr. Ferguson’s
account under our 401(k) Plan, $67,511 in dividend-like payments made on stock awards. For 2010, other compensation consists of $1,750 of
financial planning services, $7,350 in matching contributions made to Mr. Ferguson’s account urider our 401(k) Plan, $23,485 in dividend-like
payments made on stock awards. For 2009, other compensation consists of $48,778 for a one-time payment resulting from the termination of
our of our sabbatical and paid time off policies, $5,442 in matching contributions made to Mr. Ferguson’s account lmder our 401(k) Plan and
$306 in dividend-like payments made on stock awards.

For 2011, other compensation consists of $7,350 in matching contributions made to Mr. Brand’s account under our 401(k) Plan and $47,505 in
dividend-like payments made on stock awards. For 2010, other compensation consists of $7,350 in matching contributions made to Mr. Brand’s
account under our 401(k) Plan and $14,041 in dividend-like payments made on stock awards.

For 2011, other compensation consists of $1,730 of financial planning services, $7,350 in matching contributions made to Ms. Hagan’s-account
under our 401(k) Plan and $73,554 in dividend-like payments made on stock awards. For 2009, other compensation consists of $60,749 for a

‘one-time payment resulting from the termination of our sabbatical and paid time off policies, $7,350 in matching contributions made to

Ms. Hagan’s account under our 401(k) Plan, $750 of financial planning services and $175 in dividend-like payments made on stock awards.
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Grants of Plan-Based Awards

The following table presents :information regarding grants of plan-based awards to the Named
Executive Officers during the year ended December 31, 2011. : :

All Other  Exercise

D All Other Option or Grant
Estimated Future Payouts Estimated Future Payouts Stock N Awards: Base  Date Fair
Under Non-Equity Under Equity Awards: Number Price Value of
Incentive Plan Awards(1)($) Incéritive Plan Awards(#) Number of of  Stock and

: of Shares Securities Option Option
Grant Threshold  Target Maximum Threshold - Target Maximum of Stock Underlying  Awards Awaljsds(Z)
$)

Name . . Date- 5] ® ® (#) @ (#).  of Units (#) Options (#) (3/Sh)
RollaP.Huff ....., NA’ $402,644 $805,288 $1,610,576 R — — = — $— $ —
Co S 207/2011(3) - = - = = - 257,143 - — — 840
Joseph M. Wetzel . ..  N/A 191,539 383,078 766,157 — — — = — - -
B . 2!7/2011(3) —_ — L= — — —_ 90,000 — L— 8.40
Bradley A. Ferguson . .. N/A - - 95,677 191,354 382,708 — — — — — - . —
. 2/7/2011(3) — C— , — — — — 48,750 — — 8.40
Kevin F. Brand . . . . . N/A 82,050 164,101 328,202 — — — — — — —
2/7/2011(3) - = — — — — 45,250 — — 8.40
Stacie S. Hagan . . . . . N/A 76,947 153,894 307,789 — — — e — — —
. . 2/7/2011(3) — o L — — — — 45,000 — — 8.40

(1) Estimated future payouts under non-equity incentive plan awards represents bonuses earned under our 2011 Annual Bonus Plans. For 2011, our
bonus plan payouts for our Named Executive Officers under those plans were a blended 108% of target for the bonus plan for the first six
months of 2011 and 95.4% of target for the bonus plan for the second six months of 2011. The following amounts were earned in 2011 under the
2011 Annual Bonus Plans: Mr. Huff, $814,100; Mr. Wetzel, $387,263; Mr. Ferguson, $193,395; Mr. Brand, $165,922 and Ms. Hagan $155,452.
Mr. Ferguson also received a $38,000 discretionary award in light of his significant contribution to our closing and integrating six acquisitions in
2011. '

(2) The grant date fair value for stock awards was based on the closing price of the underlying shares on the date of grant.

(3) In February 2011, we granted restricted stock units to our Named Executive officers. Of these RSUs, 50% are perfdirﬁance-based with full
vesting on the third anniversary of the grant date (assuming continued employment) upon successful completion of the performance objectives,
and 50% vest one-third ‘each year on the anniversary of the grant date (assuming continued employment).
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Outstanding Equity Awards at Fiscal Year-End

The-following table ‘presents information concerning the number and value of unexercised options,

restricted stock units and incentive plan awards for the Named Executive Officers outstanding as of the

end of the year ended December 31, 2011.
Option Awards Stock Awards
Equity I Equity Equity
Incentive ) : Incentive Incentive
i ) ... Plan Awards: ! Plan Plan Awards:
Number of Number of = Number of N Awards: Market
Securities Securities  Securities - ' Number of  Value of
Undérlying  Underlying Underlying Number of Value of Unearned  Unearned
Unexercised Unexercised Unexercised Option Option Units That Units That Units That Units That
Options Options Unearned  Exercise Expiration Have Not Have Not Have Not = Have Not
Name Exercisable Unexercisable Options Price Date Vested Vested Vested Vested
RollaP Huff .......... 250,000 — — $ 731 6/252017 128,572(1) § 828,004 128,571(6) $ 827,997
Joseph M. Wetzel .. ... .. 55,251 — ) — 6.86  8/27/2017  45,000(2) 289,800 45,000(6) 289,800
Bradley A. Ferguson. . . . .. 20,000 — — 9.64  1/24/2012 44,375(3) 285,775 | 24375(6) 156,975
1 — — 5.56 12/19/2012
8,750 — —_ 9.01  7/21/2014
10,000 — — 9.51 5/4/2015
10,000 — — 1036  9/12/2015
3,281 — — 6.90 10/24/2016
Kevin FE Brand . . . ... ... 30,000 — —_ 9.64  1/24/2012  22,625(4) 145,705 22,625(6) ‘145,705
18,000 — — 9.01  7/21/2014
20,000 — = 9.51 " * 5/4/2015
8,000 —_ — 10.36 - 9/12/2015
Stacie S. Hagan .. ...... 5,000 - - 1059 /32015  22,500(5) 144900  22,500(6) 144,900
10,000 — - 9.51 5/4/2015 .
7,000 — — 1036  9/12/2015
1,875 — — 6.90 10/24/2016
7,813 - — 7.64 5/1/2017
(1) = Mr. Huff’s restricted stock units vest as follows 42, 858 on February 7, 2012, 42,857 on February 7, 2013 and 42,857 on February 2014.
2) M Wetzel’s restncted stock units. vest as follows 15, 000 on each of February 7, 2012, February 7, 2013 and February 7, 2014.
(3) M. Ferguson’s restricted stock units vest as follows: (a) 8,125 on each of February 7, 2012, February 7, 2013 and February 7, 2014; and (b) 20,000
on July 27, 2012.
(4)  Mr. Brand’s restricted stock units vest as follows: 7,542 on February 7, 2012, 7,542 on February 7, 2013 and 7,541 on February 2014.
(5) Ms. Hagan’s restricted stock units will vest as follows: 7,500 on each of February 7, 2012, February 7, 2013 and February 7, 2014.
(6) In February 2012, the Leadership and Compensation Committee approved the satisfaction of the performance objectives for these restricted stock

units. The restricted stock units will vest on February 7, 2014.
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Option: EXerclses and Stock Vested

The followmg table presents 1nformat10n concernmg the exermse of stock options and the vestm of
restricted stock units for the Named Executrve Officers durmg the year ended December 31, 2011. '

Optlon Awards Stock Awards
Number of Number of .
) - Shares - " Value " Shares Value
SN e e S i b v - Acquired on - Realized on- Acquired on  Realized on
i . R Lo Exercise Exercise Vesting Vesting(1)
Name - R ) ® ) ®
Rolla P HUff . .. oovoei e ieeeennaeen  — $  — 366840  $2,858,144
Joseph M. Wetzel . ; ...... e e = — 183,005 1;423,529
Bradley A. Ferguson ..... P P — — 89,646 638,159
Kevin F. Brand. . e e T 65,816 511,215
Stacre S. Hagan T T R RN el = — 92,966 741,483

(1) The value reahzed on vestmg for stock awards represents the number of shares acqurred on vestmg
' mult1p11ed by the closmg price of our Common Stock on the vesting date.

Employment Agreements with our Chlef Executlve Officer and our Pres1dent and. Chlef Operatmg ‘,
Officer ~ : '

Chzef Execut:ve Qfﬁcer Our - empIOyment’-:agreeme‘n‘t *with ‘Mr. Huff (which was most recently
amended and restated on October 19, 2011)¢has a’termy which expires on December 31, 2012 and may be
terminated on 90'days notice priot to‘'the end of thé initial term or any subsequent term. If not terminated
prior to the'end of a term, the employment 4greement renéws for an additional year. However, upon a
“change ih-control,” the term automatically extends until 24 months following the change in control. Our
providing a notice of nonrenewal would permit Mr. Huff to terminate the employment agreement for
“good reason.” The employment agreement also incorporates into one document all benefits that Mr. -Huff
would. receive upon termination of employment including upon a change in control, and, as a result,
Mr. Huff no longer part1c1pates in our CIC Plan The employment agreement provides for a minimum
annual base salary of $825,000 per year and a target bonus opportunity of 100% of his eligible earnings,
which will be paid if the bonus criteria, as set by the. Leadershrp and Compensatron Committee, for. the
applicable annual period, are met.

In addition, if Mr. Huff is terminated for any reason other than for “cause” (as defined in the
employment agreement), or Mr. Huff terminates his employment for “good reason” (as defined in the
employment agreement), Mr. Huff will receive an amount equal to (i) 200% of the sum of his base salary
and his target bonus payment for the year in which' the termination occurs less (i) the amount of his
non-compete payment (which is the sum of his base salary and annual target bonus for the year in which
the termination of employment occurs). This ameunt would be payable in a lump sum. Mr. Huff also
would receive the non-compete payment. The employment agreement also contains provisions for the
treatment of outstanding equity awards that are substantially similar to the provisions in' the CIC Plan
described below. The employment agreement provides that the Company s no.longer being a reporting
company with the SEC as a result of a “non- public change in control event™ (as defined in the employment
agreement) would be deemed to result.in a significant diminution of Mr. Huff’s position, authorrty, duties,
or responsibilities with respect to hrs ability to terminate his employment for “good reason.” If Mr. Huff
" terminates employment on death or a total, d1sab111ty (as.defined in the employment agreement), he will
receive an amount equal to his base salary in a lump sum and his target bonus payment for the year in
whlch he d1es or is ”drsabled in’ accordance wrth the bOnus plan : :
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The employment agreement restricts. Mr. Huff from cempeting, directly or indirectly, with us or
soliciting certain of our employees and officers during the term of the employment agreement and for a
period of 18 months following his termmatmn of employment.

President and Chlef Operating Officer. Our employment agreement with Mr. Wetzel (which was most
recently amended and restated on October 19, 2011) has a term which expires on December 31, 2012 and
may be terminated on 90 days notice prior to the end of the initial term or any subsequent term. If not
terminated prior to the end of-a term, the employment agreement renews for an additional year. However,
upon, a “change in control,” the term automatically extends until 24 months following the change in
control. Our providing a notice of nonrenewal would permit Mr. Wetzel to terminate the employment
agreement for “good reason.” The employment agreement also incorporates into one document all
benefits that Mr. Wetzel would receive upon termination of employment, including upon a change in
control, and, as a result, Mr. Wetzel no longer participates in the CIC Plan. The amended and restated
employment agreement eliminates Mr. Wetzel’s right to receive a “single trigger” payment upon a

“non-public change in control event;” provided that in order to comply with Section 409A of the Internal
Revenue Code, the elimination of this right does not become effective until 12 months from the date of the
amended and restated agreement. The amended and restated employment agreement changes the amount
of the severance payment upon termination of the agreement by the Company (other than for “cause”) or
by Mr. Wetzel for “good reason” to 150% of Mr. Wetzel’s salary and target bonus (less a non-compete
payment which is 66%% of the sum of his base salary and annual target bonus for the year in which the
termination of employment occurs) and extends the noncompetition period following termination of
employment-to .18 months. Mr. Wetzel also would receive the non-compete payment. The employment
agreement also contains provisions for the treatment of outstanding equity awards that are substantially
similar to the provisions in the CIC Plan described: below. The employment agreement provides for -a
minimum annual base salary of $490,700 per year and a target bonus opportunity of 80%: of his eligible
earnings, which will be paid if the bonus cnterla, as set by the Committee, for the applicable annual period,
are met. : : : :

The employment agreement restricts Mr. Wetzel from competing, directly or indirectly, with us or
soliciting certain of our employees and officers during the term of the employment agreement and for a
per1od of 18 months foltowing his term1nat10n of employment

Potential Payments upon Termination or Change in Control
Change-In-Control Payments

Our CIC Plan provides change in control protection as. described below. We amended and restated
the CIC Plan effective October 18, 2011. As described below, the amended and restated CIC Plan
maintains a “double ‘trigger” for the payment of benefits under the CIC Plan as well as the levels of
benefits. payable; extends the period following a Change in Control during which termination of
employment will trigger the payment of benefits to. 24 months; and adds a 12 month noncompetition
requirement for -executive officers and..a related payment if an executive officer’s employment is
terminated under circumstances set forth in the CIC Plan.

The CIC Plan creates two -different benefit categories based on the employees position with
EarthLink, one for our executive officers and one for other plan part101pants All of our executive officers
participate in the CIC Plan other than Messrs. Huff and Wetzel who receive change in control benefits
under their employment agreements as described above in “Employment Agreements w1th our Chief
Execﬂtwe Officer and our Pres1dent and Chief Operatlng Ofﬁcer

If at any time within 24 months after a Change in Control occurs, (i) the employment of an executive
officer is terminated by EarthLink for any reason other than Cause (as defined in the CIC Plan), disability
or death or (ii) an executive officer voluntarily terminates his employment for Good Reason (as defined in
the CIC Plan), the executive officer is entitled to receive the following benefits: (a) a lump sum payment
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equal to 150% of the sum of the executive officer’s salary plus bonus target less the amount of a
non-compete payment (which is 66%% of the sum of the executive officer’s base salary and annual target
bonus), (b) the non-compete payment and (c) payment of all amounts payable with respect to the executive
officer’s elected COBRA coverage (1nclud:mg for spouse and dependents) for 18 months from termmatlon

The CIC Plan also, provides for equity award accelerated vesting benefits. If an executive ofﬁcer ]
stock options are assumeéd or continued after a Change in Control, all outstanding stock options granted
on or before the Change in Control will vest and be exercisable in full, if not already fully vested, on
termination of the employee’s employmerit for any reason after the Change in Control occurs; however, if
his or her stock options are not assumed or continued after the Change in Control, all outstanding stock
options will vest and be exercisable in full contemporaneously with the Change in Control, if not already
fully vested. If an executive officer’s restricted stock units are assumed or continued after a Change in
Control generally all outstanding restricted stock units granted on or before the Change in Control will
vest and be earned and payable in full, if not already fully vested, on termination of the employee’s
employment for any reason after the Change in Control occurs; however, if his or her restricted stock units
are not assumed or continued after the Change in Control, generally all Gutstanding restricted stock units
will vest and be earned and payable in full contemporaneously with the Change in Control, if not already
fully vested. :

We have the right to amend the CIC Plan from tlme to ‘time and may terminate it at any time;
provided, however, that for a certain period of time before a Change in Control (as described in the CIC
Plan) or after a Change in Control in EarthLink occlrs, (i) no amendment may be made that diminishes
any employee’s rights followmg such Change in Control and (ii) the CIC Plan may not be terminated.

For purposes of the CIC Plan, “Change i in Control” generally means a transaction pursuant to which
any person acquires more than 50% of the voting power of EarthLink or any merger, reorganization -or
similar event where the owners of the voting stock of EarthLink before the event do not own voting stock
representing at least 50%:of the voting power of EarthLink or our successor after the event.

Based upon a hypothetical Change in Control and subsequent termination date of December 31, 2011,
the beneflts for Mr. Huff and Mr. Wetzel under their employment agreements and our other Named
Executivé Officers under the CIC Plan at such date would be as follows:

: : : Stock Restricted COBRA Pro-Rata
Name Severance Non-Compete  Options(1) - Stock Units(2) Coverage Bonus(3) Total
Rolla P. Huff ...... $1,650,000 $1,650,000 $ — $1,656,001 $27,211 $825,000 $5,808,212
Joseph M. Wetzel . . . 736,021 588,869 — 579,600 — 392560 2,297,050
Bradley A. Ferguson . 437,316 349,884 C— 442,750 26,650 196,800 1,453,400
Kevin FE Brand . . ... 393,943 315,182 L 291,410 27,372 167,750 1,195,657
Stacie Hagan ...... 374,568 299,682 — - 289,800 18,133 159,500 1,141,683

(1) The amount of benefit for stock options represents the number of in-the-money options outstandmg
multiplied by the difference between the exercise price and the closing price per share of our
Common Stock on December 31, 2011, or $6.44 per share. As of December 31, 2011, there were no
such options outstanding for our named Executive Officers.

(2) The amount of benefit for restricted stock units represents the number of outstanding restricted stock
units multiplied by the closing price of our Common Stock on December 31, 2011, or $6.44 per share.

(3) The bonus amounts represent the aggregate target.bonus under the 2011 Annual Bonus Plan.
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Executives’ Position Elimination and Severance Plan

Durlng 2011 we had an Executives’ Position Elimination and Severance Plan that provided severance
benefits to employees, mcludmg executive officers, in the event their positions were eliminated. No
benefits were provided to executive officers under this plan in 2011.

On October 18, 2011 we adopted the EarthLink, Inc. Severance Plan to be effective January 1, 2012
The Seéverance Plan is a single plan which replaces all current severance plans in which émployees of the
Company and its subsidiaries patticipated. The Severance Plan provides for graduated levels of severance
for Company executive officers and other Company employee levels. Eligible executive officers are entitled
to the following severance pay and benefits under our Severance Plan: (i) 12 months base salary paid in
lump sum, (i) an amount equal to 12 months of the employer portlon of any premium (and the COBRA
administrative fee) for coverage of those employees participating in our medical, dental and vision plans,
(iif) 12 months, or up to $20,000, of executive-level outplacement services and (iv) for employees given
notice that their positions are bemg eliminated after the first quarter of any calendar year, the pro-rata
bonus, if any, otherwise payable under our executive bonus plans. Payments may bé delayed to comply with
Section 409A of the Internal Revenue Code of 1986, as amended.

Based upon a hypothetical termination date of December 31, 2011, the benefits for Mr. Huff and
Mr. Wetzel under their employment agreements and our other Named Executive Officers under the
Severance Plan at such date would be as follows: '

Restncted COBRA Pro-Rata Outp]acement

Name = - Sevé:ance ) Non -Compete Stock Units(1) Coverage Bonus(2) Services Total

Rolla P Huff ....... $1,650,000 $1,650,000 $1,656,001 $27,211 $825,000 $ —  $5,808,212
Joseph M. Wetzel . .. 736,021 588,869 96,600 — 392,560 — 1,814,050
Bradley A. Ferguson . . 328,000 — — 13,265 196,800 20,000 -558,065
Kevin E Brand . . ... 305,000 ‘ — — 13,274 167,750 20,000 506,024
Stacie Hagan . . ... .. 290,000 — —_— 8,597 - 159,500 20,000 478,097

(1) The amount of benefit for restricted stock units repfesents the number of outstandilig restricted stock
units multiplied by the closing price of our Common, Stock on December 31, 2011, or $6.44 per share.

(2) The bonus amounts represent the aggregate target bonus under the 2011 Annual Bonus Plans.
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AUDIT COMMITTEE

Pursuant to SEC rules for proxy statements, the Audit Committee of the Board of Directors has prepared
the followmgAudzt Committee Report. The Audit Committee intends that this report clearly describe our current
audit program, including the underlying philosophy and activities of the Audit Committee.

Audit Committee Report

The prrmary function of the Audit Committee of the Board of Directors is to assist the Board of
Directors in fulfilling its oversight responsibilities by overseeing: (a) the accounting and financial reporting
processes of the Company; (b) the integrity of our financial reports provided by us to any governmental
body or the public; (c) our systems of internal auditing and controls; (d) our finance, auditing, accounting,
legal and financial reporting compliance as established by us; and () maintenance of an effective and
efficient audit of our annual financial statements by a qualified and independent auditor. The Audit
Committee operates under a written charter. The charter is available on our website as described earlier in
this Proxy Statement. The Audit Committee also determined that the charter adequately and effectively
defines the duties and responsibilities of the Audit Committee. Consistent with this function, the Audit
Commlttee encourages continuous 1mprovement of, and fosters adherence to, our pohc1es procedures and
practlces at all levels. The Audit Commlttee is accountable and responsrble to the full Board of Directors.
The Audit Commlttee s primary duties and responsibilities are to:

* Serve as an independent and objective party to monitor our and our SEC reporting subs1d1ary,
ITC” DeltaCom’s, financial reporting process and internal control systems;

* Review and appraise the audit efforts of our independent registered public accounting firm and
internal auditors; and

* Provide open channels of communication among our independent registered public accounting
firm, financial and senior management, the internal auditors and the Board of Directors.

Composition and Qualifications of Audit Committee

The Audit Committee presently consists of Mr. Wisehart (Chairperson), Ms. Fuller, Mr Koretz and
Mr. McGulre Each member of the Audit Committee is independent, financially literate and i is free from
any relatlonshrp that, in the judgment of the Board of Directors, would interfere with the exercise of
independent judgment as a member of the Audit Committee. The Board of Directors has determined that
Messrs. McGuire and Wisehart are audit committee financial experts, as defined by SEC regulations. The
Audit Commlttee is, and will continue to be, composed of members that meet the independence,
knowledge and experience requlrements of NASDAQ as set forth in the NASDAQ Listing Rules for
NASDAQ:listed companies.

Election and Meetings

The Board of Drrectors annually elects the members of the Audit Committee to serve for a term of
one year or other length of term, in the discretion of the Board of Directors, and shall otherwrse serve until
their successors are duly elected and qualified. Each member of the Audit Committee serves at the
pleasure and ‘discretion of the Board of Directors and may. be replaced or removed by.the Board of
Directors at any time and from time to time in'its discretion. At ‘the time of each annual election of the
Audit Committee members, or at other times in the discretion of the Audit Committee or the Board of
Directors, the Audit Committee designates one member of the Audit Committee to be its Cha1rperson in
the absence of such designation, the Board of Directors designates the Chairperson..

The Audit Committee meets at least quarterly. The Audit Committee met 10 times during 2011. The
Audit Committee meets at least annually with representatives from our executive management and
independent registered public accounting firm in separate sessions to discuss any matters that the Audit
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Committee or either of these groups believes should be discussed. In addition, the Audit Committee or its
Chairperson meets with representatives of the independent registered public accounting firm and our
management at least quarterly to review our quarterly financial statements consistent with the provisions
of Statement of Auditing Standards No. 114 (Codification of Statements on Auditing Standards, AU Sect.
380). ‘ ' ' :

Responsibilities and Duties

- To fquiil its responsibilities and duties, the Audit Committee pérformed the following during the year
ended December 31, 2011: ' ' ' ' o

Documents/Reports Review

1. Reviewed and discussed our annual financial statements, management’s report on internal
control over financial reporting and all certifications, reports, opinions- or reviews rendered by our
independent registered public accounting firm. .

2. Discussed with our financial management and representatives of the independent registered
public accounting firm, prior to filing with the SEC, audited and unaudited financial statements and certain
other disclosures to be included in our and ITC” DeltaCom’s Quarterly Reports on Form 10-Q, Annual
Report on Form 10-K and other reports that contain financial information. Management has represented
to the-Audit Committee that our financial statements were prepared in accordance with U.S. generally
accepted accounting principles. i - : : )

3. Prepared the Audit Committee. Report included in our annual proxy statement.

Independent Registered Public Accounting Firm

4. Recommended to the Board of Directors the selection of Ernst & Young LLP as our independent
registered public accounting firm for 2011. The Audit Committee evaluates the performance of the
independent registered public accounting firm. The Audit Committee has discussed with representatives of
the independent registered public accounting firm the matters required to be discussed by Statement of
Auditing Standards No. 114 (Codification of Statements on Auditing Standards, AU Sect. 380), regulations
promulgated by the SEC and the Public Company Accounting Oversight Board. These discussions
included the scope of the independent registered public accounting firm’s responsibilities; significant
accounting adjustments; any disagreements with management; the quality, not just the acceptability, of
accounting principles; reasonableness of significant judgments; and the clarity of disclosures in the
financial statements. In addition, the Audit Committee has received the written disclosures and the letter
from Ernst & Young LLP relating to the independence of that firm as required by PCAOB Rule 3526
(Communications with Audit Committees Concerning Independence), and has discussed with Ernst &
Young LLP that firm’s independence with respect to us.

5. Approved all fees and other compensation paid to Ernst & Young LLP. Monitored compliance
with pre-approval policies and procedures, and otherwise pre-approved all non-audit engagements of
Ernst & Young LLP. , ‘ ‘ " C _ _

6. Periodically consulted with representatives of the independent registered public accounting firm

out of the presence of our management regarding internal controls and the fullness and accuracy of our
financial statements. =

 Financial Reporting Process

7. . Reviewed the integrity of our financial reporting process, both internal and external, in
consultation with representatives of the independent registered public accounting firm and our internal
financial and accounting personnel. ‘
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8. Considered any significant judgments made in management’s preparation. of our financial
statements and management’s view of each as to the appropriateness of such judgments. :

9. Considered the independent registered pubhc accounting firm’s judgments about the quality and
appropriateness of our accounting pr1n01ples as applied to its financial reporting.

10. Reviewed the descnptlon of cr1t1cal accounting policies in our and ITC” DeltaCom’s Annual
Reports on Form 10-K

Internal Controls; Legal Complianee/Risk Management' General

11. Approved management S engagement of a thlrd-party consulting flrm to support our internal
audit functlon

12. D1scussed w1th management the 1nterna1 auditors, the thlrd-party consultlng firm and the
independent registered public accournting firm the quality and adequacy of our internal controls and
internal audit functions, organization, responsibilities, budget and staffing.

13. Reviewed, with our internal and outside legal counsel, legal compliance matters, including
corporate securities trading policies, and legal matters that could have a significant impact on our financial
statements.

14. Oversaw the receipt of internal complaints with respect to ethical and accounting matters.

15. Reviewed and discussed with management, our major financial and operating risks and exposures
and the steps management has taken to monitor and control such risks and exposures, including our risk
assessment and risk management policies.

Section 404 of the Sarbanes-Oxley Act of 2002

16. Reviewed the report of management regarding the effectiveness of our internal control over
financial reporting contained in our Annual Report on Form 10-K for the year ended December 31, 2011
filed with the SEC, as well as Ernst & Young LLP’s Report of Independent Registered Public Accounting
Firm included in our Annual Report on Form 10-K related to its audit of the effectiveness of internal
control over financial reporting. During the year ended December 31, 2011, management updated the
documentation and performed testing and evaluation of our internal control over financial reporting in
response to the requirements set forth in Section 404 of the Sarbanes-Oxley Act of 2002 and related
regulations. In this regard, the Audit Committee received periodic updates provided by management, the
internal auditors, the third-party consulting firm and the independent registered public accounting firm at
each regularly scheduled Audit Committee meeting.

17. Approved the engagement of Ernst & Young LLP to perform financial due diligence in
connection with potential business combination transactions.

Based on the Audit Committee’s discussions with management and Ernst & Young LLP and the Audit
Committee’s review of the representation of management and report of Ernst & Young LLP to the Audit
Committee, the Audit Committee recommended that the Board of Directors include the audited
consolidated financial statements and management’s report on internal control over financial reporting in
our Annual Report on Form 10-K for the year ended December 31, 2011 and to include the audited
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consolidated financial statements in ITC” DeltaCom’s Annual Report on Form 10-K for the year ended
December 31, 2011. g

Submitted by: Audit Committee
M. Wayne Wisehart (Chairperson)
Marce Fuller

David A. Koretz

Garry K. McGuire

The Audit Committee Report does not constitute solicitation material and should not be deemed filed or
incorporated by reference into any of our other filings under the Securities Act of 1933, as amended, or the
Securities Exchange Act of 1934, as amended, except to the extent that we specifically incorporate this report by
reference therein. :
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PROPOSAL 2

NON-BINDING ADVISORY RESOLUTION TO APPROVE THE COMPENSATION
OF OUR NAMED EXECUTIVE OFFICERS

The compensation of our named executive officers is described in the Compensation Discussion and
Analysis, the compensation tables and the accompany narrative on pages 20 to 31 of this Proxy Statement. .

Our primary goals with respect to executive compensation .have "been to offer competitive
compensation to attract and retain the most talented executives, to,tie annual cash incentives to
achievement of performance objectives that tie directly to our strategic and operational goals, and to align
executives’ interests with long-term stockholder value creation. To achieve these goals, we have used a
“Total Rewards” approach establishing a compensatlon package of separate, but integrated components,
including: base salary, short-term annual cash incentives, long-term incentive compensation, retention
incentives and health and welfare benefits. The Leadership and Compensation Committee of the Board of
Directors generally takes into account our business strategy, internal consistency, external market
competitiveness in llght of general economic trends and individual and business performance

While. mamtammg our gurdlng phrlosophy of competltwe and affordable Total Rewards, our
compensation decisions in 2011 continued to align our compensatlon practices both with our new focus on
being a leading communications and IT services company as well as with our -position in the ‘highly
competitive Internet access industry. The Leadership and' Compensation Committee of the Board of
Directors, or the Committee, designed the compensation programs for 2011 both to retain the key talent
necessary to drive our performance as well as to recruit new talent consistent with our new business focus.
The Committee intends for the compensation programs to provide appropriate incentives while
maintaining accountability to stockholders.

As detailed in the Compensation Discussion and Analysis, based on its review of the total
compensation of our named executive officers for fiscal year 2011, the Leadership and Compensation
Committee believes total compensation for each of the Named Executive Officers, both on a targeted and
actual basis, was reasonable and within the range of compensation offered by comparison companies and
reflects our strong financial performance in 2011 as well as our significant progress in integrating
acquisitions and in implementing our new business ‘strategy. The Leadership and Compensation
Committee also believes the 2011 compensation design was effectlve in driving performance by generating
meamngful rewards for ach1ev1ng busmess objectives.

The Compensatlon Discussion and Analysis. section of th1s Proxy Statement and the accompanymg
tables and narrative provide a comprehensive review of our. named executive officer compensation
objectives, program and rationale. We urge you to read thlS disclosure before voting on this proposal.

_For the reasons stated above, we are requestmg your: non-bmdmg approval of the following resolution:

“RESOLVED, that the Company’s stockholders approve, on an advisory basis, the compensation
of our named executive officers, as. disclosed in the Proxy Statement for the 2012 Annual Meeting
~of Stockholders pursuant to the compensation disclosure rules of the Securities and Exchange
Commission, including the Compensation Discussion and Ana1y51s .the 2011 Summary
Compensation Table and the other related tables and accompanylng narrative set forth on
pages 20 to 31 of the Proxy Statement.” -

Your vote on this proposal will be non-binding on us and the Board, and it will not be: construed as
overruling a decision by us or the Board. Your vote will not create or imply any change to our fiduciary
duties or create or imply any additional f1duc1ary duties for us or the Board. However, the Leadership and
Compensation Committee -values' the opinions that our stockholders: express in their votes and: will
consider the outcome of the vote when. makmg future executive compensation- decisions as 1t deems
approprlate : :
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THE BOARD OF DIRECTORS RECOMMENDS THAT STOCKHOLDERS VOTE “FOR” THE
NON-BINDING ADVISORY RESOLUTION APPROVING THE COMPENSATION OF OUR NAMED
EXECUTIVE OFFICERS.

PROPOSAL 3

RATIFICATION OF APPOINTMENT OF
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

“The Aud1t Committee of the Board of Directors has appointed the firm of Emst & Young LLP,
1ndependent registered pubhc accounting firm, to audit'and repott on our financial statements for the year
ending December 31, 2012. We have engaged Ernst & Young LLP as our independent registered public
. accounting firm since July 2000. We -expect that a representatlve of Ernst & Young LLP will be present at
the 2012 Annual Meeting of Stockholders to answer questions of’ stockholders and will have the
opportumty, if desired, to make a statement.

~ In connection with the audits of the 2010 and 2011 financial statements we entered into engagement
agreements with Ernst & Young LLP which set forth the terms by which Ernst & Young LLP will perform
audit serv1ces for us. Those agreements are sub]ect to alternative dlspute resolution procedures.

For the years ended December 31, 2010.-and 2011, Ernst & Young LLP billed us the fees set forth
below, including expenses, in connection with services rendered by that firm to-us. :

Year Ended December 31,
‘ _ 2010 201
Audit £66S « ot e e P $1,486,000  $3,525,992
Audit-related fees .................. e — =
Taxfees. ...coovveinninnnn.. T — =
All other fees ........ I e, FE . 440,850 624,700
Total . ... ... e B P . $1,926,850 $4,150,692

Audit fees include fees for services rendered for the audit of our annual financial statements and the
reviews of the interim financial statements included in quarterly reports. Audit fees also include fees
associated with rendering an opinion on our management report on internal control over financial
reporting as of December 31, 2011 in accordance with Section 404 of the Sarbanes-Oxley Act of 2002. This
category also includes fees for review of documents filed with the SEC. Additionally, Audit fees include
services rendered for the audit of ITC” DeltaCom, Inc.’s annual financial statements. '

All other fees primarily included pe_rforining services related to our offering of $300 million of 8.875%
Senior- Notes in 2011 and performing financial due diligence in connection’ with our acquisitions of
ITC" DeltaCom, One Communications and other business transactions considered in 2010.

"The Audit Committee of the Board-of Directors has considered whether the provision of services
described above under ‘“Audit-related fees” -and “Other fees” is compatible with maintaining the
independence of Ernst & Young LLP, and has concluded that it is compatible.

Audit Committee Pre-Approval Policy

The Audit Committee’s policy is that all audit and non-audit services:provided by its independent
registered public accounting: firm shall either be approved before the independent registered public
accounting firm is engaged for the particular: services or shall be- rendered pursuant to pre-approval
procedures established by the Audit Committee. These services may include audit services and permissible
audit-related services, tax services-and other services. Pre-approval speriding limits for audit services are
established on an annual basis, detailed as to the particular service or category of services to be performed
and implemented by our financial officers. Pre-approval spending limits for permissible non-audit services
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are established on a quarterly basis, detailed as to the particular service or category of services to be
performed and implemented by our financial officers. Any audit or non-audit service fees that may be
incurred by us during a quarter that fall outside the limits pre-approved by the Audit Committee for a
particular service or category of services must be reviewed and approved by the Chairperson of the Audit
Committee plji'or to the performance of services. On a quarterly basis, the Audit Committee reviews and
itemizes all fees paid to its independent registered public accounting firm in the prior quarter (including
fees approved by the Chairperson of the Audit Committee between regularly scheduled meetings and fees
approved by our financial officers pursuant to the pre-approval policies described above) and further
reviews and itemizes all fees expected to be ‘paid in the upcoming quarter. The Audit Committee may
revise its pre-approval spending limits and policies at any time. None of the fees paid to the independent
registered public accounting firm were approved by the Audit Committee after the services were rendered
pursuant to the “de minimis” exception established by the SEC for the provision of non-audit services.

THE AUDIT' COMMITTEE UNANIMOUSLY,RECOMMENDS THAT STOCKHOLDERS VOTE
“FOR” THE RATIFICATION OF THE APPOINTMENT OF ERNST & YOUNG LLP AS OUR
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM FOR THE YEAR ENDING DECEMBER
31, 2012. . - ‘

~ Stockholder ratification of the selection of Ernst & Young LLP as our independent registered public
accounting firm is not required but is being presented as a matter of good corporate practice.
Notwithstanding stockholder ratification of the appointment of the independent registered public
accounting firm, the Audit Committee, in its discretion, may direct the appointment of a new independent
registered public accounting firm if the Audit Committee believes that such a change would be in our best
interests and the best interests of our stockholders. If the stockholders do not ratify the appointment, the
Audit Committee will reconsider the appointment. s

OTHER MATTERS

The Board of Directors knows of no other matters to be brought before the 2012 Annual Meeting of
Stockholders. However, if any other matters. are properly brought before the 2012 Annual Meeting of
Stockholders, the persons appointed in the accompanying proxy intend to vote the shares represented
thereby in accordance with their best judgment.

SOLICITATION OF PROXIES

‘The cost of the solicitation of proxies on behalf of EarthLink will be borne by us. In addition, our
directors, officers and other employees may, without additional compensation except reimbursement for
actual expenses, solicit proxies by mail, in person or by telecommunication. We will reimburse brokers,
fiduciaries, custodians and other nominees for out-of-pocket expenses incurred in sending our proxy
materials to, and obtaining instructions relating to such materials from, beneficial owners.

STOCKHOLDER PROPOSALS FOR 2013 ANNUAL MEETING

In order for proposals of stockholders to be considered for inclusion in the proxy materials for the
2013 Annual Meeting of Stockholders pursuant to Rule 14a-8 under the Exchange Act, such proposals
must be received by us at our executive offices at 1375 Peachtree Street, Atlanta, GA 30309, Attention:
Corporate Secretary, on or prior to November 20, 2012,

Stockholders may bring other business before the annual meeting only in accordance with the
provisions of our Amended and Restated Bylaws, which require, among other things, that notice be given
to us no later than 90 days prior to the meeting. The 2013 Annual Meeting of Stockholders is scheduled for
May 7, 2013. Management may use its discretionary authority to vote against any such proposals. For
information regarding the requirement for submitting recommendations for director nominees, see
“Corporate Governance Matters—Identifying and Evaluating Nominees” on pages 8-9 of this Proxy
Statement.

47



ANNUAL REPORT ON FORM 10-K

We will provide w1thout charge to each stockholder, on the written request of any such person a copy
of ‘our Aniiual Report on Form 10- K for the year ended December 31, 2011, including the financial
statements. Requests should be directed to BarthLink, Inc., 1375 Peachtree Street, Atlanta, Georgia 30309,
Attention: Vice President—Investor Relations. Our Annual Report on Form 10-K also may be accessed
through our website at www.earthlink.net. A list of exhibits to the Annual Report on Form 10-K will be
included in the copy of the Annual Report on Form 10-K. Any of the exhibits may be obtained at the
SEC’s Webs1te wwwsec gov, or by’ wrltten request to the Vice Pre51dent——Investor Relatlons

BENEFICIAL OWNERS

Unless we have received contrary instructions, we may- send a smgle copy of our proxy materials to-any
household at which two or more stockholders reside if we believe the stockholders are members of the
same family. Each stockholder in the household will continue to receive a separate proxy card. This
process, known as “householdmg, reduces the volume' of duplicate 1nformat10n recelved at your
household and helps to reduce our expenses.

~ If you would like to receive your own set of our annual disclosure documents this year or in future
years, follow the instructions described below. Slmllarly, if you share an address with another stockholder
and together both of you would hke to receive only a single set of our annual disclosure documents follow
these instructions.

If your shares are reglstered in your own name, please contact us at our executive ofﬁces at
1375 Peachtree Street, Atlanta, Georgia 30309, Attention: Vice President—Investor Relations, to inform
us of your request. If a bank, broker or other nominee holds your shares, please contact your bank, broker
or other nominee directly.

By order of the Board of Directors,

Rolla P Huff |
Chairmian of the Board and Chief Executive Officer

Atlanta, Georgia.
March 20, 2012,
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2011 ANNUAL REPORT TO STOCKHOLDERS



LV EarthLink

Dear Fellow EarthLink'Sharehoiders:

Since EarthLink was founded in 1994, our company’s mission has been to securely connect people to
the power of the web. In the five years that I have been CEO of this company, we have reshaped our
business model and evolved our strategy to capitalize on the rapidly growing need for business
customers all over the country to securely connect to and capitalize on emerging cloud technology by
virtualizing their business models and Vanablhzmg their cost structures.

We believe this opportunity puts EarthLink'squarely on a path towards long-term strategic relevance
and profitable growth. While we continue to pride ourselves on operational excellence and financial
discipline, we are. leveragmg our recently-acquired capabilities to re-emerge as a company that can
profitably grow in the trlple digit billion-dollar IT services market.

In the fourth quarter of 2010 and during the course of 2011, we made a series of strategic acquisitions
that provided EarthLink with the critical assets, revenue scale and competencies to execute on our
transformation. Today, EarthLink is a leading IT services and solutions provider. With our ‘
approx1mately 29,000 mile fiber network, nationwide MPLS pnvate network, our distributed cloud
footprint, four enterprise-class data centers and suite of IT services, EarthLink is a trusted partner. for
business customers and IT professionals, providing secure customized solutions.

We believe that the mid-size business segment is an underserved market and presents a tremendous
opportunity for EarthLink. For the most part, these companies are dealing with understaffed IT
organizations that struggle to keep pace with the fast-moving technology advancements required to
remain competitive. Across all industries, most mid-size companies lack the personnel and financial
resources to manage on their own the increasing complexity of moving their business modelsto
e-commerce and the web.

Our virtualization, cloud computing and managed IT services are vital to helping customers utilize
technology to achieve strategic business objectives and ensure IT security and compliance. In- )
virtualizing their business models, we also allow businesses to variabilize their cost structure, providing -
our customers another competitive advantage.

EarthLink has more than 150,000 business customer relationships today, including nearly 3,000 IT
deployments across the retail, financial, healthcare and government vertical industries. We are one of
the few VMware vCloud enterprise service provider partners, meaning our cloud services are built on
proven and fully compatible technologies upon which enterprises can depend. We also have a Security
Operations Center staffed by a team of IT security engineers who offer a robust set of security
assessments and audits to address customers growing concerns over data security.

EarthLink’s solutions bring together managed IT services and ubiquitous IP connectivity, and we
believe this combination provides a true competitive advantage. Our ubiquitous network footprint
differentiates EarthLink from regional providers. EarthLink now has four data centers on our fiber
network, allowing us to expand our ability to deliver a suite of cloud services. These are fault tolerant,
high availability, enterprise-class data centers that allow us to provide uptime guarantees that are so
important to customers.

Having our data center footprint integrated with our ubiquitous MPLS platform and high capacity
national backbone allows us to offer a broad range of network and cloud-based security services,
application services and virtualization services. We also provide tiered network support and monitoring,



remote technical management and support across a wide range of networking and eperating system
platforms, all within our fully redundant data centers.

As our company has progressed through this transformation to an IT services provider, we have
discovered a tremendous amount of value and equity in the EarthLink brand. EarthLink is a name that
businesspeople have trusted for many years. EarthLink comes to the table as a recognized brand that
can simplify the complex for compames espec1a11y in the mid-market where trust in their provider i is
critical to customers

The people of EarthLink have invested an en'ormous amount of effort into both—and simultaneously—
integrating and transforming our company. We have made significant progress over the past year in
combining companies, developing new products and bringing them to market.

Through this transformation, EarthLink has retained our strong balance sheet and meaningful cash
flow. Our capital structure is solid and our leverage ratios remain comparatively low. We have been
both patient and opportunistic over the past five years and believe that has resulted in establishing
EarthLink as a company that can compete in the future and provide our shareholders meaningful
up51de potential.

EarthLink is no longer a company grounded in old technology or a dechnmg business model. We have
re-emerged as a company aspiring to participate in the exponentrally growmg need for busmesses to
securely leveraging the power of the cloud.

As a fellow shareholder, thank you agaln for your ongoing support of our strategy and your continued
confidence in our company

Rolla P. Huff . :
Chairman and Chief Executive Officer
EarthLink, Inc. -
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FORWARD-LOOKING STATEMENTS

Certain statements in this Annual Report on Form 10-K are forward- -looking statements within the
meaning of the Private Securities Litigation Reform Act 0f 1995, Section 27A of the Securities Act of 1933,
and Section 21E of the Securities Exchange Act of 1934. The words “estimate,” “plan,” “intend,” “expect,”

“anticipate,” “believe” and similar express1ons are intended to identify forward-looking statements. These
forward-looking statements are found at various places throughout this report. EarthLink, Inc. disclaims
any intention;or obligation to update or revise any forward-looking statements, whether as a result of new
information, future events or otherwise. Although EarthLink, Inc. believes. that. its expectations are based
on reasonable assumptions, it can give no assurance that its targets and goals will be achieved. Important
factors that could cause actual results to differ from estimates or projections contained in the forward-
looking statements are described under “Risk Factors” in Item 1A of Part I and under “Safe Harbor
Statement” in Item 7 of Part II.

‘ PART 1
Item 1. Business, | |
- Overview

EarthLmk Inc. (“EarthLmk” or the “Company”) together with its consolidated subsidiaries, is a
leadmg network communications and IT services provider to business and residential customers in the
- United - States. We operate two reportable - segments, Business Services and Consumer Services. Our
Business Services segment provides a broad range of data, voice, managed IT and equipment services to
business customers. Our Consumer Services ~segment provides nationwide Internet access and related
value-added services to residential customers. We operate an extensive network including approximately
28,800 route miles of fiber, 90 metro fiber rings and four enterprise-class data centers and provide IP
access services to customers across more than 90 percent of the United States.

We were incorporated in 1999 as a Delaware corporation and EarthLink, Inc. was formed in February
2000 as a result of the merger of EarthLink Network, Inc. and MindSpring Enterprises, Inc. Our corporate
offices are located at 1375 Peachtree St., Atlanta, Georgia 30309, and our telephone number at that
klocatron is (404) 815-0770. Our website address is www.earthlink.net.

nghllghts '

Acquisitions. During late 2010 and early 2011, we entered irito two transactions that transformed our
business from being primarily an Internet services provider (“ISP”) to residential customers into a network
and communications provider for business customers. In December 2010, we completed the acqulsmon of
ITC " DeltaCom, ‘Inc. (“ITC”DeltaCom”), a provider of integrated communications setvices™ to
customers in the southeastern U.S. In April 2011, we completed the acquisition of One Communications
Corp. (“One Communrcatrons ’), a privately-held integrated telecommunications solutions provider

‘serving customers in the Northeast, Mid-Atlantic and Upper Midwest. Through these acquisitions we
acquired a substantial network infrastructure, which enabled us to broaden our range of products and

services in our Business Services segment, We now offer a robust suite of business services, including data
and voice, and have more scale in the markets we serve. During 2011, we rebranded our retail Business
Services as EarthLink Business™ and our wholesale Business Services as EarthLink Carrier.

Durmg 2011, we also entered into other strategic transactions in order to complement our business
services and ~expand our managed services portfolio. In- March 2011, we acquired Saturn
Telecommunication Services Inc. and affiliates (“STS Telecom”), a prrvately-held company that operates a
sophisticated Vorce-over Internet Protocol (“VoIP”) platform’that we have leveraged on a nationwide
basis as pait of our Business Services offerings. In May 2011, we acqulred Logical Solutions.net, Inc.
(“Logical Solutions’ ) a prrvately—held company ‘that provides a su1te of cloud computing and hosted



network and security services. In July 2011, we acquired Business Vitals, LLC., a privately-held company
that provides national managed IT security and professional services. In September 2011, we acquired the
xDefenders assets of Synergy Global Solutions, Inc., a managed IT security provider. In December 2011,
we acquired an IT Solutions Center and application service from Synergy Global Solutions, Inc. We believe
these transactions will further estabhsh EarthLink as a leading network, communlcatlons and IT services
provider.

-Debt securities and credit facility. In May 2011, we issued $300.0 million aggregate principal amount

"of 8%% senior notes due 2019. We also entered into a $150.0 million senior secured revolving credit

facility: No amounts were outstanding under the senior secured revolving credit facility as of December 31,

2011. In November 2011, we redeemed or repurchased all of our outstanding $255.8 million convertible

senior notes due November 15, 2026. The new debt securities and- credit facility were entered into in

anticipation of the redemption of our convertible senior notes and opportunities to grow our business,
including potential future strategic transactions.

Results of operations. We generated revenues of $1.3 billion during the year ended December 31,
2011, an increase from $0.6 billion during the year ended December 31, 2010, primarily due to the
inclusion of revenues from our acquired businesses. Net income was $34.6 million during the year ended
December 31, 2011, a decrease from $81.5 million during the year ended December 31, 2010, and Adjusted
EBITDA (a non-GAAP measure, see Non-GAAP Financial Measures in “Management’s Discussion and
Analysis” in Item 7 of Part II) was $330.7 million during the year ended December 31, 2011, an increase
from $219.1 million during the year ended December 31, 2010. The increase in Adjusted EBITDA was
primarily due to inclusion of Adjusted EBITDA generated from our acquired businesses. The decrease in

‘net income was primarily due to depreciation and amortization expense resulting from property and
equipment and intangible assets obtained in our acquisitions and an increase in interest expense resulting
from acquired and new debt securltles

Business Strategy

Since December 2010, we have significantly expanded our business and revenues through acqu1s1t10ns,
including two large integrated communication services providers and several new product and service
capabilities. In December 2011, we launched a nationwide suite of business voice, data and Internet
solutions. In addition to leveraging our regional fiber network and nationwide network reach to provide a
broad range of communications services, we are deploying a wide array of cloud, managed security and IT
support services. Our strategy for growth is for EarthLink to serve as an IT services company for businesses
with IT and network security needs. We want our business to be more than a traditional
telecommunications company. We believe we “are positioning EarthLink to be a trusted managed
communications and IT services partner. The key elements of our business strategy are as follows:

Offer a compfete package of managed communications and IT services. 'We provide a nationwide suite
6f business voice, data and Internet solutions using a blend of access technologies to meet our customer’s
specific needs. We recently expanded our IT services capabilities, including hosted VoIP, virtual computing
and managed IT and cloud security. We are focused on continuing to broaden our suite of products and
services to offer a complete package of network connectivity and IT services and to design and implement
solutions to address the evolvmg business and infrastructure needs of our customers.

Add new customer relationships. We are focused on adding new customers through new and existing
_channels, leveraging distribution channels and positioning our business to take advantage of important
trends in the markets for our products and services. We believe we have a unique, comprehenswe solution
“to offer business customers. We are upgrading and evolving our go to market strategy. This includes
investment to improve the quality of our sales force, investment in alternative sales motions, both inside
sales and through partner relationships, and investment in the EarthLink brand. We recently restructured
our sales and account management around customer size and complexity. We believe this model aligns our



customer facing organizations around customer needs, complexity and spend, and provides more .
geographic presence.

Leverage our existing customer relatlonsths We are focused on leveragmg our existing customer
relationships, favorable brand image and experience in providing IP communication and managed services,
in order to profitably grow our business services revenue. We believe that upselling our new suite of
products and services to existing customers is an important opportunity for revenue growth and customer
retention. This includes selling managed security and IT services to' our. existing network connectivity
customers, as well as selling network connectively to existing managed security and IT services customers.
In addition, certain of our business service revenues have been declining due to- competitive pressures in
the industry, and we- expect revenues from certain aspects of these businesses to continue to decline. We
are focused on managing “this decline by executing on opportunities to leverage these customer
relat1onsh1ps by proposmg our new technology platform

" Provide a supenor customer experience. We are comm1tted to providing hlgh quallty customer service
and continuing to monitor customer satisfaction in all facets of our business. We believe focusing on the
customer relationship increases loyalty and reduces churn. We believe that our customizable
communications portfolio, blend of access technologies for connectivity and new portfolio of cloud,
managed security and IT services are key differentiators that can help us build long-term customer
relationships. With our recently launched nationwide service, we also launched myLink™, a new, secure
customer portal, which provides customers with a centralized tool for 24/7 self-service applications,
reporting and management features. We are focused on creating a customer-focused organization that will
provide a consistent nationwide approach to offering and supporting EarthLink products and services.

v

Successfully mtegrate acqlisitions. We are focused on successfully integrating our acquisitions in
order to realize synergies and cost beneﬁts and increase the scale and scope of our product offérings. This
includes the infegration of operating support systems networks, sales forces, marketing channels, product
offerings and personnel. To date, we have consolidated and integrated network operations centers, sales
platforms and certain billing platforms, as well as launched a nationwide product portfolio. We are
currently involved in the integration of additional billing platforms, financial systems and other operating
support systems. We believe that our competitive positioning with current and existing customers will be
strengthened by our ability to continue to successfully integrate recent and other potentlal acqu1smons
especially integrating our new IT services capabllmes

Selectzvely pursue potential strategic acquzsztzons In addition to our recent acquls1tlons we will
continue to selectively evaluate and consider other potential strateg1c transactions that we believe will
complement and grow our business. Our acquisition strategy may include investments or acquisitions of
new product and services capabilities, data centers, network assets or business customers to achieve greater
national scale : RIS :

Challenges and Risks

The primary challenges we face in executing our business strategy are successfully transitioning from a
traditional communications provider to a managed IT services provider, providing products and services
that meet changing customer needs on a timely and cost effective basis, responding to compet1t1ve and
economic pressures, managing the rate of decline in certain revenue streams, successfully integrating our
acquisitions to-:achieve expected' synergies and cost savings, implementing operating efficiencies and
adapting to regulatory changes and initiatives. Out future success for growth depends on the timing and
market acceptance of our new products and services, our ability to market our services in a cost- effective
manner to new customers, our ability to differentiate our services from those of our compet1tors our
ability to maintain and expand our sales to existing customers, our ab111ty to strengthen awareness of our
brand, our ability to ensure effective training and product knowledge of our sales force and the reliability
and quality of our services. The factors we believe are instrumental to the achievement of our business



strategy may be subject to competitive, regulatory and other events and circumstances that are beyond our
control. For a complete list of all risks and uncertainties inherent in our business, please refer to the
detailed cautionary statements and risk factors included under “Risk Factors” in Item 1A of Part I and
under “Safe Harbor Statement” in Item 7 of Part II.

Busmess Services Segment

Our Business Services segment prov1des a broad range of data, voice, managed IT and equipment
services to businesses, enterprise organizations and communications carriers. We provide our services to
retail customers and to wholesale customers. Our retail customers range from large enterprises with many
locations, .to small and medium-sized multi-site businesses, to business customers with one site. Our
wholesale customers consist primarily of telecommunications carriers and network resellers. We derived
approximately 71%. of our revenues during the year ended December 31, 2011 from our Business Services
segment, up from 26% during the year ended December 31, 2010. We expect this percentage to increase as
we seek to grow-our Business Services segment revenue and as our Consumer Segment revenues continue
to decline. Revenues primarily cons1st of monthly recurring fees, installation fees, termination fees usage
fees and equlpment sales '

Services
Data. Services

We offer a-broad range of ‘data and Internet services to business customers, including high-speed
Internet access, dedicated Internet access and MultiProtocol Label Switching (“MPLS”) services. We offer
a full range of access types, including DSL, T-1 and DS3 lines, Ethernet and wireless broadband, at speeds
ranging from 1 SMbps to over 100Mbps. All connect1v1ty is prov1ded over our facilities-based nationwide
network and is momtored 24/7 to keep customer information secure. Our high-speed services also includes
enhanced features such as online faxing, email, POP services, web hostlng, firewall and Virtual Private
Networks (“VPN”) among others.

Voice Servzces

We offer a  broad range of voice services to busmess customers, including local, domestic and
international switched access, dedicated long distance services, hosted IP private branch exchange
(“PBX”) solutions and access trunks for customers that own and operate switching equipment on their
own premises. We offer a full range of access types, including traditional voice lines, T1 and Ethernet. We
also provide enhanced services to our customers by offerlng a number of calling features.

We also provide moblle data and voice services usmg‘the networks of nationwide wrreless services
providers. Our mobile services provide nationwide mobile access to voice, e-mail, text and Internet
connectivity. Our customers can select cell phones and personal digital assistants, or PDAs, from leading
manufacturers and use our hosted e-mail exchange services to integrate office-based e-mail, calendar and
contacts programs with the mobile devices.

Managed I T Sewwes

. We offer cloud, managed security. and IT support services. Our enterpmse class data centers are all
on-net and linked. We also provide consulting services for security of network and hosting environments,
virtualization and disaster recovery, among others. We have the following managed IT services capabilities:

* Cloud services. We provide cloud hosting and dedicated server services to customers using servers
located in our data center facrlltles With our network of data centers we can ensire the availability
of speafic data or a customer s entlre 1nfrastructure One key offering from our Vlrtuahzatron



services portfolio is our VMware vCloud Powered Cloud services for disaster recovery and hosted
server environments. This service is highly scalable and offered on a managed or unmanaged basis.

* Managed security services. We provide 24/7 monitoring and management of security appliances,
software and network-based controls, and incident response. Our managed security services include
network and cloud security, endpoint and device security, compliance and enhanced monitoring and
business continuity and disaster recovery. We provide virtualized security services using industry-
standard virtualization technology in our data centers to reduce the need for our clients to pay for
dedicated security equlpment

o IT support services. We provide 24/7 IT support services. Our IT solutlon center has a help desk and
remote care platform with more than support spec1allsts and engineers.

Wholesale Servzces :

We provide voice and data serv1ces to other commumcatlons carriers and to larger-scale prov1ders of
network capacrty Revenues from these services are generated from sales to other communications
companies, including incumbent local exchange carriers (“ILECs”), competitive local exchange carriers
(“CLECs”), wireless service provrders cable companies, ISPs and others. We offer broadband transport
setrvices, including private line services, Ethernet private line services and wavelength services, that allow
other communications providers to transport the traffic of their end-user or wholesale customers across
our local and intercity network; local communications services to ISPs and local dial tone communications
services to service providers; nationwide live and automated operator and directory assistance services; and
dedicated Internet access services through our IP network and our direct connect1v1ty to the IP networks of
ISPs. o

Other Services

Equipment. We sell, install and perform on-site maintenance of customer premise equipment, such
as telephones and PBX,; in all of the markets in which we.offer communications services.

Web hostmg We also lease server space and provide web hostmg services that enable customers to
build and maintain an effective online presence Features include domam names, storage, mallboxes
software tools to build websites, e-commerce applications and 24/7 customer support. Revenues prlmarlly
consist of fees charged to customers for web hosting packages and domam reg1strat10n fees

Sales and Distribution.

‘During ' 2011, we integrated the ‘sales organizations of our acquired companies, including
ITC” DeltaCom, One Communications and STS Telecom, with our existing Business Services sales
organization, which included New Edge Networks, Inc. (“New Edge”’)' Our current marketing strategy is
to create brand awareness for our new nationwide suite of services, including our new portfolio of cloud,
managed security and IT support services. During 2011, we also restructured our sales and account
management around customer size and complex1ty Qur Premier Services Group focuses on accounts and
prospects that represent less than $10,000 per month in recurring revenue and our Advanced Services
Group focuses on accounts with over $10,000 per month in recurring revenue opportunity. We believe this
model aligns our customer facmg organizations around customer needs, complexity and spend, and
prov1des more geographlc presence of management allowmg for better and quicker decision making.

. We market our retail Business Servrces through direct sales channels and lndependent sales channels.
Our direct sales force is composed of sales personnel and technical consultants. We supplement our direct
sales force with our Jindependent channel partners, who leverage their business relationships with. the
customer and act as sales agents for us. The channel partners include value-added resellers, local area



network consultants :and other telecommunications and IT consultants to businesses. Our authorized
dealers and agents receive commissions based on' services sold, usage volume and customer retention.

. We market our wholesale Business Services through a dedicated direct sales force. We generally enter
into master service: agreements with our wholesale services customers that have terms ranging from one to
flve years.

Customer Service and Retention

We believe that our customizable communications portfolio, blend of access technologies for
connectivity and new portfolio of cloud and managed IT services are key differentiators that can help us
build long-term customer relationships. We believe that offering a bundled package of communications
and IT services to our business customers increases retention rates and limits customer churn.
Additionally, with our revised sales structure, we have more distinct sales and support roles that we believe
will improve customer retention. With our recently launched nationwide service, we also launched
myLlnkTM a new, secure customer portal, which provides customers with a centralized tool for self-service
apphcatlons, reportmg and management features 24/7. We are also seeking to improve customer response
times through internal training programs and integrated billing, support and sales systems. We reinforce
our strategy through compensation programs that reward our sales and account management staff based
on customer retentlop and. revenue growth.

Network Infmshucture

We provide our commumcatlons services: prlmarlly through a nat10nw1de MPLS network, a fiber optlc
network and switching and colocation facilities. We have four enterprise-class data centers on our fiber
network. We have integrated our data center footprint with our MPLS connectivity platform and high
capacity national backbone, allowing us to expand our ability to deliver a suite of cloud services to the
market.

Nationwide MPLS Network. - Our nationwide MPLS network is comprised of a mix of ATM and IP
switches in locations across the U.S. We lease network access facilities from other pr0v1ders in order to
connect customers to our services. We have interconnection agreements with all major local exchange
carriers to lease’ unbundled network elements, as well as commercial semces agreements with national
communications companies, CLECs, and cable and wireless service providers to provide last mile access to
our customers and connectivity onto our network.

Fiber Optic Network. ~ As of December 31, 2011, our advanced fiber optic network consisted of 28,804
route miles (including 3,945 marketed and managed route miles) covering 25 states and 90 metro fiber
rings. The network was built or acqulred through direct construction and long-term dark fiber leases or
indefeasible rights-of-use agreements.

Swztchmg and Colocation Facilities. 'The network design, together with interconnection agreements
with the incumbent local telephone compames such as AT&T and Verizon, enables us to be a provider of
local and long distance telephone’ services nationwide. Switches. are the primary electronic components
that connect customers to our network and transmit data and voice communications over our network. All
of our switches are capable of handhng both data and local and long distance voice traffic.

We. have colocated communications equrpment within the central offices of ILECs in various markets
in the United States. Colocation enables us to provide remote facilities-based local and long distance
services in markets where we do not have switches, by using our switches in other locations as hosts. To
provide these remote services, we use our fiber optic network and leased facilities to connéct our remote
equipment to our switches when it is‘economically and operationally advantageous for us to do so.
Colocation also provides us efficient access to last mile facilities to connect to customers.



Backbone. Our network backbone enables us to offer high-quality wavelength, Ethernet, SONET,
Internet access and virtual private networking, services. The packet-switching portion of our network
backbone is based upon Internet Protocol, which is a broadly deployed standards-based protocol that
allows for the exchange of data between computer networks. The network infrastructure is built on our
Wavelength Division Mulup}exmg, or WDM, platform,and,core routers. . :
Competition , N . , _ ‘ )

The communications industry is highly competitive, and we expect this competition to intensify. These
markets are rapidly changing due to industry consolidation, an evolving regulatory environment and the
emergence of new .technologies. -We compete directly or indirectly with ILECs, such as AT&T,
CenturyLmk Inc. and Verizon Communications. Inc.; CLECs, such as Level 3 Communications Inc.,
MegaPath, Inc., Windstream Corporation and XO Holdings-Inc.; interexchange carriers, such as Sprint
Nextel Corporation; wireless and satellite service providers;. cable service providers/multiple system
operators (MSOs), such as. Charter. Communications, ' Inc, Comcast . Corporation, Cox
Communications, Inc. and Time Warner Cable; and stand-alone VoIP providers. We experience significant
pricing and product competition from AT&T and other incumbents that are the dominant providers of

telecommunications services in our markets. We have reduced, and may be required to further reduce,
some or all of the prices we charge for our retail local, long distance and data services.

The managed IT services industry is also highly competitive. These markets are fragmented and
evolving. Competitors range in size from small, local independent firms to very large telecommunications
companies, hardware manufacturers and system. integrators. We compete directly or indireetly with
telecommunications ‘companies “such as - AT&T, Verizon - -Communications Inc. and Level 3
Communications Inc.; system integrators such as IBM, Hewlétt-Packard, Accenture and CSC; managed
hosting and cloud providers such as Equinix, Inc.; Internap Network Services Corporation, Rackspace
Hosting, Inc., Terremark Worldwide, Inc. and Web.com Group, Inc.; and managed security companies such
as Perlmeter eSecurity and Secure Works.

Competition could adversely impact us in several ways, 1nclud1ng (i) the loss of customers' and
resulting revenue, (ii) the possibility of: customers reducing their usage of our services or shifting to less
profitable services, (jii) reduced traffic ot our nétworks, (iv) our need to expend substantial time or money
on new capital improvement projects (v) our need to lower prices“or increase marketing expenses to
remam competltlve, and (v1) our inability to d1versxfy by successfully offermg new: products OF Services.

We believe the primary competltlve factors in the communications and managed services mdustrles
include price, availability, reliability of service, network security, variety of service offerings, quality of
service and reputation of the service provider. While we believe our business services compete favorably
based on some of these factors, we are at a competitive disadvantage with respect to certain of our
competitors Many of our current and potentlal competitors have greater market presence, engineering,
techmcal and marketmg capabllmes and financial, personnel and other resources substantially greater than
ours; own larger and more diverse networks; are subject to less regulation; or have substantially stronger
brand names In addition, industry consolidation has resulted. in larger competitors that have greater
economies of scale. Consequently, these competitors may be better equipped to charge lower prices for
their products and services, to provide more attractive offerings, to develop and expand their
communications and network infrastructures more quickly, to adapt more swiftly to new or emerging
technologies and changes in customer requirements, to increase prices that we pay for wholesale inputs to
our services and to devote greater resources to the marketmg and sale of their products and services.



Coxisumer Services Segment

Our Consumer Services segment provides nationwide Internet access and related value-added services to
mdmdual customers. We derived approximately 29% of our revenues during the year ended December 31,
2011 from our Consumier Services segment, down from 74% of our revenues during the year ended
December 31, 2010. The decrease was primarily due to revenue generated from our acquisitions, which are
included in our Business Services segment. We expect this percentage to decrease as we seek to grow our
Business Services segment revenue and as the market for consumer Internet access continues to mature.

Services

" Broadband Access. We offer high-speed, or broadband, access that provides customers a high speed
Internet connection and a wide variety of content and features, including email, a customizable start page,
antivirus and firewall protection, and technical and customer support. We provide high-speed access
services -primarily ‘via cable, and to a lesser extent via-DSL, and offer different speeds of service.
Availability for these services depends on the cable or telephone service provider. We also provide
Internet-based phone service that enables customers to-make and receive phone calls with a telephone in
any location where our broadband Internet access is available, and provide a high-speed Internet access
and.home phone service bundle using the last mile of traditional telephone copperwiring in 12 markets in
the U.S. However, we: do not currently market either of these IP-based phone services. Broadband access
revenues primarily consist of fees charged for high-speed access services.

Narrowband.Access. We offer dial-up, or narrowband, access that provides customers with Internet
access and a wide variety of content and features, including email, a customizable start page, antivirus and
firewall protection, acceleration tools and technical and customer support. We also offer value-priced
dial-up access through our PeoplePC™ Online offering that provides customers with Internet access at
comparatively lower prices. Narrowband access revenues primarily consist of fees charged to customers for
dial-up Internet access. ‘ ,

Value-Added Services. We offer ancillary services sold as add-on features to our Internet access
services, such as security products, premium email only, home networking, email storage and Internet call
waiting, among others. We offer free and fee-based: value-added services to both subscribers and
non-subscribers. We also generate advertising revenues by leveraging the value of our customer base and
user traffic; through paid placements for searches, powered by the Google™ search. engine; from fees
generated through revenue sharing arrangements with online partners whose products and services can be
accessed through our web properties; from commissions received from partners for the sale of partners’
services to our subscribers; and from sales of advertising on our various web properties.

Sales and Distribution

In response to changes in our business and mdustry, we engage in limited sales and marketmg for our
Consumer Segment services. Our marketmg efforts are currently focused on retaining customers and
adding customers through alliances and partnerships that generate an acceptable rate of return. We offer
our products and services primarily through direct customer contact through our call centers, search
engine marketing, affinity marketing partners resellers and ‘marketing alliances such as our relatlonshlp
with Time Warner Cable.

Customer Service and Retention

We believe that quahty customer service and technical support increase customer satisfaction, which
reduces churn. We also believe that satisfied and more tenured customers provide cost benefits, including
reduced contact center support costs and reduced bad debt expense. We provide award-winning customer
service, invest in loyalty and retention efforts and continually monitor customer satisfaction for our
services. Qur customer support is available by chat and phone as well as through help sites and Internet
guide files on our web sites. We have been recognized historically by customer service and marketing
organizations for ranking high in customer satisfaction for our dial-up and high-speed Internet services.



Network Infrastructure

We provide subscnbers with Internet access prnnanly through third-party network service ‘providers.
Our pnnc;pal provider for narrowband services is Level 3 Communications, Inc. (“Level 3”). Our
agreement with Level 3 expires in December 2012. We are currently in contract negotiations to extend the
term through December 2013. We also have agreements with certain regional and local narrowband
providers..

We have agreements w1th Time Warner Cable that allow us to prov1de broadband services over Time
Warner Cable’s and Bright House Networks’ cable network in substantially all their markets and with
Comcast that allow us to provide broadband services over Comcast’s cable network in certain Comcast
markets. We have agreements with AT&T, CenturyLink (formerly Qwest Communications Corpora'non)
and Megapath (formerly Covad Communications Company) that allow us to provide DSL services. We
also use Verizon Internet Services, Inc. to provide DSL services and are currently in negotiation to renew
contract, which expired in March 2011. We rely on Megapath’s line- powered voice access to provide our’
VoIP bundle home phone service. The followmg summarizes the contract expiration dates for our largest
prov1ders of broadband access:

Broadband Network Provider - ' t c ' - Contract Expiration

CenturyLink . ........... ... ..... e e eeiiiiiaeeeiiia ... November 2012
Comcast Corporation . .. ... ...ttt vt eniitin e . December 2012
Megapath:i .. . i i i e e e i .. December 2012
AT&T COtp. it i i e i e v February 2013
Time Warner Cable .. ... ... .. e e e e e e e e e e November 2013

We maintain a leased backbone consisting of a networked 160p of connections between multiple cities
and our technology centers. We maintain data centers to provide service availability and connectivity.

Competition

We operate in the Internet access industry, Wthh is extremely competitive. We compete directly or
indirectly with national communications compames and local exchange carriers, such as AT&T,
CenturyLink, Venzon and Windstream; cable companies providing broadband access, including Charter
Commumcauons, Inc,, Comcast Cox Communications, Inc. and Time Warner Cable; local and regional
ISPs, estabhshed onhne serv1ces compames such as AOL and the Mlcrosoft Network; free or value—pnced
ISPs, such as Umted Onhne Inc. which pr0v1des service under the brands Juno and NetZero; wireless
Intérnet ‘service prov1ders content _companies and email providers, such as Google and Yahoo!; and
satelhte and fixed wireless service prov1ders Compentors for our consumer VoIP services also include
companies that offer VoIP services as their primary busmess, such as Vonage, and competltors for our
advertising services also include content prov1ders large web. pubhshers web search engine and portal
compames Internet adverusmg providers, content aggregation companies, social-networking web sites and
various other companies that facilitate Internet advertising. Competition in the market for Internet access
services is likely to continue to increase. Competition could adversely impact us in several ways, including:
decrease pricing of our services; increase churn of our existing customers; increase operating costs; or
decrease the number of subscnbers we are able to add: ' . :

We beheve the pnmary competltlve factors in the Internet access mdustry are pnce, speed, features,
coverage area and quality of service. While we believe our Internet access services compete favorably
based on some of these factors ‘when compared to some Internet access providers, we are at a competitive
dlsadvantage relative to some or all of these factors with respect to other of our competitors. Current and
potential compefitors mclude _many large companies that have substannally greater market presence and
greater financial, technical, marketlng and other’ resources than we have. Our dial-up Internet access
services do not compete favorably with broadband services with respect to speed, and dial-up Internet



access services no longer have a significant, if any, price advantage over certain broadband services. Most
of the largest providers of broadband services, such as cable and telecommunications compames control
their own networks and offer a wider variety of services than we offer, xncludmg voice, data and video
services. Their ability to bundle services and to offer broadband services at prices below the price that we
can profltably offer comparable services puts us at a competitive disadvantage. In addition, our only
significant access to offer broadband services over cable is through our agreement with Time Warner.
Telecommunications companies are also marketing their broadband services over fiber, which provides
higher speeds than DSL at very competitive prices. We do not have a resale or wholesale agreements for
these fiber solutions, which puts us at a competitive disadvantage.

We experience pricing pressures for certain of our consumer access services, partlcularly our
consumer broadband services, due to compet:mon, volume-based pricing and other factors. Some
providers, including AT&T, have reduced and may continue to ‘reduce the retail price of their Internet
access services to mamtam or increase their market share, which could cause us to reduce, or prevent us
from raising, our prices. We may encounter further market pressures to: migrate existing customers to
lower-priced service offerings; restructure service offerings to offer more value; reduce prices; and respond
to particular short-term, market-specific situations, such as special introductory pricing or new product or
seryice. offerings. Any of the above could adversely affect our revenues and profitability.

Regulatory Environment

Our services are subject to varying degrees of federal, state and local regulation and, in light of our
recent acquisitions and the growth of our Business Services segment, will be more affected by regulation
than in the past. Federal, state and local regulations governing our services are the subject of ongoing
judicial proceedings, rulemakings and legislative initiatives that could change the manner in which our
industry operates and affect our business.

Overview

Through our wholly-owned subsidiaries, we hold numerous federal and state regulatory
authorizations. The Federal ‘Communications Commission (“FCC”) exercises jurisdiction over
telecommunications common carriers to the extent that they provide, originate or terminate interstate or
international communications or as otherwise required by federal law. The FCC also estabhshes rules and
has other authority over some issues related to local telephone competmon State regulatory commissions,
commonly referred to as pubhc utility commissions (“PUCs”), generally retain jurisdiction over
telecommumcatlons carriers to the extent that they provide, originate or terminate intrastate
communications. PUCs also have authority to review and approve interconnection agreements between
incumbent telephone carriers and competitive carriers such as us, and to conduct arbitration of disputes
arising in the negotiation of such agreements. Local governments may require us to obtain licenses,
permits or franchises to use the public rlghts-of-way necessary to install and operate our network. Our
operations are also subject to various consumer, environmental, building, safety, health and other
governmental laws and regulatlons

The regulatory environment relating to our Busmess Services segment continues to evolve. Bills
intended to amend the Communications Act of 1934, as amended by the Telecommunications Act of 1996
(“Communications Act”) are introduced in Congress from time to time and their effect on us and the
communications industry cannot always be predicted. Proposed leglslatlon, if enacted, could have a
significant effect on our business, particularly if the leglslatlon impairs our ablhty to interconnect with
incumbent carrier networks, lease portions of other carriers’ networks or resell their services at reasonable
prices, or lease elements of networks of the ILECs under acceptable rates, terms and conditions. We
cannot predict the outcome of any ongoing Ieglslauve initiatives or administrative or judicial proceedings
or their potential impact upon the communications and information technology industries generally or
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upon us specifically. We are also subject to a variety of local regulations in each of the geographic markets
in which we operate. :

Federal Regulatwn

Several of our operating subsidiaries are class1f1ed as non-dominant carriers by the FCC and, as a
result, the prices, terms and conditjons of our interstate and inteérnational services are subject to relatively
limited FCC regulation. Like all common carriers, we are subject to the general requirement that our
charges, practices and classifications for communications services must be “just and reasonable,” and that
we refrain from engaging in any “unjust or unreasonable discrimination” with respect to our charges
practices or classifications. The FCC must grant its approval before any change in control of any carrier

- providing interstate or international services, or of any entity controlling such a carrier, and before the
assignment of any authorizations held by such a carrier. We have the operating authority required by the
FCC to conduct our long distance business as it is currently conducted. As a non-dominant carrier, we may
install and operate additional facrhtres for the transmission of domestic interstate communications without
prior FCC authorization, except to the extent that radio licenses are required. The following discussion
summarizes some specrflc areas of federal regulatron that directly or 1nd1rect1y affect our business.

Local Competttton The Commumcatlons Act preempts state and local laws to the extent that they
prevent competition in the provisioning of any telecommunications service. The Communications Act
-imposes. a variety of duties on local carriers, incIuding competitive carriers. such as us, to- promote
competition in' the prowsromng of local telephone services. These dutles include requirements for local
carriers. to: ;

. 1nterconnect with other telecommunications carrrers

o establish compensation arrangements for the completlon of telecommunications service calls
originated by customers of other carriers on a reciprocal basis; ‘ -

e permrt ‘the resale of the1r services; v
¢ permit users to retain their telephone numbers when changlng carriers; and
e provide competing carriers access to poles, ducts, conduits and rights-of-way at regulated prices.

Incumbent carrlers are subject to additional duties. These duties 1nclude obhgatlons of 1ncumbent
carriers to:

~.» offer interconnection at any feasible point in their networks on a non-discriminatory basis;
* ‘offer colocation of competltors equlpment at their premlses on a non-discriminatory basis;

- » make available some. of their network facilities, features and capabilities, referred to as Unbundled
Network Elements, or UNEs, on non-discriminatory, cost-based terms; and

* offer wholesale versions of their retail services for resale at discounted rates.

Collectively, these requirements recognize that local telephone service competition is dependent upon
cost-based and non-discriminatory interconnection with, and use of, some elements of incumbent carrier
networks and facilities under specified circumstances. Failure to achieve and maintain such arrangements
could have a materral adverse effect on our ability to provide competitive local telephone services.

Over the past decade, demsrons of federal courts and the FCC have narrowed significantly the scope
of the facilities that incumbent telephone companies must make available as UNEs to competitive carriers
such as us at rates based on the ‘Total Element Long Run Incremental Cost, or TELRIC, standard.
Incumbent carriers must offer access to their copper loops and subloops, but must offer access to certain
higher-capacity DS1 and DS3 transmission facilities only in wire center serving areas with relatively few
business lines and colocated competitive carriers, as defined by detailed FCC regulations. In general,
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incumbent companies are not required to offer UNEs at TELRIC-based rates for fiber loops, DSt and
DS3 transmission facilities in relatively large wire centers or wire centers deemed to -already be
“competitive” based on FCC standards, optical speed transmission facilities or dark fiber. Further,
incumbent companies no longer are required to provide local switching as a UNE, which means that we
cannot rely on the Unbundled Network Element-Platform, or UNE-P, to provide local services to
‘customers at TELRIC-based rates. In some circumstances, AT&T, Verizon and other incumbent carriers
are making available some of these facilities and services, either as lightly regulated special access services
or under unregulated “commercial agreements,” at significantly higher rates.

Interconnection Agreements. Under the Communications Act, incumbent carriers are required to
negotiate in good faith with- competitive carriers such as us: interconnection, colocation, reciprocal
compensation for local traffic and access to UNEs. If the negotiating carriers cannot reach agreement
within a prescribed time, either carrier may request binding arbitration of the disputed issues by a state
regulatory commission.-In addition, carriers are permitted to “adopt” in their entirety agreements reached
between the 1ncumbent camer and another carrier during the initial term of that agreement

An 1nterconnect10n agreement typically has a term of three years, although the parties may mutuaily
agree to extend or amend such agreements. We operate under interconnection agreements with AT&T,
CenturyLink, Fairpoint Comamunications, Frontier Communications, Verizon and Windstream. Our retail
operating companies each maintain interconnection agreements with the incumbent in each state and for
each service territory within which we' purchase UNEs. We expect, but cannot assure, that each new
interconnection agreement to which we are or will be a party will provide us with the ability to provide
service in each respective state on a reasonable commercial basis. Many of our interconnection agreements
provide either that a party is entitled to demand renegotiation of the entire agreement or particular
provisions thereof based on intervening changes in law resulting from ongoing legal and regulatory activity,
or as a result of an immediately effective change in law, in which case the agreement will be resolved
pursuant to a dispute resolution process if the parties do not agtee upon the impact of a change-in law. The
initial terms of many of our interconnection agreements with AT&T, Fairpoint and Verizon have expired;
however, each of our expired agreements contains an “evergreen” provision that allows the agreement to
continue in effect until terminated. In addition, new agreements could result in less favorable rates, terms
and COI’ldlthIlS than our pnor agreements.

If we cannot negotiate. new mterconnec’tlon agreements Or renew our emstmg mterconnect10n
agreements In each state on acceptable terms, we may invoke our ability to seek binding arbitration before
state regulatory agencies. The arbitration process, which is conducted on a state-by-state basis, can be
costly and time-consuming, and ‘the results of arbitration may be unfavorable to us. If we are not able to
renegotiate or enter into interconnection agreements on acceptable terms, or if we are subject to
unfavorable arbitration decisions, our cost of doing business could increase and our ability to compete
could be impeded. Moreover, our interconnection agreements and traffic exchange with companies other
than ILECs (such as wireless and VoIP providers and other competitive carriers) are not subject to the
statutory arbitration mechanism, making it potentially more difficult to reach any agreement on terms that
we view as acceptable.

The mergers of BellSouth SBC and AT&T and of MCI and Verizon have 51gmf1cant1y affected the
ava11ab111ty of. acceptable interconnection agreements that competitive carriers such as us can adopt
without incurring the expense of lengthy negotiation and arbitration with an incumbent carrier in each
state. Before their respective mergers, AT&T and MCI dedicated significant internal and external
resources-to negotiate and arbitrate interconnection agreements that many competitive carriers adopted or
~used as model agreements. These resources’and the resulting model agreements are no longer available as
--a result of consolidation among carriers, and it is likely that competitive carriers such as us will be required
to invest more resources than in the past to secure acceptable interconnection agreements.

12



Internet Protocol-Enabled Services. The FCC has held that-cable modem services offered by cable
companies and broadband Internet services offered by ILECs should be classified as “information
services” and not telecommunications services subject to regulation under Title IT of the Communications
Act. The FCC’s policy has also been to classify’ narrowband Internet access services as “information
services,” which are not subject to traditional telecommunications services regulation, such as licensing or
pricing regulation. Any change to these rules that would apply per-minute carrier access charges to dial-up
.Internet access:traffic could significantly impact our costs for this service.

The current regulatory environment for VoIP services remains unclear, as the decision whether VoIP
is an “mformatron service” or “telecommunications service” is still pending. The FCC is considering
“clarifications and changes to the regulatory status of services and applications using IP, including VoIP
offerings. The FCC has issued a series of rulings in connection with the regulatory treatment of
interconnected VoIP service, but many of the rulings have been narrowly tailored and others have
addressed only discrete issues. In March 2004, the FCC issued a notice of proposed rulemaking seeking
comment on how it might categorize various types of IP-based setvices; for example, by distinguishing IP
services that interconnect to the public switched telephone network, or PSTN, or classifying those that are
used as.a true substitute for traditional telephone service. Although the FCC has yet to reach a conclusion
on many of the key issues presented in this proceeding, it has issued a series of orders holding that VoIP
services that interconnect with the PSTN are to be subject to a number of regulatory requirements,
including rules relating to Universal Service Fund (“USF”) contributions, Customer Proprietary Network
Information rules, the provisioning of network access to authorized law enforcement personnel local
_number portability, E-911 and others. The FCC also held that state utility regulatory commissions may not
impose pricing. and entry regulations on “nomadic” interconnected VoIP services such as that offered by
Vonage, cencluding that Vonage’s VoIP application, and others like it, are interstate services subject only
.to federal: regulation. Reviewing courts have affirmed these FCC decisions. Broader questions on the
regulatory status of VoIP remain to be resolved. We cannot predict how these matters will be resolved or

the impact of these matters on companies with Wthh we compete or interconnect.

e In November 2011, the FCC adopted 1ntercarr1er compensation rules under which all traffic, including
VoIP PSTN, traffic, ultimately will be subject to a bill-and-keep framework. Effective as of December 29,
2011, default rates for toll VoIP-PSTN traffic will be equal to interstate access rates applicable to non-VoIP
traffic both in terms of rate level and rate structure; default rates for other VoIP-PSTN traffic will be
reciprocal compensation rates. In addition, VoIP-PSTN traffic will be subject to the same phase- -down. of

" access rates as will 'be applied to traditional voice traffic, discussed further below. We expect these new
rules to result in a loss of revenues and could potentially increase our volume of carrier disputes. In

_addition, because the new.rules regarding payment obligations for VoIP traffic are prospective only and do
not address any intercarrier compensation payment obligations for VoIP traffic for any prior periods, we
cannot predict how existing disputes regarding treatment of this traffic for prior periods will be resolved.
The FCC also issued a Further Notice of Proposed Rulemaking which asks for further input on many of
the issues involved, 1nc1ud1ng IP to IP interconnection. While the FCC states an “expectation that parties
will negotiate in good faith” toward IP to IP interconnection agreements questions are asked regardlng
under what legal framework thesé interconnection arrangements should proceed which creates some
potentral uncertarnty regardrng whether these arrangements will be  economic.

. Intercarrier Compensatzon. The FCC regulates the access rates charged by local carriers to
interexchange carriers for the origination and termination of long distance traffic. These access rates make
up a significant portion of the cost of prov1d1ng long distance service. The FCC has adopted policy changes
that over time are reducing carriers’ access rates. Under the FCC’s November 2011 order, a uniform
bill-and-keep framework for both intrastate and interstate access traffic will be the ultimate end state for
 all telecommunications traffic exchanged with a local exchange carrier. The reforms required by the FCC’s
new rules will be phased in over a multi-year transition. Specifically, effective December 29, 2011, the
following rates were capped: (1) all interstate access rate elements and reciprocal compensation rates;
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(2) for price cap.carriers and CLECs operating in their areas, all intrastate access rates; and (3) for
rate-of-return carriers and CLECs operatifig in their areas, terminating access rates only. In addition,
~eompetitive carriers must reduce their intrastate tariffed access charges by July 2013 to those no greater
than:the incumbent carriers with which they compete, as is currently required with CLEC’s interstate
access charges. From 2013 through 2018, further reductions in both intrastate and interstate access charges
and reciprocal compensation rates are required, with an ultimate end state of bill-and-keep for all charges.
These new rules significantly alter the manner in which all carriers, including carriers such as us that use
different service platforms such as wireless and VoIP, are compensated for the origination and termination
of telecommunications traffic and the rates that we pay for these services. We expect these new rules to
result in a loss of revenues and could potentially increase our volume of carrier disputes. Also, it is possible
that the new rules will be subJect to appeals and requests for stay by numerous parties, furthér delaying
l implementation.

Special Access. Special access is a service offered by incumbent local telephone companies that
‘consists’ of -dedicated transmission facilities’ or private lines used by wireline and wireless
telecommunications carriers, Internet-based service providers and large enterprise end-users. We rely on
“the purchase of special access services for “last mile” access to many of our customers’ locations.- As a
result, the- price of special access services must be available at rates that allow us to price our retail
offerings to meet our gross margin expectations while remaining competitively priced in the retail market.
Incremental increases in the prices of special access services will exert pressure on our gross margins. Since
special access services are not subject to the unbundling requirements of the Communications Act, the
prices for special access services have not been directly affected by the FCC’s modification of network
unbundling rules. To the extent, however, that the availability of UNE digital T1 lines may have served as a
restraint on the prices:charged for special access services, we could face increased prices for special access
services given the limited alternative means of last mile access in some larger central offices resulting from
application of the current unbundling rules. - '

In 1999, the FCC adopted rules that enable incumbent carriers to obtain pricing ﬂexibility for their
interstate special access services in various metropolitan areas depending on-the level of competition
present in an area. We purchase interstate special access services from incumbent carrjers in many
metropolitan areas where pricing flexibility has been granted. Depending on the degree of pricing
flexibility for which the incumbent carrier qualifies in particular areas, the incumbent carrier may be
entitled to impose contracts with minimum revenue commitments and bundles. of purportedly discounted
and non-discounted services that, in effect, enable the carrier to charge substantially greater. prices for
special access services in those areas, while making it more difficult for competitive carriers to offer
- substitute services. In some cases, the FCC has granted petitions by the incumbent carriers for forbearance
from any regulation of some special access services. :

"Asa result of the mergers of BellSouth SBC and AT&T and of MCI and Verizon, the number of
'prov1ders of competitive access services has diminished. The FCC and the Department of Justice placed
conditions on the AT&T and Verizon mergers to constrain the ability of AT&T and Verizon to raise prices
on their wholesale special access and equlvalent retail services. These regulatory pncmg constraints have
now expired 'AT&T and Verizon are free to realign charges for special access services with current
commercial rates. Because a substantial portion of our services are generated through the use of special
access lines purchased from AT&T and Verizon, a significant increase in the price for special access could
substantially increase our cost of services. : V

The FCC currently is considering whether and how to reform its special access rules. We rely to a
considerable extent on interstate special access services purchased from the incumbent carriers in order to
connect to our customers. We cannot predict when the FCC will issue a decision regarding special access
prices or how any such decision will affect our business. A significant increase in the price for special access
could materially increase our cost of services. Add1t1onal pricing flexibility for special access services
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offeréd by the incumbent carriers could place us at a competitive disadvantage, both as a purchaser of
access and as a'vendor of access to other carriers or end-user customers.

 Universal Service. The Commumcattons Act and the FCC’s rules provide for a federal USFE, whlch is
1ntended to subsidize communications services in rural and high-cost areas,  services for low-income
consumers, and services for schools, libraries and rural health care providers. Currently, the FCC assesses
all telecommunications providers, including us, a percentage of interstate revenues received from retail
customers. Providers are permitted to pass through a specified percentage of their USF contribution
assessment to. their customers in a manner consistent with FCC billing regulations.

* In November 2008, the FCC proposed to base USF assessments on the number of telephone numbers
that a telecommunications carrier actively provides to residential customers and a “connections-based”
contrlbutlon methodology for business customers, rather than on a percentage of collected interstate
revenues. The objective behind the proposal is to capture USF revenues from the expanding number of
new service providers using different technologies to offer communications services. In February 2011, the
FCC issued another notice of proposed rulemaking to consider whether to limit the number of rec1p1ents
of USF proceeds in a specified geographic region and whether to select these recipients through a “reverse
auction” process, in which the company willing to serve the region using the least amount of USF proceeds
would be selected as the proceeds rec1p1ent Separately, various states maintain, or are in the process of
implementing, their own universal service programs, and the rules governing these state programs are also
subject to changes. It is difficult to predict how those changes might affect the telecommunications industry
or us. :

In addition, in November 2011, the FCC expanded the USF to include broadband services as part of a
“Connect America Fund.” The new fund also includes a Mobility Fund, making mobile broadband an
independent universal service objective. Further, FCC reform of the USF contribution methodology is
expected ‘to be addressed in 2012. The: application and effect of these changes, and similar state
requirements, on the telecommunlcatlons industry generally and on certain of our business activities
cannot be predicted.

National BroadbandPlan. As part .of the ‘American Recovery and Reinvestment Act of 2009,
Congress directed the FCC, in coordination with the National Telecommunications and Information
Administration, to develop a national broadband plan to ensure that Americans have access to broadband
capability and to establish benchmarks in service of that goal. The FCC delivered its plan to ‘Congress on
Match 16, 2010. The plan outlines at a high level the FCC’s policies concerning middle- mile transport,
intercarrier. compensatlon the USE, pole attachments, rights-of-way, spectrum allocation and broadband
adoption. : o :

The plan contams numerous recommendations for future actions by the FCC and Congress to further
the goal of nationwide broadband access. We articipate that the FCC will propose rule changes consistent
with the plan and will seek additional comments before any final rules are adopted. The development of
the FCC’s plan may lead to changes in the légal and regulatory environment in which we operate. We
cannot predict the nature and extent of the 1mpact which the outcome of these proceedmgs will have on us
or our operations. : : :

Customer Propneta;y Network Informatzon and anacy The Commumcatlons Act and the FCC’
rules require carriers to 1mp1ement measures to prevent the unauthorized dlsclosure of Customer
Proprietary Network Information, -or CPNL CPNI -includes information related to the quantity,
technological configuratlon type, destination and the amount of use of a ‘communications service. CPNI
rules include restrictions on telecommunications carriers and providers of interconnected VoIP service. We
must file a verified certification of compliance by March 1 of each year that affirms the existence of
training and other sales and marketing processes designed to prevent improper use and unauthorized
release of CPNI. An inadvertent violation of these and related CPNI requirements by us could subject our
company to significant fines or other regulatory penalties.
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Additional measures to protect CPNI and consumer privacy are proposed from time to time, and both
Congress and the FCC currently are considering such additional measures. These developments appear to
be part of a broader trend to protect consumer information as it continues increasingly to be transmitted in
electronic formats. We cannot predict whether additional requirements governing CPNI or other consumer
data will be enacted, or whether such additional requirements will affect our ability to market or provide
our services to current and future customers. '

Network Management and Internet Neutrality. In August 2005, the FCC adopted a policy statement
that outlined four principles intended to preserve and promote the open and interconnected nature of the
public Internet. The FCC, the Administration and Congress have expressed interest in imposing these
so-called “net neutrality” requirements on broadband Internet access providers, which address whether,
and the extent to which, owners of network infrastructure should be permitted to engage in network
management practices that prioritize data packets on their networks through commercial arrangements or
based on other preferences. The FCC in 2005 adopted a policy statement expressing its view that
consumers are entitled to access lawful Internét content and to run applications and use services of their
choice, sub]ect to the needs of law enforcement and reasonable network management. In an August 2008
decision, the FCC characterized these net neutrality principles as binding and enforceable and stated that
network operators have the burden to prove that their network management techniques are reasonable. In
that order, which was overturned by a court decision in April 2010, the FCC imposed sanctions on a
broadband Internet access prov1der for managing its network by blocking or degrading some Internet
transmissions and applications in a way that the FCC found to be unreasonably discriminatory. In
December 2010, the FCC issued new rules to govern network management practices and prohibit
unreasonable discrimination in the transmission of Internet traffic. These rules have not taken effect and
are currently being challenged in court. It is not possible to determine what specific broadband network
management techniques or related business arrangements may be deemed reasonable or unreasonable in
the future. We cannot predict how any future legislative, regulatory or judicial decisions relating to net
neutrality might affect our ability to manage our broadband network or develop new products-or services.

Forbearance. The Communications Act provides the FCC with the authority to not enforce, or
“forbear” from enforcing, statutory requirements and regulations if certain public interest factors are
satisfied. If the FCC ‘were to forbear from enforcing regulations that have been established to enable
competing broadband Internet access and VoIP, our business could be adversely affected. In December
2005, the FCC granted, in part, a petition for forbearance filed by CenturyLink (formerly Qwest) seeking
relief from specified dominant carrier regulations, including some unbundling obligations related to high
capacity loops and transport, in those portions of the Omaha metropolitan statistical area where facilities-
based competition had allegedly increased significantly. The FCC’s dominant carrier regulations require
CenturyLink, in part, to offer UNEs and also serve as a check on dominant carrier pricing for other
wholesale services, such as special access lines, that we seek to purchase at commercially acceptable prices.
Upon being granted relief by the FCC, CenturyLmk has substantially increased the prices for the network
elements that we use to provide services in eight central offices in the Omaha metropolitan statistical area.

In January 2007, CenturyLink filed additional petitions for relief from dominant carrier regulation in
the metropolitan statistical areas of Denver, Minneapolis-St. Paul, Phoenix and Seattle. In February 2008,
Verizon re-filed petitions, which had previously been denied, for relief from dominant carrier regulation
for the State of Rhode Island and Virginia Beach. In July 2008, the FCC denied the CenturyLink petitions.
CenturyLmk subsequently refiled a petition for forbearance for the Phoenix metropolitan statistical area
only in March 2009. The FCC issued an order in June 2010 denying CenturyLink petition for Phoenix and
setting forth spemflc thresholds and analytical frameworks that must be met for grant of such petitions.
CenturyLlnk has since appealed the FCC decision and order and that appeal remains in the courts. If a
court or the FCC upholds or grants any forbearance or similar petitions filed by incumbent carriers in the
future affecting markets in which we operate, our abxllty to purchase wholesale network services from
these carriers at cost-based prices that would allow us to achieve our target profit margins in those markets
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could be materially adversely affected. The grant of these petitions also would enable incumbent carriers to
compete with their competitors, including us, more aggressively on price in the affected markets.

Other Federal Regulation. In addition to the specific matters listed above, we are subject to a variety
of other FCC filing, reporting, record-keeping and fee payment requirements. The FCC has the authority
generally to condition, modify, cancel, terminate, revoke or decline to renew licenses and operating
authority for failure to comply with federal laws and the FCC’s rules, regulations and policies. Fines or
other penalties also may be imposed for such violations. The FCC or third parties may raise issues with
regard to our compliance with applicable laws and regulations. Moreover, we are subject to additional
federal regulation and compliance requirements from other. government agencies such as the Federal
Trade-Commission, the Internal Revenue Service and the Securities and Exchange Commission.

State Regulatzon

“We are subject to various state laws and regulatlons Generally, the state PUCs require providers such
as us to obtain certificates of authority from the commission before initiating service withiri the state. In
most states, we also are required to file tariffs or price lists setting forth the terms, conditions and prices
for specified services that are classified as intrastate and to update or amend our tariffs when we adjust our
rates or add new. products, We also are subject. to various reporting and record-keeping requirements and
contnbute to state USE E911 and other funds, and pay other taxes, fees and surcharges where applicable.
Certificates of authority can:.be: condmoned modified, canceled, terminated or revoked by state regulatory
authorities for a carrier’s failure to comply fw1th state. laws or rules, regulations and policies. of state
regulatory authorities. State utility commissions generally have authority to supervise telecommunications
service providers in their states and to enforce state utility laws and regulations. Fines or other penalties
also may be imposed for violations. PUCs or third parties may raise issues with regard to our compliance
with apphcable laws or regulations.

, We have authonty to offer 1ntrastate long dlstance services in all 50 U.S. states and the District of
Columb1a. We. prov1de local services, where authorized, by reselling the retail local services-of the
incumbent carrier in a given territory . and, in some established markets, using incumbent carriers’ network
elements and our own _local switching facilities.

State PUCs have responsibility under the Communications Act to oversee relationships between
incumbent cattiers and theit competitors with respect to such competitors’ use of the incumbent carriers’
network elements and wholesale local services. State PUCs arbitrate interconnection agreements between
the incumbent cafriérs and competitive carriers such as us when oné of the parties elects to have it do so.
Under thé Telecommunleatlons Act, the decisions of state PUCs with regard to interconnection disputes
may be appealed to federal courts. There remain important unresolved issues regarding the scope of the
authority of PUCs and the extent to wh1ch the comm1ss1ons w111 adopt pol101es that promote local
telephone service compet1t1on '

States also: regulate in part the mtrastate carrier access services of carriers 'such. as us. As.an
1nterexchange carrier (“IXC”), we are required to pay intrastate access charges to local exchange carriers
when they originate or terminate our- intrastate long distance traffic. As a CLEC, we charge IXCs
intrastate access charges for the origination and termination services we provide to them. Under the FCC’s
November 2011 order, state commissions will have oversight of the intrastate access charge transition
process to ensure-that carriers comply with the FCC’s timing and required reductions. States will continue
to review intrastate switched access tariffs, as well as interconnection agreemients and associated reciprocal
compensation- rates to ensure compliance with the FCC’s intércarrier compensation framework and
transition. In addition, a number of states have ordered their own gradual, multi-year intrastate access
charge reductions and the extent to which these state actions are preempted by the FCC’s order is unclear.
‘States will also have responsibility for determining the network “edge” for purposes of bill-and-keep. What

17



these proceedmgs may entail or to what extent requlrements arising from such proceedmgs will affect our
operations is unclear. ; o

. In addition, state legislatures are considering, and in some cases enactmg, new laws that limit the
authonty of the state PUCs to regulate and oversee the business deahngs of carriers. We.could-be harmed
by these actions.

We will be affected by how states regulate the reta1l prices of the incumbent carriers with whlch we
compete As the degree of intrastate competition is perceived to increase, states are offermg incumbent
carriers increased pricing flexibility and deregulation of particular setvices deemed to be competitive. This
flexibility and deregulation may présent the incumbent cartiers with an opportunity to-subsidize services
that compete with our servicés with revernues generated from their non-competitive services; thereby
allowing them to offer competitive services at prices lower than most or all of their competitors. For
example, AT&T has obtained authority to create affiliates that would operate on a much less regulated
basis .and, therefore, could provide significant competition.in addition to the local services. historically
offered bya much more regulated AT&T. We cannot predict the extent to which these developments may
affect our business. - : s c :

Many states require prior -approval for transfers of control of certified - carriers; “corporate
reorgamzatlons acqulsmons of telecommuinications operations, assignment of carrier assets, carrier stock
offerings and incuirence by carriers of srgmﬂcant debt ‘obligations. These requirements can delay and
increase the cost we incur to complete various financing trafsactions, incliding future stock or debt
offerings, the sale of part or all of our regulated busmess or the acqursmon of assets and other entmes to

be used in out regulated busmess

Local Government Authonzatzons and Related nghts-of Way

We are subject to numerous local regulations such as building codes, mun1c1pa1 franchlse
requnements ‘and licensing. Such regulat1ons vary on a city-by-city and county-by-county basis and can
affect our provision of both network services and carrier services. Wé are required to obtain street use and
construction permits and licenses or franchises to install and expand our fiber optic network using
municipal rights-of-way. In some municipalities where we have' installed network equipment, we- are
required to pay license or franchise fees based.on a percentage of gross revenues or a per linear foot basis.
Followmg the explration of existing franchises, these fees are at,risk of increasing. In. many markets,
incumbent carriers do not pay these franchise fees or pay fees that are substantially lower than those
required to be paid by us, although the Telecommumcatlons Act requires that, in the future, such fees be
applied in a competltlvely neutral manner. To the extent that our competitors do not pay the same level of
fees that we do, we could be at-a competitive dlsadvantage Termination of the existing franchise or license
agreements before their expiration dates, or a failure to renew the franchise or license agreements, and a
requirement that we remove the correspondmg portion of our facilities or abandon the correspondmg
portion of our network, could harm our business. In addition, we would be adversely affected if we are
unable to obtain addltlonal authorizations for any new netw’ork construction on reasonable terms '

‘A number of states are cons1der1ng reforming their laws and regulatlons governing the issuance. of
franch1ses and permlts by local governmental authorities, and some states already have enacted laws
authonzmg some types of entities to secure a state-wide franchise, Congress also has considered from time
to. time, and may consider in the future, various proposals, intended to reform the relatlonshlp between
federal, state and local governments in connection with the franchising process. We cannot predict how
these issues will be resolved, or the extent to which these developments will affect our ab111ty to compete.
Unresolved . issues also exist regardmg the ability- of new local service provrders to gain access .to
commercial office bulldlngs to serve tenants. The outcome of these challenges cannot be predicted.
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Other Regulation

- Internet Taxation. The Internet Tax Non-Discrimination Act, which is in effect through November
2014; places a moratorium on taxes on Internet access and multiple, discriminatory taxes on electronic
commerce. Certain states have enacted various taxes on Internet.access and .electronic commerce, and
selected states’ taxes are being contested on a variety of bases. If these state tax laws are not successfully
contested, or if.future state and. federal laws imposing taxes or other regulations on Internet access and
electronic commerce are adopted, our cost of prov1d1ng Internet access services could be increased and our
business could be adversely affected. R

Consumer Protection. Federal and state governments have adopted consumer protection laws and
undertaken enforcement actions to address advertlsmg and user privacy. As part of these efforts, the
Federal ‘Trade -Commission (“FIC”) and ‘some - state Attorney General offices have ' conducted
investigations into‘the privacy practices of con’fpanles that ‘collect information about individuals on the
Internet. The FTC and various state’ agen01es as well as individuals have investigated and asserted -claims

against, or instituted inquiries into; ISPs in connection with marketmg, b1111ng, customer retentlon
cancellation and disclosure practices. ‘

Propmetary nghts

Our EarthLink, EarthLink Business and PeoplePC trademarks are valuable assets to our busmess and
are registered trademarks in the United States. In particular, we believe the strength of these brands
among existing and potential customers is important to the success of our business.. Additionally, our
EarthLink, EarthLink Business and PeoplePC service marks, proprietary technologies; domain names and
similar intellectual property are also important to the success of our business. Although we do have several
patents, we do not consider these patents important to our business. We principally rely upon trademark
law as well as contractual restrictions to establish and protect our technology and proprietary rights and
information. We require employees and consultants and, when possible, suppliers and distributors to sign
confidentiality agreements, and we generally control access to, and distribution of, our technologies,
documentation and other proprietary information. We will continue to assess appropriate occasions for
seeking trademark and other intellectual property protections for those aspects of our business and
technology that we believe constitute innovations providing us with a competitive advantage. From time to
time, third parties have alleged that certain of our technologies infringe on their intellectual property
rights. To date, none of these claims has had an adverse effect on our ability to market and sell our services.

Employees

As of December 31, 2011, we had 3,241 employees. None of our employees are represented by a labor
union, and we have no collective bargaining agreements. We consider our relationship with our employees
to be good and have not experienced interruptions of operations due to labor disagreements.
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Available Information

- We file annual reports, quarterly reports, current reports, proxy statements and other documents with
the Securities-and Exchange Commission (the “SEC”) under the Securities Exchange Act of 1934, as
amended. The public may read and copy any materials that we file with the SEC at the SEC’s Public
Reference Room at 100 F Street, NE, Washington, DC20549. The public may obtain information on the
operation of the Public Reference Room by calling the SEC at (202) 942-8090. Also, the SEC maintains an
Internet web site that contains reports, proxy and information statements, and other information regarding
issuers, including EarthLink, that file electronically with the SEC. The public can obtain any.documents
that we file with the SEC at http'//www sec.gov.

We also make available free of charge on or through our Internet web site (http://www. earthlink. net)
our Annual Report on Form 10-K, Quarterly Reports on Form. 10-Q, Current Reports on Form 8-K, and, if
applicable, amendments to those reports filed or furnished pursuant to Section 13(a) of the Securities
Exchange Act of 1934, as amended, as well as Sectlon 16 reports filed on Forms 3, 4 and 5, as soon. as
reasonably practicable after we electronically file such material with, or furnish it to, the SEC. Our Internet
web site is not meant to be incorporated by reference into this Annual Report on Form 10-K.

We also provide a copy of our Annual Report on Form 10-K via mail, ‘at no cost, upon receipt of a
written request to the following address:

Investor Relations
EarthLink, Inc.

1375 Peachtree Street
Atlanta, GA 30309 - -
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Item 1A. Risk Factors.

. The following risk factors and other information included in this Annual Report on Form 10-K should
be carefully considered. The risks and uncertainties described below are not the only ones we face.
Additional risks and uncertainties not presently known to us or that we currently deem immaterial also
may adversely impact our business operations. If any of the following risks occur, our business, financial
condition, operating results and cash flows could be materially adversely affected.

Risks Related to Qur Strategy

N

We may not be able to execute our strategy to grow our business services revenue, which could adversely impact our
results of operations and cash flows. ‘

One of our key strategies is to grow our business services revenue. Since December 2010, we have
significantly expanded our business services and revenues thirough acquisitions, ‘including two large
regional competitive local exchange carriers and several smaller companies which added new product and
service capabilities. In December 2011, we launched a nationwide suite of business voice, data and Internet
solutions. In addition to leveraging our fiber network and nationwide IP reach to provide a broad range of
communications services, we are deploying a wide “array of cloud, managed security ‘and IT support
services. Our strategy for further growth is for EarthLink to serve as an IT services company for businesses
with IT and network security needs. We are focused on growing these managed services revenues through
new and existing channels, leveraging distribution channels and positioning our business to take advantage
of important trends in the markets for -our products and services, including the emergence of cloud
computing.

There can be no assurance that our strategy will be successful. The market for managed services is
relatively new and continues to evolve. While we believe our expertise, investments in infrastructure and
breadth of services provides us with a strong foundation to compete, if we do not have sufficient customer
demand to support our new services, our financial results may be harmed. Certain revenues of
ITC " DeltaCom and One Communications have been declining and we expect the revenues from certain
aspects of these businesses to continue to decline. Therefore, the inability to. successfully implement our
strategy to counteract these declining revenues could have an adverse impact on our busmess financial
condltlon results of operations and cash flows.

‘Our success. depends on the timing -and market acceptance of our new products and- services, our
ability to market our services in a cost-effective manner to new customers, our ability to differentiate our
services from those of ‘our competitors, our ability to maintain and expand our sales to existing customers,
our ability to strengthen:awareness of our brand, our ability to ensure effective training and product
knowledge of our sales force and the reliability and quality of our services. In addition, our managed
services portfolio may create operating inefficiencies and result in service problems if we are unsuccessful
in fully integrating such new services or platforms into our existing operations. If the market for these
services fails to grow or grows more slowly than we currently anticipate, or if our services fail to achieve
widespread customer acceptance, our business would suffer. Any of the foregoing could adversely impact
our results of operatlons and cash flows. . :

We may be unsuccessful mtegratmg acquisitions into our business, which could result in operatmg dlﬂicultzes,
losses and other adverse consequences.

We -have -completed two major acqu1s1t10ns and several smaller acquisitions since December 2010
including our acquisitions of ITC~ DeltaCom, One Communications and STS Telecom. Our management
has been and continues to be involved in-integrating these acquisitions into our legacy business, including
integration: activities related to certain billing, data warehouse; financial reportmg and operating support
systems. Our ability to achieve the benefits of acquisitions depends in part on the successful integration
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and leveraging of technology, operations, sales and marketing channels and personnel. Integration and
other risks associated with acquisitions can be more pronounced for larger and more complicated
transactions or if multiple transactions are 1ntegrated simultaneously. The challenges and risks involved in
the integration of our acqurred businesses, as well as any future businesses that we may acquire, include:

..* diversion of -management’s attention and resources that would otherwise be available for the
current operation of our business;

» failure to fully achieve expected synergies and costs savings;
* higher integration costs than anticipated;

».the impact on employee morale and the retention of employees, many of whom may have
specialized knowledge about the business; .

.. lost revenues or opportunities as a result of our current or potential customers or strategic partners
deciding to delay or forego business;

* difficulties combining product offerings and enterlng mto new markets in which we are not
vexperlenced )

' difficulties mtegrating the sales organiiations of acquired companies;

* the integration of departments, operatmg support systems, such as provisioning and billing systems,
and technologles, such as network equlpment ’

* the need to unplement and maintain umform controls procedures and pohcres throughout all of
our acquired companies or the need to remediate significant control deficiencies that may exist at
acquired companies; and

. potenﬂtial‘ unknown liabilities.

We may not realize anticipated synergies, cost savings, growth opportunities and operational
efficiencies from our acquisitions; or the anticipated benefits may take longer or present greater cost to
realize than expected. In addition, we recéntly connected and consolidated the networks acquired in our
recent acquisitions with our existing network in order to launch a nationwide product platform. We may
experience operating inefficiencies or service problems in the short term as a result of integrating these
networks. This is a complicated undertaking requiring significant resources and expertise and support from
third-party vendors. There may be additional difficulties that arise during this integration period as a result
of the risks related to back-end integration of the networks, such as problems and inefficiencies relating to
certain manual processing that is required, rather than relying on automated systems. The occurrence of
any of these risks could have a material adverse effect on our business, results of operatrons financial
condition or cash flows. :

We may be unable to successﬁllly ldentzjji, manage and assimilate future acqutsmons, which could adversely affect
our results of operations. : , ’

We expect to continué to evaluate and consider potent1al strategic transactions in order to grow our
business, including our product portfolio. At any given time, we may be engaged in discussions or
negotiations with respect to one or more of such transactions that may be material to our financial
condition and results of operations. There can be 1o assurance that any such discussions or negotrauons
will result in the consummation of any transaction, or that we will identify appropriate transactions on
terms acceptable to. us. Future acquisitions may-result in significant costs and expenses and charges to
earnings, including those related to severance, employee benefit costs, retention costs for executive officers
and key.employees, asset impairment charges, charges from the elimination of duplicative facilities and
contracts, unexpected liabilities, legal, accounting and financial- advisory fees. Adverse capital markets
conditions could also negatively impact our ability to make acquisitions. Additionally, future acquisitions
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may result in the dilutive issuances of equity securities, use of our cash resources, incurrence of debt or
contingent liabilities, amortization expense related to. acquired definite-lived intangible assets or the
potential lmpalrment of amounts capitalized as intangible assets, including goodwill. Any of these items
could have a material adverse affect on our business, financial condition, results of operations and cash
ﬂows ‘

‘We also may experience risks relatmg to the challenges and costs of closmg a transaction and the risk
that an announced transaction may not close. Completion of certain acquisition transactions are
conditioned upon, among other things, the receipt of approvals, including from the Federal
Commumcatrons Commission (“FCC”) and certain state public utility commissions. Failure to complete a
pendmg transaction would prevent us from realizing the anticipated benefits. We would also remain liable
for srgnrfrcant transaction costs, 1ncludmg legal and accounting fees, whether or not the transaction is
completed. In addition, the market price of our common stock may reflect a market assumption as to
whether the transaction will occur. Consequently, the completion of, or a failure to complete, a transaction

, could result in a SIgmficant change in the market price of our common stock

If we are unable to adapt to changes in technology and customer demands, we may not remain competitive, and our
revenues and operating results could suffer.

We operate in an industry characterlzed by changmg technology, changes in customer needs and
frequent new service and product 1ntroduct1ons part1cularly in the areas of VoIP, broadband services and
advanced wireless offermgs Out success will depend, in part, on our ability to use leading technologles
effectrvely, to continué to develop our technical expert1se to enhance our existing services and to develop
new services that meet changing customer needs on a timely and cost-effective basis. We may not be able
to adapt qurckly enough to ¢hanging technology, customer requ1rements and 1ndustry standards

Specifically, in our Business Services segment, new technologies such as 4G, Ethernet or other
alternatives to network access, could result in the development of additional products or services that
compete with or displace ours, or that enable current customers to bypass use of our networks. In addition,
communications customers -are increasingly using wireless forms of communication, such as handheld
Internet-access devices and mobile phones, which has resulted in a decline in the volume of voice traffic
_carried by traditional wireline communications networks. In our Consumer Services segment, new
'technolog1es ‘such as h1gh-speed data-over-cable-service-interface specification, or DOCSIS, technology
offered by many cable broadband prov1ders and advanced fiber-based technologies being utilized by AT&T
and Verizon may adversely affect our broadband and dial-up access businesses. The increasing use of
wireless communication, VoIP providers and the acceleration of the adoption of broadband due to
government fundlng to deploy broadband to rural areas could also negatively impact our consumer
business. Fmally, our dial-up serv1ces are dependent on dial-up modems and an increasing number of -
" computer manufacturers do not pre-load the1r new computers with dial-up modcms, requiring the user to
separately acquire a modem to access our services. Any of these factors could adversely affect our revenues
and profitability.

The development and offering of new services in response to new technologies or consumer demands
may require us to increase our capital expendltures significantly. We recently invested in network
expansion, upgrades and increased capacity in order to support our nationwide launch of new products and
services. We may be required to further invest or to convert our existing network to a network using more
advanced technology. We: may also be required to replace outdated or incompatible equipment acquired in
our recent acquisitions. If we are unable successfully to install or operate new network equipment or
convert our network, or if the technology choices we make prove to ‘be incorrect, ineffective or
‘unacceptably costly, we may not be able to compete effectively. In addition, new technologies may be
protected by patents or other 1ntellectual property laws, and, therefore, may be available only-to our
compet1tors : :
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,Our Jailure to achieve operating ejﬁciencies will adversely affect our results of operations.

We have an operatmg framework that 1nc1udes a dlscrphned focus on operational eff1c1ency The
“success of our operating efficiencies and cost reductions i is necessary to achieve the desired synergies we
hope to achieve with the integration of our recent acqu1s1t10ns We are incurring increased costs related to
our business services growth strategy. If the increased costs required to support our revenue growth turn
out to be greater than anticipated, or our resulting revenues lower than expected, we may be unable to
improve -our results of operations and/or cash flows.

The success of our operatrng efficiencies and cost reductions is also necessary to ahgn costs wrth
trends in revenue for our Consumer Sérvices segment. However, although we seek to align our cost
structure with trends in revenue for our Consumer Services segment, we do not expect to be able to reduce
_our cost structure to the same extent as our declines in revenue and our cost reduction initiatives ‘might not
' yleld the antlclpated beneflts In addition, large- -scale cost reduction opportunities may be more limited in
the future and in some cases, we may incur upfront costs in connection with 1mplement1ng certain
initiatives. If we do not recognize the anticipated benefits of our cost reduction initiatives, or do so in a
timely manner, our results of operations and cash flows will decline.

Unfavorable general economic conditions could harm our business.

Unfavorable general economic conditions, including recession and disruptions to the credit and
financial markets, could negatlvely affect our business. These cond1t1ons could adversely affect the
' affordablhty of, and customer demand for, some of our products and services and could cause customers to
delay or forego purchases of our products and semces Our business customers are partrcularly exposed to
‘a weak economy. Unfavorable general économic conditions could cause business customers to reduce
technology spendmg, which could negatively impact sales of our new IT and cloud services. In addition, our
business customers may not be able to obtain adequate access to credit, which could affect their ability to
make timely payments to-us. One or more of these circumstances could cause our revenues-to decline,
churn to increase, allowance for doubtful accounts and write-offs of accounts receivable to increase or
otherwise have a materlal adverse effect on our business, financial posrtron results of operations and cash
flows. : A
Unfavorable general economlc conditions could also negatively impact third-party vendors we rely on
for services and network equlpment integral to our business. If these vendors encounter financial
difficulties, their ‘ability to supply services and network equipment to us may be. curtalled If such vendors
were, to fail, we may not be able to replace them without dlsruptlon to, or deterloratlon of, our service and
we may incur higher costs associated with new vendors. If we were required to purchase another
‘manufacturer’s equlpment we could incur significant initial costs to 1ntegrate the equrpment into our
network and to train personnel to use the new equipment. Any interruption in the services provided by our
thlrd-party vendors could adversely affect our business, financial posmon results of operations and cash
flows.

‘Risks Related to Our Business Services Segment

We Jace szgmﬁcant competttwn in the communications and managed IT services tndustiy that could reduce our
, proﬁtabzlzty ‘

. The commumcatlons industry is highly competitive, and we expect this competition to 1nten51fy These
markets are rapidly changing due to industry consolidation, an evolving regulatory environment and the
-emergence of new technologies. We compete directly or indirectly with incumbent.local exchange carriers
(“ILECs”),  such as ~AT&T, CenturyLink, Inc. and Verizon Communications :Inc.; ‘competitive
telecommunications companies (“CLECs”), such as Level 3 Communications Inc., MegaPath, Inc.,
Windstream Corporation and XO Holdings Inc.; interexchange carriers, such as Sprint . Nextel
Corporation; wireless and satellite service providers; cable service providers/multiple system operators
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(MSOs), such as Charter Communications, Inc., Comcast Corporation, Cox Communications, Inc. and
Time Warner Cable; and stand-alone 'VoIP providers. We experience: significant pricing and product
competmon from AT&T and other incumbents that are the dominant providers of telecommunications
services in our markets. We have reduced, and may be requ1red to further reduce, ‘some or all of the prices
we charge for our retail local, long dlstance and data services.

The managed IT services industry is also highly competitive.. These markets are fragmented and
evolving. Competitors range in size from small, local independent firms to very large telecommunications
companies, hardware manufacturers and system integrators. We compete directly or indirectly with
telecommunications :companies’ such ‘as AT&T, Verizon ~Communications Inc. and Level 3
Communications Inc.; system integrators such as IBM, Hewlett-Packard, Accenture and CSC; managed
hosting and cloud providers such as Equinix, Inc., Internap Network Services Corporation, Rackspace
Hosting}Inc., Terremark Worldwide, Inc. and Web.com Group, Inc.; and managed security.companies such
as Perrmeter eSecurity and Secure Works. . ~

Competltlon could adversely impact us in several ways, including (i) the loss of customers and
resultlng revenue, (ii) the possibility of customers reducing their usage of our services or shifting to less
profitable services, (iii) reduced traffic on our networks, (iv) our need to expend substantial time or money
on new capital improvement projects, (v) our need to lower prices or increase ‘marketing expenses to
remam competltlve and (vi) our 1nab111ty to dlversrfy by successfully offering new products or servrces ‘

We believe the primary competitive factors in the communications and managed servrces 1ndustnes
include price, availability, reliability of service, network security, variety of service offerrngs quality of
sérvice and reputatron of the service prov1der While we believe our business services compete favorably
based on some of these factors we are at a competitive disadvantage with respect to certain of our
competitors. Many of our currént and potential competitors have greater market presence, engmeerrng,
technical and marketing capabrhtres and financial, personnel and other resources substantially greater than
ours; own Iarger and more diverse networks; are subject to less regulatron or have substantially stronger
brand names. In addition, industry consolidation has resulted in larger competitors that have greater
economies of scale. Consequeritly, these competitors may be better equipped to charge lower prices for
their products and services, to provrde more attractive offerings, to develop and expand their
communrcatlons and ‘network infrastructures more qurckly, to adapt more swiftly to new or emergmg
technologres and changes in customer requirements, to increase prices that we pay for wholesale inputs to
our services and to devote greater résources to the marketrng and sale of their products and servrces '

Decisions by the Federal Communications Commission reltevmg incumbent carriers of certain regulatory‘
requirements, and possible further deregulatwn in the future, may restrict our abtltty to provzde services and may
increase the: costs:we incur to provzde these services. :

I
rey

We rely in 31gmfrcant part on purchasrng wholesale services and leasing network facrlrtres from AT&T
and othier mcumbent carriers. Over the past several years, the FCC has reduced or ehmmated a number of .
regulatlons govermng the 1ncumbent carriers’ offerings, 1nclud1ng removal of local swrtchlng and’ other
network elements from the list. of elements that the incumbent carriers must provide on an unbundled
basis at TELRIC cost-based rates, as well as the grant of broad pricing ﬂexrbrhty to incumbents for their
specral access services in many areas. If the 1ncumbent carriers do not continue to ‘permit us to purchase
these sérvices from™ them’ under ‘commercial arrangements at reasonable rates, our busrness could be
adversely affected and our cost of providing local service could increase. “This can have a s1gmf1cant adverse
impact on our operating results and cash flows. If the FCC, Congress, state legislatures or state regulatory
agencies were to adopt measures further reducrng the local competition-related obligations of the
incumbents or ailowmg ‘those carriers to increase further the rates we must pay, we could experlence
additional increases in operating costs that would negatively affect our operating results and cash flows.
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Ifwe are unable to interconnect with AT&T, Verizon and other incumbent carriers on acceptable terms, our ablltty to
offer competitively priced local telephone services will be adversely ajfected

To prov1de local telephone services, we must interconnect with and resell the servrces of the
incumbent carriers to supplement our own network fa01l1t1es pursuant to interconnection agreements
between us and the incumbent carriers. We operate under interconnection agreements with AT&T,
CenturyLink, Fairpoint Communications, Frontier Communications, Verizon and Windstream. An
interconnection agreement typically has a term of three years, although the parties may mutually agree to
extend or amend such agreements. If we are not able to renegotiate or enter into interconnection
agreements on acceptable terms, or if we are subject to unfavorable arbitration decisions, our cost of doing
business could increase and our ability to: compete could be impeded. Moreover, our interconnection
agreements and traffic exchange with companies other than ILECs (such as wireless and VoIP providers
and other competitive carriers) are not subject to the statutory arbitration mechanism, making - it
potentially more difficult to reach any agreement on terms that we view as acceptable. If we are unable to
enter into or maintain favorable interconnection agreements in our markets, our ability to provide local
services on a competitive and profitable basis may be adversely affected. Any successful effort by the
incumbent carriers to deny or substantially limit our access to their network elements or Wholesale semces
also would harm our ability to prov1de local telephone services.

Our operating performance will suffer if we are not ojfered competitive rates for the access services we need to
provide our long distance services.

We depend on other’ commumcat1ons companies to originate and terminate a significant portron of
the long distance traffic 1n1t1ated by our customers. The FCC regulates the access rates charged by local
carriers to 1nterexchange carriers for the origination and termination of long distance traffic. These access
rates make up a significant portion of the cost of prov1d1ng long distance service. The FCC has recently
adopted policy changes that over t1me are reducing carriers’ access rates. These new rules significantly
alter the manner in which all carriers, including carriers that use different service platforms such as
wireless and VoIP, are, compensated for the or1g1nat1on and termination of telecommunications traffic.
These new rules also may alter the rates that we pay for our access services. We eexpect these new rules to
result in a loss of revenues and could potentially increase our volume of carrier dlsputes Our operating
performance will suffer if we are not offered these access services at rates that are substantlally equivalent

to the costs of, and rates charged to, our competltors and that permit profitablé pricing of our long
distance services.

We may experience reductwns in switched access and reaprocal compensatwn revenue.

We may experience declines in revenues for switched access and reciprocal compensatlon asa result
of lower volume of traditional long distance voice minutes and FCC and state regulations compelling a
reduction of switched access and recrprocal compensatlon rates. The FCC recently adopted policy changes
that over time are reducmg carriers’ access rates. We expect these new rules to result in a loss of revenues
and could potentlally increase our volume of carrier disputes. In addition, the FCC currently is considering
whether and how to reform its special access rules. We rely to a considerable extent on interstate special
access services purchased from the incumbent carriers in order to connect to our customers. Switched
access and rec1proca1 compensation together have been declining over time. There can be no assurance
that we will be able to compensate for the reductlon in 1ntercarr1er compensation revenue with other
revenue sources or mcreased volume

Failure to obtaiii"and maintain necéssary permits and rights-oﬁWay coitld inteifere with our network inﬁ'astmcture
and operatwns. ‘ ‘

To obtain and maintain rights-of-way and similar franchlses and hcenses needed to mstall operate and
maintain fiber optic cable and our other network elements, we must negotiate and manage agreements
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with state highway authorities, local governments, transit authorities, local telephone companies and other
utilities, railroads, long distance carriers and other parties.: If any of these authorlzatlons terminate or
lapse, our operatlons could be adversely affected. : o

We have substantial business relationships with several large telecommunications  carriers, and some of our
customer agreements may not continue due to financial difficulty, acquisitions, non-renewal or other factors, which
could adversely affect our wholesale revenue and. results of operations. -

We generate wholesale revenue from. the sale of transmission capacrty to other teleoommumcatlons
carriers and have substantial business relationships with several large ‘telecommunications carrlers for
Whom we prov1de services. The highly competitive environment and the industry consolidation in the
communications markets has challenged the financial condition and growth prospects. of some of our
carrier customers, and has caused such carrier customers to optimize the telecommunlcatlons capamty that
they use among competing telecommunications services providers’ networks, 1nclud1ng ours. Replacing this
wholesale revenue may be difficult because individual enterprlse and small to medium business customers
tend to place smaller service orders than our larger carrier customers. In addition, pricing pressure on
services that we sell to our carrier customers may challenge our ability to grow revenue from carrier
customers. As a result, if our larger carrier customers terminate the services they receive: from us our
wholesale revenues and results of operations could be materlally and adversely affected

Rlsks Related to Our Consumer Semces Segment

Our commercial and alliance arrangements may not be renewed or may not. generate expected beneﬁts which. could
adversely affect our results of operations. »

A significant number of our new consumer subscribers have been generated through our marketing
alliance with Time Warner Cable and Bright House Networks and other strategic alliances. Our agreement
with Time Wainer Cable and Bright House Networks expires in October 2013 and there are no assurances
we will be able to extend the agreement, or that we will receive the same benefits as we do today if the
agreement is extended. Generally, our strategic alliances and marketing relationships are not exclusive and
may have a short term. In addition, as our agreements expire or otherwise terminate we may be unableé to
renew or replace these agreements on comparable terms, or at all. Our inability to maintain our marketing
relationships or establish new marketing relationships could result in delays and increased costs in adding
paying subscribers and adversely affect our ability to add new customers, which could, in turn, have a
material adverse effect on us. The number of customers we are able to add through these marketing
relationships is dependent on the marketing efforts of our partners, and there is no commitment for these
partners to provide us with new customers. A significant decrease in the number of gross subscriber
additions generated through these relationships could adversely affect the size of our customer base and
revenues.

Our consumer buszness is dependent on the avatlabtltty of thlrd-party network service providers.

" Our consumer business depends on the capacity, affordability, rehablhty and security of third-party
network serv1ce prov1ders Only a small number of providers offer the network services we require, and the
majority of our network services are currently purchased from a limited number of network setvice
providers. Our principal provider for narrowband services is Level 3. We also purchase narrowband
services from certain regional and local providers. Our largest providers of broadband connectivity are
AT&T, Bright House Networks, CenturyLink (formerly Qwest), Comcast, MegaPath (formerly Covad),
Time Warner Cable and Verizon. Many network service providers have merged and may continue to
merge, which would: reduce the number of suppliers from which we could purchase network services."
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., We cannot be eertain of renewal or non-termination of our contracts or that legislative or regulatory
factors will not affect our contracts. Our results of operations could be materially adversely affected if we
are unable to renew or extend contracts with our current network service providers on acceptable terms,
renew or extend current contracts with our network service providers at all, acquire similar network
capacity from other network providers, or otherwise maintain or extend our footprint. Additionally, each
of our network service providers sells network access to some of our competitors and could choose to grant
those competitors preferential network access, or pricing. Many of our network service providers compete
with us in the market to provide consumer Internet access. As our consumer business continues to decline,
our vendors may not want to continue their relationship with us or do so at current prices. In addition, as
our consumer subscribers continue to decline, our value-added partners may raise their wholesale prices or
discontinue their partnering relatlonshlp with us. Such events may cause us to incur additional costs, pay
increased rates for wholesale access services, increase the retail prices of our service offerings and/or
discontinue providing retail access services, any of which could adversely affect our ablllty to compete in
the market for consumer access services.

We face s:gmﬁcant competmon in the Internet mdustry that could reduce our profitability.

We operate in the Internet access industry, which is extremely competitive. We. compete dlrectly or
indirectly with national communications compames and local exchange carriers, such as AT&T,
CenturyLink, Verizon and Windstream; cable companies providing broadband access, including Charter
Communications, Inc., Comcast Corporatlon, Cox Communications, Inc. and Time Warner Cable; local
and regional ISPs; establlshed online services companies, such as AOL and the Microsoft Network; free or
value-priced ISPs, such as United Online, Inc. which provides service under the brands Juno and NetZero;
wireless Internet service providers; content companies and email providers, such as Google and Yahoo!;
and satellite and fixed wireless service prov1ders Competitors for our consumer VoIP services also include
companies that offer VoIP services as their primary business, such as Vonage, and competitors for our
advertlsmg services also include content providers, large web pubhshers web search engine and portal
compames Internet advertising providers, content aggregation companies, social- networkmg web sites,
and various other companies that facilitate Internet advertising. Competition in the market for Internet
access services is hkely to continue to increase. Competition could adversely impact us.in several ways,
including: decrease pricing of our setvices; increase churn of our existing customers; increase operating
costs; or. decrease. ‘the number of subscribers we are able to add.

We believe the primary competitive factors in the Internet access industry are price, speed, features,
coverage area and' quality of service. While we believe our Internet access services compete favorably
based on some of these factors when compared to some Internet access providers, we are at a competitive
disadvantage relative to some or all of these factors with respect to other of our competitors. Current and
potential competitors include many large companies that have substantially greater market presence and
greater financial, technical, marketing and other resources than we have. Our dial-up Internet access
services do not compete favorably with broadband services with respect to speed, and dial-up Internet
access services no longer have a significant, if any, price advantage over certain broadband services. Most
of the largest providers of broadband services, such as cable and telecommunications companies, control
their own networks and offer a wider variety of services than we offer, including voice, data and video
services. Their ablhty to bundle services and to offer broadband services at prices below the price that we
can profitably offer comparable services puts us at a competmve disadvantage. In addition, our only
significant access to offer broadband services over cable is through our agreement with Time Warner.

We experience pricing pressures for certain of our consumer access services, particularly our
consumer broadband services, due to competition, volume-based pricing and other factors. Some
providers, including AT&T, have reduced and may continue to reduce the retail price of their Internet
access services to maintain or increase their market share, which could cause us to reduce, or prevent us
from raising, our prices. We may encounter further market pressures to: migrate existing customers to
Jower-priced service offerings; restructure service offerings to offer more value; reduce prices; and respond
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to particular short-term, market-specific situations, such as special introductory pricing or new product or
service offerings. Any of the above could adversely affect our revenues and profitability.

The continued decline of our consumer access subscnbers, combmed with the change in mix of our consumer access
base from narrowband to broadband, will adversely affect our results of operations.

Our consumer access revenues consist primarily of narrowband access revenues and broadband access
revenues. Our narrowband subscriber base and revenues have been declining and are expected to continue
to decline due to continued maturation of the market for narrowband access and increased availability and
reduced pricing of broadband access services. Our broadband subscriber base and revenues have been
declining due to increased competition among broadband providers. We expect our consumer access
subscriber base and revenues to continue to decline, which will adversely affect our proﬁtablhty and results
of operations. In addition, we have done, and expect to continue to do, targeted price increases, which
could negatively impact our churn rates. Our strategy for consumer access subscribers is to engage in
limited sales and marketmg efforts and focus instead on retaining customers and adding customers that are
more likely to produce an acceptable rate of return. If we do not maintain our relationships with current
customers or -acquire new customers our ‘revenues will decline and our profitability will be adversely
affected.

Changes in the mix of our consumer access subscriber base, from narrowband access to broadband
access, have also negatively affected our consumer access profitability. Our consumer broadband access
services have lower gross margins due to the higher costs associated with delivering broadband services:
Our ability to provide these services profitably is dependent upon cost-effectively purchasmg wholesale
broadband. access and managing the costs associated with - delivering broadband services. While. we
contlnuously evaluate cost reduction opportunities associated with the delivery of broadband access
services, our overall profitability will be adversely affected if we are unable to continue to manage and
reduce costs associated with the'delivery of broadband services.

Potential regulation of Internet service providers could adversely aﬁect our operations.

- Our Internet access services are hot currently subject to substantial regulation by the FCC or state
pubhc utilities commissions. Both Congress and the FCC are considering proposals that involve greater
regulation of IP-based service providers. Depending on the content and scope of any regulations, the
imposition of such regulations could have a:material adverse effect on our business and the profitability of
our services. Currently, narrowband Internet access is classified as-an “information service” and is not
subject to traditional telecommunications services regulation, such as licensing or pricing regulation. Any
change to these rules that would apply per-mmute carrier access charges to dial-up Internet access traffic
could significantly lmpact our costs for this service. While Internet traffic is not subject to the FCC’s
carrier access charge regime, dial-up ISP bound traffic is regulated by the FCC. The FCC has established a
uniform, nationwide rate for ISP-bound traffic, but these rules have been criticized by the courts and
further judicial scrutiny is expected. Changes to the rules governing dial-up ISP bound traffic could impact
our cost of providing this service.

The current regulatory environment for VoIP services remains unclear, as the decision whether VoIP
is an “information service” or “telecommunications service” is still pending. Classifying VoIP as a
telecommunications service could require us to obtain a telecommunications license, comply with
numerous legacy telephone regulations, and possibly subject the VOIP traffic to inter-carrier access
charges, which could result in increased costs: In addition, our E911 emergency service for our VoIP
services is different in significant respects. from the emergency calling services offered by tradltlonal
wireline telephone companies. Those differences may cause significant delays, or even failures, in callers’
receipt of the emergency assistance they need. VoIP providers are not currently protected by legislation, so
any resulting liability could be substantial.
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Broadband Internet access is also currently classified as an “information service.” While current
policy exempts broadband access services from the USE, the Congress and FCC may consider expanding
the USF to include broadband Internet access services. This change could allow broadband service
providers to receive a subsidy for deploying broadband in-rural and underserved areas, but it will most
likely require broadband service providers to contribute to the fund as well. If broadband Internet access
providers become subject to USF contribution obligations, they would likely impose a USF surcharge on
end users. Such a surcharge will raise the effective cost of our broadband services to our customers, and
could adversely affect customer satisfaction or our revenues and profitability.

General Risks

We may be unablé to hire and retain sufficient qualified personnel, and the loss of any of our key executive officers
could: adversely affect us. - L : .

Our business depends on our ability to hire and retain key exécutive officers, senior management,
sales, and other key personnel, many of whom have sighificant experieiice in our industry and whose
expertise is required to successfully transition our business to a provider of managed IT services. There is
substantial and continuous competition for highly skilled sales and IT personnel. Acquisitions and
workforce reductions may affect our ability to retain or replace key personnel, harm employee morale and
productivity- or disrupt -our business. Key employees may depart because of issues relating 'to the
uncertainty and difficulty of integration or a desire not to remain with us following a merger transaction.
Effective succession planning is important to our long-term success. Failure to ensure effective transfer of
knowledge and transitions involving key employees could hinder execution of our business strategies.
Finally, the loss of any of our key executives could impair our ability to implement our acquisition
integration plans, execute our business strategy or otherwise have a material adverse: effect on us.

Privacy concerns relating to our business could damage.our reputation and deter current and potential users from
using our services.

Concerns about our practices with regard to the collection, use, disclosure or security of personal
information or other privacy-related matters, even if unfounded, could damage our reputation and
operating results. We strive to comply with all applicable data protection laws and regulations, as well as
our own posted privacy policies. However, any failure or perceived failure to comply with these laws,
regulations or policies may result. in proceedings or actions against us by government entities or others,
which could potentially have an adverse effect on our business. . :

'Federal and state governments have adopted consumer protection laws and undertaken enforcement
actions to address advertising and user privacy. Our setvices and business practices, or changes to our
services and business practices could subject us to investigation or enforcement actions if we fail to
adéquiately comply with applicable consumer protection laws. Existing and future federal and state laws
and regulations also may affect the manner in which we are required to protect confidential customer data
and other information, which could increase the cost of our operations and our potential liability if the
security of our confidential customer data is breached. ‘

Security breaches could damage our reputation-and harm our operating results.

We are subject to cyber security risks and may incur increasing costs in an effort to minimize those
risks. The services we offer involve the storage and transmission of customers’ proprietary information.
The risk that a security breach could seriously harm our business is likely to increase as we expand our
cloud and TT services footprint. Security breaches, such as unauthorized access; accidents, employee error
or malfeasance, computer viruses, computer hackings ‘or other -disruptions, can occur that could
compromise the security of our infrastructure, thereby exposing such information to unauthorized access
by third parties. Techniques used to obtain unauthorized access to, or to sabotage systems, change
frequently and generally are not recognized until launched against a target. We may be required to expend
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significant capital and other resources to remedy, protect agamst or -alleviate these and related problems,
and we may not be able to remedy these problems in a timely manner, or at all. Any security breaches that
occur could damage our reputation, increase our- security costs, expose us to litigation and lead to the loss
of existing or potential customers: If our services are perceived as not being secure, our strategy tobe a
leadmg network -.communications and IT services prov1der may be: adversely 1mpacted :
Interruptwn or fadure of our.network and mformatwn systems and other technologtes could impair our abtllty to
provide our services, which could damage our reputation and harm our operating results. ;

Our success depends on our ability to provide reliable service. Our network, network operations
centers; :central -offices, corporate headquarters and. those of our third party service providers are
vulnerable to damage or .interruption from' fires, earthquakes, hurricanes, tornados, floods and other
natural disasters, terrorist attacks, power loss; capacity limitations, telecommunications failures, software
and- hardware - defects or malfunctions, break ‘ins, sabotage .and vandalism, human error and other
disruptions that ‘are beyond our control. Some of our systems are: not fully redundant, and our disaster
recovery planning may not be adequate. We have experienced interruptions in service in the past due to
factors:such ‘as cable damage, theft of our equipment, power outages, inclement weather and' service
failures of our third-party service providers. We may experience service interruptions or system failures in
the future. In addition, in connection with enhancement, expansion or consolidation of our existing
network we may experience service interruptions. desplte our efforts to minimize the impact to customers.
We may ~make significant capital expendrtures to 1ncrease the reliability of our systems, but these capital
expendltures may not achieve the results we expect. The occurrence of any disruption or system farlure
may result i in a loss of, busmess, increase eXpenses, damage our. reputatron for providing reliable service,
subJect us to addltlonal regulatory scrutmy Or eXpose us to 11t1gatlon and possible financial losses, any of
which_could have a materral adverse effect on our, busmess financial position, results of operatlons and
cash flows.

Our business depends on eﬁecttve busmess support systems and processes.

. Our busmess rehes on our data brlhng and other operatlonal and financial reporting and control
systems To effectlvely manage our 1nformat1on technology infrastructure, we will need to continue to
maintain our data, billing and other operatronal and financial systems procedures and controls, which can
be costly. We have exper1enced system failures from time to time, and any interruption in the availability of
our business support systems, in particular our b1111ng systems could result in an immediate, and possibly
substantial, 1oss of revenues. “Our ability to maintain, expand and update our information technology
infrastructure in response to acquisitions, growth and changmg needs is important to the continued
implementation” of our new service offering initiatives.-We are currently integrating certain business
support systems in-connection with our ‘recent “acquisitions ‘and nationwide product launch, including
systems uséd for quoting, accepting and inputting customer orders for services; provisioning; installing and
deliveting setvices; and billing for ‘services: This is a complicated undertaking requiring ‘significant
resources and expertise and ‘support from third-party vendors. For example, certain manual processing,
which is'more time consuming and prone to error than ‘automated processing, is requifed during the
integration pefiod. In addition, as our consumer business continues to decline, we are more dependent on
fewer individuals to maintain our internal business systems. Our inability to maintain, expand or upgrade
our technology infrastructure - could have adverse consequences, which could include the delayed
1mplementat10n of new service offerings; ‘increased acqu1s1t10n 1ntegrat10n costs, service or billing
interruptions and the diversion of development resources

Government regulatwns could adversely affect our busmess or force us to change our business practtces

‘Our services are subject to Varymg degrees of federal state and local regulat1on ‘Federal, state and
local regulations governing our services are the subject of ongoing judicial proceedings, rulemakings and
legislative initiatives that could change the manner in which our industry operates and affect our business.
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The FCC exercises jurisdiction over telecommunications common carriers to the extent that they provide,
originate or terminate interstate or international communications. The FCC also establishes rules and has
other authority over some issues related. to local telephone competition. State regulatory commissions
retain jurisdiction.over telecommunications carriers to the extent that they provide, originate or terminate
intrastate communications. State commissions also have authority to review and approve interconnection
agreements between incumbent telephone carriers and competitive carriers such as us, and to conduct
arbitration of disputes arising in the negotiation of such agreements. Local governments may require us to
obtain licenses, permits.-or franchlses to use the public rights-of-way necessary to install and operate our
network

Bills 1ntended to amend the Communlcatlons Act of 1934, as amended by the Telecommunications
Act of 1996 (“Communications Act”) are introduced in Congress from time to time and their effect on us
and the communications industry cannot always be predicted. Proposed legislation, if enacted, could have a
significant effect on our business, particularly if the leglslatlon impairs our ability to-interconnect with
incumbent carrier networks, lease portions of other carriers’ networks or resell their services at reasonable
prices, or lease elements of networks. of the ILECs under acceptable rates, terms and conditions. We
cannot predict the outcome of any ongoing legislative initiatives or administrative or judicial proceedings
or their potential impact upon the communications and information technology industries generally or'
upon us specifically. co

Failure to make proper payments for federal Universal Service Fund assessments, FCC regulatory fees
or other amounts mandated by federal and state regulations; failure to maintain proper state tariffs and
certifications; failure to' comply with federal, state or local laws and regulations; failure to obtain and
maintain required licenses, franchises and permlts, imposition of burdensome license, franchise or “permit
requirements for us to operate in public rrghts -of-way; and imposition of new burdensome or adverse
regulatory requirements could limit the types of services we provide or the terms on which we provide
these services.

We are subject to regulatory audits-in the ordinary course of business with respect to certain- of these
regulatory matters, including audits by the Universal Service Administrative Company on Universal
Service Fund (“USF”) assessments and payments. These audits can cover periods for several years prior to
the date the audit is undertaken and could result in the imposition of liabilities, interest and penalties if
our positions are not accepted by the audltmg entity. Our financial statements contain reserves for certain
of such potential liabilities which we consider reasonable. However, calculation of payments due with
respect to these matters can be complex and subject to uncertainty. As a result, these audits could result in
liabilities in excess of such reserves which could adversely impact our results of operations.

Our business also is subject to a variety of other U.S. laws and regulations from various. entities,
including the Federal Trade Commission, the Environmental Protection Agency and the Occupational
Safety and Health Administration, as well as by state and local regulatory agencies, that could subject us to
liabilities, claims or other remedies. Compliance with these laws and regulations is complex and may
requlre s1gn1flcant costs. In addition, the regulatory framework relating to Internet:and communications
services is evolving and both the federal government and states from time to time pass legislation that
impacts our business. It is likely that additional laws and regulations will be adopted that would affect our
business. We cannot predict the impact future laws, regulatory changes or developments may have on our
business, financial condition, results of operations or cash flows. The enactment of any additional laws or
regulations, increased enforcement activity of existing laws and regulations, or claims by individuals could
significantly impact our costs or the manner in which we conduct business, all of which could adversely
impact our results of operatlons and cause our business to suffer.

Our busmess may suﬁer lf thzrd partzes are unable to prowde services or terminate thelr relatzonsths with us.

Our busmess and financial results depend, in part, on the avallabrhty and quahty of certain third-party
service providers: Specifically, we rely on third parties for customer service and technical support, web
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hosting services and certain billing and collection services. Our Consumer Services segment relies primarily
on one customer service and technical support vendor. Our contract with our primary customer service and
technical support vendor ends in the second quarter of 2012. We may have to increase the price we pay or
find a new supplier, which could 1mpact our customers’ experience and increase churn. We maintain only a
small number of internal customer service and technical support personnel We are not currently equipped
to provide the necessary range of service and support functions in the event that our service providers
become unable or unwilling to offer these services to us. Our outsourced customer support providers
utilize international locations to provide us with customer service and technical support services, and as a
result, our customer support providers may become subject to financial, economic, environmental and
political risks beyond our or the providers’ control, which could jeopardize their ability to deliver customer
service and technical support services. In addition, our VoIP services, including our E911 service, depend
on the proper- functioning of facilities and equipment owned and operated by third parties and is,
therefore, beyond our control. If one or more of our service providers does not provide us with quality
services, or if our relationship with any of our third party vendors terminates and we are unable to provide
those services internally or identify a replacement vendor in an orderly, cost-effective and tlmely manner,
our business, fmanmal position, results of operatrons and cash flows could suffer.

We may not be able to protect our mtellectual property.

We regard our trademarks, including EarthLink, EarthLink Business and PeoplePC, as valuablé assets
to our business. In particular, we believe the strength of these brands among existing and potential
customers is important to the success of our business. Additionally, our EarthLink, EarthLink Business
and PeoplePC service marks, proprietary technologies, domain names and similar intellectual property are
also important to the success of our business. We principally rely upon trademark law as well as contractual
restrictions to establish and protect our technology and proprietary rights and information. We require
employees and consultants and, when possible, suppliers and distributors to sign confidentiality
agreements, and we generally control access to, and distribution of, our technologies, documentation and
other proprietary information. The efforts we have taken to protect our proprietary rights may not be
sufficient or effective. Third parties may infringe or misappropriate our trademarks and similar proprietary
rights. If we are unable to protect our proprietary rights from unauthorized use, our brand image may be
harmed and our business may suffer. In addition, protecting our intellectual property and other proprietary
rights is expensive and time consuming. Any increase in the unauthorized use. of our intellectual property
could make it more expensive to do business and consequently harm our results of operations.

We may be accused of mfrmgmg upon the mtellectual property rights of third parties, whwh is costly to defend and
could limit our ability to use certain technologies in the future.

* From time to time, third parties have alleged that we. 1nfr1nge on their 1ntellectua1 property rights. We
may be unaware of filed patent applications and of issued patents that could be related to our products and
services. Some of the largest communications providers, such as AT&T, Sprint Nextel and Verizon, have
substantial patent holdings. These providers have successfully asserted their claims against some
communications companies, and have filed pending lawsuits against various competitive carriers. We have
been subject to, and expect to continue to be subject to, claims and legal proceedings regarding alleged
infringement by us of the patents, trademarks and other intellectual property rights of third parties. None
of these claims has had an adverse effect on our ability to market and sell and support our services. Such
claims, whether or not meritorious, are time-consuming and costly to resolve, and could require expensive
changes in our methods of doing business, could require us to enter into costly royalty or licensing
agreements, or could require us to cease conducting certain operations. Any of these events could result i in
increases in operating expenses or could limit or reduce the number of our service offerings. -
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If we, or other industry participants, are unable to successfully defend against legal actions, we could face
substantial liabilities or suffer harm to our financial and operational prospects.

We are currently a party to various disputes, litigation or other legal proceedings arising from normal
business activities, including. consumer class action, patent litigation and legal proceedings regarding
network easements, the use of rights-of-way for our network and licenses to maintain our fiber optic
network. The result of ‘any current or future disputes, litigation or other legal proceedings is 1nherently
unpredictable. Defendmg against disputes, litigation or other legal proceedings may involve significant
expense and diversion of managément’s attention and resources from other matters. Due to the inherent
uncertainties of 11t1gat10n we may not prevall in these actions. In addition, our ongoing operations may
subject us to litigation risks and costs in the future. Both the costs of defending lawsuits and any
settlements or judgments against us could materially and adversely affect our results of operations.

We are also subject to the risks associated with the resolution of various third-party disputes, lawsuits,
arbitrations and proceedings - affecting our Business Services segment. The deregulation of the
telecommunications industry, the implementation of the Telecommunications Act of 1996, the evolution of
telecommunications infrastructure from time-division multiplexing to Internet Protocol, and the distress of
many carriers in the telecommunications industry as a result of continued competitive factors and financial
pressures have resulted in the involvement of numerous industry participants in disputes; lawsuits,
proceedings .and arbitrations before state and federal regulatory commissions, private arbitration
organizations such as the American Arbitration Association, and courts over many issues that will be
important to our- financial and operational success. These issues include the interpretation and
enforcement of existing interconnection agreements and ftariffs, the terms of new interconnection
agrecments operating. performance obligations, intercarrier compcnsatlon, treatment of different
categories of traffic (for example, traffic originated or terminated on wireless or VoIP), the jurisdiction of
traffic for intercarrier compensatlon purposes, the wholesale services and facilities available to us, the
pI‘lCCS we will pay for those services and facilities and the regulatory treatment of new technologies and
services.

We may be required to recognize additional rmpazrment charges on our goodwill and intangible assets, which would
adversely afffect our results of operations and financial position.

As of December 31, 2011, we had approximately $378.2 m11110n of goodwill and $285.4 million of other
intangible assets. We perform an impairment test of our goodwill and indefinite-lived intangible assets
annually during the fourth quarter of our fiscal year or when events occur or circumstances change that
would more-likely-than-not indicate that goodwill or any such assets might be impaired. We evaluate the
recoverability of our definite-lived mtanglble assets for impairment when events occur or circumstances
‘change that would indicate that the carrying amount of an asset may not be recoverable. Factors that may
be considered a change in circumstances, indicating that the carrying value of our goodwill or intangible
assets may not be recoverable, include a decline in stock price and market capitalization, reduced future
cash flow estimates, highér customer churn and slower growth rates in our industry. We have experlenced
impairment charges in the past. As we continue to assess the ongoing expected cash flows and carrying
amounts, of our goodwilt and other intangible assets, changes in economic conditions, changes to our
business strategy, changes in operating performance or other indicators of impairment could cause us to
record .a . significant impairment charge. during the period in which the impairment is determined,
negatively 1mpact1ng our results of operations and financial position.

We may have. exposure to- greater than antwtpated tax liabilities and the use of our net operating losses and certain
other tax attributes could be limited in the future. :

As of December 31, 2011, we had approximately $494.0 million of tax net operating losses for federal
income tax purposes and approximately $796.5 million of tax net operating losses for state income tax
purposes, which includes federal and state net operating losses acquired in connection with our recent
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acquisitions. The tax net operating losses for federal income tax purposes begin to expire in 2019 and the
tax net operating losses for state income tax purposes began to expire in 2011.

Our future income taxes could be adversely affected by changes in the valuation of our deferred tax
assets and liabilities or by changes in tax laws, regulations, accounting principles or interpretations thereof.
Our determination of our tax liability is always subject to review by applicable tax authorities. Any adverse.
outcome of such a review could have a negatlve effect on our operating results and financial condition. In
addition, the determination of our provision for income taxes and other tax liabilities requires significant
judgment, and there are many transactions and calculations where the ultimate tax determination is
uncertain. Although we believe our estimates are reasonable, the ultimate tax outcome may differ from the
amounts recorded in our financial statements and may materially affect our financial results in the period
or periods for which such determination is made.

An “ownership change” that occurs during a “testing period” .(as such terms are defined in
Section 382 of the Internal Revenue Code of 1986, as amended) could place significant limitations, on an
annual basis, on the use of such net operating losses to offset future taxable income we may generate. In
general, future stock transactions and the timing of such transactions could cause an “ownership change”
for income tax purposes. Such transactions may include our purchases under our share repurchase
program, additional issuances of common stock by us and acquisitions or sales of shares by certain holders
of our shares, including persons who have held, currently hold, or may accumulate ‘in the future five
percent or more of our outstanding stock. Many of these transactions are beyond our control. Calculations
of an “ownership change” under Section 382 are complex and to some extent are dependent on
information that is not publicly available. The risk of an “ownership change” occurring could increase if
additional shares are repurchased, if additional persons acquire five percent or more of our outstanding
common stock in the near future and/or current five percent stockholders increase their interest. Due to
this risk, we monitor our purchases of additional shares of our common stock. Since an “ownership
change” also could result from a change in control of our company, with subsequent annual limitations on
the use of our net operating losses, this could discourage a change in control.

Risks Related to Our Liquidity and Financial Resources

Our indebtedliess could th’e’rsely affect our financial health and limit our ability to react to changes'in our industry.

As. of December 31, 2011, ' we had $624.8 million outstanding principal amount of long-term debt,
which consisted of $324.8 million outstanding principal amount of TTC ™ DeltaCom’s 10.5% senior secured
notes due 2016 (the “ITC” DeltaCom Notes”) and $300.0 million outstanding principal amount of
EarthLink’s 8.875% senior notes due 2019 (the “Senior Notes”). We also have an additional $150.0 million
of unutilized' capacity under our senior secured revolving credit facility and we may incur s1gn1f1cant
addltlonal 1ndebtedness in the future. Our substantial mdebtedness may:

« make it difficult for us to satlsfy our financial obllgatlons 1nc1ud1ng making scheduled principal and
interest payments on our 1ndebtedness,

* limit our ability to borrow additional funds for workmg capltal capltal expendltures acqulsmons or
"~ other general busmess purposes;

* limit our ab111ty to use our cash flow or obtain additional flnancmg for future worklng cap1ta1 ‘
' capltal expenditures, acquisitions or other general business purposes;

* require us to use a substantial portion of our cash flow from operations to make debt service
payments;
* limit our flexibility to plan for, or react to, changes in our business and industry;

* place us at a competitive disadvantage compared to our less leveraged competitors; and
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* increase our vulnerability to the impact of adverse economic and industry conditions.

Our ability to make payments on or to refinance our indebtedness will depend on our ability in the
future to generate cash flows from operations, which is subject to all the risks of our business. We may not
be able to generate sufficient cash flows from operations for us to repay ouf indebtedness when such
indebtedness becomes due and to meet our other cash needs..

The agreements that govern the ITC"DeltaCom Notes, Senior Notes and senior secured revolving
credit facility impose significant operating and’ ‘financial restrictions on us. These restrlctlons limit or
restnct among other things, our abrhty and the abrhty of our restrlcted subsidiaries to:

¢ incur or guarantee additional indebtedness or issue preferred stock;
* pay dividends or make other distributions to stockholders;

* purchase or redeem capital stock or, subordinated indebtedness;

. make in_vestments;

* create liens or use assets as security;”

- * enter into agreements restricting such restricted subsrdlarles ability to pay dividends, make loans or
transfer assets to us or other restricted subsrdrarles : ‘ -

‘. engage in transactions wrth afflhates, and

* consolidate or merge with or into: other compames or transfer all or substantlally all of our or their
assets. :

If we breach any of these covenants, a default’ could result under one or moré of these agreements,
which may require us to repay some or all of our indebtedness. -

We may require additional capital to support business growth, and this capital may not be available to us on
acceptable terms, or at all.

We will require substantial capital to ‘maintain, upgrade and enhance our network facrhtres and
operations. We may also require additional capital to support our business growth, 1nclud1ng the need to
develop new services and products, invest in data center space to support new cloud and. managed IT
services, enhance our operating infrastructure and acquire complementary businesses and technologies.
While we have historically been -able to fund capital expenditures from cash generated by operations, the
other risk factors described in this section could materially- reduce cash available from eperations or
significantly increase our capital expenditures requirements. We may need to raise additional funds
through equity or debt financings in the future in order to meet our operating and capital needs. We may
not be able to secure additional debt or equity financing on favorable terms, or at all, at the time when we
need such funding. If we are unable to obtain additional capital when needed, we may not be able to
pursue our growth strategy and our business could suffer. If we raise additional funds through further
issuances of equity or convertible debt securities, our existing stockholders could suffer significant dilution
in their percentage ownership of our company, and any new equity securities we issue could have rights,
preferences and prlvrleges senior to those of holders of our common stock. In addition, any debt financing
that we may obtain in the future could have restrictive covenants relating to our capital raising activities
and other financial and operational matters, which may make it more difficult for us to obtain additional
capital and to pursue business opportunities, including potential acquisitions. :
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Risks Related to Ownership of Our Common Stock
We may reduce, or cease payment of, quarterly cash dividends.

The payment of future quarterly dividends is discretionary and is subject to determination by our
Board of Directors each quarter following its review of our financial condition, results of operations, cash
requirements, investment opportunities and such other factors as are deemed relevant by our Board of
Directors. Changes in our business needs, including fundmg for acquisitions and working capital, or -a
change in tax laws relating to dividends, among other factors, could cause our Board of Directors to decide
to reduce, or cease the payment of, dividends in the future. In addition, the agreements governing our
Senior Notes and our senior secured revolving credit facility contain restrictions on the amount of
d1v1dends we can pay. There can be no assurance that we will not decrease or discontinue quarterly cash
d1v1dends and if we do, our stock price could e negatively impacted.

Our stock price may be volatzle

“'The trading price of our common stock may be sub]ect to fluctuations in response to certain events
and factors, such as our entry into business combinations or other major transactions; quarterly variations
in results of operations; changes in financial estimates; changes in recommendations or reduced coverage
by securities analysts; the operating and stock price performance of other companies that investors may
deem comparable to us; news reports relating to trends in the markets in which we operate; market trends
unrelated to our performance; and general economic conditions. A significant drop in our stock price
could also expose us to the risk of securities class action lawsuits, which could result in substantial costs and
divert management’s attention and resources, which could adversely affect our business. Finally, volatility
or a lack of positive performance in our stock price may adversely affect our ability to retain key
employees, many of whom have been granted stock incentive awards. ~

Provisions of our third restated certificate of incorporation, amended and restated bylaws and other elements of our
capital structure could llmlt our share price and delay a change of management.

Our third restated certrfrcate of 1ncorporat10n amended and restated bylaws and shareholder rights
plan contain provisions that could make it more difficult or even prevent a. third party from acquiring us
without the approval of our incumbent Board of Dlrectors These provisions, among other things, limit the
rlght of stockholders to call special meetlngs of stockholders and authorize the Board of Directors to issue
preferred stock in one or more series without any action on the part of stockholders. These provisions
could limit the price that investors might be willing to pay in the future for shares of our common stock and
significantly impede the ability of the holders of our common stock to change management. In addition, we
have adopted a rights plan, which has anti-takeover effects. The rights plan, if triggered, could cause
substantial dilution to a person or group that attempts to acquire our common stock on terms not
approved by the Board of Directors. These provisions and agreements that inhibit or discourage takeover
attempts could reduce the market value of our common stock.
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Item 1B. Unresolved Staff Comments.

None.

Item 2. Properties.

We lease or own several facilities for corporate offices, sales offices, data centers, switch sites and
other facilities across our nationwide service area. These leases have various expiration dates through 2024.
We believe our facilities are suitable and adequate for our business operations.

Office space. Our corporate headquarters is in Atlanta, Georgia, where we occupy approximately
76,000 square feet under a lease that will expire in 2014. Our other main facilities for corporate offices
include 53,000 square feet in Vancouver, Washington under a lease that will expire in 2012, 34,000 square
feet in Anniston, Alabama under a lease that will expire in 2018, 54,000 square feet in Huntsville, Alabama
under a lease that will expire in 2013, 75,000 square feet in Burlington, Massachusetts under a lease that
will expire in 2019 and 65,000 square feet in Rochester, New York under a lease that will expire ih 2021.
We also lease multiple sales offices in locations throughout the United States. We own an administrative
office in Arab, Alabama. e

~ Data centers. 'We operate four data centers. We own a data'»c‘enterv facility in Atlanta, Georgia and we
lease data center facilities in Marlboro, Massachusetts, Rochester, New York and Columbia, South
Carolina. ‘ '

Network. We own switch  sites in Anniston, Birmingham and Montgomery, Alabama and in
Nashville, Tennessee. We lease space for switch sites in various cities throughout the southeastern and
northeastern United States. As part of our fiber optic network, we own or lease rights-of-way, land, and
point-of-presence space throughout the southeastern and northeastern United States.

Item 3. Legal Proceedings.

We are party to various disputes, litigation or other legal proceedings arising from normal business
activities. The result of any curtent or future disputes, litigation or other legal proceedings is inherently
unpredictable. Our management, however, believes that there are no disputes; litigation or other legal
proceedings asserted or pending against us that could have, individually or in the aggregate, a material
adverse effect on its financial position, results of operations or cash flows, and believes that adequate
provision for any probable and estimable losses has been made in our consolidated financial statements.

Item 4. Mine Safety Disclosurés.

Not applicable.
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PART 11

Item 5." Market for Registrant’s Common Erqulty, Related" Stockholder Matters and Issuer Purchases
of Eqmty Securities.

Market Information

Our common stock is traded on the NASDAQ Global Market under the symbol “ELNK.” The
following table sets forth the high and low sale prlces for our common stock for the periods indicated, as
reported by the NASDAQ Global Market.

EarthLink, Inc.

High Low
Year Ended December 31, 2010 S : : o
First Quarter . . ... .. e e i e s P e e e... $878 $7.95
Second Quarter .......... e e e e e e e 9.35 7.96
Third Quarter .......%............ P e bl e 913 785
Fourth Quarter ... ... c . % vun et iiee i e 9.29 8.51
Year Ended December 31 2011 , - ] ‘ S ' .
First Quarter ......... e e e e e e e e $8.95 $7.73
Second Quarter™. . ... .. e e e e e et e . 840 735
Third Quarter ..........:. P N 8.18 6.52
Fourth Quarter ....... e e S 735 597
Year Ending December 31, 2012 s
First Quarter (through January 31,2012)................... e e . $7.23 - $6.42

The last reported sale price of our common stock on the NASDAQ Global Market on January 31,
2012 was $7.21 per share.

Holders

There were apprommately 1,586 holders of record of our common stock on Ji anuary 31, 2012.

Dzvzdends

Prior to 2009, we had never declared or paid cash dividends on our common stock. During 2009, we
began paying quarterly cash dividends. During the years ended December 31, 2009, 2010 and 2011, cash
dividends declared were $0.28 per common share, $0.62 per common share and $0.20 per common share,
respectively, and total dividend payments were $30.0 million, $67.5 million and $22.9 million; ‘Tespectively.
We. currently-intend to continue to pay regular quarterly. dividends on our common stock. Any decision to
declare future dividends will be made at the discretion of the Board of Directors and will depend on,
among other things, our- results of operations, financial condition, cash requirements, investment
opportunities and other factors the Board of Directors may deem relevant. In addition, the agreements
governing our Senior Notes and our senior secured revolving credit facility contain restrictions on the
amount of dividends we can pay.

39



Performance Graph

~ The following indexed line graph. indicates our fotal return to stockholders from December 31, 2006
to December 31, 2011, as compared to the total return for the Russell 2000 and NASDAQ. Telecomm
indices for the same period. The calculations in the graph assume that $100 was invested on December 31,
2006 in our common stock and each index and also assumes dividend reinvestment. )

2007 2008 2009 L2010 . 2011

' —@— FarthLink, Tnc.  —— Russell 2000 Index =~ —¥— NASDAQ Telecornm Index

December 31, December 31, December 31, December 31, December 31, December 31,

2006 2007 2008 2009 2010 2011
EarthLink, Inc. ©.......... $100.0 ~$99.6  $952 $121.00  $1345°  $103.5
Russell 2000 Index . . ....... 100.0 98.4 65.2 82.9 105.2 100.8

NASDAQ Telecomm Index . . . 100.0 109.7 62.8 93.8 98.6 87.6
Share 'Repurc‘ha;vesf v ; ; . o o |
The_numbpr'df shares repurchased and thé,avﬁrag¢ price paid per share for each.month in the three

months ended, December 31, 2011 are as follows: . .
T C ’ ‘ ‘ ; o Total Number of Maximum DoHllar

" 'Total Number’  Average ' - Shares Repurchased ' - ‘Value that May
e - ) : of Shares . . Price Paid +.as Part of Publicly. Yet be Purchased
2011 ‘ o ‘ Repurchased  per Share  Announced Program (1) Under the Program
T / ' o ‘ ~ (in thousands, except average price paid per share)
October 1 through October 31. .. .. . 703 %649 703 - $102,754
November 1 through November 30. .". - ot — ' — i 102,754
December 1 through December 31. . . 622 6.15 622 98,927
Total ...... ... ... . . 1,325 1,325

(1) Since the inception of the share repurchase program (“Repurchase Program”), the Board of Directors
has authorized a total of $750.0 million for the repurchase of our common stock. The Board of
Directors has also approved repurchasing common stock pursuant to plans under Rule 10b5-1 of the
Securities Exchange Act of 1934, as amended. We may repurchase our common stock from time to
time in compliance with the Securities and Exchange Commission’s regulations and other legal
requirements, and subject to-market conditions and other factors. The Repurchase Program does not
require EarthLink to acquire any specific number of shares and may be terminated at any time.
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Item 6. Selected Financial Data, -

The following selected consolidated financial data was derived from our consolidated financial
statements. The data should be read in conjunction with “Management’s Discussion and Analysis of
Financial Condition and Results of Operation” and the consolidated financial statements and notes
thereto iﬂélu@ed elsewhere in this Annual Report on Form 10-K.

Year Ended December 31, L
2007 2008 2009 2010 (1) 2011 (1)
(in thousands, except per share amounts)

Statement of operations data: ‘ S
Revenues .. ...................... $1,215994 ' $ 955577 $723,729 " $622,212 $1,314,104

Operating costs and expenses @3)..... 1,167,960 790,970 541,571 460,519 1,188,995
Income from operations ............. 48,034 164,607 182,158 161,693 125,109
Income (loss) from continuing ‘ .
operations (4) . ............. e (64,795) 187,090 287,118 = 81,480 34,567
Loss from discontinued operations (5) . . . (80,302) (8,506) — — —
Net income (loss) . ... ..... P .. (145,097) 178,584 287,118 81,480 34,567
Basic net income (loss) pe:r‘share ‘ ‘ v )
- Continuing operations ............. § (053) $ 171 ' § 269 $ 075 $ 0.32
_Discontinued operations .. . ... eeee _ (066)  (0.08) — — —
Basic net income (loss) per share . . .. . $. (119 $. 163 $ 269 $ 075 § 0.32
Diluted net income (loss) per share . ‘ ‘
Continuing operations . ............ 8§ (053 $ 168 $ 266 $. 074 $ 0.32
- Discontinued operations ........... (0.66) (0.08) L — — —
- Diluted net income (loss) per share ... $  (1.19) $ 1.61 '§ 266 $ 074 $ 0.32
Cash dividends declared per common | , o -
share ..... R $ — § — $§ 028 § 062 $ 0.20
Basic weighted average common shares & f '
outstanding . . . .................. 121,633 109,531 © 106,909 108,057 108,098
Diluted weighted average common shares ' .
outstanding e el v 121,633 111,051 108,084 109,468 108,949
Cash flow data: : , _ o
Cash provided by operating activities . . . . . 88,789. 230,612 = 208,622 154,449 146,234
Cash provided by (used in) investing : A :
activities . .. ........... . ... ... .. 13,936 107,124 (37,121) (454,193) 141,594

Cash used in financing activities .......  (87,267)  (24,999) (47,070) (68299) (318,997
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As of December 31, .- D
2007 ) 2008 2009 2010 2011
' (in ‘thousands) R

Balance 'sh‘eet'd_a‘ta:‘ ‘ ‘ R -
Cash and cash equivélents . ... ... $ 173,827 $ 486 564 $ 610 995 $§ 242,952 $ 211,783

Investments in marketable securities 114 768 47809 84,966 320,118 29,607
Cash and marketable securities . .. . 288,595 - 534,373 695,961 563,070 241,390
Total assets . . e ..... - 729,970 . 845,866 1,074,618 1,523,918 1,680,451
Long-term debt, including long-term ' .
portion of capital leases (6) ..... 208,472 219,733 232,248 594,320 653,765

Total liabilities . . ... ............ 415,452 359,391 340,594 766,050 927,307
Accumulated dgflclt R ; e (1 191,390) , (1,016,833) (729,715)  (648,235) (613,668)
Stockholders’ equity . . . . ........ - 314,518 486,475 734,024 757,868 . 753’1.44

(1) On December 8, 2010, we acquired ITC”~DeltaCom, a provider of integrated communications
-, services to customers in the southeastern U.S. On April 1, 2011, we acqulred One Communications, a
privately-held integrated telecommunications solutions provider serving customers in the Northeast,
Mid-Atlantic and Upper Midwest The results of operations of ITC” DeltaCom, apd_ One
Communications have been included in our consolidated financial statements since the acquisition
date. The comparison of selected financial data is affected by these acquisitions and, to a lesser extent,

- by other smaller acquisitions completed during the year ended December 31, 2011.

(2) Operating costs and expenses for the years ended December 31, 2008, 2009 and 2010 include non-cash
impairment charges of $78.7 million, $24.1 million and $1.7 million, respectively, related to goodwill
and certain intangible assets of New Edge in our Business Services segment. During 2008 and 2009,

" .we concluded the carrying value of these assets were impaired in conjunction with our annual tests of
goodwill and intangible assets deemed to have indefinite lives. During 2010, we decided to re-brand
the New Edge name as EarthLink Business and wrote off our New Edge trade name. ‘

(3) Operating costs and expenses for the years ended December 31, 2007, 2008, 2009, 2010 and 2011
_include restructuring and acquisition-related costs of $65.4 million, $9.1 million, $5. 6 million,
. $22.4 million and $32.1 million, respectively. -

(4) During the years ended December 31, 2008 and 2009, we recorded income tax Heheﬁfs in the
Statement of Operations of approximately $56.1 million and $198.8 million, respectively, from releases
of our valuation allowance related to deferred tax assets. These deferred tax assets related primarily to

-net operating loss carryforwards which we determined we will more-likely-than-not be able to utilize
due to the generation of sufficient taxable income in the future. C

6) In ;November 2007, management concluded that the municipal wireless broadband operations were no
longer consistent with our strategic direction and our Board of Directors authorized management to
pursue the divestiture of our municipal wireless broadband assets. As a result of that decision, we
classified the municipal wireless broadband assets as held for sale and presented the municipal
wireless broadband operations as discontinued operations for all periods presented.

(6) Includes the carrying amount of ITC " DeltaCom’s 10.5% senior secured notes due on April 1, 2016,
EarthLink’s 874% Senior Notes due 2019, and EarthLink’s convertible senior notes due November 15,
2026. In December 2010, we assumed the ITC”DeltaCom Notes in our acquisition of

ITC " DeltaCom. In May 2011, we issued $300.0 million aggregate principal amount of 874% Senior
Notes due 2019. In November 2011, we redeemed our convertible senior notes.
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Item 7. . Management’s Discussion and Analysis of Financial Condition and Results of Operatlons

The following discussion of our financial condition and results of operations should be read in
conjunction with the consolidated fmanc:1al statements and notes thereto 1ncluded elsewhere in this Annual
Report on Form 10-K.

Safe Harbor Statement

The Management’s Discussion and Analysis and other portlons of this Annual Report on Form 10-K
include “forward-looking” statements (rather than historical facts) that are subject to risks and
uncertainties that could cause actual results to differ materially from those described. Although we believe
that the expectations expressed in. these forward-looking statements are reasonable, we cannot promise
that our expectations will turn out to be correct. Our actual results could be materially different from and
worse than our expectations. With respect to such forward-looking statements, we seek the protections
afforded by the Private Securities Litigation Reform Act of 1995. These risks include; without limitation
(1) that we may not be able to execute our strategy to grow our business services revenue, which could
adversely impact our results of operations and cash flows; (2) that we may be unsuccessful integrating
acquisitions into our business, which could result in operating difficulties, losses and other adverse
consequences; (3) that we may be unable to successfully identify, manage and assimilate future
acqulsltlons which could adversely affect our results of operations; (4) that if we are unable to adapt to
changes in technology and customer demands, we may not remain competltlve and our revenues and
operating results could suffer; (5) that our failure to achieve operating efficiencies will adversely affect our
results of operations; (6) that unfavorable general economic conditions could harm our business; (7) that
we face significant competition in the communications and managed IT services industry that could reduce
our profitability; (8) that decisions by the Federal Communications Commission relieving incumbent
carriers of certain regulatory requirements, and poss1b1e further deregulatlon in the future, may restrict
our ability to provide services and may increase the costs we incur to provide these services; (9) that if we
are unable to interconnect with AT&T, Verizon and other incumbent carriers on acceptable terms, our
ability to offer competitively priced local telephone services will be adversely affected; (10) that our
operating performance will suffer if we are not offered competitive rates for the access services we need to
provide our long distance services; (11) that we may experience reductions in switched access and
reciprocal compensation- revenue; (12) that failure to obtain and maintain necessary permits. and
rights-of-way could interfere with our network infrastructure and operations; (13) that our rights to use the
fiber that makes up our network may be affected by the financial health of, or disputes with, our fiber
providers; (14) that we have substantial business relationships with several large telecommunications
carriers, and some of our customer agreements may not continue’ due to financial difficulty; acquisitions,
non-renewal or other factors, which could adversely affect our revenue and results of operations; (15) that
our commercial and alliance arrangements may not be renewed or may not generate expected benefits,
which could adversely affect our results of operations; (16) that our consumer business is dependent on the
availability of third-party network service providers; (17) that we face significant competition in the
Internet industry that could reduce our profltablhty, (18) that the continued decline of our consumer
access subscribers, combined with the change in mix of our consumer access base from narrowband to
broadband, will adversely affect our results of operations; (19) that potent1a1 regulation of Internet service
providers could adversely affect our operat1ons (20) that we may be unable to hire and retam sufficient
qualified personnel, and the loss of any of our key executive officers could adversely affect us; (21) that
privacy concerns relating to our business could damage our reputatlon and deter current and potential
users from using our services; (22), that securlty breaches could damage our reputatlon and harm our
operating results; (23)"that interruption or failure of our network and information systems and other
technologies could impair our ab1hty to prov1de our services, which could damage our reputation and harm
our operating results; (24) that our business depends on effective business support systems and processes;
(25) that government regulations could adversely affect our business or force us to change our business
practices; (26) that our business may suffer if third parties are unable to provide services or terminate their
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relationships with us; (27) that we may not be able to protect our intellectual property; (28) that we may be
accused of infringing upon the intellectual property rights of third parties, which is costly to defend and
could limit our ability to use certain technologies in the future; (29) that if we, or other industry
participants, are unable to successfully defend against legal actions, we could face substantial liabilities or
suffer harm to our financial and operational prospects; (30) that we may be required to recognize
additional impairment charges on our goodwill and intangible assets, which would adversely affect our
results of operations and financial position; (31) that we may have exposure to greater than anticipated tax
liabilities and the use of our net operating losses and certain other tax attributes could be limited in the
future; (32) that our indebtedness could adversely affect our financial health and limit our ability to react
to changes in our industry; (33) that we may require additional capital to support business growth, and this
capital may not be available to us on acceptable terms, or at all; (34) that we may reduce, or cease payment
of, quarterly cash dividends; (35) that our stock price may be volatile; and (36) that provisions of our third
restated certificate of incorporation, amended and restated bylaws and other elements of our capital
structure could limit our share price and delay a change of management. These risks and uncertainties are
described in greater detail in Item 1A of Part I, “Risk Factors.”

Overview

EarthLink, Inc. (“EarthLink” or the “Company”), together with its consolidated subsidiaries, is a
leading network, communications and IT services provider to business and residential customers in the
United States. We operate two reportable segments," Business Services and Consumer Services. Our
Business Services segment provides a broad range of data, voice, managed IT and equipment services to
business customers. Our Consumer Services segment provides nationwide Internet access and related
value-added services to residential customers. We operate an extensive network including approximately
28,800 route miles of fiber, 90 metro fiber rings and four enterprise-class data centers that provide IP
coverage across more than 90. percent of the United States.

Highlights

Acquisitions. - During late 2010 and early 2011, we entered into two transactions that transformed our
business from being primarily an Internet services provider (“ISP”) to residential customers into a network
and communications provider for business customers. In December 2010, we completed the acquisition of
ITC "~ DeltaCom, Inc. (“ITC” DeltaCom”), a provider of integrated communications services to
customers in the southeastern U.S. In April 2011, we compléted the acquisition of One Communications
Corp. (“One Communications”), ‘a privately-held integrated telecommunications solutions provider
serving customers in the. Northeast, Mid-Atlantic and Upper Midwest. Through these acquisitions we
acquired substantial fiber assets, which: enabled us to broaden our range of products and services in our
Business Services segment. We now offer a robust suite of business services, including data and voice, and
have more scale in the markets we serve. During 2011, we rebranded our retail Business Services as
EarthLink Business™ and our wholesale Business Services as EarthLink Carrier.

During 2011, we also entered into other strategic transactions in order to complement our business
services and .expand our managed services portfolio. In March 2011, we acquired Saturn
Telecommunication Services Inc. and affiliates (“STS Telecom”), a privately-held company that operates a
sophisticated Voice-over-Internet Protocol (“VoIP”) platform that we have leveraged on a nationwide
basis as part of our Business Services offerings. In May 2011, we acquired Logical Solutions.net, Inc.
(“Logical Solutions”), a privately-held company that provides a suite of cloud computing and hosted
network and security services. In July 2011, we acquired Business Vitals, LLC., a privately-held company
that provides national managed IT security and professional services. In September 2011, we acquired the
xDefenders assets of Synergy Global Solutions, Inc., a managéd IT security provider. Finally, in December
2011, we acquired an IT Solutions Center and application service from Synergy Global Solutions, Inc. We
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believe these transactions will further establish EarthLink as a- leadmg network; commumcatlons and IT
services provider. . v :

Debt securities and credit faczlzty In May 2011, we 1ssued $300.0 million aggregate principal amount
of 8%% senior notes due 2019. We also entered into a $150.0 million senior secured revolving credit
facility. No amounts were outstandmg under the senior secured revolving credit facility as of December 31,
2011. In November 2011, we redeemed or repurchased all of our outstanding $255.8 million convertible
senior notes due November 15, 2026. The new debt securities and credit facility were entered into in
anticipation of the redemptlon of our convertible senior notes and opportumtles to. grow our business,
including potential future strategic transactions. :

Results of operations. 'We generated revenues of $1.3 billion during the year ended December 31,
2011, an increase from $0.6 billion during the year ended December 31, 2010, primarily due to the
inclusion of revenues from our acquired businesses. Net income was $34.6 million during the year ended
December 31,2011, a decrease from $81.5 million during the year ended December 31, 2010, and Adjusted
EBITDA (a non—GAAP measure, see Non-GAAP Financial Measures in “Management s Discussion and
Analy51s” in Item 7 of Part II) was $330 7 million during the year ended December 31, 2011, an increase
from $219.1 million during the year ended December 31, 2010. The increase in Ad]usted EBITDA was
prlmarlly due to inclusion of Adjusted EBITDA generated from our. acquired businesses. The decrease in
net income was prlmarlly due to. deprecratron and amortization expense resultmg from property and
equipment and intangible assets obtained in our acquisitions and an iicrease in interest expense resultmg
from acquired and new debt securities. : o

Business Strategy.

" Sirice Decémber 2010, we have significantly expanded our business and revenues ‘through acqulsltlons
mcludmg two large integrated commumcatlon services providers and several new product and service
capablhtles In Décember 2011, we launched a nationwide suite of business voice, data and Internet
solutions. In addition to leveraging our reglonal fiber network and nationwide network reach to provide a
broad range of communications services, we are deploying a wide array of cloud, managed security and IT
support services. Our strategy for growth is for EarthLink to serve as an IT services company for businesses
with IT and network security needs. We want our business .to be more than a traditional
telecommunications company. We believe we are positioning EarthLink to be a trusted managed
communications and IT services partner. The key elements of our business strategy are as follows:

 Offer a complete package of managed communications and IT services.  'We provide a nationwide suite
of business voice, data and Internet solutions using a blend of access technologies to meet our customer’s
specific needs. We recently expanded our IT services capabilities, including hosted VoIP, virtual computing
and managed IT and cloud security. We are focused on continuing to broaden our suite of products and
services to.offer a complete package of network:connectivity and IT services and.to design and 1mplement
solutions to address the evolving business and infrastructure needs of our customers. .

Add new . customer relatzonshtps We are focused on addlng new customers through new and ex13t1ng
channels, leveragmg distribution channels and positioning our business to take advantage of important
trends in the markets for our products and sérvices, We believe we have a unique, comprehensive solution
to offer busmess customers. We are upgrading and evolving our go to market strategy. This includes
investment to 1mprove the quahty of our sales force, investment in alternative sales motions, both 1ns1de
sales and through partner relationships, and investment in the EarthLink brand. We recently restructured
our sales and account management around customer size and ‘complexity. We believe this model aligns our
customer facing organizations around customer needs, complexity and spend, and provides more
geographic presence. .
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Leverage our existing ‘customer relationships. 'We are focused onleveraging our existing customer
relationships, favorable brand image and experience in providing IP communication and managed services,
in order to profitably grow our business services revenue. We believe that upselling our new suite of
products and ‘services to existing customers is an important opportunity for revenue growth and customer
retention. This includes selling managed security and IT services to our existing network connectivity
customets, as well as selling network connectively to existing managed security and IT services customers.
In addition, certain of our business service revenues have been declining due to competitive pressures in
the industry, and we expect revenues from certain aspects of these businesses to continue to decline. We
are focused on managing this decline by executing on opportunities to leverage these customer
relationships by proposing our new technology platform. ‘

Provide a superior customer experience. We are committed to providing high-quality customer service
and continuing to menitor customer satisfaction in all facets of our business. We believe focusing on the
customer relationship increases loyalty and reduces churn. We believe that our customizable
communications portfolio, blend of access technologies for connectivity and new portfolio of cloud,
managed security and IT services are key differentiators that can help us build long-term customer
relationships. With our recently launched nationwide service, we also launched myLink™, a new, secure
customer ‘portal, which provides customers with a centralized  tool for 24/7 self-service applications,
reporting and management features. We are focused on creating a customer-focused organization that will
provide a consistent nationwide approach to offering arid supporting EarthLink products and services.

Successfully integrate acquisitions. We are focused on successfully integrating our- dcquisitions in
order to realize synergies and cost benefits and increase the scale and scope of our product offerings. This
includes the integration of operating support systems, networks, sales forces, marketing channels, product
offerings and personnel. To date, we have consolidated and integrated network operations centers, sales
platforms and certain billing platforms, as well as launched a nationwide product portfolio.” We are
currently involvéd in the integration of additional billing platforms, financial systems and other operating
support systems. We believe that our competitive positioning with current and existing customers will be
strengthened by our ability to continue to successfully integrate recent and other potential acquisitions,
especially integrating our new IT services capabilities. o

Selectively pursue potential strategic: acquisitions. In addition to our recent acquisitions, we will
contiriue to selectively evaluate and consider other potential strategic transactions that we believe will
complemetit-and grow ‘our business. Our acquisition strategy may include investments or acquisitions of
new product and services capabilities, data centers, network assets or business customers to achieve greater
national scale. '

Challenges and Risks ‘ ) .

The primary challenges we face in executing our business strategy are successfully transitioning from a
traditional communications provider to a managed IT services provider, providing products and services
that meet changing customer needs on a timely and cost effective basis, responding to competitive and
economic pressures, managing the rate of decline in certain revenue streams, successfully integrating our
acquisitions to “achieve expected synergies and cost savings, implementing opérating ‘efficiencies and
adapting to regulatory changes and initiatives. Our future success for growth depends on the timing and
market acceptance of our new products and services, our ability to market our services in a cost-effective
manner to néw customers, our ability to differentiate our services from those of our competitors, our
ability to maintain and expand our sales to existing customers, our ability to strengthen awareness of our
brand, our ability to ensure effective training and product knowledge of our sales force and the reliability
and quality of ‘our services. The factors we believe are instrumental to the achievement of our business
strategy may be subject to competitive, regulatory and other events and circumstances that are beyond our
control. For a complete list of all risks and uncertainties inherent in our business, please refer to the
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detailed cautionary statements and risk factors included under -“Risk Factors” in Item 1A of Part I and
under “Safe Harbor Statement” in Item 7 of Part II. . -

Revenue Sources.

" Business Services. Qur Business Services segment earns revenue by providing a broad range of data,
voice, managed IT and equipment services to businesses, enterprise organizations and communications
carriers. We present our Business Services revenue in the following three categories: (1) retail services,
which includes data, voice and managed IT services'provided to businesses and enterprise organizations;
(2) wholesale services, which includes the sale of transmission capacity to other telecommunications
carriers; and (3) other services, which includes the sale of customer premises equipment and web hosting.
Our managed IT services, which are included within our retail services, include cloud computing, data
centers, virtualization, security, applications' premises-based solutions, managed solutions and support
services: Revenues generally consist of recurring monthly charges for such services; usage fees; installation
fees; equipment fees; and termination fees.

Consumer Services. Our Consumer Services segment earns revenue by providing nationwide Internet
access and related value-added services to residential customers. We present our Consumer Services in two
categories: (1) access services, which includes narrowband access services and broadband access services;
and (2) value-added services, which includes tevenues from ancillary services sold -as add-on features to
EarthLink’s Internet access services, such as security products, premium email only, home networking,
email storage and Internet call waiting; search revenues; and advertising revenues. Revenues generally
consist of recurring monthly charges for such services; usage fees; installation fees; termination fees; and
fees for equipment.

Trends in our Business

* Our financial results are impacted by several significant trends, which are described below. We expect
that these will continue to affect our results of operations, cash flows and financial position.

Business Services. We operate in the communications industry. The communications industry is
highly competitive, and we expect this competition to intensify. These markets are rapidly changing due to
industry consolidation, an evolving regulatory environment and the emergence of new technologies. The
industry for cloud, managed security and IT support services is relatively new and continues to evolve.
Merger and acquisition transactions have created more significant competitors for us and have reduced the
number of vendors from which we may purchase network elements we leverage to operate our business.
Certain of our business service revenues have been declining due to competltlve pressures in the industry,
and we expect revenues from certain aspects of these businesses to continue to decline. In addition, we
expect revenues to be adversely 1mpacted as a result of new rules recently adopted by the FCC regarding
intercarrier compensation.

Our business customers are particularly exposed to a weak economy. We believe that the financial and
economic pressures faced by our business customers in this environment of diminished consumer spending,
corporate downsizing and tightened credit have had, and may continue to have, an adverse effect on our
results of operations, including longer sales cycles and increased customer demands for price reductions in
connection with contract renewals.

To combat trends in our business services revenue, we are focused on building long-term customer
relationships. We believe that our customizable communications portfolio, blend of access technologies for
connectivity and new portfolio of cloud, managed security and IT services are key differentiators that can
help us build long-term customer relationships. We seek to grow our business services revenue by selling
new services to our existing customer base, including our new cloud, managed security and IT support
services, and generating sales to new customers. However, we have and may continue to experience
pressure on revenue and operating expenses for our business services as a result of competition or current
economic conditions.
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Consumer Services. “We operate in the Intérnet access services market, which is characterized by
intense competition, changing technology, changes in customer needs and new service and product
introductions. Our narrowband subscriber base and revenues have been declining and are expected to
continue to decline due to the continued maturation of the market for narrowband access. Consumers
continue to migrate from dial-up to broadband access. Technologies such as high-speed data-over-cable-
service-interface specification, or DOCSIS, technolegy offered by many cable broadband providers and
advanced - fiber-based technologies. bemg ‘utilized by AT&T and ‘Verizon may adversely affect our
broadband and dial-up access businesses.- The increasing use of wireless communication, VoIP providers
and the acceleration of. the adoption of breadband due to government funding to deploy broadband to
rural areas could also negatively unpact our consumer business. Our dial-up services are dependent on
dial-up modems and an' increasing number of computer manufacturers do not pre-load their new
computers with-dial-up modems, requ1r1ng the user to separately acquire a modem to access our services.
Additionally, our consumer access services are discretionary and dependent upon levels of consumer
spending. Unfavorable economic conditions could cause customers to slow spending in the future, which
could adversely affect our revenues and churn.

Consistent with trends in the Internet access mdustry, the mix, of our consumer access subscriber base
has been shifting from narrowband access to broadband access customers Consumer broadband access
revenues have lower gross margins than narrowband revenues ‘due to the costs associated with delivering
broadband services. This change in mix has negatively affected our prof1tab111ty and we expect this trend to
continue as broadband subscribers continue to become a greater proportion of our consumer access
subscriber base. : v

To combat trends in our consumer revenues, we are focused on customer retention and operational
efficiency. As a result, we have realized benefits from a subscriber base that is longer tenured, such as
reduced support costs and lower bad debt expense. We expect this trend to continue. However, we may not
be able to continue to reduce our cost structure to the same extent as the declines in revenue and our cost
reduction initiatives. might not yield the anticipated benefits. In addition, we have done, and expect to
continue to do, targeted price increases, which could negatively impact our churn rates.

ConiSolidated Results of Operations

The followmg comparlson of statement of operations data is affected by our acquisition of
ITC ~ DeltaCom on December 8, 2010 and our acquisition of One Communications on April 1, 2011. The
results of operations of ITC ~ DeltaCom and One Communications are included in our operating results
beginning on the respectlve acquisition dates. Due to these acquisitions, direct comparisons of our results
of operatlons for the years ended December 31, 2010 and 2011 with the prior years are less meaningful
than usual since most of the significant year over year variances are caused by the acquisitions. The
following comparison of statement of operations data is also affected, to a lesser extent, by our other
acquisitions completed during 2011.
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- The following table sets forth statement of operations data for the years ended December 31, 2009,
2010.and 2011: :

Year Ended December 31,

2009 2010 2011
(in thousands)
Revenues ...........:.idveuun.n., T $723,729 $ 622,212 $1,314,104
Operating costs and expenses: : : .
Cost of revenues (exclusive of depreciation-and. amortization :
shown separately below)-. ... .. ... ... L L. 265,668 234,633 590,486
- Selling, ‘general and administrative (exclus1ve of of deprematlon : ,
and amotization shown separately below). e oo 0222181 . 178,417 406,358
Depreciation and amortization .......%.... e e .. 23,962 - 23,390 160,083
Impairment of goodwill and intangible assets . . . . ........... 24,145 1,711 —
Restructuring and acquisition-related costs. . . .. ............ 5,615 22,368 © 32,068
Total operating costs and CXPENSes L. .. P 541,571 460,519 1,188,995
Income from operations . . . . . . e ... 182,158 161,693 - 125,109
Interest expense and other, net .......... e e e (21,125)  (23,409) (70,640)
Income before income taxes .......... B 161,033 . 138,284 54,469
Income tax benefit (provision) ........... e e .. 126,085 (56,804) (19,902)
Netincome .........:.a.. O e e e e e i e e e $287,118 $:81,480 $ 34567
Revenues

.. The followmg table presents revenues by groups. of s1m11ar services and by segment for the years
ended December 31, 2009, 2010 and 2011; :

Year Ended December 31, ‘ 2010 vs. 2009 2011 vs. 2010
~ 2009 L2010 2011 - . $ Change . % Change . $ Change % Change
: i (dollars in thousands) .

Business Services . : ! S o - .
Retail services . . . .. $ 69,845 ¢ 88,739 « $:760,158.- $ 18,894 27% $671,419 757%

- Wholesale services .. 40,047 36,792 ..136,224 (3,255) —8% 99,432 270%
Other | ....... ... oo 38,425 35,233 41,877 (3,192) —8% 6,644 - 19%
Total revenues ... 148,317 160,764 938,259 12,447 8% 777,495 484%
Consumer Services o e e : ' ‘
Access services . ... 503,769 403,174 323,998  (100,595) —-20%  (79,176) —20%
Value-added services .~ 71,643, ..58,274 ~:51,847 (13,369) —-19% 6,427) -11%
-« Total revenues ... - 575,412 461,448 - 375,845 (113964) -20% - (85,603) —19%
Total revenues . . . ... $723,729  $622,212 $1,314,104 $(101,517) —14% = $691,892 111%

Business Services

The increase in Business Services revenues from the year ended December 31, 2009 to the year ended
‘December 31, 2010 was primarily due to the inclusion of $26.6 million of ITC ™ DeltaCom revenues for the
period December 8, 2010 through December 31, 2010. This was partially offset by a decrease in revenues
for certain legacy products due to subscriber churn and due to competitive pressures, which decreased the
rate at which new customers were added and mcreased promotlons and retention incentives necessary to
attract and retaln customers. ‘ :
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The increase in Business Services revenue from the year ended December 31, 2010 to the year ended
December 31, 2011 was primarily due to $785.4 million of revenues generated from our acquired
businesses, including ITC " DeltaCom, One Communications and STS Telecom. This was partially offset
by a decrease in revenues for certain legacy products, including web hosting and lower-end, single site
broadband services.-

-We expect Business Services segment revenues to increase in 2012 due to the inclusion of a full year of
One Communications revenue, and as we seek to grow our business services revenues. However, Business
Services segment revenues may be adversely impacted by competition, regulatory changes, shifting patterns
of use, convergence of technology and general economic conditions. We expect revenues to be adversely
impacted as a result of new rules recently adopted by the FCC regarding intercarrier compensation. To
combat competitive pressures, we continue to emphasize our customizable communications portfolio,
blend of access technologies for connectivity and new portfolio of cloud, managed security and IT services.

Consumer Services

Access services. The decreases in consumer access revenues over the past two years were due to
decreases in average consumer access subscribers, which were 2.3 million, 1.8 million and 1.5 million
during the years ended December 31, 2009, 2010 and 2011, respectively. Narrowband access comprised a
larger portion of the average consumer access subscriber decreases as our consumer access subscriber base
continues to shift towards broadband subscribers. Average narrowband subscribers were approximately
63%, 59% and 56% of average consumer access subscribers during the years ended December 31, 2009,
2010 and 2011, respectively. The decreases in average consumer access subscribers resulted from reduced
sales and marketing activities, thé continued maturation of and competition in the market for narrowband
Internet access and competitive pressures in the industry. To combat revenue declines, we continue to
focus on the retention of customers and on marketing channels that we believe will produce an acceptable
rate of return. Our monthly consumer subscriber churn rates were 3.6%, 3.0% and 2.6% during the years
ended December 31, 2009, 2010 and 2011, respectively, which moderated the decline in average consumer
subscribers. Churn rates decreased due to the increased tenure of our consumer subscriber base.

We expect our consumer access and service subscriber base and revenues to continue to decrease due
to limited sales and marketing activities, competitive pressures in the industry and the continued
maturation of the market for narrowband Internet access. We expect the rate of churn and revenue decline
to continue to decelerate as our customer base becomes longer tenured. However, this trend could change
due to competitive pressures or other factors. Consistent with trends in the Internet access industry, we
expect the mix of our consumer access subscriber base to continue to-shift from narrowband access to
broadband access customers.

Value-added services revenues. The decreases in value-added services revenues over the past two
years were due primarily to a decrease in search revenues and a decrease in subscribers for certain
ancillary services, including security, home netwoiking, Internet call waiting and email by phone services.
The decreases resulted from the decline in total average consumer subscribers. Partially offsetting these
decreases was an increase in revenue for premium email only.

Cost of revenues

Year Ended December 31, 2010 vs. 2009 ) - 2011 vs. 2010
2009 . 2010 ] 2011 $ Chamge % Change. $ Change % Change
AR - , (dollars in thousands) '
Business Services ...... $ 82,420 §$ 90,677 $473,004 $ 8257 10%  $382,327 422%
Consumer Services . .... 183248 143956 117,482 (39,292) —21%  (26474) —18%
Total cost of revenues ... $265,668 $234,633 $590,486 $(31,035) —12% $355,853 152%
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Business Services

Cost of revenues for our Business Services segment primarily consists of the cost of connecting
customers to our networks via leased facilities; the costs of leasing components of our network facilities;
costs paid to third-party providers for interconnect access and transport semces and the cost of
equipment sold to customers. : o

The increase in Business Services cost of revenues from the year ended December 31, 2009 to the year
ended December 31, 2010 was primarily due to the inclusion of $13.0 million of ITC " DeltaCom’s cost of
revenues for the period December 8,2010 through December 31, 2010. Also contributing was an increase
in cost of revenues as the product mix of our legacy business services has shlfted from legacy wholesale
products to IP- based network serv1ces

The increase in Business Serv1ces cost of revenues from the year ended December 31 2010 to the year
ended December 31, 2011 was prlmarlly due to $388 7 million of cost of revenues generated from our
acqulred businesses, including’ ITC~ DeltaCom, One Communications and STS Telecom. Partially
offsetting this was a decrease in cost of revenues resulting from network cost efficiencies and a decline in
certaln legacy products 1nc1ud1ng web hostlng and lower-end single site broadband services.

Consumer Servzces »

Cost of revenues for our Consumer Serv1ces segment primarily cons1sts of telecommunications fees
and network. operatlons costs incurred to provide our Internet access services; fees paid to suppliers of our
value-added services; fees paid to content provrders for 1nformat10n prov1ded on our online properties; and
the cost of equipment sold to customers for use with our services. Our principal provider for narrowband
services'is Level 3 Communications, Inc. We also purchase lesser amounts of narrowband services from
certain regi6nal and local providers. Our principal providers of broadband connectivity are AT&T Inc.,
Bright House Networks, CenturyLink, Inc. (formerly Qwest Communications Corporation), Comcast
Corporation, Megapath (formerly Covad Communications Group, Inc.), Time Warner Cable and Verizon
Communications, Inc. Cost of revenues for our Consumer Services segment also include sales incentives,
which include the cost of promotional products and services provided to potential and new subscrlbers,
including free modems and other hardware and free Internet access on a trial basis.

The decreases in Consumer Services cost of revenues over the. past two years were primarily due to
the decline in average consumer services subscribers. Also contributing to the decrease from the year
ended December 31, 2009 to the year ended December 31, 2010 was a decline in average consumer cost of
revenue per subscriber resultmg from contract renegotlatlons with network service providers and internal
network cost-management efforts. , : v

' We expect Consum_er Services segment cost of revenues to con_tinue to decrease as a result of declines
in average consunier subscribers. Consistent with trends in the Internet access industry, we expect the mix
of our consumer access subscriber base to continue to shift from narrowband access to broadband access
customers, which will negatively affect our Consumer Services segment cost of revenues due to the higher
Costs assoc1ated with delivering broadband services. :

Sellmg, general aml admmtstratzve
Year Ended December 31, 2010 vs. 2009 2011 vs. 2010

2009 2010 2011 $ Change % Change $ Change % Change
o (dollars in thousands)

Selling, .general and - T
administrative expenses $222,181 $178, 417 $406, 358 $(43 764) -20% $227941 = 128%

Selhng, general -and admlmstratlve expenses consist of expenses related to sales and marketing,
customer service, network operations, information technology, regulatory, billing and collections,
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corporate administration, legal and accounting. Such costs include salaries and related employee costs
(including stock-based compensatlon) outsourced labor, professional fees, bad debt, payment processing,
property taxes, travel, insurance, rent, advertising and other admlmstratlve expenses.,

The decrease in selling, general and administrative expenses from the year ended December 31, 2009
to the year ended December 31, 2010 consisted primarily of decreases in personnel-related costs,
outsourced labor, advertising expense, bad debt. and payment processing fees and legal and professional
fees. These decreases resulted from reduced headcount, continued cost reduction initiatives, reduced
discretionary sales and marketing spend, and benefits as our overall subscriber base has decreased and
become longer -tenured. These decreases were partially offset by the inclusion of $10.3 million of
ITC " DeltaCom’s selhng, general and administrative expenses for the period December 8, 2010 through
December 31, 2010. Selling, general and administrative expenses decreased from 31% of revenues during
the year ended December 31, 2009 to 29% of revenues during year ended December 31, 2010.

The increase in selhng, general and administrative expenses from the year ended December 31, 2010
to the year ended December 31, 2011 was .due fo. $252.3 million of selling, general and administrative
expenses from our acqulred businesses, including ITC" DeltaCom, One Communications and STS
Telecom, which are included in our Business Services segment. Partially offsetting this was a decrease in
selling, general and administrative expenses in our Consumer Services segment consisting of. decreases in
personnel-related costs, outsourced labor, advertising expense, bad debt and payment processing fees. The
decreases primarily resulted from continued benefits as our overall consumer subscriber base has
decreased and become longer tenured. Longer tenured customers have a lower frequency of non-payment
and requlre less customer service and technical support.

-We expect that selhng, general and administrative expenses will increase in 2012 due to the inclusion
of a full year of One Communications selling, general and administrative expenses, and as we seek to grow
our business services revenue. However, we expect to realize cost synergies as we integrate our
acquisitions. We will continue to seek operating efficiencies, such as consolidating operations and
integrating systems. :

Depreciation and anio_rtizatioh

“ Year Ended December 31, 2010 vs. 2009 2011 vs. 2010
2009 2010 2011 $ Change % Change ~ §$ Cha;ige " % Change
T i (dollars in thousands) I
Depreciation expense . .. . . $ 16 213 $17,645 $100,864 $1,432 9% - $ 83,219. -+ 472%
Amortization expense. . . .. 7,749 5,745 59,219  (2,004)  —26% 53,474 931%

Total . ....... Ceve... 823, 962 $23, 390 $160,083  § (572) —2% - $136,693 693 - 584%

Depreciation and amomzatlon 1ncludes deprec1at10n of property and equipment and a.momzatlon of
definite-lived intangible assets acquired in purchases of businesses and purchases of customer bases from
other companies. Property and equipment is depreciated using the straight-line method over the estimated
useful lives of the various asset classes. Definite-lived intangible assets, which primarily consist of
subscriber bases and customer relationships, acquired software and technology, trade names and other
assets, are amortized on a straight-line basis over their estimated useful lives, which range from three to six
years. :

‘The increase in depreciation expense from the year ended December 31, 2009 to the year ended
December 31, 2010 was pr1mar11y attributable to depreciation expense resulting from property and
equipment obtained in the acquisition of ITC ™ DeltaCom. The decrease in amortization expense from the
year ended December 31, 2009 to the year ended December 31, 2010 was due to certain identifiable
definite-lived intangible assets becoming fully amortized over the past year, which was partially offset by
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the inclusion of amortization of acquired ITC " DeltaCom intangible assets for the period December 8,
2010 through December 31, 2010. . :

The increase in depreciation expense from the year ended December 31, 2010 to the year ended
December-31, 2011 was primarily attributable to expense resulting from property and equipment obtained
in the acquisitions of ITC ~ DeltaCom on December 8, 2010,-One Communications on April 1, 2011 and
STS Telecom on March 2, 2011. Also contributing to the increase in depreciation expense was an increase
in capital expenditures from our acquired businesses, including customer acquisition costs and costs to
maintain and enhance our network. The increase amortization expense from the year ended December 31,
2010 to the year ended December 31, 2011 was primarily attributable to expense resulting from definite-
lived intangible assets obtained in the acquisitions of ITC” DeltaCom on December 8, 2010 One
Communications on April 1, 2011 and STS Telecom on March 2, 2011

We expect that depreciation and amortization expense will increase in 2012 compared to the prior
year due to the inclusion of a full year of One Communications depreciation and. amortization expense,
and as we expect to make additional capital investments for customer acquisition costs and costs- to
maintain and enhance our network. Depreciation and amortization expense may also increase as a result of
potentlal strateglc acqulsltlons

Impairment of goodwdl and mtangzble assets

During the years ended December 31, 2009 and 2010, we recorded non-cash impairment charges for
goodwill and intangible assets of $24.1 million and $1.7 million, respectively. We test goodwill and
indefinite-lived intangible assets for impairment annually or when events or changes in circumstances
indicate that the carrying amount of an asset may not be recoverable. ’ '

Gooawill. "After completing our annual impairment test during the fourth quarter of 2009, we
concluded that goodwill and certain intangible assets recorded as a result of the New Edge acquisition
were impaired and recorded a non-cash impairment charge related to the New Edge reporting unit of
$23.9 million for goodwill. As a result, there is no remaining carrying value related to New Edge goodwill.
The primary factor contributing to the impairment charge was continued sales pressure in the small and
medium-sized business market due to the economy, which adversely impacted our long-range financial
outlook. The annual impairment tests during the fourth quarters of 2010 and 2011 indicated that the fair
‘value of our reporting units exceeded their carrying values. As a result, we concluded that our remaining
goodwill was not impaired and did not record a goodwill impairment charge during the years ended
December 31, 2010 and 2011.

Impairment testing of goodwill is required at the reportmg unit level and involves a two-step process.
We had identified three reporting units for evaluating goodwill for the 2009 and 2010 annual impairment
tests, which were Consumer Services, New Edge and Web Hosting. We identified seven reporting units for
evaluating goodwill for the 2011 annual impairment test, which were Consumer Services, New Edge,
ITC~ DeltaCom, One Communications, STS Telecom, Managed Services and Web Hosting. The
Consumer Sérvices reportable segment was one reporting unit, while the Business Services reportable
segment consisted of the remaining reporting units. Each of these reporting units constitutes a business for
which discrete flnancml mformat10n is available and segment management regularly reviews the operatlng
results.

Upon completion of the first step of the impairment test during the year ended December 31, 2009,
we determined that the carrying value of our New Edge reporting unit exceeded its estimated fair value.
We estimated the fair values of our reporting units primarily using the income approach valuation
miethodology - that included the discounted “cash flow method, taking into consideration the market
approach and certain market multiples as a validation of the values derived using the discounted cash flow
methodology. The discounted cash flows for each reporting unit were based on discrete financial forecasts
developed by management for planning purposes. Cash flows beyond the discrete forecasts were estimated
by-using a terminal value calculation, which incorporated historical and forecasted financial trends for each
identified reporting unit.

53



Because indicators of impairment existed for the New Edge reporting unit, we performed the second
step of the test. We determined the implied fair value of goodwill in the same manner used to recognize
goodwill in a business combination. To determine the implied value of goodwill, we allocated fair values to
the assets and liabilities of the New Edge reporting unit. We calculated the implied fair value of goodwill as
the excess of the fair value of the New Edge reportlng unit over the amounts assigned to its assets and
liabilities. We determined the $23.9 million impairment loss during the year ended December 31, 2009 as
the amount by which the _carrying value of goodwill exceeded the implied fair value of the goodwill.

Indeﬁni‘te—lived intangible assets. The impairment test for our indefinite-lived intangible assets, which
consist of trade names, involves a comparison of the estimated fair value of the mtangrble asset with its
* carrying value. We determined the fair value of our trade names using the royalty savings method, in which
the fair value of the asset was calculated based on the present value of the royalty stream that we are saving
by owning the asset. Given the economic environment and other factors noted above, we decreased our
estimates for revenues -associated -with our New Edge trade name. As a result, we recorded a non-cash
impairment charge related to our New Edge trade name of $O 2 million during the year ended
December- 31, 2009. :

In November of 2010, we decided to re-brand the New Edge Networks name as EarthLink Business.
We recorded a non-cash impairment charge of $1.7 million during the year ended December 31, 2010:to
write-down our New Edge trade name. As a result there is no remaining carrying value related to the New
Edge trade name.

Restructurmg and acquisition-related costs

. Restructuring and acquisition- related costs consisted of the followmg during the years ended
December 31, 2009, 2010 and 2011:

Year Ended December 31,

2009 2010 S 2011

' : ) v T ‘ (in thousands) '
©2007 Restructuring Plan ... ................0..... . - $5743 $ 1,121 $ 278
"' Legacy Restructuring Plans . . ... .. SR e A (128) 294 —
Total facility exit and restructurmg costs ... ..... S 5,615 1,415 278
Acquisition-related costs .. ... .. . e . — 20,953 31,790
Restructurmg and acqulsition-related costs ............... $5,615 $22,368 $32,068

2007 Restructunng Plan In August 2007, we adopted a restructuring plan to reduce costs and
1mprove ‘the efﬁcrency of our operations (“the 2007 Plan”). The 2007 Plan was the result of a
comprehensive review of operations within and across our functions and businesses. Under the 2007 Plan,
we reduced our workforce by approximately 900 employees, consolidated our office facilities in Atlanta,
Georgia and Pasadena, California and closed office facilities in Orlando, Florida; Knoxville, Tennessee;
Harrisburg, Pennsylvania and San Francisco, California. The 2007 Plan was primarily 1mplemented during
the latter half of 2007 and during 2008. However, there have been and may continue to be changes in
estimates to amounts prevrously recorded.

As a result of the 2007 Plan, we recorded facrhty exit and restructuring costs of $5.7 million,
$1. 1 million and $0.3 mllhon during the, years ended December 31, 2009, 2010 and 2011, respectively.
These costs were primarily the result of changes to sublease estimates in our exited facﬂltles and additional
costs for lease terminations. Such costs have been classified as restructurlng and acquisition-related costs in
the Consolidated Statements of Operations. A

- We expect to incur future cash outflows for real estate obligations through 2014. The following table
reconciles the beginning-and ending liability balances associated with the 2007 Plan as of December 31,
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2011, including changes during the period attributable to costs incurred and charged to expense and costs
paid or otherwise settled: : . .

Facilities  Assets Total
(in thousands)

’ - e ; : . $13,613 —  $13,613
Accruals ............... T U 355 (77) 278
Payments . . . .. S S e e © o (6,697) 77 (6,620)
‘Non-cash charges .. ........ e e e e e T 161 — 161

R : : O $7432 $—  $7432

Legacy Restructuring Plans. During the years ended December 31, 2003, 2004 and 2005, we executed
a series of ptans to restructure and streamline our contact center operations and ‘outsource certain internal

""" (collectively referred to as “Legacy Plans™). The Legacy Plans ineluded facility exit costs,
personnel-related costs and assét disposals. We periodically evaluate and adjust our estimates for facility
exit and restructuring costs based-on currently-available information. During the year ended December 31,
2009, we recorded a reduction of $0.1 million to facility exit and restructuring costs and during the year
ended December 31, 2010, we recorded $0.3 million of facility exit and restructuring ‘costs as a result:of
changes in estlmates for Legacy Plans All costs related to the Legacy Plans have been pald or- othemlse
settled. P . . :

* Acquisition-Related Costs. Acquisition-related costs consist of external costs directly related to
EarthLmk’s acquisitions, including transaction related costs, such as advisory, legal, accounting, valuation
and other professional fees; employee severance and retention costs; costs to settle stock-based awards
attributable to postcombmatlon service in connection with the ITC ~ DeltaCom acquisition; facility- -related
costs, such as leasé termination and asset impairments; and integration-related costs, such as ‘system
conversion, rebranding costs and integration related consulting and employee ‘costs. Acquisition-related
costs are expensed in the period in which the costs are incurred and the services are received and are
included in restructuring and acquisition-related costs in the Consolidated Statement: of Operations.
Acquisition-related costs consisted. of the following during the years ended December 31, 2009, 2010 and

2011: PR e
~Year; Ended December 31,
' 2009 2010 C 2011 -
(in thousands)
Transaction-relatéd costs . . ... ..ttt . $ — $10,164 $ 5,756
Severanée and retertion coOStS . . ... i e — 5,047 16,460
Costs to settle postcombination stock awards .............. — 5,742 —
Facﬂlty-relatedcosts..‘...‘.................;; ........ — — 5,530
Integration-related COSts . ... % .. o iiiuiien i e T 4,044
Total acquisition-related COStS. 1. ... ... ..vuurivennnn.. $ = $20,953 $31,790

'We expect to ificur 4dditional integrati’on costs related to our recent acquisitions. Once the businesses
are integrated, we expect to realize'cost synergies from the combined businesses. However, we expect to
inéur upfront costs to gain these synergies. Such costs may include severance and employee benefits, the
ehmmatlon of duphcate facilities and contract§ and costs to develop common operating platforms.

Interest expense and other; net o

Interest expense and.- other net 1s eomprlsed of 1nterest expense mcurred on our debt and: capital
leases, amortization of debt issuance costs, debt premiums, and debt discounts; interest earned on our

55



cash, cash equivalents and marketable securities; and other miscellaneous income and expense items. The
following table presents our interest expense and other, net, during the years ended December 31, 2009,
2010 and 2011:

Year Ended December 31, 2010 vs. 2009 2011 vs, 2010
2009 2010 2011 $ Cbhange % Change §$ Change % Change

: (dollars in thousands)
Interest expense . ... $(26,245) $(29,692) $(74,949) $(3,447) 13% $(45257)  152%
Interest income . . .. . 5,860 . 5,390 4,678 (470) -8% (712) : ~13%
Other, net....... - (740) 893 (369) 1,633 -221% (1,262) -141%
Total ........... $CL, 125) $(23 409) $(70,640) (2,284)  11% (47,231)  202%

The inerease in interest expense and other, net, from the year ended December 31, 20£)9 to the year
ended December 31, 2010 was primarily due to the inclusion of ITC”~ DeltaCom interest expense. In
connection with the ITC ™ DeltaCom acquisition in December 2010, we assumed $325.0 million aggregate
principal amount of ITC” DeltaCom’s 10.5% senior secured notes-due 2016 (the “ITC " DeltaCom
Notes”). Also contributing te the increase was an increase in interest expense resulting from an increase in
accretion of the debt discount relating to our convertible senior notes due 2026 (the “Convertible Notes™)
and a decrease in interest earned on our-cash, cash equivalents and marketable securities, despite-an
increase in our average cash and marketable securities balance, due to lower investment yields.

. The increase in interest expense and other, net, from the year ended December 31, 2010 to the year
ended December 31, 2011 was primarily due to the inclusion of ITC” DeltaCom interest expense for a full
year in 2011 and the issuance of new debt in May 2011. In May 2011, we issued $300.0 million aggregate
principal, amount of 8%% Senior Notes due 2019 (the “Senior Notes™). Partially offsetting the increase was
a reduction in interest expense due to the redemption and repayment of our outstanding $255.8 million
principal amount of Convertible Notes in November 2011.

‘We expect interest expense and other, net; to decrease in 2012 compared to the prior year as a result
of: the redemptlon and repayment of our Convertible Notes.
Income tax beneﬁt (prov:swn)

The following table presents the components of the income tax benefit (provision) during the years
ended December 31, 2009,2010 and 2011:

Year Ended December 31, .

2009 2010 2011
- . (in thousands)
-~ Current Provision .. ..........eiieieen.. $ (9,287) $ (7,268) $ (3, 777)
- Deferred benefit (provision).................. 135,372 (49,536) . (16,125)
Income tax benefit (provision) .............. $126,085 $(56,804) . $(19,902)

The income tax benefit during year ended December 31, 2009 consisted primarily of a benefit of
$198.8 million resulting from the release of a portion of our valuation allowance against our deferred tax
assets, primarily related to net operating loss carryforwards. During the year ended December 31, 2009, we
determined we will more-likely-than-not be able to utilize these deferred tax assets due to the generatlon
of sufficient taxable income in the future. Offsetting this benefit was an income tax provision of
$72.6 million, consisting of $9.3 million state income and federal and state alternative minimum tax
(“AMT”’) amounts payable and $63.3 million for non-cash deferred tax provisions associated with the
utilization of net operating loss carryforwards. During the years ended December 31, 2010 and 2011, the
current provisions were due to state income and federal and state AMT amounts payable due to the net
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operating loss carryforward limitations associated with the AMT calculation and the non-cash deferred tax
prov1s1ons were:due primarily-to the utilization of net operating loss carryforwards. :

" As of December 31, 2011 we mamtalned a valuatlon allowance of $39.9 million. agalnst out unréalized
deferred tax assets, Wthh mcIude net operating loss carryforwards. Of this amount, $31.6 million relates to
net operating losses generated by the tax benefits of certain stock compensation arrangements. Upon
utilization of these net operating losses, the valuation allowance will be removed as an adjustment to
additional paid-in-capital. Approximately $7.9 million relates to net operating losses in certain jurisdictions
where we believe it is not more-likely-than-not to be recognized in future periods. In addition, a valuation
allowance of $0 4 m11110n was estabhshed in 2010 relatmg to stock compensatlon deferred tax assets.

To the extent we report -income -in future periods, we intend ‘to use our net operating loss
carryforwards, to the extent available, to offset taxable income and reduce cash outflows for income taxes.
Our ability to use our federal and state net operating loss carryforwards and federal and state tax credit
carryforwards may be stibjéct to restrictions attributable to equity transactions in the future resulting from
changes in ownership as defined under the Internal Revenue Code

Stock-Based Compensatlon

We Jneasure stock-based compensatlon cost for all stock awards at fa1r value on the date of grant and
recognition of compensation over the requisite service period for awards expected to vest. The fair value of
our stock options is estimated using the Black-Scholes valuation model; and the fair value of restricted
stock units is determined based on the number of shares granted and the quoted price of our common
stock on the date of grant. Such value is recognized as expense over the requisite service period, net of
estimated forfeitures, using the straight-line attribution method. For performance-based awards, we
recognize expense-over the requisite service period, net of estimated forfeitures, using the accelerated
attribution method when it is probable that the performance measure will be achieved. The estimate of
awards that will ultimately vest requires significant ]udgment and to the extent actual results or updated
estimates” dlffer from management s current estimates, such amounts will be recorded as a cumulative
adjustment in the penod estimates are tevised. We consider many factors when estlmatmg expected
forféitures, including types of awards, employee class’ and historical employee attrition rates. Actual
results, and future changes in estimates, may differ substantially from our current éstimates.

Stock-based compensation expense was $13.2 million, $10.0 million and $13.5 million during the years
ended December 31, 2009, 2010 and 2011, respectively. Stock-based compensation expense is classified
within selling, general and administtative expenses, which is the sime operatlng expense hne item as cash
compensation paid to employees.

Segment Results of Operatlons

We operate two reportable segments Bus1ness Serv1ces and Consumer Services. We present our
segment information “along the same hnes ‘that out chief ‘executive reviews our operating results. in
assessing performance and allocating resources. Our Business Services segment earns revenue by providing
a broad range of. data, voice, managed IT and equipment services to businesses, enterprise organizations
and communications carrlers Our Consumer Services segment provrdes nationwide Internet access and
related value-added semces to- re31dent1al customers

* 'We evaluate the performance of our operating segments based on segment income from opérat1ons
Segment income from operations includes revenues from external customers, related cost of revenues and
operating ‘expensés directly attributable o the segment,” which include expenses over which segment
managers have direct discretionary eontrol, such as advertising and marketing programs, customer support
expenses, operations expenses, product development expenses, certain technology and facilities expenses,
billing operations and provisions for doubtful accounts. Segment income from operatlons excludes other
income and expense items and certain expenses over which segment managers do not have discretionary
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control. Costs excluded from segment. income from operations include various corporate expenses
(consisting of certain costs such as corporate management, human -resources, finance and legal),
depreciation and amortization, impairment of goodw111 and intangible assets, restructuring and acqu1s1t10n-
related costs and stock-based compensatlon expense, as they are not cons1dered in the measurement of
segment performance

Business Services Segment

Business Services Operating Metrics .

We utilize certain non-financial and operating measures to assess our financial performanee The
following table sets forth subscriber and operating data for the years ended December 31, 2009, 2010 and
2011: : :

December 31, December 3_1, December 31,

2009 2010 2011

Legacy EarthLink Business Metrics (a)

Narrowband access subscribers . .............. 8,000 7,000 5,000

Broadband access subscribers .. .......... ..., 54,000 53,000 51,000

Web hosting’accounts .. .................... ° 75000 66,000 58,000
EarthLink Business Metrics S o

Total fiber optic route miles (b) . ... ....... ... — 16,504 28,804

COLOCALIONS '+ o v v o v et i e e eine e ene e s = - 294 1,415 -

Voice and da’ta switches . .............. ... — 20 - 56

(a) Legacy EarthLmk ‘business metrics consist of metrics related to services in EarthLink’s Busmess
Services’ segment prior to our recent acquisitions.

(b) As of December 31, 2010, mcludes :12,559 route miles owned or obtained through mdefeas1b1e

~ rights to use (IRU) and 3,945 marketed and managed route miles. As of December 31, 2011,

includes 24,859 route miles owned or obtained through indefeasible rights to use (IRU) and 3,945
marketed and managed route miles.

Business Services Operatmg Results

The. followmg table sets forth operatlng results for our Business Services segment for the years ended
December 31, 2009, 2010 and 2011:

Year Ended December 31, 2010 vs. 2009 2011 vs. 2010
2009 2010 2011 $ Change % Change $ Change % Change
. . - (dollars in thousands) -
Segment revenues . ............ - $148,317 . $160 764 $938,259 $12,447 8% $777,495 484%

Segment operating income .. ..... 25,648 19,991 166,126 (5,657) —22% 146,135 731%

" The increase in Business Services revenues from the year ended December 31, 2009 to the year ended
December 31, 2010 was primarily due to the inclusion of ITC” DeltaCom revenues for the period
December 8, 2010 through December 31, 2010. The increase in Business Services revenues from the year
ended December 31, 2010 to the year ended December 31, 2011 was primarily due to the inclusion of a full
year-of ITC” DeltaCom revenues, and the inclusion of revenues from our other acquired businesses
including One, Communications and STS Telecom. This was partially offset by a decrease in revenues for
certain legacy products, including web hosting and lower-end, single site broadband services.

*"The decrease in Business Services segment operating income from the year ended December 31, 2009
to the year ended December 31, 2010 was primarily due to the inclusion of ITC” DeltaCom results of
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operations for the period December 8, 2010 through December 31, 2010. The increase in Business Services
segment operating income from the year ended December 31, 2010 to the year ended December 31, 2011
was primarily due to the inclusion of segment operating income from our acquired businesses.

Consumer Services Segment

Consumer Seivices Operating Metrics

We utilize certain non-financial and operating measures to assess our financial performance. Terms
such as churn and average revenue per user (“ARPU”) are terms commonly used in our industry. The
following table sets forth subscriber and operating data for the years ended December 31, 2009, 2010 and

2011:

Consumer Subscribef Detail (a)

* December 31, December 31, December 31,
2009 . 2010 2011

Narrowband access subscribers . ............... ’. 1,225,000 932,000 741,000

Broadband access subscribers .. ... ... oL 804,000 704,000 609,000
Subscribers atend ofyear. . . . ... ... .. oL 2,029,000 - 1,636,000 ~ 1,350,000
Year Ended December 31,

» 2009 2010 2011
Consumer Subscriber Activity
Subscribers at beginning of year. . .......... ... 2,643,000 2,029,000 1,636,000
Gross organic subscriber additions .. . . ............ 399,000 265,000 184,000
Adjustment (b) ... ... .. i e (7,000) — —
(01117« TP AP (1,006,000)  (658,000)  (470,000)
Subscribers at end of VEAT ot vt i 2,029,000 1,636,000 1,350,000
Consumer Metrics ‘ '
Average subscribers (C) .. .. ... 2,310,000 1,817,000 1,484,000
ARPU () ..o e e e $ 2076 $ 2116 $ 21.10
Churnrate (€) ......vvvvevneeennuennnns 3.6% 3.0% 2.6%

(2)

(b)

- ©
(d)

’ ( e)

Subscriber counts do not include nonpaying customers. Customers receiving service under
promotional programs that include periods of free service at inception are not included in
subscriber counts until they become paying customers. Sl

During :the. yéar‘ ended December 31, 2009, we témoved approximately 7,000 satellite subscribers
from our broadband subscriber count and total subscriber count as a result of our sale of these
subscriber accounts. '

Average .subscribers or accounts is calculated by averaging the ending monthly subscribers or
accounts: for the thirteen months preceding and including the end of the year.

ARPU represents the average monthly revenue per user (subscriber). ARPU is computed by
dividing average monthly revenue for the year by the average number of subscribers for the year.
Average monthly revenue used to calculate ARPU includes recurring service revenue as well as
nonrecurring revenues associated with equipment and other one-time charges associated with
initiating or discontinuing services. . : :

Churn rate is used to measure the rate at which subscribers discontinue service on a voluntary or
involuntary basis. Churn rate is computed by dividing the average monthly number of subscribers
that discontinued service during the year by the average subscribers for the year. Churn rate for
the year ended December 31, 2009 excludes the impact of the adjustments noted in (b) above.
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Consumer Services Operating Results

The following table sets forth operating results for our Consumer Services segment for the years
ended December 31, 2009; 2010 and 2011:" ”

Year Ended December 31, 2010 vs. 2009 2011 vs.. 2010
2009 2010 2011 $ Change % Change $ Change % Change
(dollars in thousands)
Segment revenues . .. ... .. ... $575,412 '$461,448 $375,845 $(113,964) —20% $(85,603) —19%
Segment operating income . . .... 269,589 229,832 187,551 (39,757) —15% (42,281) —18%

The decrease in Consumer Services revenues and operating income over the past two years were
primarily due to a decrease in average consumer subscribers resulting from continued maturation of the
market for Internet access and competitive pressures in the industry. The decrease in revenue was partially
offset by a decrease in operating expenses as our consumer subscriber base has decreased and become
longer tenured. Our longer tenured customers require less customer service and technical support and
have a lower frequency of non-payment :

Liquidity and Capital Resources

The following table sets forth summarized cash flow data for the years ended December 31, 2009,
2010 and 2011: :

‘ Change
Year Ended December 31, 2010 vs 2011 vs

2009 2010 2011 2009 2010
(in thousands)
Net cash prov1ded by operating activities .. $208,622 § 154,449 §$ 146,234 §$ (54,173) $ (8,215)
Net cash (used in) provided by mvestlng

activities ... .. ... L o i (37,121)  (454,193) 141,594  (417,072) 595,787
Net cash used in financing activities . . . . . . (47,070)  (68,299) (318,997)  (21,229) (250,698)
Net increase (decrease) in cash and cash

equivalents. ............ e $124,431 $(368,043) $ (31,169) $(492,474) $ 336,874

Operating activities

The decrease in cash provided by operating activities from the year ended December 31, 2009 to the
year ended December 31, 2010 was primarily due to a decrease in revenues as our overall consumer
subscriber base has decreased. Also contributing to the decrease in cash provided by operating activities
was cash used for certain one-time payments relating to our acquisition of ITC”~ DeltaCom, including
severance and related benefits, investment advisory and other professional fees, and cash used for certain
legal settlements and certain state and local tax audits. However, this decrease was partially offset by
reduced sales and marketing spending, reduced telecommunication costs and reduced customer support
and bad debt expense as our overall consumer subscriber base decreased and became longer tenured, and
reduced back-office support costs.

- The decrease in cash provided by operating activities from the year ended December 31, 2010 to the
-year ended December 31, 2011 was primarily due to an increase in interest payments, cash used to settle
liabilities assumed in our acquisition of One Communications and cash used for other liabilities associated
with our acquisitions, including severance and retention costs, transaction costs and.other integration-
related costs. These outlays were partially offset by additional cash provided by operations of our acquired
companies. ,
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Investing activities

The increase’in cash used in investing activities from the year ended December 31, 2009 to the year
ended Decéember 31, 2010 was primarily due to our acquisition of ITC ™ DeltaCom. We used $192.3 million
of net cash for the acquisition of ITC” DeltaCom and $9.1 million of cash paid to settle stock-based
awards in connection with' the acquisition. During the year ended December 31, 2010, we used
$229.5 ‘million of purchases of investments in marketable securities, net of sales and maturities, as we
mvested some of our excess cash in loniger-term marketable securities. We also incurred a $10.9 million
increase in capital expenditures (Wthh includes incremental capital spending for ITC~ DeltaCom).
Proceeds received from investments in other companies decreased by $6.8 million. During the year ended
December 31, 2009, we sold 2.2 million of our Sprint Nextel shares for net proceeds of $8.2 million and
received $0.2 million in cash distributions from one of our investments. During the year ended
December 31, 2009, we received $1.6 million of proceeds from the sale of certain investments.

The increase in cash flows from investing activities from the year ended December 31, 2010 to the
year ended December 31, 2011 was primarily due to a change in cash associated with investments in
marketable secuntles During the -year ended December 31, 2010, we used cash of $229.5 million for
purchases of investments in marketable securities, net of sales and maturities, as we invested some of our
‘excess cash in longer term marketable securities. During the year ended December 31, 2011, we received
cash of $290.1 million for sales and maturities of investments in marketable securities, net of purchases, as
we converted our investments to cash equivalents during the year. Also contributing to the change in cash
flows from investing activities was a decrease in cash used for acquisitions, net of cash acquired. During the
'year ended December 31, 2011, we used $43.1 million of net cash for acquisitions, which was primarily due
to. our acquisitions of One Communications and STS Telecom: The overall increase in cash flows from
investing activities was offset by an increase in capital expenditures, primarily due to the inclusion of
capital expenditures of our acquired companies, network and technology center related projects and
customer acqu1s1t10n costs."We continue to focus on 1nvestment in our technology 1nfrastructure to support
'our long-term strateglc plans.

Fmancmg actmttes

‘The i increase in net cash used in fmancmg activities from the year ended December 31, 2009 to the
yyear ended December 31, 2010 was primarily due to a $37.5 million increase in dividend payments, offset
by a $21.5 million decrease cash used to repurchase common. stock. We began paying dividends during the
third quarter of 2009. The increase in dividend payments during the year ended December 31, 2010 was
primarily due to having a full year of dividend payments. During the year ended December 31, 2009, we
used $22.3 million to repurchase 3.6 million shares of our common stock and during the year ended
December 31 2010, we used $0.9 million to repurchase 0 1 million shares of our common stock.

The increase in net cash used in frnancmg activities from the year ended December 31 2010 to the
year, ‘ended December 31, 2011 was primarily due to a $250.3 million net change in cash associated with our
debt obligations and a $46.1 million increase in cash used to repurchase common stock, partially offset by a
$44.6 million decrease in dividend payments. During the year ended December 31, 2010, we used
$0.9 million to repurchase 0.1 million shares of our common stock and during the year ended
December 31, 2011, we used $47.0 million to repurchase 6.5 million shares of our common stock. Dividend
payments decreased to $22.9 million during the year ended December 31, 2011 as we reduced the amount
‘of our quarterly dividend from-$0.16 per share to $0.05 per share in the beginning of 2011.

In May 2011 'we issued $300 0 million aggregate principal amount of 8%% Senior Notes due 2019 at
an issue price of 96.555% and received net proceeds of $280.2 million after transaction fees. We also paid
transaction fees of $1.9 million related to our senior secured revolvmg credit facﬂlty entered into in May
2011. : v
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In connection with the One Communications acquisition in April 2011, we repaid $266.5 million of
‘One Communications debt. In November 2011, we redeemed and repaid our outstanding $255.8 million
principal amount of Convertible Notes. In addition, under the indenture for the ITC” DeltaCom Notes,
following the consummation of the acquisition of ITC ™ DeltaCom, ITC ~ DeltaCom was required to offer
to repurchase any or all of the ITC" DeltaCom Notes at 101% of their principal amount. The tender
window was open from December 20, 2010 through January 18, 2011. As a result, approximately
$0.2 million outstanding principal amount of the ITC ™ DeltaCom Notes was repurchased in January 2011.
Also during the year ended December 31, 2011, we repaid $3.0 million of debt assumed in the STS
Telecom acquisition. :

Future Uses of Cash  and Funding Sources
Future Uses of cash

_ Our primary future cash requirements relate to outstanding indebtedness, capital expenditures,
investmgnts in our business services segment, acquisition-related costs and dividends. In addition, we may
use cash in the future to make strategic acquisitions or repurchase common stock or debt.

Debt and interest. 'We expect to use cash to service our outstanding indebtedness. In connection with
our acquisition of ITC ~ DeltaCom, we assumed ITC” DeltaCom’s outstanding $324.8 million aggregate
principal amount of 10.5% senior secured notes due on April 1, 2016. We also issued $300.0 million
aggregate principal amount of Senior Notes in May 2011 and entered into a $150.0 million revolving credit
facility. As a result, we expect to use cash for incremental interest payments. We also may use cash to
redeem the ITC 2 DeltaCom Notes in accordance with the terms of the related indenture or to purchase
them in the open market. -

.. Capital expenditures. 'We expect to incur capital expenditures of approximately $115.0 million to
$135.0 million during the year ending December 31, 2012. We believe that to remain competitive with
much larger communications companies, we will require significant additional capital expenditures to
enhance and operate our fiber network. We may also make capital expenditures to upgrade acquired
network or other assets. We plan on making capital expenditures relating to acquiring new customers, to
further enhance our customers’ experience and growth opportunities and to maintain and upgrade our
network and: technology infrastructure. The actual amount of capital expenditures may fluctuate due to a
number of factors which are difficult to predict and could change significantly over time.” Additionally,
technological advances may require us to make capital expenditures to develop or acquire new equipment
or technology in order to replace aging or obsolete equipment. '

Investments in business services segment. One of our key strategies is to grow our business services
revenue. In addition to leveraging our fiber network and nationwide IP reach to provide a broad range of
communications services, we are deploying a wide array of cloud, managed security and IT support
services. We expect to invest cash in sales and marketing efforts for our business services. We also expect to
invest cash to build out data center space across our nationwide footprint to support our cloud, managed
security and IT support services. ' o ‘

- Acquisition-related costs. 'We ‘expect to continue to use cash for one-time costs related to our
acquisitions, including severance and retention costs and integration-related costs. There are a number of
systems that continue to be integrated, including management information, sales, billing and human
resources. We expect to incur expenses in connection with integrating the businesses, policies, procedures,
operations, technologies and financial and other operating support systems of our acquisitions to common
‘platforms. ’ '

Dividends. During the years ended December 31, 2009, 2010 and 2011, cash dividends declared were
$0.28, $0.62 and $0.20 per common share, respectively. We currently intend to continue to pay regular
quarterly dividends on our common stock. However, any decision to declare future dividends will be made
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at the discretion of the Board of Directors and will depend.on, among other things, our results of
operations, financial condition, cash requirements, investment opportunities and other factors the Board
of Directors may deem relevant.

Other. We may use cash to invest in or acquire other companies, to repurchase common stock or to
repurchase or redeem debt. We expect to continue to evaluate and consider potential strategic transactions
that we believe may complement or grow our business. Although we continue to consider and evaluate
potential strategic transactions, there can be no assurance that we will be able to consummate any such
transaction.

."Qur cash requirements depend on numerous factors, including costs required to mtegrate our
acqulsmons costs required to repurchase debt, the size and types of future acquisitions in which we may
engage, the costs required to maintain our network infrastructure, the pricing of our access services and
the level of resources used for our sales and marketing activities, among others. In addition, our use of
cash -in connection with acquiSitions may limit other potential uses of our cash, including stock
repurchases, debt repayments or repurchases and dividend payments. '

Future sources of cash.

Our principal sources-of 11qu1d1ty are our cash, cash equlvalents and marketable securities, as well as
the cash flow we generate from our operations. During the years ended December 31, 2009,2010 and 2011,
we generated $208.6 million, $154.4 million and $148.1 million in cash from operations, respectlvely As of
December 31, 2011, we had $211.8 million in cash and cash equlvalents and $29.6 million in marketable
securities. Our cash, cash equivalents and marketable securities are subject to general credit, liquidity,
market,. and interest rate risks, which may be exacerbated by unfavorable economic conditions.

Another source of 11qu1d1ty is our revolving credit facility. In May 2011, we “entered into a credit
agreement providing for a senior secured revolving credit facility with’ aggregate revolving commitments of
$150.0 million. The senior secured revolving credit facility terminates in May: 2015, and at that time all
amounts outstanding thereunder shall be due and payable in full. As of December 31, 2011, no amounts
had been drawn or were outstanding under the senior secured revolving credit facility. . :

Our available cash and cash equivalents, together with our results of operations, are expected to be
sufficient to meet our operating expenses, service outstanding indebtedness, ‘capital requirements and
investment and other obligations for the next 12 months. However; to increase available liquidity ‘or to
fund acquisitions or other strategic activities, we may seek additional financing. We have no commitments
for any additional financing and have no lines of credit or similar sources of flnancmg, other than the
$150.0 million credit facility we entered into in May 2011. We cannot be sure that we can obtain additional
financing on favorable terms, if at all, through the issuance of equity ‘'securities or the incurrence of
additional debt. Additional equity financing may dilute our stockholders, and debt financing, if available,
may restrict our ability to repurchase common stock or debt, declare and pay dividends and raise future
capital. If we are unable to obtain additional needed financing, it ‘may prohibit us from making
acquisitions, capital' expenditures ‘and/or ‘investments, which could matenally and -adversely affect our
business. . :
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Contractual Obligations and Commitments

" The following table sets forth our contractual obligations and commercial commitments as of
December 31, 2011:

Payment Due by Period

' 2013 - 2015 —
Total 2012 2014 2016 After 5 Years

e ' : (in thousands) :
Longtermdebt (1) .................. $ 624800 $ — 3 —  $324.800 $300,000
Interest payments on long-term debt (2) e 339,895 . 61,292 122,583 96,114 59,906

- Purchase commitments (3)......... . 186,351 77,285 83,078 15,102 10,886
Operating leases (4) PR e .. 186,697 35,975 57,460 32,471 60,791
Capital leases (5) . ...... P 32,671 3,790 6,621 7,509 14,751

Total (6) ....... e e e  $1,370,414  $178,342  $269,742 $475,996. $446,334

(1) Long-term debt includes principal payments on outstanding debt obligations. Long-term debt
excludes unamortized discounts and premiums. As of December 31, 2011, we had $624.8 million
aggregate principal amount of debt outstanding, consisting of $300.0 million of 874% Senior Notes due
2019 and $324.8 million of ITC” DeltaCom’s 10.5% senior secured notes due on April 1, 2016.

2) Interest pay‘me’nt'své‘n long-term’ debt includes interest due on outstanding debt through maturity and
. commitment fees and borrowing costs under our senior secured revolving credit facility.

(3) Purchase commitments represent non-cancellable contractual obligations for services and equipment;
minimum commitments under network access agreements with several carriers; and non-cancelable
contractual obhgatlons for certain advertising spending.

(4) - These.amounts represent base rent payments under non-cancellable operatlng leases for facilities and
equipment that expire in various years through 2016, as well as an allocation for operating expenses.
Not included in these amounts is expected sublease income of $2.7 million, $1.9 million and
$1.3 million durmg the years ended December 31, 2012, 2013 and 2014, respectively.

(5)  Represents remaining payments under capital leases, 1nclud1ng interest, substantially all of which were
- assumed: from our acqmsmon of One. Communications.

(6) The table does not include our reserve for uncertain tax positions, which as of December 31, 2011
' total $10.4 million, as the specific timing of any cash payments relating to this obligation cannot be
prolected with reasonable certainty.

Debt Coven'an_ts’

- Under the indentures governing our debt agreements, acceleration on principal payments would occur
upon payment default or violation of debt covenants. We were in compliance with all covenants under our
debt agreements as of December 31, 2011.

Off-Balance Sheet Arrangements

As of December 31, 2011, we did not have any off-balance sheet arrangements that have or are
reasonably likely to have a current or future effect on our financial condition, changes in financial
condition, revenues or expenses, results of operatlons liquidity, cap1ta1 expenditures or capital resources
that are material to investors.
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Share Repurchase Program

The Board of Directors has authorized a total of $750.0 million to repurchase our common stock
under ourshare repurchase program. As of December 31, 2011, we had utilized approximately
$651.1 million pursuant to the authorizations and had $98.9 million available under the current
authorization. We may repurchase our common stock from time to time in compliance with the Securities
and Exchange Commission’s regulations and other legal requirements, and subject to market conditions
and other factors. The share repurchase program does not require us to acquire any specific number of
shares and may be terminated by the Board of Directors at any time.

Non-GAAP Fmanclal Measures

In addition to. our financial information presented in accordance w1th U S. generally accepted
accounting principles (“GAAP”), management uses certain “non-GAAP financial measures” within the
meaning of the SEC Regulation G, to clarify and enhance understandmg of past performance and
prospects for the future. Generally, a non-GAAP financial measure is a numerical measure of a company’s
operatlng performance, financial position or cash flows that excludes or includes amounts that are included
in or excluded from the most directly comparable measure calculated and presented in accordance with
GAARP. Set forth below is a discussion of the presentation and use of Adjusted EBITDA and Operating
Cash. Flow, the non-GAAP financial measures used by management.

Adjusted EBITDA is defined as net income before interest expense and other net, income taxes,
depreciation and amortization, stock-based compensation; impairment of goodwill and intangible assets,
and restructuring and acquisition-related -costs. Operating Cash Flow is defined as net income before
interest expense ‘and other, net, income taxes; depreciation and amortization, stock-based compensation,
impairment of goodwill and intangible assets, and restructuring and acquisition-related costs, less cash
used for purchases of property and equlpment : 4

These non-GAAP financial 1 measures are commonly used in the 1ndustry and are presented because
management believés they provide relevant and useful information to investors. Management uses these
non-GAAP financial measures to evaluate the performance of its business and to assess its ability to fund
capital expenditures, fund growth, service debt and determine bonuses. Management believes that
excluding the effects of certain non-cash and non-operating items enables investors to better understand
and analyze-the current period’s results and provides a-better measure of comparability.

~ There are limitations to using these non-GAAP fmancral measures. Adjusted EBITDA and Operating
Cash Flow are not indicative of cash provrded or used by operating activities and may differ from
comparable inforimation provided by other compames Adjusted EBITDA and Operating Cash Flow
should not be considered i in isolation, 'as an alternatlve to, or more meamngful than measures of f1nanc1al
performance determmed in accordance with U S GAAP :

The followmg table presents a reconcrhatron of Adjusted EBITDA to the most closely related
financial measure, reported under GAAP for the years.ended December 31, 2009, 2010 and 2011:

Year Ended December 31,

2009 - 2010 2011
. o : ' R R (in thousands)

Netdncome . oot v vt it e e w0 $287,118 § 81,480 - $ 34,567
Interest expense and other,net ................... 21,125 23,409 70,640
Income tax benefit (provision) .................... (126,085) 56,804 19,902
Depreciation and amortization . . . ................. 23,962 23,390 160,083
Stock-based compensation expense . . . ....... ... ... -13,231 9,959 13,466
Impairment- of goodwill and intangible .assets ......... 24,145 - 1,711 . —
Restructuring and acquisition-related‘-costs SR e e e e e 5,615 22,368 . 32,068

+ “Adjusted EBITDA . ... 0. .. 0. e e C$249,111 0 $219,121  $330,726
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The following table presents a reconciliation of Operating Cash Flow to the most closely related
financial measure reported under GAAP for the years ended December 31, 2009, 2010 and 2011:

Year Ended December 31,

7

2009 2010 - /2011

B I : R I (in thowsands) - '~ =
Net income . . ........ e oA e e e o e T 8287118 8 81,480 § 34,567
Interest expense and other, net .‘ ......... e e 21,125 © 23,409 70,640
Income tax benefit (provision) - :. .. ... ... 0oL eL . (126,085) ¢ 056,804 - 19,902
Depreciation and amortization . . . .................. 23,962 23,390 160,083

Stock-based compensation expense . . ... ... ... 13,231 19,959 ' 13466
Impairment of goodwill and intangible assets . ..w .. .7 .. 24,145 1,711 —
Restructuring and acquisition-related costs ......... L. - 5615 22,368 32,068

- Purchases of property and equlpment ........ TN (13,119) . (24,025) (101,967).
* Operating Cash Flow . .. ... LLIioooiiooooo. $235992 8195096 § 228,759

Crltlcal Accountmg Policies and Estimates

Set forth below is a discussion of the accounfing policies and related estimates that we beheve are the
most, critical to understandmg our consolidated. financial statements, financial condition and results of
operations and which require complex ‘management judgments, uncertainties .and/or estimates. The
preparation of financial statements in accordance withU.S. GAAP requires management to make
estimates and assumptions that affect the reported -amounts. of -assets and liabilities, the disclosure of
contmgent assets and liabilities and the reported amounts of revenues and expenses during a reporting
period; however, actual results could differ from those . estimates. Management has discussed the
development, selection and disclosure of the critical accounting policies and estimates with the Audit
Committee of the Board of Directors. Information regardmg our other accountmg pohc1es is mcluded in
the Notes to our Consohdated F1nanc1al Statements "

Revenue recogmtwn

We recognize revenue when persuaswe ev1dence of an arrangement exists, delivery has occurred the
sales price is fixed or determinable and collectibility is reasonably assured. We offer certain services that
are prov1ded by third-party vendors. When we are the primary obligor in a, transaction, have latitude in
establishing prices, are the party determmmg the service spemflcanons or have several but not all of these
indicators, we record the revenue and cost of revenue on a gross basis. If we are not the primary obligor
and/or a third-party vendor has latitude in estabhshmg prlces we record revenue associated .with the
related subscribers on a net basis, netting the cost of revenue ‘associated with the service against the gross
amount billed the customer and recording ‘the net‘amouttt as revenue. The determination of whether we
meet many of the attributes for gross aiid net reveriié-recognition is judgmental in nature afd is based 6n
an evaluation of the terms of each arrangement. A change in the determination of gross versus net revenue
recognition would have an impact on the gross amounts of revenues and cost of revenues we recognize and
the gross profit margin percentages in the period in which such determination is made and in subsequent
periods; however, such a change in determination of revenue recognition would not affect net-income.

Receivable reserves

Sales credit reserves

We make estimates for potential future sales credits to be issued related to billing errofs, service
interruptions and customer disputes, which are recorded as‘a’'reduction in revenue. We analyze-historical
credit activity and changes in customer demands related to current billing and service -interruptions when
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evaluating our credit reserve requirements. We reserve known billing errors .and service interruptions as
incurred. We review customer disputes and reserve against those we believe to be valid claims. We also
estimate a sales credit reserve related to unknown billing errors and disputes based on historical credit
activity. The determination of the general sales credlt and customer dlspute credit reserve requirements
1nv01ves s1gmﬁcant estlmatlon and judgment.

Allowance for doubtful accounts

. ‘We maintain-an -allowance for doubtful accounts for accounts receivable amounts that may not be
collectlble. In assessing the:adequacy of the allowance for doubtful accounts, management considers a
number of factors, including the aging of the accounts receivable balances, historical collection experience,
a specific customer’s ability to meet its financial obligations to us and the general economic environment.
If the fmanmal condition of EarthLmk’s customers were to deteriorate, resulting in an 1mpa1rment of their
ab111ty to make payments, ‘additional ‘allowances ‘may be required. Due to the current economic climate, the
competitive environment in the telecommunications sector and the volatility of the financial strength of
particular customer segments including our wholesale customers, the collectability of receivables and
creditworthiness of customers may become more difficult and unpredictable. Changes in the financial
viability of s1gn1ﬁcant customers and a worsening of economic conditions may require changes to our
estimate of the recoverability of the receivables. The determination of our allowance for doubtful accounts
reserve requlrements mvolves s1gn1f1<:ant estlmatlon and ]udgment

Cost of Revenues

Cost of revenues includes direct expenses associated with providing services to our customers and the
cost of equipment sold. These costs include the cost of leasing facilities from incumbent local exchange
carriers and other telecommunications providers that provide us with access connections to our customers,
to.some compenents of our network facilities, and between our various facilities. In addition, we use other
carriers to provide services where we do noet have facilities. We use a number of different carriers to
terminate our long distance calls. These costs are expensed as incurred. Some of these expenses are billed
in advance and some expenses are billed in arrears. Accordingly, we are required to accrue for expected
expenses irrespective: of> whether these -expenses have been billed. We use 1nterna1 management
information to support these required accruals. -

‘Experience indicates that the invoiees that are received from other telecommunications providers are
often subject to significant billing:disputes. We typically accrue for all invoiced amounts unless there are
contractual, tariff.or operational data that clearly indicate support for the billing dispute. Experience also
has shown that these disputes can require a significant amount of time to resolve given the complexities
and regulatory issues surrounding the vendor relationships. We maintain reserves for any anticipated
exposure associated with these billing disputes.. We believe our reserves are adequate. The reserves are
reviewed on a monthly basis, but are subject to changes in estimates and management judgment as new
information becomes available.. In view of the length of time it historically has required to resolve these
disputes, disputes may be resolved or require adjustment in future periods and relate to costs invoiced,
accrued or pald in pr1or periods.

Income taxes

Slgmflcant ]udgment is required in evaluatmg our uncertam tax positions and determining our
provision for income taxes. We establish reserves for tax-related uncertainties if it is more-likely-than-not
that additional taxes will be due. We adjust these reserves in hght of changing facts and circumstances, such
as the closmg of a tax audit, new tax leglslatlon or the change of an estimate. To the extent that the final tax
outcome of these matters is different than the amounts recorded, such differences will affect the, prov1sxon
for income taxes in the period in Wthh such determination is made The prov1s1on for mcome taxes
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includes the effect of reserve provisions and changes to reserves that are considered appropriate, as well as
the related net interest and penalties. ~

‘We recognize deferred tax assets and liabilities usmg tax rates in effect for the years in which
temporary differences are expected to reverse, including net operating loss carryforwards. Management
assesses the realizability of deferred tax assets and records a valuation allowance if it is
more-likely-than-not that all or a portion of the deferred tax assets will not be realized. We consider the
probability of future taxable income and our historical profitability, among other factors, in assessing the
amount of the valuation allowance. Significant judgment is involved in this determination, including
projections of future taxable income. Changes in these estimates and assumptions could materially affect
the amount or timing of valuation allowance releases.

We continue to maintain a valuation allowance of $39.9 million against certain deferred tax assets. Of
this amount, $31.6 million relates to net operatiiig losses generated by the tax benefits of stock-based
compensation. The valuation allowance will be removed upon utilization of these net operating losses by us
as an adjustment to additional paid-in-capital. A valuation allowance of $7.9 million relates to net
operating losses in certain jurisdictions where we believe it is not more-likely-than-not to be realized in
future periods. In addition, a valuation allowance of $0.4 million was established in 2010 relating to stock
compensation deferred tax assets. Adjustments could be required in the future if we estimate that the
amount of deferred tax assets that we are more-likely-than-not able to realize is more or less than the net
amount we have recorded. Any decrease in the valuation allowance could have the effect of increasing
stockholders’ equity and/or decreasing the income tax provision in the statement of operations.

Recoverability of noncurrent assets
Goodwzll

We test goodwill for impairment at least annually We perform an 1mpa1rment test of our goodwill
annually during the fourth quarter of our fiscal year or when events and circumstances indicate goodwill
might be impaired. Impairment testing of goodwill is required at the reporting unit level and involves a
two-step process. During the fourth quarter of 2011, we adopted new guidance for goodwill testing that
allows us to first assess the qualitative factors to determine whether it is necessary to perform the two-step
quantitative goodwill impairment test.

The first step of the impairment test involves comparing the estimated fair value of our reporting units
with the reporting unit’s carrying amount, including goodwill. We estimate the fair values of our reporting
units primarily using the income approach valuation methodology that includes the discounted cash flow
method, taking into consideration the market-approach and certain market multiples as a validation of the
values derived using the discounted cash flow methodology. The discounted cash flows for each reporting
unit are based on discrete financial forecasts developed by management for planning purposes. Cash flows
beyond the discrete forecasts are estimated using a terminal value calculation, which incorporates
historical and forecasted financial trends for each identified reporting unit.

If we determine that the carrying value of a reporting unit exceeds its estimated fair value, we perform
a second step. The implied fair value of goodwill is determined in the same manner as utilized to recognize
goodwill in a business combination. The implied fair value of goodwill is measured as the excess of the fair
value of the reporting unit over the amounts assigned to its assets and liabilities. Any impairment loss is
measured by the amount the carrying value of goodwill exceeded the implied fair value of the goodwill.

Application of the goodwill 1mpalrment test requ1res judgment, including performing the qualltatlve
assessment, the identification of reporting units, assigning assets and liabilities to reporting units, assigning
goodwill to reporting units, and determining the fair value of each reporting unit. Significant judgments
required to estimate the fair value of reporting units include estlmatmg future cash flows, determining
appropriate discount rates, growth rates and other assumptions. Changes in these estimates and
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assumptions could materially affect the determination of fair value for each reporting unit which could
trigger impairment or impact the amount of the impairment. »

Long-lzved assets .

. For noncurrent assets such as property and equipment and defmlte-hved 1ntang1ble assets, we perform
tests of impairment when certain events or changes in circumstances indicate that the carrying amount may
not:be recoverable: Our tests -involve critical estimates reflecting management s best assumptions and
estimates related to, among other factors, subscriber additions, churn; prices, marketing spending,
operating costs and capital spending. Significant judgment is involved in estimating these factors, and they
include inherent uncertainties. Management periodically evaluates and updates the estimates based on the
conditions that influence these factors. The variability of these factors depends on a number of conditions,
including uncertamty abouit future events, and thus our accountmg estimates may change from period to
perlod If other assumptions and estimates. had been used in. the current period, the ‘balances for
noncurrent assets could. have been materlally impacted.. Furthermore, if management uses different
assumptions or 1f dlfferent conditions occur in future penods future operating results could be materially
impacted. :

Business Combinations

We recognize separately from goodwill the assets acqun'ed and the liabilities assumed at their
acquisition date fair values. Goodwill as of the acquisition date is measured as the excess of consideration
transferred and the net of the acqulsmon date fair values of the assets acquired and the liabilities assumed.
While we use our best estimates and assumptions as a part of the purchase price allocation process to
accurately value assets acquired and liabilities assumed at the acquisition date, our estimates are inherently
uncertain and subject to refinement. As a result, during the measurement period, which _may be up to one
year from the acqmsmon date, we record adjustments to the assets acquired and llablhtles assumed, with
the correspondmg offset to goodwill. Upon the conclusion of the measurement penod any subsequent
ad]ustments are recorded to our consohdated statements of operatlons

Accounting for busmess combmatlons requlres our management to make s1gn1f1cant estimates and
assumptlons especlally at the acquisition date with respect to intangible assets, obhgatlons assumed and
pre- acqulsmon contingencies. Although we beliéve the assumptions and estimates. we have. made in the
past have been reasonable and appropriate, they are based in part on historical experience and information
obtained from the management, of the acquired companies and are, mherently uncertain, Examples of
critical estimates in valuing certain of the intangible assets include, but are not limited to, future expected
cash flows from customer contracts and acquired developed technologies, the acquired company’s brand
and competltlve posmon, as well as assumptxons about the period of time the acquired brand will continue
to be used in the combined company’s product portfoho and discount rates. Unanticipated events and
circumstances may occur that may affect the accuracy or Va11d1ty of such assumptlons estimates or actual
results. :

In addition, uncertam tax posmons and tax related valuation allowances assumed in connection w1th a
business combmatlon are initially estimated as of the acquisition date and we reevaluate these items
quarterly with any ad]ustments to our preliminary estimates being recorded to goodwill provided that we
are within the measurement period and we continue to collect information in order to determine their
estimated values. Subsequent to the measurement pemod or our final determination of the uncertain tax
positions estimated value or tax related valuation allowances, changes to these uncertain tax positions and
tax related valuation allowances will affect our provision for income taxes in our consolidated statement of
operations and could have a material impact on our results of operations and financial position.
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Fair value measurements

As of December 31, 2010 and 2011, we held certain assets that are required to be measured at fair
value on a recurring basis. These included our cash equivalents and marketable securities. Fair value is
defined as the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date (an exit price). A three-tier fair value
hierarchy is used to prioritize the inputs used in measuring fair value: These tiers include: Level 1, defined
as.observable inputs such as quoted prices in active markets; Level 2, defined. as observable inputs other
than quoted prices in active markets that are either directly or indirectly observable; and Level 3, defined
as unobservable inputs for which little or no market data exists, therefore requiring an entity to develop its
own assumptions. : :

We classify cértain marketable securities, including government and agency secutities, corporate debt
securities, commercial paper and certificates of deposit, within Level 2 because these securities are valued
based on quoted prices in markets that are less active, broker or dealer quotations or alternative pricing
sources with reasonable levels of price transparency. Determining the fair values of these marketable
securities requires judgment. If other assumptions and estimates had been used, the fair value of our
marketable securities could have been materially impacted.

Recently Issued Accounting Pronouncements

In May 2011, the Financial Accounting Standards Board (“FASB”) issued authoritative guidance
related to fair value measurements. This guidance was issued to provide a consistent definition of fair value
and ensure that the fair value measurement and disclosure requlrements are similar between U.S. GAAP
and International F1nanc1al ‘Reporting Standards. This gu1dance also changes certain fair value
measurement pnnc1ples and enhances the disclosure requirements particularly for Level 3 fair value
measurements. This guidance is effective for fiscal years, and interim periods within those years, beginning
after December 15, 2011. The Company does not expect this guidance to have a matenal impact on ‘its
consolidated financial statements.

In June 2011, the FASB issued authorltatlve guidance related to comprehenswe income. This
guldanCe was 1ssued to increase the prommence of items reported i in other comprehenswe income and
requires that all non-owner changes in stockholders’ equity be presented either in a _single continuous
statement of comprehens:ve income or in two separate but consecutive statements. This guidance is
effective for fiscal years, and interim periods within those years, beginning after December 15, 2011. In
December 2011, the FASB 1ssued authoritative guidance which deferred the requirement to present on the
face of the financial statements reclass1flcat10n adjustments for itéms that are reclassified from other
comprehenswe income to neét income while the FASB further deliberates this aspect of the proposal. The
Company does not expect this gu1dance to have a material impact on its consolidated fmanc1al statements.

In September 2011 the FASB issued authontatlve guidance related to goodwﬂl testmg This guidance
allows an entity to first assess qualitative factors to determine whether it is necessary to perform the
two-step quantitative goodwill impairment test. Under these amendments, an entity would not be required
to’ calculate the fair value of a reporting unit unless the entity determines, based on a qualitative
asseSsment that it is more- llkely-than-not that its fair value is less than its carrying amount. This guidance
is effective for fiscal years begmnmg after December 15, 2011, with early adoption permitted. We adopted
this new guidance in the fourth quarter of 2011. The adopt1on did not have a matenal 1mpact on our
consohdated f1nanc1al statements
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Item 7a. Quantitative and Qualitative Disclosures about Market Risk.

We are exposed to interest rate risk with respect to our outstanding indebtedness. As of December 31,
2010 and 2011, we had approximately $594.3' million‘and $637.1 million, respectively, of long-term debt
outstanding (excluding capital lease obligations); all of which bear interest at fixed rates. The fair value of
our outstanding indebtedness may be adversely impacted due to a rise in interest rates. In general,
securities with longer maturities are subject to greater interest rate risk than those with shorter maturities.
The following table presents the fair ‘value' of: our outstanding indebtedness, excluding capital lease
obligations, as of December 31, 2010 and 2011: ‘

As of December 31, 2010  As of December 31, 2011

Carrying® - Carrying
Amount Fair Value Amount | Fair Value

(in thousands)

ITC” DeltaCom senior notes . .................... $351,251 $352,625 $346,856 $320,578

EarthLink convertible senior notes.... ... ... e e 243,069 - 300,281 o=l —
EarthLink seniornotes . ......................... — _— 290221 284,700
Total debt, excluding capital leases . ............... $594,320  $652,906 $637,077 $605,278

We are also exposed to interest rate risk with respect to our investments in marketable securities. A
change in prevailing interest rates may cause the fair value of our investments to fluctuate. For example, if
we hold a security that was issued with a fixed interest rate at the then-prevailing rate and the prevailing
interest rate later rises, the fair value of its investment may decline. To minimize this risk, we have
historically held many investments until maturity, and as a result, we receive interest and principal amounts
pursuant to the underlying agreements. To further mitigate risk, we have historically maintained our
portfolio of investments in a variety of securities, including government agency and notes, corporate debt
securities, commercial paper and certificates of deposit, all of which bear a minimum short-term rating of
A1/P1 or a minimum long-term rating of A/A2. As of December 31, 2010 and 2011, net unrealized losses in
these investments were not material. In general, money market funds are not subject to market risk
because the interest paid on such funds fluctuates with the prevailing interest rate.

71



Item 8. Financial Statements And Supplementary Data.
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. REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM*

The Board of Directors and
Stockholders of EarthLink, Inc.

We have audited the accompanying consolidated balance sheets of EarthLink, Inc. as of December 31,
2010 and 2011, and the related consolidated statements of operations,. stockholders’ equity and
comprehensive income, and cash'flows for each of the three years in the period endéd December 31, 2011.
These financial statements -are the responsibility of the Company’s management. Our responsxblhty is to
express an opinion-on these financial statements based on our audits. :

. We conducted our audits i in accordance with standards of the Public Company Accountmg Oversight

Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of matérial misstatement.'An audit includes
exarnining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also ‘includes assessing the "accounting principles: used and significant estimates made by
management; as:well as evaluating the overall financial statement presentatlon We. beheve that our audits
prov1de a reasonable basis for our opinion. : v

- Inour oplmon the consohdated f1nanc1al statements referred to above present fairly, in all material
respects, the consolidated financial position of EarthLink, Inc. at December 31, 2010 and 2011, and the
consolidated results of its operations and its cash flows for each of the three years in the penod ended
December 31, 2011, in conformity with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States) EarthLink, Inc.’s internal control over financial reporting as of December 31, 2011,
based on criteria established in Internal Control——Integrated Framework issued by the Committee of
Sponsonng Orgamzatlons of the Treadway Commlssmn and our report’ dated February 24, 2012 expressed
an unquahfled opmlon thereon.

sl Ernst & Young LLP

Atlanta, Georgia -
February 24, 2012

73



REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM ON INTERNAL
CONTROL OVER FINANCIAL REPORTING

The Board of Direcfors and
Stockholders of EarthLink, Inc.

We have audited EarthLink, Inc.’s internal control over financial reporting as of December 31, 2011,
based on criteria established: in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of ‘the Treadway Commission (the COSO criteria). EarthLink, Inc.’s
management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting included in the accompanying
Management’s Report on Internal Control Over Financial Reporting. Our responsibility is to express an
opinion on the Company’s internal control over financial reporting based on our audit.

. We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board:(United States). Those standards require that we plan.and perform the audit to obtain
reasonable assurance about whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of internal control over financial
reporting, assessing. the risk that a material weakness exists, testing and evaluating the design and
operating effectiveness of internal control based on the assessed risk, and performing such other
procedures as we considered necessary in the ‘circumstances. We believe that our audit provides a
reasonable basis for our opinion. o B

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reportirig and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal
control over financial ’rcpgrtingwi’ncrludes those policies and procedures that (1) pertain to the maintenance
of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have

a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk
that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, EarthLink, Inc. maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2011, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheets as of December 31, 2010 and 2011, and the related
consolidated statements of operations, stockholders’ equity and comprehensive income, and cash flows for
each of the three years in the period ended December 31, 2011 of EarthLink, Inc. and our report dated
February 24, 2012 expressed an unqualified opinion thereon.

/s/ Ernst & Young LLP

Atlanta, Georgia
February 24, 2012
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EARTHLINK, INC.
CONSOLIDATED BALANCE SHEETS -
(in thousands, except per share data)

December 31,

2010 2011
ASSETS
Current assets: 3 : "
Cash and cash equivalents ........... e e e e e e e e e $ 242952 $ 211,783
Marketable securities . . . ... ... .. e e e [ . 307814 . 28,606
Restricted cash . . ... ..ot i e e e e e e 2270 1,781
Accounts receivable, net of allowance of $1,182 and $7,323 as of December 31, 2010 ,
and 2011, respectively . . . ... .. L L S 60,216 114,757
‘Prepald expenses. . ......: e e e e e e 12,161 -~ - 13,163
Deferredmcometaxesnet.':........................’ ............... 45,661 38,437
Other current assets . ... . .....vuiniuiinnnnnnan... e e e . 14,802 23,530
- Total current assets. . . ... P T .. 685,876 432,057
Long-term marketable securities . . . . . . . . ... . e e e e 12,304 1,001
Property and equipment, net .. .......... ... ..., e e . 241,111 . 389,549
‘Deferred inCOME 1aXeS, Mt . . o i v i v ittt ittt et et et ettt . 189,037 . 172,376
“Goodwill .. . .......... T 259,046 378,235
Other intangible assets, net . .. . . ..ottt e e .. 135,364 285,361
Othér long-term assets . .. .. e SN 1,240 - 21,872
Tetal ASSELS e e e e e e e e e e e $1,523,978 ...$1,680,451
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities: S
Accounts payable:. . . : e e e e $ 17272 §$ 15972
‘Accrued payroll and related eXpenses . . .. ... ...t 18,402 28,410
Accrued interest .. .......... PP e e e e e e e e e 8,622 11,955
Other accrued Liabilities . . . . . . . o ittt ittt i it et e e e e e 67,007 116,396
Deferred revenue . .. ... it ittt it i i e s Lea il e 40,921 - 68,182
- Current portion of long-term debt and capital lease obligations . ............... 243,069 1,655
. Total current liabilities .. ...............c ... [ .. 395,293 242,570
Long-term debt and capital lease-obligations . ............................ 351,251 653,765
Other long-term liabilities ... .............. ... . . ... iy e e Co 19,566 T 30,972
Total Habilities . . . . . . .o vttt i e i e e e e e e i 766,110 927,307
Commitments and contingencies (See Note 14)
Stockholders’ equity:
Convertible preferred stock, $0.01 par value, 100,000 shares authorized, 0 shares
issued and outstanding as of December 31, 2010 and 2011 . ... .............. , — —
Common stock, $0.01 par value, 300,000 shares authorized, 191,825 and 196,202
shares issued as of December 31, 2010 and 2011, respectively, and 108,382 and
106,193 shares outstanding as of December 31, 2010 and 2011, respectively ... ... 1,918 1,962
Additional paid-in capital . . . ... ... e e 2,061,555 2,071,298
Accumulated deficit. . ............... e e e e (648,235)  (613,668)
Treasury stock, at cost, 83,443 and 90,009 shares as of December 31, 2010 and 2011,
o TeSPECHIVELY . .. e e e e e (657,611)  (706,434)
Accumulated other comprehensive income (loss) . . ..................... ... 241 (14)
Total stockholders’ equity . ... ... ...ttt ettt _ 757,868 753,144
Total liabilities and stockholders’ equity . . . .. ..., ... 81523978 $1,680,451

The accompanying notes are an integral part of these consolidated financial statements.
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EARTHLINK, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December 31,

2009 2010 2011
: o (in thousands, except per share data)
REVENUES & « o o vttt oo e et ettt e e ettt ettt et e $723,729 $622,212 $1,314,104
Operating costs and expenses: '
Cost of revenues (exclusive of depreciation and amortization :
shown separately below) .. ......... ... . ... il 265,668 234,633 590,486
Selling, general and administrative (exclusive of depreciation and ‘ '
amortization shown separately below) . .................. 222181 178,417 406,358
Depreciation and amortization . . .. ........ .. .l 23,962 23,390 160,083
Impairment of goodwill and intangible assets ............... 24,145 = 1,711 —
Restructuring and acquisition-related costs . ................ 5,615 22368 . 32,068
Total operating costs and expenses . .................... 541,571 . 460,519 1,188,995
Income from operations . ................ . .. 182,158 161,693 125,109
Interest expense and other, met . ... (21,125)  (23,409) (70,640)
Income before income taxes . ............ e 161,033 138,284 . 54,469
Income tax benefit (provision) . . ........ .. - 126,085  (56,804) . (19,902)
NEtINCOME « vt v vt veeeeeeee e i mn e ieeeses $287,118 §$ 81,480 $ 34,567
Net income per share ~
BasiC .. ... $ 269 § 075 % 0.32
531 P $ 266 $ 074 § 032
Weighted avérage common shares outstanding :
Basic ... e A .. 106,909 108,057 108,098
Diluted. . .. .. e wo..... 108084 109468 108,949
Dividends declared per common share . . ................. .. % 028 $ 062 $. 020

The accompanying notes are an integral part of these consolidated financial statements.
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CONSOLIDATED STATEMENTS OF ST

EARTHLINK, INC.
OCKHOLDERS’ EQUITY AND COMPREHENSIVE INCOME

Ad . Accamulated " Total Total
ditional ; ther tal ota
Co@on Stock Paidin Accumulated Treasury Stock ompr . Stockholders' - Comprehensive
Shares Amount Capital Deficit Shares Amount Income (Loss) Equity ncome
. (in thousands)
Balance as of December 31,2008 . . . ... .............. .. .. ... .. ... 188,264 $1,883 $2,135,887 $(1,016,833)  (79,748)  $(634,420) $ (42) $486,475
Issuance of common stock pursuant to exercise of stock options and.vesting of restricted
stockumits. ... 2,208 22 5,054 — -, o — — 5,076
Tax withholdings related to net share settlements of restricted stock units and stock options — — (5:450) o — — — — (5:450)
Dividends paid on shares outstanding and restricted stock units . . . . .. . ......... — — (30,006) — — — — (30,006)
Dividends payable on restricted stock units . . . .. .. ... ... ... ... - — (616) — — = — (616)
Stock-based compensation expense . . .. ... —_ — 13,231 — — — — 13,231
Repurchase of common'stock . . ... ............ I — —_ — — (3,592) (22,340) — (22,340)
Unrealized holding gains on certain investments, net of tax . . .. ....... ... .. . — — — — — — 536 536 $ 536
Netincome . ................. ... ... ... .. ... . . ..o — — — 287,118 — — — 287,118. 287,118
Total comprehensive income . . . ... ... L. $287,654
Balance as of December 31,2009 . . . . ... ... ... ... L. 190,472 1,905 2,118,100 (729,715)  (83,340) (656,760) 494 734,024
Issuance of common stock pursuant to exercise of stock options and vesting of restricted
stockunits. . ...l 1,353 13 2,738 R — — . - 2,751
‘Tax withholdings related to net share settlements of restricted stock units and stock-options — —_ (3,535) . — — —- — (3,535)
Dividends paid on shares outstanding and restricted stock units . . . . . . . . . . oo, — — (67,474) R — — — (67,474)
Dividends payable on restricted stock units . . . . . ... ... ... ... ... ... ... — — (514) — —_ — — (514)
Stock-based compensation expense . . . .. .. e e e e e e — — 9,919 . — - — — 9,919
Restricted stock units assumed and converted . . . ... .. ...... ... .. ... . — — 2,275 — — — — 2,275
Debtredemption . .. ............... ... ... . ... ... .. e — — (176) = — — — (176}
Change in deferred taxasset . . ... ....... ... ... . . .. .. .. " — — 222 — — — —_ 222
Repurchase of common stock . . . ... ... ... ... ... . - — — — -(103) (851) — (851) .
Unrealized holding losses on certain investments, net of tax - — — — — — (253) (253) $ (253)
Netincome..........,.........,......................Q. .= — — 81,480 ©— — — 81,480 81,480
Total comprehensive income .. . ... ... L . ’ $ 81,227
Balance as of December 31,2010 . . . . ... .. ... ..o 191,825 1,918 2,061,555 (648,235)  (83,443) (657,611) 241 757,868
Issuance of common stock pursuant to exercise of stock options and vesting of restricted : :
stockunits. . . ... e e e e e e 1,379 14 605 — — -— — 619
Tax withholdings related to net share settlements of restricted stock units and stock options — — (5,572) - - — — — (5,572)
Dividends paid on shares outstanding and restricted stock units . . . . ", I S — — (22913) — — — - (22,913)
Dividends payable on restricted stock units . . . .. .. ... ... ... — — 702 — — —_ — 702
Stock-based COMPeNsation expense . . . . ... ... L. — — 13,497 — —_ — — 13,497
Issuance of common stock in connection with uisition of One Ci ations L . ... . 2,998 30 23,568 — — — — 23,598
Return of One Communications escrow shares . . . . ... . ........... T - — — — (233) (1,834) — (1,834)
Change in deferred tax asset . . . ... .................... .. ... e — (144) - — — — (144)
Repurchase of common stock = . . . ... — — — — (6,333) (46,989) — (46,989)
Unrealized holding losses on certain investments, net of tax . . . .. ... ... ... ... . — — — — — — (255) (255) $  (255)
Netincome . ............ ... .. .. ... — — — 34,567 — — — 34,567 34,567
Total comprehensive income . . .. .. ... L ) ' $ 34,312
Balance as of December 31,2011 . . . . ..o ... 196,202 $1,962 $2,071,298 $ (613,668)  (90,009)  $(706,434) $ (14) $753,144

|

B

The accompanying notes are an integral part of these consolidated financial statements.




EARTHLINK, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
2009 2010 2011
(in thousands) .

Cash flows from operating activities:
NEE MCOMIE + « v v e v v e e eae e e mt e aen s $ 287,118 § 81,480 $ 34,567
Adjustments to reconcile net income to net cash provided by . :
operating activities:

Depreciation and amortization. . . . v v v i e e 23,962 23390 160,083
Impairment of goodwill and intangible assets . ............ 24,145 - 1,711 —
' Non-cash income taxes ......... R P (135,359) 49,536 16,125
Stock-based compensation . . ... ... 13,231 9,959 13,466
Amortization of debt discount, premium and issuance costs. . . 13,644 14,294 . 11,136
Gain on conversion and repayment of debt . ............. f — 172)  (2,449)
Other operating activities ... ...... ... .ooeernaeen 1,666 153 2,868
Decrease (increase) in accounts receivable, net............ 10,009 16 (4,045)
Decrease (increase) in prepaid expenses and other assets . ... 8,193 1,490 (17,502)
Decrease in accounts payable and accrued and other liabilities (29,839)  (25,175)  (78,795)
(Decrease) increase in deferred revenue. . ............... (8,148) (2,233) 10,780
Net cash provided by operating activities .............. 208,622 154,449 146,234
Cash flows from investing activities: -
Purchase of businesses, net of cash acquired ............... —  (192,252)  (43,095)
Purchases of property and equipment . ..............c.0.- (13,119)  (24,025) (101,967)
Purchases of marketable securities ...................... (56,702) (362,127)  (29,621)
Sales and maturities of marketable securities . . ... ...... ..., 24,259 132,592 319,729
Payments to settle precombinationstock awards. . ........ ... — (9,062) —
Proceeds received from investments in other companies . . . .. .. 8,441 1,618 —
Other investing activities . ....... ...t — (937) = (3452)
Net cash (used in) provided by investing activities . ....... (37,121)  (454,193) 141,594
Cash flows from financing activities: '
Proceeds from issuance of debt, net of issue costs ........... — — 278,256
Repayment of debt and capital lease obligations ............ (36) (35) (528,550)
Repurchases of common stock . ....... P (22,340) (851)  (46,989)
Payment of dividends . ... ... (30,006)  (67,474)  (22,913)
Proceeds from exercises of stock options . . .. ....... ... .. 5,312 2,829 619
Other financing activities .. .. ...... ...t — (2,768) 580
Net cash used in financing activities . ... .. ... [ (47,070)  (68,299) (318,997)
Net increase (decrease) in cash and cash equivalents .. ......... 124,431  (368,043)  (31,169)
Cash and cash equivalents, beginning of year .. .............. 486,564 610,995 242,952

Cash and cash equivalents, end of year . . .......oooovenes ... $610995 $242952 § 211,783

The accompanying notes are an integral part of these consolidated financial statements.
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EARTHLINK, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS"

1. “Description of Business

EarthLink, Inc. (“EarthLink” or the “Company”), together with its consolidated subsidiaries, is a
leading network, communications and IT services provider to business and residential customers in the
United States. The Company operates two reportable segments, Business Services and Consumer Services.
The . Company’s- Business Services segment - provides a broad- range of data, voice, managed IT and
equipment services: to businesses, enterptise organizations and communications carriers. The Company’s
Consumer Services segment provides nationwide Internet access and related value-added services-to
residential customers. The Company operates an extensive network including 28,000 route fiber miles,
90 metro fiber rings and four secure data centers that provide IP coverage across more than 90 percent of
the United States, For further information concerning the Company’s business segments, see Note 17,
“Segment Information.” .

2. F‘Sumrna'r\y of Significant Ac'counting”Poli'c'i‘es: '
Basis of Consolidation

The consolidated financial statements include the accounts of EarthLink and all wholly-owned
subs1d1ar1es All mtercompany transactlons and balances have been ehmmated -

Reclassxﬁcattons S .:;-' ol

, Certaln amounts in the pnor year flnan01al statements have been reclassrfled to conform to the
current year presentatlon e

Use of Estzmates ;’

The preparatron of fmancral statements “in conformlty with US generally accepted accounting
principles (“GAAP”) requires management to make estimates and assumptions that affect the reported
amounts of assets, liabilities, revenues and expenses and the disclosure of contingent assets and liabilities
in the consolidated financial statements and accompanying footnotes. Actual results could differ.from.
those, estimates. On an ongoing basis, the Company evaluates.its estimates, including, but not limited to,
those related to the allowance for doubtfuI _accounts; revenue reserves for billings to other carriers;
expected results of dlsputed vendor charges for cost of serv1ces, the use, recoverablhty, and/or realizability
of certain assets, mcludmg deferred tax, assets useful lrves of intangible assets.and property and
equ1pment the fair vahres of assets acqulred and hablhttes assumed in acquisitions of busmesses, including
acqurred 1ntang1ble assets facility exit and restructurmg 11ab111t1es fair values of investments; stock-based
compensatlon expense unrecogmzed tax benefits; contingent hab111t1es and long-lived asset Impalrments
The Company bases its estimates on historical experienice and on various other assumptions that are
beheved to be reasonable

T

Busmess Combmafwns

The Company accounts for busrness comblnatlons by recogmzmg all of the assets acqulred and
11ab111t1es assumed at the acquisition date fair value. Goodwill as of the acqu1s1t10n date is ‘measured as the
excess of consideration transferred and the net of the acquisition date fair values of the assets acquired and
the liabilities assumed. While the Company uses its best estimates and assumptions as a part of the
purchase price allocation process to accurately value assets acquired and liabilities assumed at the
acquisition date, the:‘Company’s estimates:are inherently uncertain anid subject to refinement. As'a result,
during the measurement period, which may be tip to one year from the acquisition date, the Company
records adjustments to the assets acquired and liabilities assumed, with the corresponding offset t6

79



EARTHLINK, INC.
NOTES TO. CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

goodwill. Upon the conclusion of the measurement period, any subsequent adjustments are recorded to
the Company’s Consolidated Statements of Operations.

Cash and Cash Equivalents

_Cash and cash equivalents consist of cash and: highly liquid investments with original maturities of
three months or less at the date of acquisition. Cash equivalents are stated at amortized cost, which
approximates fair value. . : »

Restricted Cash

The Company classifies any cash or investments that collateralize outstanding letters of credit or
certain operating or performance obligations of the Company as restricted cash. Restricted cash is
classified as current in the Consolidated Balance Sheets according to the duration of the restriction and the
purpose for which the restriction exists. o -

Marketable Securities

Marketable securities consist of investments with original maturities greater than three months at the
date of acquisition. Marketable securities with maturities less than one year from the balance sheet date
are classified as short-term marketable securities. Marketable securities with maturities greater than one
year from the balance sheet date are classified as long-term marketable securities. Available-for-sale
securities are carried at fair value, with any unrealized gains and losses, net of tax, included in accumulated
other comprehensive income as a separate component of stockholders’ equity and in total comprehensive
income. Amounts reclassified out of accumulated other comprehensive income into earnings are
determined on a specific identification basis. Realized gains and losses on marketable securities are
included in interest expense and other, net, in the Consolidated Statements of Operations and are
determined on a specific identification basis. ; L :

Allowance for Doublﬁd Accounts ; .

The Compary maintains an allowance for doubtful accounts for accounts receivable amounts that may
not be collectible. In assessing the adequacy of the allowance for doubtful accounts, management considers
a number of factors, including the aging of the accounts receivable balarices, historical collection
experience, a specific customer’s ability to meet its financial obligations to the Company and the general
economic environment. If the financial condition ‘of EarthLink’s customers‘were to deteriorate, resulting in
an impairment of their ability to make payments, additional allowances may be required. Allowances for
doubtful accounts are recorded as ‘a selling, general and administrative expense in the Consolidated
Statements of Operations. o : ‘

The Company’s allowance for doubtful accounts was $1.2 million and $7.3 million as of December 31,
2010 and 2011, respectively. The Company recorded bad debt expense of $6.2 million, $3.6 million and
$9.9 million during the years ended December 31, 2009, 2010 and 2011, respectively. The Company’s
write-offs of uncollectible accounts were $8.5 million, $4.1 million and $3.8 million during the years ended
December 31, 2009, 2010 and 2011, respectively. ’ ' R ‘

Inventories ) S ‘ o

Inventoﬁes consist of finfshed» goods and are stated at the lower of cost or market value, using the
first-in, - first-out method. Inventories are included in other current assets, in the Consolidated Balance
Sheets. . =
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EARTHLINK, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Property and Equipment

- Property and equipment are stated at cost less accumulated deprecratlon Property and equipment
acquired in connection with business combinations are recorded at acquisition date fair value. The costs of
additions, replacements and substantial improvements are capitalized, while the costs for maintenance and
repairs are charged to operating expense as incuired. Upon retirements or sales, the or1g1na1 cost and
related accumulated depreciation are removed from the respective accounts, and any gams and losses are
included in interest expense and other, net, or as facility exit and restructuring costs in the Consolidated
Statements of Operations, as appropriate. Upon impairment, the Company accelerates depreciation of the
asset and such cost-is included in operating expenses. ‘

Depreciation expense is determined using the straight-line method over the estimated useful lives of
the various asset classes. Leasehold improvements are depreciated using the straight-line method over the
shorter of the estimated useful life or the remaining term of the lease. When leases are extended, the
remaining useful lives of leasehold improvements are. increased ‘as appropriate, but not for a period in
excess of the remammg lease term. The estlmated useful lives of property and equipment are as follows

Bulldmgs ' ' 15-30 years
~ Communications and fiber optic network = 10-20 years
~ Computer equlpment and software 2-5 years
Office and other equipment  2-5 years
_ Customer acquisition costs ~~ ' -31-36 months ,
- Leasehold improVements . ...~ Shorter of est1mated useful 11fe or lease term

The Company cap1ta11zes costs d1rectly related to-the design, deployment and expansion of its network
and operating support systems, including employee-related costs. The Company also capitalizes customer
installation and acquisition costs related to its Business. Services customers to the extent they are
recoverable. Customer installation costs represent nonrecurring fees paid to other telecommunications
carriers for services performed by the carriers when the Company orders facilities in connection with new
customers acquired by the Company. Customer acquisition costs include internal personnel costs directly
associated with the provisioning of new customer orders. Such customer acquisition costs represent
incremental ‘direct costs incurred by the Company that would not have been incurred absent a new
customer contract. Customer installation and acquisition costs are amortlzed over the actual welghted
average initial contract terms of contracts initiated each month, assuming a customer churn factor.

Egquity Investments in Other Companies

, Investments in other companies were. accounted for under the cost method of accounting because the
Company did not have the ability to exercise significant influence over the companies’ operations. Under
the cost method of accounting, investments.in private companies were carried at cost and only adjusted for
other-than-temporary declines in fair value and distributions of earnings. For cost method- investments in
public companies that have readily determinable fair values, the Company classified its investments as
available for sale and, accordingly, recorded these investments at their fair values with unrealized gains and
losses included as a separate component of stockholders’ equ1ty and in total comprehensive income. Upon
sale or liquidation, realized gains and losses were included in interest expense and other, net, in the
Consolidated Statements of Operatlons Amounts reclassified out of accumulated other comprehens1ve
income into’ earnings were determined on a spec1f1c 1dent1f1cat10n basis.
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EARTHLINK, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Goodwill and Other Intangible Assets

. Goodwill is the excess of the purchase price over the fair value of identifiable net assets acquired in
business combinations accounted for under the purchase method of accounting. Purchased intangible
assets consist primarily of subscriber bases and customer relationships, acquired software and technology,
trade names and other assets acquired in conjunction with the purchases of businesses and subscriber bases
from other companijes. ‘When management determines material intangible assets are acquired in
conjunction with: the: purchase of a company, the Company determines the fair values of the identifiable
intangible ‘assets by taking into account management’s own analysis and an independent third -party
valuation specialist’s appraisal. Intangible assets determined to have definite lives are amortized over their
gstimated useful lives. Subscriber bases acquired directly are valued at cost plus assumed service liabilities,
whlch approx1mates fair value at the time of purchase.

The Company does not amortize goodwill and intangible assets deemed to have lndefmlte lives. The
Company tests its goodwill and indefinite-lived intangible assets annually during the fourth quarter of its
fiscal year or when events and circumstances indicate that those assets might have an other than temporary
impairment. Impairment testing of goodwill is required at the reporting unit level (operating segment or
one level below operating segment) and involves a two-step process. The first step of the impairment test
involves comparing the estimated fair values of the Company’s reporting units with the reporting units’
carrying amounts, including goodwill. The Company estimates the fair value of the reporting unit using
discounted expected future cash flows. If the carrying amount of the reporting unit exceeds its fair value, a
second step is performed to compare the carrying amount of goodwill to the implied fair value of that
goodwill. If the carrying amount of goodwill exceeds the implied fair value of that goodwill, an impairment
loss would be recognized in an-amount equal to-the excess. Impairment testing of intangible assets deemed
to have,indefinite lives is performed by comparing the carrying value of the asset to-the fair value. If the
carrying amount of an indefinite-lived 1ntang1ble asset exceeds the fair value, an impairment loss is
recogmzed equal to the €XCESS. :

Long—leed Assets

The 'Company evaluates the recoverability of fong-lived assets, including property and equipment and
purchased’ definite-lived intangible assets, for impairment when events or changes in circumstances
indicate that the carrying amount of an asset may not be recoverable. Conditions that would necessitate an
impairment assessment include a significant decline in the observable market value of an asset, a
significant change in the extent or manner in which an asset is used or a significant adverse change that
would indicate the carrying amount of an asset or group of assets is not recoverable. For long-lived assets
to be held and used, the Company recognizes an impairment loss only if its carrying amount is not
recoverable through its undiscounted cash flows and measures the impairment loss, if any, based on the
difference between the carrying amount and fair value. Long-lived assets held for sale are reported at the
lower of cost or fair value less costs-to sell. :

Leases

The Company categorizes leases at their inception as either operating or capital leases depending on
certam criteria. Certain of the Company’s operating lease agreements mclude scheduled rent escalations
or rent holiday over the term of the lease. The Company recognizes rent expense on a straight-line basis
over the term of the lease. The difference between rent expense and rent paid is recorded as deferred rent
and included in other liabilities in the Consolidated Balance Sheets. Incentives granted under certain
leases are treated as a reduction of the Company’s rent expense on a straight-line basis over the term of the
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EARTHLINK, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

related lease agreement. Leaschold improvements funded by the lessor under operating leases are
recorded as leasehold improvements and deferred rent.

Asset Retirement Obfigations

The Company has asset retirement obligations associated with certain assets within leased facilities
that the Company is contractually obligated to retire upon termination of the associated lease agreement
and the return of facilities to pre-lease condition. The fair value of the obligation is also capitalized as
property and equipment and amortized over the estimated useful life of the associated asset. The
Company’s asset retirement obligations were $2.1 million and $4.3 million as of December 31, 2010 and
12011, respectively, and are included in other long-term 11ab111t1es in the Consohdated Balance Sheets.

Revenue Recognition,

General. - EarthLink recognizes revenue when persuasive evidence of an arrangement exists, delivery
has occurred, the sales price is fixed or determinable and collectibility is-reasonably assured. EarthLink’s
customers generally pay in advance for their services, and revenue is recognized ratably over the service
period. Advance payments from customers for invoiced services that have not yet been performed are
recorded as deferred revenue in the Consolidated Balance Sheets.

The Company s Business Services segment earns revenue by providing a broad range of data, voice,
managed IT and equipment services to businesses, enterprise organizations and communications carriers.
The Company presents its Business Services revenue into the following three categories: (1) retail services,
which includes data, voice and managed IT services provided to businesses and enterprise organizations;
(2) wholesale services, which' includes the sale of transmission capacity to other telecommunications
carriers; and (3) other services, which includes the sale of customer premises equipment and web hosting.
Revenues generally consist of recurring monthly charges for such services; usage fees; installation fees;
equipment fees; and termination fees.

The Company’s Consumer Services segment earns revenue by providing nationwide Internet access
and related value-added services. The Company presents its Consumer Services revenue into the following
two categories: (1) access services, which includes narrowband and broadband Internét access services and
(2) value-added services, which includes revenues from ancillary services sold as add-on features to
EarthLink’s. Internet access services, such -as security products; premium email only, home networking,
email storage and Internet call waiting; search revenues; and: advertising revenues. Revenues generally
consist of recurring monthly charges for such services; usage fees; installation fees; termination fees, and
fees for equipment. : «

. Multiple element arrangements. Revenues may be part of multiple element arrangements, such as
equipment sold with data and voices services. For multrple element arrangements, the Company separates
deliverables into units of accountmg and recognizes revenue for each unit of accountmg based on evidence
of each unit’s relative selling price to the total arrangement consideration, assuming all other revenue
recognition criteria have been met. Each deliverable is considered a separate unit of accountlng if the
delivered item has stand-alone value to the customer. . The Company uses a h1erarchy to determine the
selling price to be used for allocating revenue to deliverables: 1) the price the Company sells the: same unit
for when the Company sells it separately, 2) the price another vendor would sell a generally '
interchangeable 1tem or 3) the Company s best estlmate of thé stand-alone pr1ce ’

Gross versus net revenue recognition. ‘The Company offers certain services that are provrded by thrrd-
party vendors. When the Company is the primary obligor in a transaction, has latitude in establrshmg
prices, is the party determining the service specifications or has several but not all of these indicators, the
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NOTES TO CONSQLIDATED FINANCIAL STATEMENTS—(Continued)

Company records the revénue on a gross basis. If the Company is not the primary obligor and/or a third-
party vendor has latitude in establishing prices, the Company records revenue associated with the related
subscribers on a net basis, netting the cost of revenue associated with the service against the gross amount
billed the customer and recording the net amount as revenue. '

Activation and installation. 'When the Company receives service activation and installation fee
revenues in advance of the provision of services, the Company defers the service activation and installation
fee revenues and amortizes them over the actual weighted average initial contract terms of contracts
initiated each mounth, assuming a customer churn factor. The costs associated with such activation and
installation activities are deferred and recognized as operating expense over the same period to the extent
they are recoverable based on future revenues. '

Sales credit reserves. The Company makes estimates for potential future sales credits to be issued in
respect of earned revenues, related to billing errors, service interruptions and customer disputes which are
recorded as a reduction in revenue. The Company analyzes historical credit activity and changes in
customer demands related to current billing and service interruptions when evaluating its credit reserve
requirements. The Company reserves known. billing errors and service interruptions as incurred. The
Company reviews customer disputes and reserves against those we believe to be valid claims. The
Company also estimates a sales credit reserve related to unknown billing errors and disputes based on
historical credit activity. ’

Taxes Collected from Customers and Remitted to Governmental Authorities ~

‘The Company currently records all taxes billed to its customers and remitt.ed to governmental
authorities, including Universal Service Fund contributions and sales, use and excise taxes, on a net basis in
the Consolidated Statements of Operations.

Cost of Revenues

.Cost of revenues 'i‘ncludesA costs directly associated with providing services to the Company’s
customers. Cost of revenues does not include depreciation and amortization expense.

Cost of revenues for the Company’s Business Services segment primarily consists of the cost of
connecting customers to the Company’s networks via leased facilities; the costs of leasing components of
its network facilities; costs paid to third-party providers for interconnect access and transport services; and
the costs of equipment sold to customers for use with the Company’s services. The Company utilizes other
carriers to provide services where the Company does not have facilities. The Company utilizes a number of
different carriers to terminate its long distance calls outside of its network. These costs are expensed as
incurred. These costs include an estimate of charges for which invoices have not yet been received, and are
based upon the estimated number of transmission lines and facilities in service, estimated minutes of use
and estimated amounts accrued for pending disputes with other carriers, as well as upon the contractual
rates charged by the Company’s service providers. Subsequent adjustments to these estimates may occur
after the bills are received for the actual costs incurred, but these adjustments generally are not expected to
be material to operating results. Experience also has shown that these disputes can require a significant
amount of time to resolve given the complexities and regulatory issues affecting the vendor relationships.
The Company maintains reserves for any anticipated exposure associated with these billing disputes. The
reserves are reviewed on a monthly basis, but are subject to changes in estimates and management
judgment-as new. information becomes available. Given the length of time the Company has historically
required to resolve these disputes, disputes may be. resolved or require adjustment in future periods and
relate to costs invoiced, accrued or paid in prior periods. The Company believes its reserves are adequate.
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Cost of revenues for the “Company’s Consumer  Services segment primarily consists of
telecommunications fees and network operations costs incurred to provide the Company’s Internet access
services; fees paid to content providers for information provided on the Company’s online properties; and
the cost of equipment sold to customers for use with the Company’s services. Consumer Services cost of
revenues also includes sales incentives,” which include the cost of promotional products and services
provided to potential and new subscribers, including free modems and other hardware and free Internet
access on a trial basis. :

Selling, General and Administrative Expense

. The Company’s selling, general and administrative expenses consist of expenses related to sales and
marketing, customer service, network operations, information technology, regulatory, billing and
collections, corporate administration, and legal and accounting. Such costs include salaries and: related
employee costs (including stock-based compensation), outsourced labor, professional fees, property taxes,
travel, insurance, rent, advertising and other administrative expenses.

Advertzszng Costs

Advernsmg costs are expensed as incurred and 1ncluded in selling, general and admlnlstratwe expense
in the Consolidated Statements of Operations. Advertising expenses were $13.8 million, $12.4 million and
$8.6 million during the years ended December 31, 2009, 2010 and 2011, respectlvely

Stock- Based Compensation

As of December 31, 2011, EarthLink had various stock-based compensation plans, which are more
fully described in Note 11, “Stock-Based Compensation.” The Company measures compensation cost for
all stock awards at fair value on the date of grant and recognizes compensation expense over the requisite
service period for awards expected to vest. The Company estimates the fair value of stock options using the
Black-Scholes valuation model, and determines the fair value of restricted stock units based on the quoted
closing price of EarthLink’s common stock on the date of grant. Such value is recognized as expense over
the requisite service period, net of estimated forfeitures, using the straight-line attribution method. For
performance-based awards, the Company. recognizes expense over the-requisite service period, net of
estimated forfeitures, using the accelerated attribution method when it is probable that the performance
measure will be achieved. The estimate of awards that will ultimately vest requires significant judgment,
and to the extent actual results or updated estimates differ from the Company’s current estimates, such
amounts will be recorded as a cumulative adjustment in the period estimates are revised. Thé Company
considers many factors when estimating expected forfeitures, including types of awards, employee class and
historical employee attrition rates. Actual results, and future changes in estimates, may differ. substantially
from the Company’s current estimates.

Restmcturmg and Acquisition-Related Costs

The Company recognizes-a liability for costs associated with an ex1t or drsposal actlvrty when the
liability is incurred. Facility exit and restructuring liabilities include estimates for, among other things,
severance payments and amounts due under lease obligations, net of estimated sublease income,: if any.
Key variables in determining lease estimates include operating expenses due under lease arrangements, the
timing and amounts of sublease rental payments, tenant improvement costs and brokerage and other
related costs. The -Company. periodically evaluates and, if necessary, adjusts -its estimates based on
currently-avallable information. Such adjustments are classified as restructuring and: acqulsmon -related
costs in the Consolidated Statements of Operations. s
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Acquisition-related costs are expensed in the period in which the costs are incurred and the services
are received. Acquisition-related costs consist of external costs directly related to EarthLink’s acquisitions,
including transaction-related costs, such as advisory, legal, accounting, valuation and other professional
fees; employee severance and retention costs; facility-related costs, such as lease termination and asset
impairments; costs to settle stock-based awards attributable to postcombination service in connection with
the ITC ” DeltaCom acquisition; and integration-related costs, such as system conversion, rebranding costs
and integration related consulting and employee costs.

Post-Employment Benefits

Post-employment benefits primarily consist of the Company’s severance plans. When the Company
has either a formal severance plan of a history of consistently providing severance benefits representing a
substantive plan, the Company recognizes severance costs when they are both probable and reasonably
estimable. S ~ :

Interest Expense and Other, Net

Interest expense and other, net, is comprised of interest expense incurred on the Company’s debt and
capital leasés, amortization of debt issuance costs, debt premiums and debt discounts; interest earned on
the Company’s cash, cash equivalents and marketable securities; and other miscellaneous income and
expense items, including gain (loss) on investments and gain (loss) on sale and disposal of property and
equipment. The following table presents the Company’s interest expense and other, net, during the years
ended December 31, 2009, 2010 and 2011:

Year Ended December 31, ‘

2009 2010 2011
. _ o } . (in thousands)
TOterest EXPEMSE . . .« v v v vvee s s $(26,245) $(29,692) $(74,949)
Interest income . . ........ N T -, 5,860 5,390 4,678
Other, net ....... e P (740) 893 (369)
Interest expense and other, net. . .......... ... ... $(21,125) $(23,409) $(70,640)

Contingencies

. The Company accrues for contingent obligations, including estimated legal costs, when the obligation is
probable and the amount is reasonably estimable. As facts concerning contingencies become known, the
Company reassesses its position and makes appropriate adjustments to the consolidated financial statements.

Income Taxes

The Company recognizes deferred tax assets and liabilities for the estimated future tax consequences
attributable to differences between the financial reporting and tax bases of existing assets and liabilities.
Deferred tax assets and liabilities are measured using tax rates in effect for the year in which the temporary
differences are expected to reverse. A valuation allowance is recorded to reduce the carrying amounts of
net deferred tax assets if it-is ‘more-likely-than-not that those assets will not be realized. EarthLink
considers many factors when assessing the likelihood of future realization, including the Company’s recent
cumulative earnings experience by taxing jurisdiction, expectations of future taxable income, prudent and
feasible tax planning strategies that are available, the carryforward periods available to the Company for
tax reporting purposes and other relevant factors.
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The Company records a liability for unrecognized tax benefits resulting from uncertain tax positions
taken or expected to be taken in a tax return. The Company recognizes interest and penalties, if any,
rélated to unrecogmzed tax benefits as income tax benefit (prov1s1on) in the Consolidated Statements of
Operatlons

Eammgs per Skare

~.iThe Company presents a dual presentatlon of basic and dlluted earnmgs per.share. Basie earnings per
share represents net income divided by the weighted average number of common shares outstanding
during the reported period. Diluted earnings per share reflects the potential dilution that could occur if
securities or other contracts to issue common stock, including stock options, restricted stock units and
convertlble debt (collectively “Common Stock Equlvalents”) were exercised or converted into common
stock. The dilutive effect of outstanding stock options, restricted stock units and convertible debt is
reﬂected in diluted earnings per share by apphcatlon of the treasury stock method. In applymg the treasury
stock method for stock-based compensatlon arrangements, the assumed proceeds are computed as the sum
of the amount the employee must pay upon exercise, the amount of compensation cost attributed to future
services and not yet recognized and the amount of excess tax benefits, if any, that would be credited to
additional paid-in capital assuming exercise of the awards.

The following table sets forth the computation for basic and diluted net income per share for the years
ended December 31, 2009, 2010 and 2011:

Year Ended December 31,
2009 - 2010 © 2011
(in thousands, except per share data)

‘Numerator

Netineome...":'*.“..7..........5.'........;..._.’..: $287,118 $ 81,480 $ 34,567 -
~ Denominator : | E ‘ ’
Basic weighted average common shares outstandlng ....... 106,909 108,057 108,098
Dilutive effect of Common Stock Equrvalents ........... 1,175 1,411 - 851
Diluted welghted average common shares outstanding ..... - 108,084 - 109,468 108,949
Basic net income per share ....... e e “$ 269 $:075 $. 032
Dilu’ted' net income per share . . ... P P T $ 266 $ 074 $ 032

'Dunng the years ended December 31, 2009, 2010 and 2011, approx1mate1y 4.9 million, 2.6 million and
19 million, respectively, stock options and restricted stock units were excluded from the calculation of
diluted earnings per share because their effect would have been anti-dilutive. Anti- -dilutive securities could
be dilutive in future periods. The shares that underlie the Company’s convertible senior notes were also
excluded from the calculation of diluted earnings per share during the year ended December 31, 2009
because their effect would have been anti-dilutive. The convertible senior notes were redeemed and repaid
during the year ended: December 31, 2011;.50 their effect will not be dilutive in future periods.

Comprehenswe Income

Comprehensive income as presented in the Consolidated Statements of Stockholders’ Equity and
Comprehensive Income for the years ended December 31, 2009, 2010 and 2011includes unrealized gains
and losses, net of tax, on certain investments classified as available-for-sale, which are excluded from the
Consolidated Statements of Operations.
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Certain Risks and Concentrations .

Credit Risk. Financial instruments that potentlally sub]ect the Company to concentratrons of credlt
risk consist principally of cash and cash equivalents, marketable securities and trade receivables. In
addition, credit risk for the Company’s cash equivalents and marketable securities may be exacerbated by
unfavorable economic conditions. If financial markets experience prolonged periods of decline, the value
or liquidity of the Company’s cash equivalents and marketable securities could decline and result in an

other-than-temporary: decline in fair value; which could advessely affect the Company’s financial position,
results of operations and cash flows. The Company’s 1nvestment pohcy limits mvestments to investment
grade insttuments. e : S : -

Accounts recelvable are typlcally unsecured and are derrved from revenues earned from customers
primarily located in the U.S. Credit risk with respect to trade receivables is limited because a large number
of geographlcally diverse customers make up the .customer base Addltlonally, the Company maintains
allowances for potential credit losses. As of December 31, 2010 one company accounted for approx1mately
10% of gross accounts receivable. As of December 31 2011, no company accounted for more than 10% of
gross accounts reoelvable

Regulatory Risk. The Company is sub]ect to certain regulatrons and requlrements of the Federal
Communications Commission (the “FCC”) and various state public service commissions. Please refer to
“Regulatory Environment” in the Business section of this Annual Report on Form 10-K for a discussion, of
the regulatory risks to which the Company is subject.

Supply Risk. The Compa.ny s business depends on the capacity, affordability, reliability and security
of third-party network service providers. Only a small number of providers offer the network services the
Company requlres and the majority of its network services are currently purchased from a limited number
of network service providers. Although management believes that alternate network providers could be
found in a timely manner, any disruption of these services could have a material adverse effect on the
Company’ s financial position, results of operations and cash flows.

The Company also relies on the reliability, capacity. and efectlveness of its outsourced customer
service and technical support providers. The Company’s Consumer Services segment relies primarily on
one customer service and technical support vendor. The Company’s contract with its primary Consumer
Services segment customer service and technical support vendor ends in the second quarter of 2012. The
customer service and technical support service providers may become subject to financial, economic,
environmental and political risks, system failures or other services 1nterrupt10ns beyond the Company’s or
the providers’ control which could ]eopardrze their ability to deliver services. Although management
believes that alternate contact center service providers could be found in a timely manner, any disruption
of these services could have a material adverse effect on the Companys financial posmon results of
operations and cash flows.

Fair Value of Fmanczal Instmments

The carrying amounts of the: Company S cash cash equwa}ents trade I‘CCClV&blCS and trade payables
approximate their fair values because of their nature and respective durations. The Company’s short- and
long-term investments in marketable securities consist of available-for-sale securities that are carried at
fair value.

88



EARTHLINK, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Recently Issued Accounting Pronouncements

In May 2011, the Financial Accountlng Standards Board (“FASB”) issued authoritative guidance
related to fair value measurements. This guidance was issued to provide a consistent definition of fair value
and ensure that the fair value measurement and disclosure requirements are similar between U.S. GAAP
and International Financial Reportlng Standards. This guidance also changes certain fair value
measurement prmcrples and enhances the disclosure requirements particularly for Level 3 fair value
measurements. This guidance is effective for fiscal years, and interim periods within those years, beginning
after December 15, 2011. The Company does not expect this guidance to have a material impact on its
consolidated financial statements.

In June 2011, the FASB 1ssued authontatlve guidance related to comprehenswe income. This
guldance was issued to increase the prommence of items reported in other comprehenswe income and
requires that all non-owner changes in stockholders’ equity be presented either in a single continuous
statement of comprehenswe income or in two separate but consecutive statements. This guidance is
effective for fiscal years, and interim perlods within those years, beginning after December 15, 2011. In
December 2011, the FASB issued authoritative guldance which deferred the requirement to present on the
face of the financial statements reclassification adjustments for items that are reclassified from other
comprehensive income to net income while the FASB further dehberates this aspect of the proposal. The
Company does not expect this guidance to have a material impact on its consolidated financial statements.

In September 2011, the FASB issued authorltatlve guidance related to goodwill impairment testing.
This guidance allows an entity to first assess qualitative factors to determine whether it is necessary to
perform the two-step quantitative goodwill impairment test. Under these amendments, an entity would not
be required to calculate the fair value of a.reporting unit unless the entity determines, based on a
qualitative assessment, that it is more-likely-than-not that its fair value is less than its carrying amount. This
guidance is effective for fiscal years beginning after December 15, 2011, with early adoption permitted. The
Company adopted this new guidance in the fourth quarter of 2011. The adoption did not have a material
impact on 1ts consolidated f1nanc1al statements.

3. Acquisitions
Acquisition of ITC ™ DeltaCom

On December 8, 2010, EarthLink acquired ITC” DeltaCom, Inc. (“ITC” DeltaCom”), a provider of
integrated communications services to customers in the southeastern U.S., at a price of $3.00 per share.
EarthLink acquired 100% of ITC ~ DeltaCom in a merger transaction with ITC " DeltaCom surviving as a
wholly-owned subsidiary of EarthLink. The primary reason for the acquisition was to enable the Company
to transform its business from an Internet services provider (“ISP”) to residential customers into a network
and communications provider for business customers, by combining its existing business services with
ITC ™ DeltaCom’s -integrated communications business. EarthLink has included the financial results of
ITC” DeltaCom in its consolidated financial statements from the date of the acquisition.

The followmg table summarizes the fair value of consideration transferred to acquire ITC" DeltaCom
(in thousands):

Acquisition of approximately 83.8 million shares of outstanding common stock of

ITC " DeltaCom at $3.00 per shareincash . ......................... .. $251,489
Estimated fair value of retricted stock units assumed and converted............ 2,275
Total estimated consideration. . . . .....cvuii ittt $253,764

89



EARTHELINK, INC:
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

In connection with the merger, each ITC ” DeltaCom stock option was cancelled in exchange for cash
equal to the difference between the merger consideration and the exercise price, and certain
ITC” DeltaCom restricted stock units were cancelled in exchange for cash equal to the merger
consideration. Cash paid to settle stock-based awards attributablé to precombination service was recorded
as goodwill, and cash paid to seitle stock-based awards attributable to postcombination service was
recorded as operating expense in the postcombination statement of operations. A total of $14.8 million was
paid to settle stock options and restricted stock units, of which $9.1 million was recorded as a liability
assumed and $5.7 m11110n was recorded as operatlng expense in the postcombination statement of
operations.

Also in connection with the merger, certain ITC ™ DeltaCom restricted stock units were assumed and
converted into EarthLink restricted stock units, determined by multiplying the number of shares of
common stock subject to the ITC” DeltaCom restricted stock units by conversion ratio set forth in the
merger agreement. Approximately 1.8 million ITC™ DeltaCom restricted stock units were converted into
0.6 million EarthLink restricted stock units based on a conversion ratio of 0.33, which was calculated as the
merger consideration of $3.00 divided by the average EarthLink stock price for 20 consecutive trading days
ending on (and including) the second. trading day immediately prior to the closing date. The fair value of
the stock-based awards was determined based on the fair value of the underlying shares. The fair value of
restricted stock units assumed and converted attributable to precombination services was included in the
total consideration transferred, while the fair value of restricted stock units assumed and converted
attributable to postcombination services will be recorded as operating expenses in the postcombination
statement of operations on a straight-line basis over the remaining service periods. The total fair value of
restricted stock units assumed and converted was $5.3 million, of which:$2.3 million was included in the
total consideration-transferred and $3.0 million is being recorded as operating expense in the Consolidated
Statement of Operations on a straight-line basis over the remaining service periods. -

" The Company allocated the total estimated consideration to the tangible assets and 1ntang1ble assets
acqulred and liabilities assumed based on their estimated fair values The excess of the purchase price over
those fair values was recorded as goodwill. The following table summarizes the amounts of identified assets
acquired and liabilities assumed recognized at the acquisition date (in thousands):

Acquired Assets:
Cash and cash equivalents .. ........................ T $ 59,237
Property and equipment. . ... ... e e e 200,546
Goodwill .. ...... .. ... .. e e 170,126
Intangible assets ....... I T [ .. 131,200
Deferred tax assets, net ............................ e 85,295
Other assets ....... e e 59,532
Total assets ............... e [V 705,936
Assumed Liabilities: S
Senior secured notes due 2016 . ......... e R .o (351,520)
Deferred revenue . .................. P (17,905)
Other Liabilities . . . . .. ..t i i i e e (82,747)
Total liabilities . ............ L (452,172)
Total consideration . . ..o v v vttt e [T $ 253,764 .
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Other assets includes a fair value of $39.7 million assigned to accounts receivable which had a gross
contractual value of $43.4 million as of December 8, 2010. The $3.7 million difference represents the
Company’s best estimate of the contractual cash flows that will not be collected.

~ Goodwill arising from the acquisition is attributable to thé assembled workforce and expected
synergies and ecoriomies of scale from combining the operations of EarthLink and ITC~ DeltaCom. All of
the goodwill was assigned to the Company’s Business Services segment. The goodwill recognized is not
expected to be deductible for income tax purposes. - o o

- During the year ended December 31, 2011, the Company recorded a $3.2 million inerease to goodwill
from adjustments in the fair value of assets and. liabilities assumed that were not deemed material to

retrospectively adjust provisional amounts recorded at the acquisition date. The measurement period for
the ITC” DeltaCom acquisition is closed. - : ~ : -

The following table summarizes the components‘of intangible assets acquired in connection with the
ITC” DeltaCom acquisition (in thousands): '

Fair Value . Useful Life

Customer relationships . ............... e wieie.. S117,600 5 - 6 years

..+ Developed technology . .. ...w....... O S A veeoo 229900 6years
. Tradename ................. e e e 3,700 3 years
““Total intangible assets .......... RESE eeecioo ool $131,200

In connection with the acquisition, EarthLink assumed ITC” DeltaCom’s outstanding $325.0 million
aggregate principal amount of 10.5% senior secured notes due 2016 (the “ITC " DeltaCom Notes”). The
ITC” DeltaCom Notes were recorded at acquisition date fair value, which was based on publicly-quoted
market prices. The resulting debt premium of $26.3 million is being amortized over the remaining life of
the ITC” DeltaCom Notes. Under the related indenture, following the consummation of. the merger,
ITC” DeltaCom was required to offer to repurchase any or all of the ITC” DeltaCom Notes at 101% of
their principal amount. The tender window was open from December 20, 1010 through January 18, 2011.
As a result, approximately $0.2 million outstanding principal amount of the ITC " DeltaCom. Notes was
repurchased in January 2011. The remaining ITC ™ DeltaCom Notes remain outstanding as obligations of
ITC” DeltaCom and its subsidiaries following the merger.

One Communications

On April 1, 2011, EarthLink completed its acquisition of One Communications Corp. (“One
Communications™), a privately-held integrated telecommunications solutions provider serving customers
in the Northeast, Mid-Atlantic and Upper Midwest. EarthLink acquired 100% of One Communications in
a merger transaction with One Communications surviving as a wholly-owned subsidiary of EarthLink. One
Communications stockholders had the right to elect to receive the net merger consideration in the form of
cash or EarthLink common stock. The primary reason for the acquisition was to further transform the
Company into a network and communications provider for business customers by expanding its IP network
footprint. EarthLink also believes the acquisition will provide strategic benefits because One
- Communications has a large established-customer base that generates cash. EarthLink:has included the
financial results of One Communications in its consolidated financial statements. from the date of. the
acquisition. EarthLink’s Consolidated Statement of Operations for the year ended December 31, 2011
included $358.0 million of One Communications’ revenue and $16.8 million of One Communications’ net
lOSS. s { T : T . . . B ER T
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Pursuant. to the terms of the merger agreement, the aggregate merger consideration for One
Communications was $370.0 million, which included assumption and repayment of debt and other
liabilities and certain working capital and other adjustments. Included in the aggregate merger
consideration was $13.5 million (combination of cash and approximately 0.8 million shares of common
stock) deposited into an escrow account to secure potential post-closing adjustments to the aggregate
consideration relating to working capital and other similar adjustments. In addition, EarthLink deposited
$7.5 million (combination of cash and approximately 0.5 million shares of common stock) into an escrow
account to fund certain post-closing employment-related obligations of the Company on the terms
provided in the escrow agreement. This was accounted for separately from the purchase price allocation. .
EarthLink issued @ total of 3.0 million shares in connection with the One Communications acquisition,
which consisted of the 1.3 million shares deposited in escrow and 1.7 million shares issued to One
Communications shareholders. During the year ended December 31, 2011, $3.5 million (including
0.2 million shares) that was used to fund.certain post-closing employment-related obligations was returned
from escrow. ' - o ‘ '

The resulting fair value of consideration transferred was $39.9 million, which consisted of
$20.0 million in cash paid to acquire the outstanding common stock of One Communications and
$19.9 million for the issuance of EarthLink common stock. The assets acquired and liabilities assumed of
One Communicatiors were recognized at their acquisition date fair values. The purchase price allocation is
subject to change as the Company obtains additional information during the measurement period about
the facts and circumstances that existed as of the acquisition date. The primary areas of the preliminary
purchase price allocation that are not yet finalized relate to working capital adjustments, income and
non-jincome based taxes and residual goodwill. .- L , S R

" The following is a preliminary allocation of the consideration transferred based on currently available
information (in thousands): S '
N . ; R . 3

Acquii'ed Assets:

Cash and cash equivalents . . . . .. e e Loie. $ 11304
Property and equipment . . ..... ... ... e BT e A 144,538
Goodwill . . ..o e e LT R DT . 86465
Intangible assets .. ............. S e 185,850
Other assets . ... .o vei s O R e 67,941
TOtal @SSELS .« v v v o v vt e e e e 496,098
_Assumed Liabilities: »
Debt............ S O N S P (266,275)
Deferred TeVENUE . ... vvlivveeeee o e e (11,379)
Deferred tax liability, net . . ............ e e i (755)
Other Habilities . .. ... cvovveennnn. PO . e L. (177,762)
" Total liabilities . . . . .. P D e e el .. (456,171)
Total consideration . . . ... ....... ... A A P . § 39,927

Included in other assets is accounts receivable with an estimate of fair value of $49.9 million and a
gross’ contractual value’of :$59:2 million: The difference represents- the Company’s best estimate of the
contractual cash flows that will not be collected. S }

Goodwill arising from the acquisition is attributable to the assembled workforce and expected
synergies and economies of scale from combining the operations of EarthLink and One Communications.
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All of the goodwill will be assigned to the Company’s.Business Services segment. The goodwill is not
expected to be deductlble for income tax _purposes.

The followmg table summarizes the components of intangible assets acqulred in connectlon with the
One Commumcatlons acqulsltlon (in thousands):

Fair Value  Useful Life

Customer relationships . ... ... o $168,600 5 Years

Developed technology . ......... .. ... . L il I 12,000 3 Years

Tradename . ............c00uinn... e PP A 3,900- 3 Years

Other ... e 1,350 5 Years
Total intangible assets .. ................. P ..., $185850

Saturn Telecommunication Services Inc.

On March 2, 2011, EarthLink acquired Saturn Telecommunication Services Inc. and affiliates (“STS
Telecom™), a pnvately-held provider of IP communication and information technology services to small
and medium-sized ‘businesses primarily in Florida. STS Telecom operates a sophisticated
Voice-over-Internet Protocal (“VoIP”) platform The primary reason for the acquisition was for the
Company to leverage STS Telecom’s expertise in managed hosted VoIP on a nationwide basis as part of its
VoIP offerings and to gain its customer base and cash flows.

The total consideration transferred was $22.9 million, which consisted of cash pa1d to acquire the
outstanding equity interests of STS Telecom. In allocating the purchase price based on estimated fair
values, EarthLink recorded approximately $21.4 million of goodwill, $17.9 million of identifiable intangible
assets, $2.8 million of tangible assets and $19.2 million of net liabilities assumed. The allocation of the
consideration transferred was based upon a preliminary valuation and the Companys estimates and
assumptions are subject to change The primary areas of the purchase price allocation that are not yet
finalized relate to income and non-income based taxes and residual goodwill: EarthEink has included the
financial results of STS Telecom in-its consolidated financial statements from the-date of acquisition. Pro
forma financial information for STS Telecom has not been _presented, as the effects were not material to
the Company s consolldated f1nanc1al statements \

Other

During the year ended December 31, 2011, EarthLink acquired certain other companies and
purchased cértain assets to expand its services and products offerings for a total of $13.0 million of cash
consideration and $1 2 million’of debt repayment. These acquisitions were not mgmﬁcant individually or in
the aggregate. Purchased identifiable intangible dssets related to these acquisitions was $5.2 million and
residual goodwill was $8.1 million. The “allocation of the consideration transferred was based upon a
preliminary valuation and the Company’s estimates and assumptions are subject to change. EarthLink has
included the financial results of these companies in its consolidated financial statements from the date of
acquisition. Pro forma financial information has not been presented, as the effects were not material to the
Company’s consolidated financial statements. '
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Pro Forma Financial Information

The following unaudited pro forma revenue and earnmgs assumes the acquisitions of
ITC ~ DeltaCom and One Communications occurred on January 1, 2010:

Year Ended December 31,

2010 2011
o (in thousands)
Total revenues. . .. ... e $1,599,462 $1,447,767
Net income (loss) ..................................... (70,173) | 53,244

4, Restructurmg and Acqulsltmn-Related Costs

Restructunng and acquisition-related costs consisted of the following durmg the years ended
December 31, 2009, 2010 and 2011:

Year Ended December 31,

2009 2010 2011
- ’ o o . ' .. (in thousands)
©72007 Restructuring Plan . ... ..ot $5,743 $ 1,121 $ 278
- Legacy Restructuring Plans . ............... e PR (128) 294 —
Total facility exit and restructuring costs ... ........... . 5615 - 1415 278
Acqu1s1t10n-related COSES v vt et i et .— 20,953 31,790
: Restructurmg and acqu1s1t10n -related costs . . ........... ... $5615 $22,368 $32,068

2007 Restructunng Plan

In August 2007, EarthLmk adopted a restructunng plan (the “2007 Plan™) to reduce costs -and
1mpr0ve the effic1ency of the Company ] operatlons The 2007 Plan was the result of a comprehenswe
review of operations w1th,1n and across.the Company’s functlons and businesses. Under the 2007 Plan, the
Company reduced its workforce by approximately 900 employees, closed office facilities in Orlando,
Florida; Knoxville, Tennessee; Harrisburg, Pennsylvania and San Francisco, California and consolidated its
office facilities in Atlanta, Georgia and Pasadena, California. The 2007 Plan was primarily implemented
during the latter half of 2007 and during the year ended December 31, 2008. However, there have been
and may contmue to be changes in estimates to amounts prevxously recorded

The followmg table summarizes facility exit and restructuring costs durmg the years ended
December 31, 2009, 2010 and 2011 and the cumulatlve costs incuired to date as a result of the 2007 Plan.
Facility exit and restructunng costs during the years ended December 31, 2009, 2010 and 2011 were
primarily the result of changes to sublease estimates in the Company’s exited facilities and additional costs
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for lease terminations. Such costs have been classified as restructunng and acqu1smon-related costs in the
Consolidated Statements of Operatlons :

Cumulative

Year Ended December 31, In(c::;f‘:'i d

2009 2010 2011 To Date

3

(in thousands)

Severance and personnel-related costs . ............. $ — $§ — $—  $30,764
- Lease termination and facilities-related costs ......... 5697 1,012 355 24,088
Non-cash asset impairments. . .. ......... .. SR S 46 109 (77) 24,824

Other associated oqsts..'...»......;....; ......... s — — — 1,131
- ’ ’ $5,743  $1,121 $278  $80,807

The followmg table summarizes activity. for the liability balances associated with the 2007 Plan for the
years ended December 31, 2009, 2010 and 2011 including changes during the years attributable to costs
incurred and charged to expense and costs paid or otherwise settled:

Asset
Facilities = Ympairments Total
(in thousands)

Balance as of December 31,2008 .................... $16,694 $ — $16,694
CAccruals L. e e 5,697 46 - 5,743
"Payments ....... .. ... (5,442) — (5,442)
Non-cash charges ...................... ... .... - 489 (46) 443

Balance as of December 31,2009 . ..., .. ..., e 17,438 — 17,438
Accruals .. ............... F 1,012 109 1,121

S Payments ... (5,205) C— (5,205)
Non-cash charges . ..............c.ouiuunenenn.. 368 (109) 259

Balance as of December 31,2010 .................... 13,613 — 13,613
Accruals . ... ... e 355 77 - 278
Payments ......... ... ... ... .. i, (6,697) 77 (6,620)
-Non-cash charges .......... T N A ‘ 161 - — 161

Balance as of December 31,2011 ..., $ 7,432 $ — $ 7,432

Facility exit and restructuring liabilities due within one year of the balance sheet date are classified as
other accrued hablhtles and facility exit and restructuring liabilities due after one year are classified as
other long-term liabilities in the Consolidated Balance Sheets. Of the unpaid balance as of December 31,
2010 and 2011, approx1mately $4.7 million and $3.1 million, respectively, was classified as other accrued
liabilities and apprommately $8.9 million and $4. 3 million, respectively, was classified as other long-term
hab111t1es

Legacy Restmctim'rtg Plans

During the years ended December 31, 2003, 2004 and 2005, EarthLink executed a series of plans to
restructure and streamline its contact center operations and outsource certain internal functions
(collectively referred to as “Legacy Plans”). The Legacy Plans included facility exit costs, personnel-related
costs and asset disposals. EarthLink periodically evaluates and adjusts its estimates for facility exit and
restructuring costs based on currently-available information. Such adjustments are included as
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restructuring and acquisition-related costs in the Consolidated Statements of: Operations. During the year
ended December 31, 2009, EarthLink recorded a reduction of $ $0.1 million and- during the year ended
December 31 2010, EarthLink recorded $0.3 million of facility exit and restructuring costs as a result of
changes in estimates for Legacy Plans. As of December 31, 2011, all costs related to Legacy Plans had been
paid or otherwise settled. '

Acquisition-Related Costs

Acquisition-related costs consist of external costs directly related to EarthLink’s acquisitions,
including transaction related costs, such as advisory, legal, accounting, valuation and other professional
fees; employee severance and retention costs; costs to settle stock-based awards attributable to
postcombination service in connection with the ITC” DeltaCom acquisition; facility-related costs, such as
lease termination and asset impairments; and integration-related costs, such as system conversion,
rebranding costs and integration related consulting and employee costs. Acquisition-related costs are
expensed in the period in which the costs are incurred and, the services are received and are included in
restructuring and acquisition-related costs in the Consolidated Statement of Operations. Acquisition-
related costs consisted of the following during the years ended December 31, 2009, 2010 and 2011:

Year Ended December 31,
2009 2010 2011

(in thousands)
$10,164 $ 5,756
5,047 = 16,460
5,742 -
— 5,530
— 4044

$20,953  $31,790

Transaction-related COStS .. . . . oo v ittt i
Severance and retention CostS . . . v oo v it s
Costs to settle postcombination stock awards . . ...............
Facility-related costs . . . ... e
Integration-related costs .. . . .......... i

ITh 1 T

- Total acquisition-related costs .................. ...,

5. Investments
Marketdble Securities

The Company’s marketable securities consisted of the following as of December 31, 2010 and 2011:

As of December 31,

2010 2011
X ) (in thousands)
Government and agency SECUrities .. ............. ..ot $284,441 $ 11,304
Corporate debt securities . ... ........ . J 21,011 11,057
Commercial paper . ......... T SN 14,666 4,246
Certificates of dePOSIt « ..\ v v e cev e iiaa e - 3,000
Total marketable securities . . .. v o v v ittt i e 320,118 29,607
Less: classified as current . . ... ..o e e (307,814)  (28,606)

Total long-term marketable securities ....................... $ 12,304 $ 1,001
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The following tables summarize gross unrealized gains and losses as of December 31,-2010 and 2011
on the Company’s marketable securities designated as available-for-sale:

As of December 31, 2010

Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Losses Gains Value
) . SETome ) ] ) . (in thousands)
Government and agency notes .. ........... . $284,087 $(1) $355  $284,441
Corporate debt securities . ., ............... 20,980 (7 - 38 . 21,011

Commercial paper.............. [ 14,658 — - -8 . 14,666
o $319,725  $(8) ~ $401  $320,118

As of December 31, 2011

_Gross - .. Gross . Estimated

Amortized Unrealized = Unrealized Fair

Cost Losses Gains Value

(in thousands)
i+ ;Government and agency notes. ... ... .. ... ... $11,3060 - § (2) $— $11,304
" -.Corporate debt securities- . «:. ..vdoot Lew w0 11869 0 (12) — 11,057 -
Commercial paper ............covviin... 4,246 — — 4246

Certificates of deposit . . . . . . e 23000 0 — — 3,000
. $29,621 $(14). . $— $29,607

Investments in marketable securities primarily consist of government and agency notes, which
included U.S. treasury securities and government-sponsored debt securities, corporate debt securities,
commercial paper and certificates of deposit, all of which bear a minimum short-term rating of A1/P1 or a
minimum long-term rating of A/A2. During year ended December 31, 2011, the Company sold certain
investments in marketable securities and recognized a realized gain of $0.4 million, which was included in
interest expense and other, net, in the Condensed Consolidated Statement of Operations.

Equity Investments m Other Compames

During the year ended December 31, 2009, EarthLink sold 2.2 million of Sprint Nextel shares for net
proceeds of $8.2 million:and recogmzed a $7.6 million gain resulting from the recelpt of Sprint Nextel
shares and the subsequent sale; which is included in interest expense and other, net, in the Consolidated
Statement of Operations. During the year ended December 31, 2010, EarthLink sold 0.2 million of the
Sprint Nextel shares for net proceeds of $1.0 million and recogmzed a gain of $0.1 million. During the year
ended December 31, 2010, the Company sold its remaining equity investments in other companies. As a
result, equity investments in other companies were reduced to zero as of December 31,.2010.
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6. Property and Equipment
Property and equipment consisted of the following as of December 31, 2010 and 2011:

As of December 31,

2010 2011
' (in thousands)
Communciations and fiber opticnetworks .. ........... ... ... $ 232,723 $ 354,997
Computer equipment and-software . .. ................iio.. 88,377 172,178
Office and other equipment . ....... e 10,742 - 18,041
Land and buildings .......... K N 42807 © 42,869
Leasehold improvements ........ i e e e e e e 53,784 34,847
Work in progress . . . ..ot s 7,258 30,179
: - 435,691 653,111
Less accumulated depreciation ... ........... ... ... ... (194,580)  (263,562)

$ 241,111  § 389,549

Depreciation expense, which includes depreciation expense associated with property under capital
leases, was $16.2 million, $17.6 million and $100.9 million for the years ended December 31, 2009, 2010
and 2011, respectively. .

During the year ended December 31, 2011, the Company wrote-down and retired abandoned and
disposed property and equipment that had a cost basis of $48.0 million and accumulated depreciation of
$42. 0 mllhon
7. Goodwill and Other Intanglble Assets
Goodwill

The changes in the carrying amount of goodwill by operating segment dunng the year ended
December 31, 2011 were as follows:

Consumer Business

Services Services
< Segment Segment . Total
. ‘ . (in thousands)
Goodwill ................ e e R . $88,920 $258,004 $346,924
Accumulated impairment loss . ........... e Ve — (87,878) - (87,878)
Balance as of December 31, 2010. ... .. ...... e 88920 170,126 259,046
Goodwill acquired during year ......... S ' 115,953 - 115;953
Goodwill adjustments . .. .. e e e e e — £ 3,236 3,236
Goodwill .. ... ... ... . . .. e 88,920 = 377,193 466,113
Accumulated impairment foss ........... ... .00 —  (87,878) (87,878)
Balance as of December 31,2011 ................... $88,920 $289,315 $378,235

“Goodwill acquired during the period resulted from EarthLink’s acquisitions of One Communications,
STS Telecom and certain other companies, which are more fully described in Note 3, “Acquisitions.”
Goodwill adjustments during the period resulted from adjustments in the fair value of assets and liabilities
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assumed in the acquisition of ITC” DeltaCom that were not deemed material to retrospéectively adjust
provisional amounts recorded: at the acquisition date. .o

Other Intangible Assets

~The gross carrying value and accumulated amortization by major intangible asset category as of
December 31, 2010 and 2011 were as follows:

As of December 31, 2010 As of December 31, 2011

" Gross ‘ Net " Gross ’ Net
Carrying = Accumulated - Carrying Carrying . Accumulated  Carrying

Value Amortization Value Value  Amortization Value

‘ o (in thousands) _ '
Customer relatlonshlps ............ '$192,414 $(71,067) ' $121,347 $381,958  $(121,755)  $260,203
Developed technology and software . .. 10,611 (821) 9,790 24,311 *(6,279) 18,032
Tradenames.................. L 5221 " (994) - 4,227 9,121 (3,507) - 5,614
Other .......... ... .. ... RN — — — 1,800 (288) 1,512

$208 246 $(72882)  $135364 $417190  $(131,820)  $285,361

7 The Company’s 1dent1f1able mtang1ble assets consist of customer relat1onsh1ps developed technology
and software, trade names and other assets acquired in conjunction with the purchases of businesses and
subscriber bases from other companies that are not deemed to have indefinite lives. The gross carrying
value of identifiable intangible assets as of December 31, 2011 includes $168.6 million of customer
relationships, $12.0 million of developed technology, $3.9 million of trade name assets and $1.4 million’ of
other assets resulting from' the One Communications acquisition and includes $15.7 million of customer
relationships, $1.7 ‘million of developed technology and $0.5 million of other 1ntang1ble assets resulting
from the STS Telecom acqulsmon

Def1n1te—11ved 1ntang1ble assets are amortlzed over their estimated useful 11ves The Companys
customer- relatlonshlps are bemg amortlzed using the straight-line method to match the estimated cash
flow generated by such assets, and the developed technology and trade names are being amortized using
the straight-line method because a pattern to which the expected benefits will be consumed or otherwise
used up could not be reliably determined. As of December 31, 2011, the weighted average amortization
per1ods were 5.2 years for customer relationships, 4.1 years for developed technology and-software,
3.3 years for trade names-and 4.4 years for other 1dent1f1able intangible assets.

. Amortization of intangible assets, which is 1ncluded in .depreciation and amort1zat10n in the
Consolidated Statements of Operations, for the years ended. December 31, 2009, 2010 and 2011 was as
follows: ‘ L

Year Ended December 31,
2009 2010 2011

(in thousands)

AmOTtiZation EXPENSe . . « v v v vt v vt et e $7,749  $5,745  $59,219

Based on the current amount of definite-lived 1ntang1ble assets, the Company expects to record
amortization expense of approximately $68.7 million, $67.0 million, $61.4 million, $59.0 million,
$28.2 million and $1.0 million during the years ending December 31, 2012, 2013, 2014, 2015, and 2016 and
thereafter, respectively. Actual amortization expense to be reported in future ‘periods could differ
materially from these estnnates as a result of acquisitions, changes in useful hves and other relevant
factors.
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“During the year ended December 31, 2011, the Company removed fully amortized intangible assets
that had a gross carrying value and accumulated amortization of $10.1 million. :

Impairment of Goodwill and Intangible Assets

During the years ended December 31, 2009 and 2010, the Company. recorded non-cash impairment
charges of $24.1 million and $1.7 million, respectively, which are included in impairment of goodwill and
intangible assets in the Consolidated Statements of Operations.

After completmg its annual 1mpalrment test during the. fourth quarter of 2009, the Company
concluded that goodwill and certain intangible assets recorded as a result of its April 2006 New Edge
.acquisition were impaired and recorded non-cash impairment charges related to the New Edge reporting
unit of $23.9 million for goodw111 and $0.2 million for the indefinite-lived trade name. As a result, there is
no. remaining carrying value related to New Edge goodwill. The primary factor contributing to the
impairment charge was continued sales pressure in the small and medium-sized business market due to the
economy, which adversely impacted the Company’s long-range financial outlook.

The annual. impairment test during the fourth quarters of 2010 and 2011 indicated that the fair value
of the Company s reporting units exceeded their carrying values. As a result, the Company concluded that
its remaining goodwill was not impaired and did not record a goodwill impairment charge during the years
ended December 31, 2010 and 2011. ‘

) Goodwxll Impalrment testing of goodwill is required at the reportmg unit level and involves a
two-step process. The Company had identified three reporting units for evaluating goodwill for the 2009
and 2010 ‘annual impairment tests, which were Consumer Services, New Edge and Web Hosting. The
Company identified seven reporting units for evaluating goodwill for the 2011 annual impairment test,
which were Consumer Services, New Edge, ITC " DeltaCom, One Commumcatlons, STS Telecom,
Managed Services and Web Hosting. The Consumer Services reportable segment was one reporting unit,
while the Business Services reportable segment consisted of the remaining reportlng units. Each of these
reporting uhits constitutes a businéss for which discrete financial 1nformat1on is available and segment
management regularly reviews the operatlng results

Upon completlon of the first step during . the year ended December 31, 2009, the Company
determlned that the carrying value of its New Edge reportmg unit exceeded its estimated fair value. The
first step of the annual impairment test involves comparing the estimated fair value of the Company’s
reporting units with the reportlng units’ carrymg amounts, including goodwill. The Company estimated the
fair values of its reporting unifs primarily using the income approach valuation methodology that includes
the discounted cash flow method. In certain years, the Company also took into consideration the market
approach and certain market multiples as a validation of the values derived using the discounted cash flow
methodology. The discounted cash flows for each reporting unit were based on discrete financial forecasts
developed by management for planning purposes. Cash flows beyond the discrete forecasts were estimated

using a terminal value calculation, which incorporated historical and forecasted financial trends for each
identified reporting unit.

Because indicators of 1mpa1rment existed for the New Edge reporting unit, the Company performed
the second step of the test. The implied fair value of goodwﬂl was determined in the same manner as
utilized to estimate the amount of goodwill recognized in a business combination. To determine the
implied value of goodw111 fair values were allocated to the assets and liabilities of the New Edge reporting
unit. The 11nplled fair value of goodwill was measured as the excess of the fair value of the New Edge
reporting unit over the amounts assigned to its assets and liabilities. The impairment loss of $23.9 million
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during the year ended December 31, 2009 was measured as the amount the carrying value of goodwill
exceeded the implied fair value of the goodwill. The Company did not record any impairment charges for
goodwill during the years ended December 31, 2010 and 2011.

Indefinite-lived intangible assets. The impairment test for the Company’s indefinite-lived intangible
assets, which consist of trade names, involves a comparison of the estimated fair value of the intangible
asset with its carrylng value. The Company determined the fair values of its trade names using the royalty
savings. method, in which the fair value of the asset was calculated based on the present value of the royalty
stream that the Company saves by owning the asset. Given the economic environment and other factors
noted above, the Company decreased its estimates for revenues associated with its New Edge trade name.
As a result, the Company recorded a non-cash impairment charge of $0 2 million durmg the year ended
December 31 2009 related to its New Edge trade name.

In November 2010, the Company decided to re-brand the New Edge name as EarthLink Business.
The Company recorded a non-cash impairment ¢harge of $1.7 million durmg the year ended December 31,
2010 to write-down its New Edge trade name. As a result, there is no remaining carrymg value related to
the New Edge trade name. v S :

Deﬁmte-izved intangible assets. The Company did not record any impairment chafges for its definite-
lived mtanglble assets during the years ended Decembeér 31 2009, 2010 and 2011."

8. Other Accrued Liabilities
Other accrued liabilities consisted of the following as of December 31, 2010 and 2011:

" As of December 31,

2010 2011
= E ’ i - ’ (in thousands)
Accrued communications €osts . ... ... ... A . $14845 $ 30,720
- Accrued taxes and surcharges . .. .. ... T R R L e 18,117 30,683
Facility exit and restructuring liabilities ... ... %0 [ L F L 4,749 3,639
L Dep051ts and due to CUSLOMETS . . . .o v vvivs v - 4,651 10,217
COtHEL. v R e, 24645 - 41,137

- $67,007 $116,396.
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9.  Long-Term Debt and Capital Lease 'Obligations o

 The Companys long- -term debt and capltal lease obligations consisted of the following as of
December 31, 2010 and 2011:

As of December 31,

. 2010 2011
: . » ‘ J . - (im thousands)
o ITC"DeltaCom semor secured notes due Apr11 2016 e e $ 325,000 © $324,800
. AUnamortlzed premium on IT: C DeltaCom semor secured notes due -
© April 2016....... e e e e 26,251 22,056
EarthLink senior notes due May 2019 ............,. . S — 300,000
Unamortized discount on EarthLink senior notes due May 2019 ..... ‘ — (9,779)
.- BarthLink convertible senior notes due November 2026. ... .. Vi 255,791 =
" ~Unamortized discount.on EarthLink convertlble senior notes due ;
‘November 2026 . .. ........... i e e e e e (12,722) —
Capital lease obligations ................... e e e , R 18,343
. .¢.-Carrying value of debt and capxtal lease obligations . ............. 594,320 655,420
Less current portion of debt and capital lease obligations .......... (243,069)  (1,655)
Long-term debt and capital lease obligations . . . ............... $ 351,251 $653,765

ITC ™ DeltaCom Senior Secured Notes due April 2016

General. In connection with the acquisition of ITC” DeltaCom, EarthLink assumed
ITC ™ DeltaCom’s outstanding $325.0 million aggregate principal amount of 10.5% senior secured notes
due on April 1, 2016 (the “ITC” DeltaCom Notes”). The ITC” DeltaCom Notes were not repaid or
guaranteed by EarthLink. The ITC ™ DeltaCom Notes were recorded at acquisition date fair value, which
was based on publicly-quoted market prices. The resulting debt premium of $26.3 million is being
amortized over the remaining life of the ITC ™ DeltaCom Notes.

Under the indenture for the ITC” DeltaCom Notes, following the consummation of the ‘acquisition,
ITC” DeltaCom was required to offer to repurchase any or all of the ITC ~ DeltaCom Notes at 101% of
their principal amount. The tender window was open from December 20, 2010 through January 18, 2011.
As a result, approximately $0.2 million outstanding principal amount of the ITC ~ DeltaCom Notes was
repurchased in January 2011. The remaining ITC” DeltaCom Notes remain outstanding as obligations of
ITC "~ DeltaCom and its subsidiaries.

The ITC~” DeltaCom Notes accrue interest at a rate of 10.5% per year. Interest on the
ITC” DeltaCom Notes is payable semi-annually in cash in arrears on April 1 and October 1 of each year.
The ITC” DeltaCom Notes will mature on April 1, 2016.

Redemption. ITC” DeltaCom may redeem some or all of the ITC” DeltaCom Notes, at any time
before April 1, 2013, at a redemption price equal to 100% of their principal amount plus a “make-whole”
premium. ITC " DeltaCom may redeem some or all of the ITC ™ DeltaCom Notes at any time on or after
April 1, 2013, at specified redemption prices declining from 105.250% to 100% of their principal amount.
In addition, before April 1, 2013, ITC” DeltaCom may redeem up to 35% of the aggregate principal
amount of the ITC” DeltaCom Notes at a redemption price equal to 110.5% of their principal amount
with the net proceeds of certain equity offerings. During any 12-month period before April 1, 2013,
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ITC ™ DeltaCom may redeem up to 10%:of the aggregate principal amount of the ITC ™ DeltaCom Notes
ata redemptlon price equal to 103% of their prlncrpal amount.

; It (1) ITC " DeltaCom sells certam of its assets and does not either (a) apply the net sale proceeds to
repay indebtedness under the ITC” DeltaCom Notes, or other indebtedness secured on a first-priority
basis or (b) reinvest the net sale proceeds in its business, or (2) ITC” DeltaCom experiences a change of
control ITC "~ DeltaCom may be required to offer to purchase ITC” DeltaCom Notes from holders at

100% of their principal amount, in the case of a sale of assets, or 101% of their principal amount, in the
case of a ‘change of control. ITC ~ DeltaCom would be required to pay accruéd and unpaid interest, if any,
on the ITC"DeltaCom Notes redeemed or purchased in each of the foregoing events of redemptlon or
purchase.

Ranking and guaranty The ITC ~ DeltaCom Notes are ITC ~ DeltaCom s general senior obhgatlons
and rank equally in right of payment with any future senior indebtedness. The ITC" DeltaCom Notes are
secured on a first-priority basis, along with any future pari passu secured obligations, subject to specified
exceptions and permitted liens, by substantially all of the assets of ITC ~ DeltaCom and its subsidiaries that
are. deemed ta be restricted subsidiaries under the:indenture governing the ITC” DeltaCom Notes.
Currently ' all of ITC” DeltaCom’s sub51d1ar1es are deemed to- be restricted subsidiaries under the
indenture. : o

“The ITCADeltaCom Notes are guaranteed on a senior secured basis by each of ITC’\DeltaCom s
restricted subsidiaries on the initial issiie' date of the ITC~ DeltaCom Notes and will be guaranteed on a
senior secured basis by each futute ‘domestic restrlcted subs1d1ary, other than certain excluded subsidiaries,
and by any foreign restricted subsxdlary that guarantees any indebtedness of ITC” DeltaCom or any
domestic restricted subsidiary. The guarantees are the subsidiary guarantors’ general senior obl1gat1ons
and rank equally in rlght of payment with all of the sub51dlary guarantors existing and future senior
indebtedness. : : :

Covenants The indenture govermng the ITC"DeltaCom Notes contams covenants that, ~among
other things, llmlt ITC” DeltaCom’s ability, and the ab1hty of ITC” DeltaCom’s restricted subs1d1ar1es to
incur addrtlonal indebtedness, create liens, pay dividends on, redeem or repurchase ITC” DeltaCom’s
capital stock make investments or repay subordinated 1ndebtedness engage in sale-leaseback transactions,
enter mto transactrons with affiliates, sell assets, create restnctlons on dividends and other payments to.
ITC " DeltaCom from its subsidiaries,. Jissue or sell stock of subsrdlanes and engage in mergers and
consolidations. All of the covenants are subJect to, a number of important qualifications and exceptions
under the 1ndenture As of December 31, 2010 and 2011 ITC ~ DeltaCom was in compliance with all of its
financial covenants.

EarthLink Senior Notes due May 2019

 General. ‘In May 2011, the Company completed a prlvate placement of $300.0 million aggregate
principal amount of 8%% Senior Notes due 2019 (the “Senior Notes”). The Senior Notes were issued at
96.555% of their principal amount, resulting in gross proceeds of approximately $289.7 million and net
proceeds of $280.2 million after deducting transaction fees of $9.5 million. In September 2011, in
accordance with the registration rights granted to the original purchasers of the Senior Notes, the
Company completed an exchange offer of the privately placed Senior Notes for new 8%% Senior Notes
due 2019 registered with the SEC with substantially identical terms to the original Senior Notes..

The Senior Notes accrue interest at a rate of 8%% per year, payable on May 15 and November 15 of
each year, commencing on November 15, 2011. The Senior Notes will mature on May 15, 2019.
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«Redemption. The Company may redeem the Senior Notes; in whole or in part, (i) from May 15, 2015
until May 15, 2016 at a price equal to 104.438% of the principal amount of the Senior Notes redeemed;
(ii) from May 15, 2016 until May 15, 2017 at a price equal to 102.219% of the principal amount of the
Senior Notes redeemed; and (111) from May 15,2017 at a price equal t0.100% of the principal amount of
the Senior Notes redeemed, in each case plus accrued and unpaid interest. Prior to May 15, 2015, the
Company may also redeem the Senior Notes, in whole or in part, ata prlce equal to 100% of the aggregate
principal amount of the Senior Notes to be redeemed plus a make-whole premium and accrued and unpaid
interest. In addition, prior, to May 15, 2014 ‘the Company may | redeem up to 35%" of the aggregate
principal amount of the Senior Notes with the nét cash proceeds of certain equity offerings at a price equal
to 108.875% of the principal amount of the Senior Notés redeemed, plus accrued and unpaid 1nterest

Ranking and guaranty. The Senior Notes and the related guarantees of certain of the Company’s
wholly-owned subsidiaries (the “Guarantots’ ) are the Comipany’s and the Guarantors’ unsecured senior
obhgatlons and rank equally with all of the Company’s and the Guarantors other senior mdebtedness

- Covenants. The indenture govermng the Senior Notes inclides covenants whichy; subject to certain
exceptions, limit the ability of the Company and its Restricted Subsidiaries (as defined in the indenture)to,
among other things, incur additional indebtedness, make certain types of restricted payments, incur liens
on assets of the Company or the Restricted Subsidiaries, engage in asset sales and enter into transactions
with affiliates. Upon a change of control (as defined in the mdenture) the Company may be required to
make an offer to repurchase the Notes at 101% of their, principal amount, plus accrued and unpaid
interest. The indenture governing the Senior Notes also contains customary events of default As of
December 31 2011, the Company was, in comphance wrth these covenants.

EarthLink Convertible Senior Notes due November 2026 S 'S o

General. In November 2006, the Company issued $2588 mrlhon aggregate prrncrpal amount”of
convertible senior notes due November 15, 2026 (the “Convertible Notes”) in a registered offering. In
November 2011, the Company redeemed its outstanding Convertrble ‘Notes pursuant to the indenture,
dated November 17, 2006 (the “Indenture”) AddltronaHy, ‘the ‘Company purchased Convertible Notes
which had been put to the Company pursuant to’ the optron purchase terms of the Indenture. The total
amount paid by the Company in connection with the redemptlon and purchase of the Convertible Notes
was $259.9 million, which included principal and accrued interest. Upon the redemption and purchase of
all of the outstanding Convertible’ Notes, the IndentUre was satisfied and’ dlscharged as of November 15,
2011. In connection with the redemption, the Company reéogmzed a$24 million gain due to the reversal
of deferred interest expense, which is included in interest expense and other, net, in the Consolidated
Statement of Operations.

The Convertible Notes bore interest at 3.25% per year on the principal amount of the. Convertible
Notes until November 15, 2011, and 3.50% interest per year on the principal amount of the Convertible
Notes thereafter payable semi- annually in May and November of each year. The Oonvertlble Notes
ranked as senior unsecured obligations of the Company

Redemptzon The Company had the optlon to redeem the Convertrble Notes, in whole orin part for
cash, on or after November 15, 2011, provided that the: Company had made at least ten semi-annual
interést payments. On October 14, 2011, the: Company 1ssued a notrce of redemptlon to redeem all-of the
Company’s-outstanding Convertible Notes. g :
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.Conversion. The Convertible Notes were payable with cash.and, if applicable, were convertible into
shares of the Company’s common stock. The initial conversion rate was 109.6491 shares per $1,000
principal amount of Convertible Notes (which represented an initial conversion price of approximately
$9.12 per share). As a result of the Company’s cash dividend payments, the conversion rate had been
adjusted and was 123.5033 shares per $1,000 principal amount of Convertible Notes (which represents a
conversion price of approximately $8.10 per share), sub]ect to further adjustment. Upon conversion, a
holder would have received cash up to the prlnc1pa1 amount of the Convertible Notes and, at the
Company s option, cash, shares of the Company s common stock or a combination of cash and shares of
common stock for the remainder, if any, of the convers1on obllgatlon '

Under the terms of the indenture governing the Convertible Notes, the Company’s payment of cash
dividends while the Convertible Notes were outstanding required an adjustment to the conversion rate for
the Convertible Notes.:In addition, as a result of the adjustment, the Convertible Notes could be
surrendered.for conversion for a period of time between each dividend declaration date and the record
date, as defined in the indenture, for the consideration provided for in the indenture. During the year
ended December 31,2010, $3.0 million principal amount of Convertible Notes-were surrendered for
conversion for cash payment.of $2.8 million, resulting in a gain on conversion of debt of $0.2 million. Such
gain is included in interest expense and other, net, in the Consolidated Statement of Operations.

- Accounting. - The Company accounted for the liability and equity components of the Convertible
Notes separately. The Company accreted the debt discount related to the equity component to non-cash
interest expense over the estimated five-year life of the Convertrble Notes, which represented the first
redemption date of November 2011.

The pr1nc1pal amount, unamortized discount and net carrying amount of the debt and equlty
components-as of December 31 2010 -and 2011 are presented below: : :

As of December 31,

2010 . 2011

' o \ ) . ‘ v j (in 1thousands)_
Principal amount e [ B '$255,791 $—
Unamortized discount . . . . PR (12,722 ?22) =
Net carrying AMOUNE . . \oo e e et e s U e . $243,069 §:
Carrylng amount of ‘the equlty component e $ 61,847  $—

" The following table presents the associated interest cost related to the Convertible Notes during the
years ended December 31, 2009, 2010 and 2011, which consists ‘of both the contractual interest coupon and
amortization of the discount on the lability component:

Year Ended December 31,

2000 2000 2011
' - o s " (in thousands) »
Contractual interest recognized . .. . . . e e $ 8410 $8301 §$7274 -
Discount amortization . . . . ..o vttt e 12,516 13,477 12,722
Effective interest rate . ... .. ..o v et e ittt 9.5% 9.5% 95%

Classzﬁcatzon ‘On November 15 2011, holders of the Convertlble Notes had the rlght under the
governmg 1ndenture to, require the Company to repurchase the Convertlble Notes. As a result, the
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Company. classified the Convertible Notes as a current hablllty in the Consolidated Balance Sheets as of
December 31, 2010. : :

Revolving Credit Facility

General. On May 20, 2011, the Company entered into a credit agreement (the “Credit Agreement”)
providing for a senior secured revolving credit facﬂlty with aggregate revolving commitments of
$150.0 million. Also on May 20, 2011, EarthLink terminated its $30.0 million revolving credit facility
entered into on March 18, 2011. The senior secured revolving credit facility terminates on May 20, 2015,
and all amounts outstanding thereunder shall be due and payable in full. The Company paid $1.9 million of
transaction fees related to the new senior secured revolving credit facility, which are being amortized to
interest expense over the life of the credit facility. Commitment fees and borrowing costs under this facility
vary and are based the-Company’s most recent Consolidated Leverage Ratio. (as defined in the Credit
Agreement). As of December 31, 2011, the! Company’s Commitment Fee was 0.375% and the Company’s
borrowing cost was LIBOR plus. 2.50% for LIBOR Rate Loans and the Base Rate plus 1.50% for Base
Rate Loans. No amounts were outstanding under the senior secured revolving credit facility as of
December 31, 2011. However, $2 0 mllhon of letters of credit were outstanding under the facility as of
December 31, 2011.

Prepayment. 'The Company may prepay the senior secured revolving credit facility in whole or in part
at any time without premium- or -penalty, subject to reimbursement of the lenders’ breakage and
redeployment costs in the case of prepayment of LIBOR borrowings. The Company may irrevocably
reduce or terminate the unutilized portion of the senior secured revolving credit facility at any time
without penalty.

Covenants. The Credit Agreement contains representations and warranties, covenants, and events of
default with respect to the Company and its subsidiaries that are customarily applicable to senior secured
credit facilities. However, such covenants will not apply to ITC” DeltaCom and its subsidiaries until the
earlier of (i) the repayment or refinancing in full of the ITC” DeltaCom Notes or (ii) the date
ITC” DeltaCom and its U.S. subsidiaries become guarantors of the senior secured revolving credit facility.
ITC” DeltaCom is not currently a guarantor under the senior secured revolving credit facility. The
negative covenants contained in the Credit Agreement include restrictions on the ability of the Company
and its subsidiaries to, among other things, incur additional indebtedness, incur liens on assets, engage in
certain mergers, acquisitions or divestitures, pay dividends or make other distributions, voluntarily prepay
certain other indebtedness (including certain prepayments of the Company’s existing notes and the
ITC” DeltaCom Notes), enter into transactions with affiliates, make investments, and change the nature
of their businesses, and amend the terms of certain other 1ndebtedness (including the Company’s existing
notes and the ITC " DeltaCom Notes), in each case sub]ect to certain exceptions set forth in the Credit
Agreement.

Addltlonally, the Credit Agreement requires the Company to maintain a maximum consolidated
leverage ratio and a minimum consolidated interest coverage ratio (as defined in the Credit Agreement).
As of December 31, 2011, the.Company was in compliance with these financial covenants.

Capital Lease Obligations .

The Company maintains capital leases relating to indefeasible right-to-use agreements, vehicles and
equipment. Substantially all of these capital leases were assumed by the Company through its acquisition
of One Communications. Depreciation expense related to assets under capital leases is included in
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depreciation and amortization expense:in the Consolidated ®Statements of Operatrons The future
minimum payments due under the leases are as follows (in thousands): .

Year ‘Ending December 31,
2012°.. ... e $ 3,790
L 3,378
2014 .. o 3,243
2005 . L e 3,123
2016, . .. i e e i e e LS U T P e s - 4,386
Thereafter .. .......... D i e e e e e e e e e e e e 14,752
Total minimum lease payments .. ......... .ttt e .. $ 32,672
Less amounts representing interest . . ... ... .. ittt . (14,329)

~ 'Ibtalcaprtalleaseobhgatlons....;...,...;...'.....~.' ........ B “.. $18343

10. _Shareholders’ Equity
Shareholder Rights Plan

Durlng 2002 the Board of Dlrectors adopted ashareholder nghts plan (the “nghts Plan”) In
connectlon with the nghts Plan, the Board of Directors also declared a dividend of one right for each
outstandmg share of EarthLmk’s common stock for stockholders of record at the close’ of bus1ness on
August 5, 2002

‘“Hach- rlght’entltles ‘the' holder to purchase one .one- thousandth (1/1000) of a share (a “Umt”) of
EarthLmk’s Series D Junior Preferred Stock at a price of $60.00 per Unit upon certain events. Generally;
in the event a person or entity acquires, or initiates a tender offer to acquire, at least 15% of EarthLink’s
then outstanding common stock, the rights will become exercisable for common stock having a value equal
to two times the exercise price of the right, or effectively at one-half of EarthLink’s then-current stock
price. The rlghts are redeemable under certain crrcumstances at $O 01 per right and will expire, unless
earher redeemed on August 6, 2012.

Share Repurchases

Since the inception of the Company’s share repurchase program, the Board. of Directors has
authorized a total of $750.0 million for the repurchase of EarthLink’s common stock. As of December 31,
2011, the Company had $98.9 million available under the current -authorizations. The Company may
repurchase its common stock from time to time in comphance ‘with the Securities and Exchange
Commission’s regulations and other legal requirements, including through the use of derivative
transactions, and subject to market COIldlthIlS and other factors. The share repurchase program does not
require the Company to acqu1re any specrflc number of shares and ‘may be termmated by the Board of
Dlrectors at any time.
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The following table summarizes:share repurchases during the years ended December 31, 2009, 2010
and 2011 pursuant to the share repurchase program, which have been recorded as treasury stock:

Year Ended December 31,
2009 2010 2011

s (in thousands) .
Number of shares repurchased ........................... 3592 103 6,333
Aggregate purchase price . .......... .. e $22,340 $851 $46 989

Also during the year ended December 31 2011, 0.2 million shares. valued at $1.8 million were
returned from the One Communications. escrow fund and recorded as treasury stock.

Dividends

In 2009, the Company began declaring and paying cash d1v1dends on its common stock. During the
years ended December 31, 2009, 2010 and 2011, cash dividends declared were $0.28 per common share,
$0.62 per common share and $0.20 per common share, respectively, and total dividend payments were
$30.0 million, $67.5 million and $22.9 million, respectively. The Company currently intends to pay regular
quarterly dividends on its common stock. The Company also pays cash dividend amounts on each
outstanding restricted stock unit to be paid at the time the restricted stock unit vests. Cash dividend
amounts are forfe1ted if the restncted stock units do not vest. Any decision to declare future dividends will
be" made at the discretion of the Board of Directors and will depend on, among other things, the
Companys results of “operations, financial condition, cash requirements, investment opportunities and
other factors the Board of Directors may deem relevant. In addition, the agreements governing the
Company’s Senior Notes and senior secured revolvmg credit facility contain restrictions on the amount of
dmdends the Company can pay. :

11. Stqck-Based Compensatlon R , ~ S

Stock-based compensatlon expense was $13. 2 million, $10.0 million and $13.5 mllhon durmg the years
ended December 31, 2009, 2010 and 2011, respectively. The Company has ' classified stock-based
compensation expense within selling, general and administrative expense, the : same operating expense line
item as cash compensation paid to employees.

Stock Incentive Plans

» The Company has granted optlons and restricted stock units to employees and non- employee
dlrectors to purchase t the Company’s common stock under various stock incentive plans Under the plans,
employees and non-employee directors are eligible to receive awards of various forms of equity-based
incentive compensation, including stock options, restricted stock, restricted stock units, phantom share
units and performance awards, among others. The plans are administered by the Board of D1rectors or the
Leadership and Compensation Committee of the Board of Directors, which ‘determine the terms of the
awards granted. Stock options are generally granted with an exercise price equal to the closing market
value of EarthLink, Inc. common stock on the date of grant, have a term of ten years or less, and vest over
terms of four years from the date of grant. Restricted stock units are granted with various vesting terms
that range from one to three years from the date of grant. The Company’s various stock incentive plans
provide for the issuance of a maximum of 23.5 million shares, of which approximately 22.5 million shares
were still available for grant as of December 31, 2011. Upon exercise of stock options or vesting of
restricted stock units, the Company will issue authorized but unissued common stock.
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- In connection with the acquisition of ITC ”~* DeltaCom, the: Company assumed certain restricted stock
units granted under ITC ~ DeltaCom’s stock plans. These restricted stock units generally retained all of the
rights, terms and conditions of the respective plans -under which they were originally granted. As of
December 31, 2011, 0.3 million restrrcted stock units were outstanding under these plans.

Optzons Outstandmg

The followmg table summarizes 1nformat10n concernlng stock optlon actlvrty as of and for year ended
December 31, 2011 :

. Weighted
Welghted Average Lo
~ Average Remaining  Aggregate
Stock  ‘Exercise Contractual Intrinsic

Options . Price Term (Years) _ Value
! ‘ . (shares and dollars in thousands)
Outstandmg as of December 31, 2010 ........... e 2,436 .. $ 941
Granted . ..... e R —_ =
Exercised . . . .. T PP e (87 690
. Forfeited and exprred ........................... (474) 1155
Outstanding as of December 31,2011 ................. - 1,875 8.97 3_4 . &ﬂ
Vested and expected to vest as of December 31, 2011. ... .. "+ 1,867 +'$-8.98 ‘34 $40
Exercisable as of December 31,2011 .. ................ 1,867 $ 898 34 $40

The Company did not grant any stock optlons during the years ended December 31, 2009, 2010 and
2011. The aggregate intrinsic value amounts in the table above represent the closing price of the
Company’s common stock on December 31, 2011 in excess of the exercise price, multiplied by the number
of stock options outstanding or exercisable, when the closing price is greater than the exercise price. This
represents the amount that would have been received by the stock option holders if they had all exercised
their stock options on December 31, 2011, The total intrinsic value of options exercised during the years
ended December 31,2009, 2010 and 2011 was $2.5 million, $1.0 million and $0.1 million, respectively. The
intrinsic value of stock options exercised represents the difference between the market value of Company’s
common stock at the time of exercise and the exercise price, multiplied by the number of stock options
exercised. :

109



EARTHLINK,. INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The following table summarizes the status of the Company’s stock options as of December 31, 2011:

‘Sto;:k :(,)ptioqs:Out‘stz‘mdin . ‘ k C St_ock 0ptionl;s Exerciszible‘ i
) Weighted ) o : .

Average - - ' Weighted ’ Weighted

Remaining Average Average

Range of Number Contractual Exercise Number Exercise
Exercise Prices Outstanding Life Price Exercisable “Price

o (in thousands) e o Copesfim thousands) . .

$5.10t0 $ 6.90 160 3.9 $ 6.49 160 $ 649
691to 731 329 55 7.26 322 7.26
732to 890 - 123 3.8 7.91 123 7.91
891 to 9.01.° 269 2.7 9.01 269 9.01
9.02t0 ‘951 - 315 , 4.0 9.47 _ 314 9.47
952to0 989 . 215 ’ 0.2 9.65 215 9.65
10.36 to 10.36 . 321 3.6 10.36 321 ‘ 10.36
10.37 to 16.82 143 29 11.24 143 S 11.24
$ 5.10 to $16.82 . 1,875 34 $ 8.97 1,867 $ 8.98

Restricted Stock Units

The following table summarizes the Company’s restricted stock units as of and for the year ended

December 31, _2011:

‘Weighted
Average

Réstrictqd Grant Date

Stock Units. -~ Fair Value

(in thousands)

Nonvested as of December-31,2010. . ... ... .o v n s S 2,357 - $8.01
Grantéd .. ..... S e e A 2,467 8.22 -
Vested ......0. .0 el e e e e e (2,013) 7.94
Forfeited . ... ... . ... vdin oot P (205) 8.29

Nonvested as of December 31, 2011. ... .....ooooenn... L. 2,606 8.25

The fair value of restricted stock units is determined based on the closing price of EarthLink’s
common stock on the grant date. The weighted-average grant date fair value of restricted stock units
granted during the years ended December 31, 2009, 2010 and 2011 was $7.39, $8.46 and $8.22, respectively.
As of December 31, 2011, there was $11.9 million of total unrecognized compensation cost related to
nonvested restricted stock units. That cost is expected to be recognized over a weighted-average period of

2.7 years. The total fair value of shares vested during the years ended December 31, 2009, 2010 and

2011

was $15.4 million, $10.8 million and $15.6 million, respectively, which represents the closing price of the
Company’s common stock on the vesting date multiplied by the number of restricted stock units that

vested.
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12, Profit Sharing Plans

The Company sponsors the EarthLink, Inc. 401(k) Plan (“Plan”), which qualifies as a deferred salary
arrangement under Section 401(k) of the Internal Revenue Code. Under the Plan, participating employees
may defer a portion of their pretax earnings up to the Internal Revenue Service annual contribution limit.
The Company makes a matching contribution of 50% of the first 6% of base compensation that a
participant contributes to the Plan. The Company’s matching contributions vest over four years from the
participant’s date of hire. The Company contributed $1.2 million, $0.9 million and $3.2 million durmg the
years ended December 31, 2009, 2010 and 2011, respectively.

13. Income Taxes

The current and deferred income tax benefit (provision) for the years ended December 31 2009, 2010
and 2011 were as follows:

Year Ended December 31,
2009 2010 2011
(in thousands)

Current ,
Federal ... . ...... ... .. ... e $ (4,103) $ (3,026) $ (1,491)
State ...i........... S S (5184)  (4242)  (2,286)
Totalcurrent . ..., . (9287 (7,268)  (3,777)
Deferred c S
Federal . . ... oo et e 124357 (46,909) (17,889)
SEAE . oottt 11,015  (2627) 1,764
Totaldeferred . .. ...... ... .. ... ... 135372 (49,536) (16,125)
Income tax benefit (provision) ... ...... e, $126,085 $(56,804) $(19,902)

The following table summarizes the significant differences between the U.S. federal statutory tax rate
and the Company’s effective tax rate for fmanmal statement purposes for the years: ended December 31,
2009 201() and 2011: :

» Year Ended December 31,

2009 2010 2011
o . g o : o ; (in thousands) .
Federal income tax provision at statutory rate . .......... (56 362) $(48,362) $(19,132)
State income taxes, net of federal benefit . .............. (5,757)  (5,357)  (1,955)
Nondeductible expenses . ................ e oo T(209) 0 (2,671) 0 (220)
Goodwill and intangible asset impairment .:........ oo (8362) 0 — —
Net change to valuation allowance . .. ...... 0 ...... .. .. 198767 351 - 370
Change in state taxrate ............... . .......... < T— - (657) (185)
Uncertain tax positions . . ...... R SPRPRR —_ - 1,220
Other. ... .o e (1,932) (108 - —
Income tax benefit (provision) . .............. e $126,085 $(56,804) $(19,902)
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Deferred tax assets and liabilities include the following as of December 31, 2010 and-2011:

As of December 31,
2010 - 2011
* (in thousands)

Current deferred tax assets:’ L :
Accrued liabilities and reserves ... ... ... ... S % 7,746 $ 11,062

Net operating loss carryforwards ... ........... .. coo0o.. L. 42,669 29,810
03 17=3 S O . - 5,025 8,775
Valuation alloWance . .. ..o ittt it i ettt (6,549) (5,947)
Current deferred tax liabilities: :
Accrued liabilities and reserves . .......... e s = (268)
Other . . ot e - (3230)  (4,995)
Total net current deferred tax assets . ... ... ... 45,661 38,437
Non-current deferred tax assets:
Net operating loss carryforwards . ........... ... ... ... . ... $163,824 $166,531
Accrued liabilities and T€SEIVES . . v v v vt vttt e - 2,490 5,965
Subscriber base and other intangible assets . ... :............... 53,071 53,525
Valuation allowance ... .. ...ttt i e (32,650)  (33,985)
~Other........... O 75,835 57,662
Non-current deferred tax liabilities: : -
Subscriber base and other intangible assets . . . ................. (54,393)  (62,721)
Accrued liabilities and T€S€IVES ... ... ... ‘ — (1,236)
-Indefinite lived intangible assets. .. ......................... (1,385) (1,644)
Other. ..ot (17,755)  (11,721)
Total net nori—‘current deferredtaxasset. .. .....ovviveeennn.. 189,037 172,376
Net deferred taX @SSet. « . . v v v v v e e e ee e et e e ettt et $234,698 $210,813

Valuation .allowance. During the year ended December; 31, 2009, the Company released
$199.0 million of its valuation allowance related to its deferred tax assets. Of the valuation allowance
release, $198.8 million was recorded as an income tax benefit in the Consolidated Statement of Operations
and $0.2 million related to temporary differences and was recorded to accumulated other comprehensive
income on the Consolidated Balance Sheet. These deferred tax assets relate primarily to operating loss
carry forwards (“NOLs”) which the Company determined it will more- hkely-than -not be able to utilize due
to the- generatlon of sufficient taxable income in the future.

‘During the year ended December 31, 2010, the Company released $0.5 million of its valuatlon
allowance related to its deferred tax assets. This valuation allowance release was a combination of an
increase in valuation allowance of $0.4 million relating to stock compensation deferred tax assets, and a
decrease in valuation allowance of $0.9 million relating to NOLs, which the Company determined it will
more-likely-than-not be able to utilize due to the generation of sufficient taxable income in certain
jurisdictions, in the future '

During the. year ended December 31, 2011, the Company released $0.4 million of its valuation
allowance related to its deférred tax assets, primarily relating to NOLs which the Company determined it
will more-likely-than-not be able to utilize due to the generation of sufficient taxable income in certain
jurisdictions in the future.
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The Company maintains a valuation allowance of $39.9 million against certain deferred tax assets. Of
this amount, $31.6 million relates to net operatirig losses generated by the tax benefits of stock-based
compensation. The valuation allowance will be removed upon utilization of these net operating losses by
the Company as an adjustment to additional paid-in-capital. A valuation allowance of $7.9 million relates
to net operating losses in certain jurisdictions where the Company believes they are not
more-likely-than-not to be realized in future periods. In addition, a valuation allowance of $0.4 million was
established in 2010 relating to stock compensation deferred tax assets.

Deferred tax assets and NOLs. As aresult of the acquisition of ITC ™ DeltaCom, EarthLink increased
its net deferred tax assets by $87.6 million. Included in this amount is $127.7 million of deferred tax assets
relating to federal and state net operating losses. These amounts also include a valuation -allowance of
$6.7 million for certain jurisdictions. As a result of the acquisition of One Communications, EarthLink
recorded net deferred tax assets of $3.6 million. Included in these amounts are $16.8 million of deferred
tax assets relating to federal and state net operating losses. As a result of the acquisition of STS Telecom
and ether-acquisitions, EarthLink recorded net deferred tax liabilities of $6.6 million and $0.6 million,
respectiyely. All amounts were recorded under acquisition accounting.

As of December 31, 2010 and 2011, the:Company had NOLs for federal income tax purposes totaling
approximately $515.9 million and $494.0 million, respectively, which begin to expire in 2019. Of these
federal NOLs approximately $399.5 million were. limited under Internal Revenue Code Section 382 in 2010
and $406. 3 m11110n were limited in 2011 As of December 31,12010 and 2011, the Company had NOLs for
state income tax purposes totaling, approx;mately $776. 6 million and .$796.5 million, respectlvely, which
started to. exp1re in 2011. The increase in the amount of net operatmg losses for 2011 is due to both
adjustments of net operating losses from the ITCH DeltaCom acquisition that were recorded under
- acquisition accounting, along with the inclusion of net operating losses from the One Communications
acquisition. Under the Tax Reform Act of 1986, the Company’s ability to use its federal and state NOLs
and federal and state tax credit carry forwards to reduce future taxable income and future taxes,
respectively, is subject to restrictions aftributable to equity transactions that have resulted in a change of
December 31, 2011 reflect the restrlctlon on the Company S. ability to use- 1ts acqulred federal and state
NOLs ~however, the Company continues to evaluate potential changes to the Section 382 limitations
assomated with acquired federal and state NOLs. The utilization of these NOLs could be further restricted
in future periods which could result in 51gn1f1cant amounts of these NOLs expiring prior to benefiting the
Company. 4 : :

i

Future transactions and the timing of such transactions could cause an ownership change under
Section 382 of the Internal Revenue Code. Such transactions may include our share repurchase program,
additional issuances of common stock by us, and acquisitions or sales of shares by certain holders of our
shares, including persons who have held, currently hold, or may accumulate in the future five percent or
more of our outstanding stock. Many of these transactions are beyond our control.

As of December 31, 2010 and 2011, the Company had alternative minimum tax credits of
approximately $13.3 million and $14.8 million, respectively. These credits do not have an expiration date.

Uncertain tax positions. The Company has identified its federal tax return and its state tax returns in
California, Florida, Georgia, Illinois, New York and Pennsylvania as material tax jurisdictions, for purposes
of calculating its uncertain tax positions. Periods extending back to 1994 are still subject to examination for
all material jurisdictions. The Company believes that its income tax filing positions and deductions through
the year ended December 31, 2011 will not result in a material adverse effect on the Company’s financial
condition, results of operations or cash flow. The Company’s policy for recording interest and penalties
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associated with audits is to record such items as a component of income tax expense. As of December 31,
2011, $0.6 million of interest and $1.1- million of penalties have been recorded.

A reconciliation of the begmnmg and endmg amount of unrecognlzed tax benefits for the years ended
December 31, 2010 and 2011 1s as follows:

Year Ended

December 31,

2010 2011

E P ‘ ' B ' : (in thousands)
- Balance as of Janwary 1 ................ e e e i e $ 1,315 $18,367
* . Additions for tax positions of prior years. . ............ FC 185 192
"Additions for tax positions of prior years from current year. acqu1s1t10n ©17,630 © 7,812
Lapses for tax positions of prior years. .5i i . ..., .. e (763)  (1,811)
Balance as of December 31 ................. PP $18,367  $24,560

As part of its acquisition of ITC” DeltaCom, $17.6 million of uncertain tax positions were identified.
Of this amount, $16.3 million would reduce net operatmg losses if assessed and $1.3 million would result in
tax on income. v :

- Of the total uncertain tax positions, $17.6 million and $6.0 million respectwely, relate to uncertain tax
positions due to the acquisitions of ITC” DeltaCom and One Communications Corp. Within the next
twelve months, it is reasonably possible that apprommately $1.3 million of the total uncertain tax positions
recorded will reverse, primarily -due to the expiration of statutes of limitation in various ]urlsdlctlons
$8. 6 million would impact the effective rate once ‘settled.

14. Commitments and (;ontmgencles‘
Leases

The Comipany leases certain of its facilifies under various non-cancelable operating leases. The facility
leases ‘generally require the Company to pay operating costs, 1nclud1ng property taxes, insurance and
maintenance, and generally contain annual escalation provisions as well as renewal options. Total rent
expense (including operating expenses) during the years ended December 31, 2009, 2010 and 2011 for all
operating leases, excluding tent and operating expenses associated with facilities exited as part of the
Company’s restructuring plans, was $4.5 million, $4.5 million and $13.7 million, respectively.
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Minimum lease commitments (including estimated operating expenses) under non-cancelable leases,
including commitments associated with facilities exited as part of the Company’s restructuring plans, as of
December 31, 2011 are as follows

: AR : ‘ » i ' x " Operating
Year Ending December 31, o o . R : . Leases
. . . B : e N - - -:(in theusands) -
2002 e e $ 35,975
2003 e e 31,506
2014 ..., e e, e P 25,954
2015 L, E R [ o 17,116¢
2016 <L - 15,355
'I‘hereaffer’."...'.' .......... SR S P 60,791
* Total minimum lease payments 1nclud1ng estrmated operatmg expenses . . . . ... 186,697 .
Less aggregate contracted sublease 1ncome ........................ .. (5880)
| | | : ' $180,817

Purchase commitments

The Company has entered into agreements with vendors to purchase certain telecommumcatlons
services and equipment under non-cancelable agreements. The Company also has minimum commitments
under network access agreements with several carriers and obligations for certain advertising spending
under non-cancelable agreements. The following table summarizes commitments under these agreements
as of December 31, 2011 (in thousands): - : : ~ »

Year Endmg December 31 L Sl .
2012. . ... P N S T S $ 77,285

2013 Ceiee e e e e e e e . 56,829
2004 . i e e e e e e i e e e e 26,250
2015. .. e O N 10,998
2006, o e 4,103
Thereafter . ......... ... i B b e e e e e e 10,886
Total ... .... T R S A $186,351

Legal proceedings

The Company is party to various legal proceedings and other disputes arising from normal business
activities. The result of any current or future disputes, litigation or other legal proceedings is inherently
unpredictable. The Company’s management, however, believes that there are no disputes, litigation or
other legal proceedings asserted or pending against the Company that could have, individually or in the
aggregate, a material adverse effect on its financial position, results of operations or cash flows, and
believes that adequate provision for any probable and estimable losses has been made in the Company’s
condensed consolidated financial statements.
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Regulation

The Company’s services are subject to varying degrees of federal, state and local regulation. These
regulations are subject to ongoing proceedings at federal and state administrative agencies or within state
and federal judicial systems. Results of these proceedings could change, in varying degrees, the manner in
which the Company operates. The Company cannot predict the outcome of these proceedings or their
effect on the Company’s industry generally or upon the Company specifically.

Other ~

The Company is periodically involved in disputes related to its billings to other carriers for access to
its network. The Company Hpes not recognize revenue related to such matters until the period that it is
reliably assured of the collection of these claims. In the event that a claim is made related to revenues
previously recognized, the Company assesses the validity of the claim and adjusts the amount of revenue
being recognized to the extent that the claim adjustment is considered probable and es‘timable.

The Company periodically disputes network access charges that it is assessed by other companies with
which the Company interconnects. The Company maintains adequate reserves for anticipated exposure
associated with these billing disputes. The reserves are reviewed on a monthly basis, but are subject to
changes in estimates and management judgment as new information becomes available. In view of the
length of time historically required to resolve these disputes, they may be resolved or require adjustment in
future periods and relate to costs invoiced, accrued or paid in prior periods. '

15. Fair Value Measurements , : o |

Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability in
an orderly transaction between market participants at the measurement date (an exit price). A three-tier
. fair value hierarchy is used to prioritize the inputs used in measuring fair value. These tiers include:
Level 1, defined as observable inputs such as quoted prices in active markets; Level 2, defined as
observable inputs other than quoted prices in active markets that are either directly or indirectly

observable; and Level 3, defined as unobservable inputs for which little or no market data exists, therefore
requiring an entity to develop its own assumptions.

Assets measured at fair value on a recurring basis

As of December 31, 2010 and 2011, the Company held certain assets that are required to be measured
at fair value on a recurring basis. These included the Company’s cash equivalents and marketable
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securities. The following tables present the Company’s assets that are measured at fair value on a recurring
basis as of December 31, 2010 and 2011:

Fair Value Measuremeilts as of
" December 31, 2010 Using

Quoted Prices Significant

in Active Other Significant
. Markets for Observable  Unobservable

- : ‘Carrying Fair Identical Assets Inputs Inputs

w ) Value Value (Level 1) (Level 2) (Level 3)

_ A kN (in thousands) o

Cash equivalents. . ......+......... $184,054 $184,054 $184,054 $ - — $ —
Government and agency securities . . . .-. 284,441 284,441 - — 284,441 —
Corporate debt securities ........... 21,011 21,011 — - 21,011 - —
Commercial paper ................ . 14,666 14,666 S, —. . 14,666 —

Total .............. P $504,172  $504,172 $184,054 $320,118 $ —

Fair Value Measurements as of
December 31, 2011 Using

Quoted Prices Significant

in Active Other Significant

Markets for Observable  Unobservable
Carrying Fair Identical Assets Inputs - - Inputs
Description .. . . Value Value (Level 1) (Level 2) (Level 3)

, - J , . . (in thousands) ) B

Cash equivalents. ................. '$105,297 $105,297 $105,297 $ — 5 —
Government and agency securities . . . . . 11,304 11,304 — 11,304 . —
Corporate debt securities .......... oo 11,057 - 11,057 — . 11,057 —
Commercial paper .. .............. 4,246 4,246 — 4,246 - —
Certificates of deposit . .. ........... 3,000 3,000 — 3,000 —
Total ...t $134,904 $134,904  $105,297  $29,607 = $ —

As of December 31, 2010 and 2011, the Company classified its cash equivalents within Level 1 because
these securities were valued based on quoted market prices in active markets. The Company classified its
government and agency securities, corporate debt securities, commercial, paper and certificates of deposit
within Level 2 because these securities were valued based on quoted prices in markets that are less active,
- broker or dealer quotations or alternative pricing sources with reasonable levels of price transparency. The
Company’s government and agency securities, corperate debt securities and commercial paper as of
December 31,2010 have been reclassified from the prior year presentation to reflect these securities within
Level 2.

Assets and liabilities measured at fair value ona nonrecumng baszs

D1sclosures are. requlred for - certain assets and hablhtles that are measured at fair value on a
nonrecurring basis in periods subsequent to. initial recognition. Such measurements of fair value relate
primarily to long-lived asset impairments. The ,Company recorded a non-cash impairment charge of
$1.7 million during the year ended December 31, 2010 to write-down its New Edge trade name. There
were no material long-lived asset impairments during the years ended December 31, 2009 and 2011.
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Fair value of debt

The estimated fair value of the Company’s Convertible Notes, Senior Notes and ITC " DeltaCom
Notes were determined based on Level 1 input using quoted prices in active markets. The following table
presents the fair value of the Company’s debt, excluding capital leases, as of December 31, 2010 and 2011:

As of December 31, 2010  As of December 31, 2011

.. ..Carrying Fair Carrying Fair
. Amount Value Amount Value
) ' . o (in thousands)
ITC ~ DeltaCom senior notes . . . . . . Ceaeo...  $351,251 $352,625 $346,856 $320,578
_EarthLink convertible senior notes . ........ . .- 243,069 300,281 L= —_
EarthLink senior notes .......... e . —_ — 290,221 . 284,700
Total debt, excluding capital leases . ........ $594,320 $652,906 $637,077 $605,278

16. Slipplemental Disclosure of Cash Flow Information

Year Ended December 31,
2009 2010 2011
(in thousands)

‘ Adﬁitional cash flow information
Cash paid diiring the year for interest. ... .............. $10,422 $10,825 $59,170
Cash paid during the year for income taxes. .. .. Cee e 4,261 4,750~ 4,375

Noncash investing activity .
Fair value of restricted stock units assumed in. connection S ;
with acquisition ........... e U $ — $2275 % —

17. Segment Information

The Company reports segment information along the same lines that its chief executive officer reviews
its operating results in assessing performance ‘and allocating resources. The Company operates two
reportable segments, Business Services and Consumer Services. The Company’s Business Services segment
provides a comprehensive suite- of communications and technology services, including voice, data,
managed network services, cloud hosting and equipment services, to businesses, enterprise organizations
and commiinications carriers. The Company’s Consumer Services segment provides nationwide Internet
access and related value-added services to residential customers. The results of TTC ™ DeltaCom, One
Communications and STS Telecom are included in‘the Company’s Business Services segment.

The Company evaluates performance of its segments based on segment income from operations.
Segment income from operations includes revenues from external customers, related cost of revenues and
operating expenses directly attributable to the segment, which include costs over which segment managers
have direct discretionary control, such as advertising and marketing programs, customer support-€xpenses,
operations expenses, product development expenses, certain technology and facilities expenses, billing
operations and provisions for doubtful accounts. Segment income from operations excludes other income
and expense items and certain expenses over which segment managers do not have discretionary control.
Costs excluded from segment income from' operatioris include ‘vatious corporate expenses (consisting of
certain costs such as corporate management, human resources, finance and legal), depreciation and
amortization, impairment of goodwill and intangible assets, restructuring and acquisition-related costs, and
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stock-based compensation expense, .as they .are not cons1dered in- the measurement of segment
performance

Information on the Company’s reportable segments and a reconciliation to consolidated income from
operations for the years ended December 31, 2009, 2010 and 2011 is as follows:

Year Ended December 31,
2009 © 2010 2011
' (in‘thousan"dé)

Business Services

Revenues . ..... e [P $148,317 $160,764 $ 938,259
Cost of revenues (excluding deprec1at10n and amortization) . . . . . 82,420 - 90,677 473,004
Grossmargin . ........c.eevvvennrnnnnnan. e 65,897 70,087 465,255
Direct segment operatlng expenses ....................... 40,249 50,096 299,129
Segment operatmg income................ e $ 25648 $ 19,991 $ 166,126
Consumer Services .. . . ‘ .
Revenues . ...:.v.oovvnivinnn, P e e $575,412 $461,448 § 375,845
v Cost of revenues (excluding depreciation and amortization) c.... . 183248 143,956 117,482
Gross margin .. .c.... ... PR AN R D 392,164 317,492 258,363
Direct segmerit operatmg EXPENSES . v vl v v i S 122,575 87,660 70,812
:"'Segment operatmg income .. . . . Ce O S ... $269,589 © $229,832  § 187,551
Consolidated . . T o
Revenues . . ... e e e e e e e e e e e ... $7237729 $622,212. $1,314,104
Cost of revenues (excludmg deprec1at10n and amortization) . . . . . 265,668 234,633 590,486
Grossmargin ..............0.00... fmtp e e e ... 458,061 - 387579 723,618
Direct segment operatmg expenses Cee ey 162,824 137,756 369,941
Segment operating income : . . . .0 ui . i e v . e e - 295237 = 249,823 353,677
Stock-based compensation:expense . .. ... ... .. e v e 13,231 9,959 .. 13,466
»Impairment of goodwill and intangible assets .......:..c.00.0 0 24,145 1,711 . —_
Depreciation amd amortization. . ...... P Chae Wiie e vid 123,962 23,390 - 160,083
Restructuring and acquisition-related:costs .. .. ..... e ... .. 5,615 22,368 - 32,068
Other operating €Xpenses. . . ... vvve et vnn i enennnn 46,126 30,702 22,951
Income from Operations. . . .. ..ovvvvvin e e i innnnnn $182,158 $161,693 $ 125,109

The Company manages its working capital on a consolidated basis and does not allocate long-lived
assets to segments. In addition, segment assets are not reported to, or used by, the chief operating decision
maker and therefore, total segment assets have not been disclosed.

The Company has not provided information about geographic segments because substantially all of
the Company’s revenues, results of operations and identifiable assets are in the United States.
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Information -on revenues by groups of similar services and by segment for theyears ended
December 31, 2009, 2010 and 2011 is as follows: :
" Year Ended December 31,
2009 - 2010 2011
(in thousands)

Business Services

Retail-se;i'y_ices e e $ 69,845 $ 88,739 § 760,158
Wholesale SEIVICES . o v v v v e et e e e ie e ee e ie i i enn 40,047 36,792 136,224
Other ............. P R 38,425 35,233 41,877
Total TEVENUES &+ 5v v v v e vttt e e e e m e v e e 148,317 - 160,764 938,259
Consumer Services ) ,
ACCESS SETVICES . « v v vwv v e i i e 503,769 403,174 323,998
Value-added services .. .... PR P 71,643 58,274 51,847
Total revenues ... .:..... e e 575,412 461,448 375,845
Total REVENUES . . . . ..o v vveeneeinine e annns $723,729 $622212 $1,314,104

The Company’s Business Services segment earnis revenue by providing a broad range of data, voice,
managed IT and equipment services to businesses, enterprise organizations and communications carriers.
The Company presents its Business Services revenue in the following three categories: (1) retail services,
which includes data, voice and managed IT services provided to businesses and enterprise organizations;
(2) wholesale services, which includes the sale of transmission capacity to other telecommunications
carriers; and (3) other services, which includes the sale of customer premises equipment and web hosting.
Revenues generally consist of recurring monthly charges for such services; usage fees; installation fees;
equipment fees and termination fees. = R

The Company’s Consumer Services segment earns revenue by providing nationwide TInternet access
and related value-added services. The Company presents its Consumer Services revenue in the following
two categories: (1) access services, which includes include. narrowband and broadband Internet access
services and (2) value-added ‘services, which includes revenues from ancillary services sold as add-on
features to EarthLink’s Interfiet access services, such as security ‘products, premium-email only, home
networking, email storage and Internet call waiting; search revenues; and advertising revenues. Revenues
generally consist of recurring monthly charges for such services; usage fees; installation fees; termination
fees; and fees for equipment. ‘ : : ;
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18. Condensed Consolidating Financial Information. . :

In May 2011, the Company completed a private placement of $300.0 million aggregate principal
amount of 8%% Senior Notes Due 2019 (the “Original Senior Notes”) The Original Senior Notes are fully
and unconditionally guaranteed, jointly and severally, on a senior unsecured basis by each of the
Company’s existing and future domestic subsidiaries, other than (i) ITC” DeltaCom, Inc. and its
subsidiaries and (i) certain’  other ‘excluded subsidiaries (the “Guarantor Subsidiaries™).
ITC” DeltaCom, Inc. and its subsidiaries are not guarantors of the Original Senior Notes (the
“Non-Guarantor Subsidiaries’ ) All of the Guarantor Subsidiaries are 100% owned by the Company

In August 2011, pursuant to the Registration Rights Agreement, the Company regrstered an identical
series of notes (the “Exchange Senior Notes”) with the SEC and exchanged those registered Exchange
Senior Notes for the Original Senior Notes. The Exchange Senior Notes are guaranteed by the Guararitor
Subsidiaries. In connection with the registration of the Exchange Senior Notes and related guarantees, the
Company is required to provide the financial information set forth under Rule 3-10 of Regulation S-X,
“Financial Statements of Guarantors. and Issuers of Guaranteed Securities Registered or Being
Registered” (“Rule 3-10”). The accompanylng condensed consolidating financial information has been
prepared and presented pursuant to Rule 3-10. The column labeled Parent Company represents
EarthLink’s stand-alone results and its investment in all of its subsidiaries accounted for us1ng the equity
method. The Guarantor Subsidiaries and the Non-Guarantor Subsidiaries are presented in separate
columns and represent all the applicable subs1d1ar1es on a combined basis. Intercompany ehmlnatrons are
shown in a separate column. :

The operating activities of the separate legal entities 1nc1uded in the Company’s consohdated f1nanc1al
statements are interdependent. The accompanying condensed consolidating financial information presents
the results of operations, financial position and cash flows of each legal entity and, on an aggregate basis,
the other non-guarantor subsidiaries based on amounts incurred by such entities, and is not intended to
present the operating results of those legal entities on a stand-alone basis. -
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The condensed consolidating financial information.is presented in the following tables (in thousands):

Condensed Consolidating Balance Sheet
As of December 31, 2011 -

- . ? Guarantor * Nonr-Guarantor: e -
o 3 Parent - Subsidiaries  Subsidiaries  Eliminations Consolidated

ASSETS: .

Current assets: ' : S . - . ;

Cash and cash equivalents .............. $ 148363 $ 28,490 $ 34,930 $ — § 211,783
. Marketable seécurities . . ... i vv v e e 28;606 — — — 5 128,606
Restricted cash . . ... ... .. B I — — 1,781 — 1,781
Accounts receivable,net ... ... L. 12,622 58,284 43,851 — . 7114,757
,Prepaid expenses. . .. ........... .. ... . 3,974 3,046 6,143 — 13,163

" Deferred income taxes, net........... oo 712860 15247 15,904 — 38,437
Due from affiliates .. ... e .. 178,705 16,783 2,919 (198,407) —

: Other current assets .. ..... AL 8,393 10,103 5,034 — 23530
~ Total current assets .. ...... e ... 387,949 131,953 110,562 (198,407) 432,057

Lorig-term marketable securities . . . ... ... ... 1,001 e W = 1,001

Property and equipment, net ... .......... '.‘ 21,622 154,489 - 213,438 — 389,549

Deferred income taxes net T e S 31,841 69207 - 71,328 £ — 172,376

Goodwill .. ... .. . i e e e e G 88,920 -~ 94,554 ' 194,761 —_ 378,235

Purchased intangible assets, net ...........- 304 163,942 121,115 LA —_— 285,361

Investment in subsidiaries . ............... 791,437 —_ — (791,437) —

Other long-tc’rm assets .................. 11.888 9,902 82 T — 121,872

“Total assets .. . B S . $1,334,962 $ 624,047 $711,286 ‘$(989‘,844) $1,680,451

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current liabilities: é . o .

Accounts payable . . .. ...... ... ... $ 7741 $ 3,551 $ 4,680 $ — § 15972
Accrued payroll and related expenses . . . . . . . 9,691 10,565 8,154 — 28,410
Accruedinterest . .. .......cii.n 3,329 — 8,626 — 11,955
Other accrued liabilities . . ... ........ e 17,243 70,098 29,055 — 116,396
Deferredrevenue . .......covvvvvnnnn 16,249 26,523 25,410 — 68,182
Due to affiliates . .................... 12,684 183,717 2,006 (198,407) —
Current portion of debt and capital lease

obligations ................... e 20 1,216 419 1,655
Total current liabilities ............... 66,957 295,670 78,350 (198,407) 242,570
Long-term debt and capital lease obligations . . . 290,221 16,180 347,364 — 653,765
Other long-term liabilities . . .............. 8,633 15,294 7,045 — 30,972
Total liabilities . . . ... ......... ..., 365,811 327,144 432,759 (198,407) 927,307

Stockholders’ equity:

Commonstock . ............. ... ... 1,962 — — — 1,962
Additional paid-in capital . . ............. 2,066,623 500,596 295,516 (791,437) 2,071,298
Accumulated deficit. . .. ......... ... ... (392,986) (203,693) (16,989) — (613,668)
Treasury stock, at cost .. ............... (706,434) — — — (706,434)
Accumulated other comprehensive loss. . . ... (14) — — — (14)
Total stockholders’ equity ............. 969,151 296,903 278,527 (791,437) 753,144
Total liabilities and stockholders’ equity . . $1,334,962 §$ 624,047 $711,286 $(989,844) $1,680,451
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Condensed Consolidating Balance Sheet
:'As of December 31, 2010 -

) Guarantor Non-Guarantor
: s R : Parent'  Stubsidiaries  Subsidiaries  Eliminations Consolidated

ASSETS C o

Current assets: . , :
Cash and cash equivalents .............. $ 197,615 § 1,752 $ 4358  § —  $.242952
Marketable securities . . . .. ............. 307,814 — — — 307,814
Restrictedcash . . .................... . — — 12,270 — 2,270
Accounts receivable,net. . .............. 15,012 4,962 40,242 — 60,216
Prepaid expenses. . .. ... ..ot 2,341 1,326 " 8,494 — - 12,161
Deferred income taxes, net.............. 44,270 1,345 46" — - 45,661
Due from affiliates ................... 163,036 35,754 1,292 (200,082) - - —
Other current assets . ................ "L 6,610 3,962 4,230 — 14,802

JTotal current assets . ................ 736,698 49,101 100,159 " (200,082) © 685,876

Long-term marketable securities . ... .. .. ..... 12,304 S — — - 12,304

Propeity and equipment, net . ....:.......". 021,244 12,879 206,988 — - 241,111

Deferred income taxes, net . . . . . R, . 39,425 60,152 89,460 . — 189,037

Purchased intangible assets, net .. .......... . 960 4,754 129,650 _— 135,364

Goodwill. . ................ i e e e e i . 88,920 o — 170,126 — "259,046"

Investment in subsidiaries ................ °1391,650 - — : —_ ~(391,650) -

Other long-term assets . ................. ~o 1,070 — 170 o — 1,240.

Total assets .. ...... EREEERE IR $1 292,271 *$: 126,886 $696,553 $(591,732) $1,523,978

LIABILITIES AND STOCKHOLDERS’ EQUITY
(DEFICIT) : :

Current liabilities: o ‘ _

Accounts payable . . ............... Lo 8 4959 $ 0 579 $ 11,734 $ — $ 17272
Accrued payroll and related expenses . ... ... . 13,109 1,240 4,053 — 18,402
Accrued interest .;.. ... .. o A, L eem — 8,622 — 8,622
Other accrued liabilities . . . . . .. e 24,627 . 4,535 37,845 — 67,007
Deferredrevenue .................... 19,704 1,373 19,844 — 40,921
Dueto affiliates . .............co..... 37,046 163,036 — . (200,082) —
Current portion of debt and capital lease . T -

obligations ............... ... ... 243,069 — _— — 243,069
Total current liabilities ............... 342,514 170,763 82,098 (200;082) " 395,293
Long-term debt and capital lease obligations . . . — — 351,251 .. — 351,251
Other long-term liabilities . ............... 10,839 793 7,934 — 19,566
Total liabilities . . .. ... ... e 3533537 171,556 441,283 (200,082) 766,110

Stockholders’ equity (deficit): : .
Commonstock ............c.vuun.. 1,918 — o — .. 1,918
Additional paid-in capital . . ............. 2,061,555 130,161 261 489 - .(391,650) 2,061,555
Accumulated deficit. . ... .............. (467,185)., (174,831) (6, 219) — (648,235)
Treasury stock, atcost .. ............... (657,611) — — — (657,611)
Accumulated other comprehensive income ... - 241 — — = 241

Total stockholders’ equity (deficit) .. .. ... < 938918 ° (44,670) ~ 255270 -(391,650) 757,868
“Total liabilities and stockholders equlty - '
(deficit) . ........n i 0. ... L. $1,292,271 °$7126,886 $696,553 - $(591 732) $1,’523,978
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Condensed Consolidating Statement of Operations
Year Ended December 31, 2011

. Guarantor Non-Guarantor
. Parent Subsidiaries Subsidiaries Eliminations = Consolidated
Revenues ...............uunn... $402,229  $464,867 $449,714 $(2,706) $1,314,104
Operating costs and expenses: _
Cost of revenues (exclusive of
- depreciation and amortization shown ‘ _ .
. separately below) . ... ..... e 123,306 250,486 219,400 (2,706) 590,486
Selling, general and administrative
(exclusive of depreciation and
amortization shown separately below) . 104,367 163,226 138,765 — 406,358
Depreciation and amortization:. . . . ... 9,767 78,657 71,659 —_ 160,083
Reéstructuring and acquisition-related : _
SCOSES L. 10,309 .. 16,487 5,272 — 32,068
Total operating costs and expenses . .. .. 247,749 ~ = 508,856 435,096 (2,706) 1,188,995
Income (loss) from operations . . . . .. 154,480  (43,989) 14,618 — 125,109
Interest expense and other, net ........ (32,922) (6,836) (30,882) — '(70,640)
Income (loss) before income taxes . . . 121,558 (50,825) . (16,264) — ‘»54“,469
Income tax (provision) benefit ......... (47,359) . 21,963 5,494 — (19,902)
Net income (loss) .....c........ © 08 74199 $(28,862) $(10,770) $ — $ . 34,567
Condensed Consolidating Statement of Operations
Year Ended December 31, 2010
" ‘Guarantor Non-Guarantor :
Parent Subsidiaries Subsidiaries Eliminations - Consolidated
Revenues ....................... $494,450°  $101,510 $ 26,603 $(351) $622,212
Operating costs and. expenses:- '
Cost of revenues (exclusive of
~ depreciation and amortization shown _ ‘
. separately below) . . ... v 151,404 - 70,606 12,974 (351) 234,633
Selling, general and administrative Do \
(exclusive of depreciation and
- amortization shown separately below) . - 130,288 37,869 10,260 — 178,417
Depreciation and amortization ....... 11,319 7,186 4,885 — 23,390
Impairment of goodwill and intangible .
ASSELS . .. L — 1,711 — — 1,711
Restricturing and acquisition-related
L COStS L. 15,603 — 6,765 —_ 22,368
Total operating costs and expenses . .. 308,614, 117,372 34,884 (351) 460,519
. Income (loss) from operations . . . . . . 185,836 (15,862) (8,281) — 161,693
Interest expense and other,net . ....... (17,299) (4,021) (2,089) — (23,409)
Income (loss) before income taxes . . . 168;537 -+ . (19,883) _ (10,370) — 138,284
Income tax (provision)benefit .. ....... (68,041) 7,086 4,151 — (56,804)
Net income (loss) .............. $100,496°  $(12,797) $ (6,219) $ — $ 81,480
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Condensed Consolidating Statement.:.of Operations
Year Ended:December: 31; 2009

v oo o« Guarantor Non-Guarantor
-Parent - Subsidiaries Subsidiaries Eliminations  Consolidated

Revenues . ........ P .. $616236  $107,959 $ — $d66)  $723729

Operating costs and expenses:
Cost of revenues (exclusive of .
~depreciation and amortization shown R ; ' _ o ,
.. separately below) . . ... .. . 193,154 72,980 — . (466) " 265,668
* Selling, general and administrative ' e L ‘
.. (exclusive of depreciation and

amortization shown separately below) . 185,359 36,822 — — 222,181
_ Depreciation and amortization. . ...... . 15554 8408 — — 23,962
Impairment of goodwill and intangible . -

ASSEES « v v e . ‘ —_ 24,145 - —_ 24,145
'Restructuring and ‘acquisition-related RN st '

COSES & vttt ittt e 5,615 e — — 5,615

~ Total operating costs and expenses ... 399,682 142,355 tr— (466) . 541,571

Income (loss) from operations . . . ... 216,554 (34;396) — — 182,158

Interest expense and other,net ........ (17,399) (3,726) e — 7 (21,125)

" Income (loss) before income taxes . . . 199,155 '(3‘8,122) — — 161,033

Income‘tax benefit ................. - 86,927 -39,158 — —_ 126,085

- “Netincome . .......... e $286,082  $ 1,036 et §re— R $287,118
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EARTHLINK, INC.
NOTES' TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Condensed Consolidating Statement of Cash Flows
Year Ended December 31, 2011

Guarantor Non-Guarantor

o . ~Parent Subsidiaries Subsidiaries Eliminations Consolidated
Cash flows from operating activities. . . . . . $ 129,515 $ (20,440) $ 37,159 $ — $ 146,234
Cash flows from investing activities:

Purchase of business, net of cash S ]
acquired . ........ ... . . (20,236) — (22,859) — (43,095)
Purchases of property and equipment . . . (9,341) (42,815) (49,811) — (101,967)
Purchases of marketable securities . . . . . (29,621 — - - (29,621)
Sales and maturities of marketable ' ;
SECUrities . . . ... voi i 319,729 , —_ - - 319,729
Payment for investment in subsidiary . . . (30,000 .,  — — 30,000 -
Other ........ ... it (600) (3,412) .560 . — (3,452)
Net cash provided by (used in) : . ,
investing activities . . .. ......... 229,931 (46,227) (72,110) .- 30,000 141,594
Cash flows from financing activities:. '
Proceeds from issuance of debt, net of
ASSUANCE COSES . & v v v v e e e v e e e e 278,256 — — — 278,256
Repayment of debt and capital lease : . » , '
obligations. . ...........1...... (257,063)  (267,837) (3,650) — (528,550)
Repurchases of common stock . . . ... .. (46,989) — — T — (46,989)
Payment of dividends . .. ........... (22,913) —_ — —_ (22,913)
Proceeds from exercises of stock options . 619 — — — 619
Proceeds from parent. . .. .......... — - 30,000 (30,000) —
Change in due to/from affiliates, net ...  (360,608) 360,608 —_ —_ —
Othér ...... ...t — 634 (54) — 580
Net cash (used in) provided by
financing activities . . ... ........ (408,698) 93,405 26,296 (30,000) (318,997)
Net (decrease) increase in cash and cash
equivalents . ..., (49,252) 26,738 (8,655) — (31,169)
Cash and cash equivalents, beginning of
VAL ¢ o e e 197,615 1,752 43,585 — 242,952
Cash and cash equivalents, end of year ... § 148363 § 28,490 $ 34,930 $ —_ $ 211,783

126



EARTHLINK, INC.
NOTES TO CONSOLIDATED FINANCIAL STAFTEMENTS—(Continued)

Condensed Consolidating Statement of Cash Flows
Year Ended. December 31, 2010

PihE ‘

Cash flows from operating activities. . . . . .

Cash flows from investing activities:
“Purchase of business, net of cash
acquired . ............ ... ...
Purchases of property and equipment . . .
Purchases of investments in marketable
SECUrities . . ... ..o v it
Sales and maturities of investments in
marketable securities. . . .. .. e
Payments to settle precombination stock
awards . ... e e
Proceeds received from investments in
other companies. . .. ............
‘Payment for investment in subsidiary
“stock ..... e
Other: . ......ccuouuuunnn T

Net cash (used in) provided by
investing activities . ............

Cash flows from financing activities:
Principal payments under capital lease
obligations. ... ........... ...,
Repurchases of common stock . . ... ...
Payment of dividends . . .. ..... A
Proceeds from exercises of stock options .
Proceeds from issuance of stock
subscription . . .. ... ... ...
Change in due to/from affiliates, net . ..
Other financing activities ...........

Net cash (used in) provided by
financing activities . . . ... .......

Net (decrease) increase in cash and cash
equivalents . . ...... ... ... o0
Cash and cash equivalents, beginning of

Cash and cash equivalents, end of year . ..

‘ Guarantor Non-Guarantor
< Parent Subsidiaries Subsidiaries Eliminations Consolidated
7$ 167,691 - $(8,104) $ 5138 $ — $ 154,449
. . . . .. ’)
(251,489) — . 59,237 i - (192,252)
(6,447) (7,063) (10,515) — (24,025)
(362,127) — — —_ - (362,127)
132,592 — — — 132,592
— — (9,062) — (9,062)
1,618 — e B — ; 1,618
(10,000) — — 10,000 —
: — — (937) —" - (937)
(495.853)  (7,063) 38723 10000  (454,193)
(35) — — — (35)
(851) _— —-— — (851)
-, (67,474) — —_ . — (67,474)
- 2,829 — — —_ 2,829
— — 10,000 (10,000) —
(15,676) 15,676 — — —
(2,768) — — — (2,768)
(83,975) 15,676 10,000 (10,000) (68,299)
(412,137) 509 43,585 — (368,043)
609,752 1,243 — — 610,995
$ 197,615 $ 1,752 $ 43,585 $ — $ 242,952

127



EARTHLINK;:INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS——(Continued)

Condensed Consolidating Statement of Cash Flows
Year Ended December 31, 2009

Guarantor Non-Guarantor
Parent Subsidiaries Subsidiaries Eliminations Conselidated

Cash flows from opefating activities . . ..... $233,829  $(25,207) 8 — " $ — o $208,622

Cash flows from investing activities: :
Purchases of property and equipment . . .. (8,274) (4,845) — = (13,119)
Purchases of investments in marketable S ,

securities ...... ... 56,702y - — L — — .. (56,702)
Sales and maturities of investments in : .

marketable securities .. ............ - 24,259 T — L —_ —_ 24,259
Proceeds received from investments in

other companies . ................ 8,441 L= —_ — 8,441

Net cash used in investing activities . . ..  (32,276) (4,845) — - (37,121)

Cash flows from financing activities:
Principal payments under capital lease S
obligations . .................... (36) — — — (36)

Repurchases of common stock . ........ (22,340) — — — (22,340)
“Payment of dividends ... ... e (30,006) — — — (30,006)
Proceeds from exeicises of stock options . . 5,312 —_ — — 5,312
Change in due to/from affilites . . .. ..... (30,078) 30,078 — — —
Net cash (used in) provided by financing
activities . . . ... ... ... (77,148) 30,078 — — (47,070
Net increase in cash and cash equivalents ... 124,405 - 26 — —_ 124,431
Cash and cash equivalents, beginning of year . 485,347 -, 1,217 — a— 486,564
Cash and cash equivalénts, end of year . . . .. $609,752  $ ,1’243 $ — $ — $610,995
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' v o - EARTHLINK, INC. . _
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

19. Quarterly Financial Data (Unaudited)

The following table sets forth certain unaudited quarterly consolidated financial data for the eight
quarters in the period ended December 31, 2011. In the opinion of the Company’s management, this
unaudited information has been prepared on the same basis ‘as the audited- consolidated financial
statements and includes all matérial adjustments (consisting of normal recurring accruals and adjustments)
necessary ‘to present fairly the quarterly unaudited financial information. The operating results for any
quarter are not necessarily indicative of results for any future period. SR ' S

. i . Three Months Ended (1) . :
Mar. 31, Junme 30, . :Sept: 30,:. Dec. 31, Mar. 31, June 30, .. Sept. 30, Dec. 31,

2010 2010 ... 2010 - 2010 - 2011 2011 2011 2011
) . » (unaudited) 7 '
s T S t (in thousands, except per share data)

Revenues . . . ... .0 ..., 7 $157.258" $153,007 $145,158 $166,789 $243,018 $363,559  $357,290 $350,237
Cost of revenues . ........... 58,880 56,128 55,025 64,600 103,723 164,357 161,327 161,079
Operating costs and expenses (2) . 49,965 46,328 48,143 81,450 99345 169,934 164,360 164,870
Income from operations . ...... 48413 50,551 41,990 © 20,739 39,950 29,268 31,603 24,288
Interest expense and other, net . . ., (4874) - (5329) (5:466). (7,740) (12,960) (19,076).  (22,161) (16,443)
Income before income taxes:. .. .. 43,539 45,222 . 36,524 12,999 26,990 - .10,192 . 9,442 7,845
Income tax provision . ... .. . -, (16,792)- (17,182), (15,139)  (7,691) (10,627) . (3,644)  (1,937) (3,694)
Net income . S, w5 oo .%o $26,747. § 28,040 °$.21,385 ~$ 5308 $ 16363 $ 6548 % 7,505 § 4,151

Net income per share (3): S o ‘
Basic . UL o % 02578 026 $ 020 § 005 $ 015 $ 006-$ 007 $ 004

Diluted . '$ 025 % 02 S 02 $ 005 $ 015 $ 006 $ 007 § 004

Weighted average common shares

*outstanding T - Lo e C o S
“Basic i L et e e 107,623 108,053 - 108,220-. - 108,320 108,403 . 109,593 107,794 106,650
Diluted .. ............... 108,478 108,888 109,473 111,317 109,626 110,490 108,523 107,202

(1) On December 8, 2010, the Company acquired ITC " DeltaCom. The results of operations of ITC ™ DeltaCom have been

included in the Company’s consolidated financial statéments since the acquisition date. On April 1, 2011, the Company

< acquired- One “Communications. The results of operations of One- Communications have been. included: in the
- Company’s-consolidated financial statements since the acquisition date. - -

(2) Operating costs and expenses for the quarter ended December 31, 2010 includes a $1.7 million impairment to write off
the Company’s New Edge trade name, as a result of a decision to re-brand the New Edge name as EarthLink Business.

(3) The quarterly net income per share amounts will not necessarily add to the net income per share ,'computed for the year
. because of the method used in calculating per share data, :
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Item 9. Changes in and Disagreements with Accountants:on Accounting and Financial Disclosure.

None.

Item 9A. Controls and Procedures.
Evaluation of Dlsclosure Controls and Pr0cedures

~ Pursuant to Rule 13a-15(b) under. the Secuntles Exchange Act of 1934, as amended (the “Exchange
Ac ”) we carried out an evaluation, with the partlclpatlon of our management, mcludmg our Chief
Executive Offlcer and Chief Fmanmal Officer, .of the. effectiveness of our disclosure controls and
procedures (as defined under Rule 13a-15 (e) under the Exchange Act) as of the end of the period covered
by this report. Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer
concluded that our disclosure controls and procedures are effective to ensure that information required to
be disclosed in the reports that are filed or submltted under-the Exchange Act, is recorded, processed,
summarized and reported, within the time perlods specified in the Securities and Exchange Commission’s
rules and forms, and that such information is accumulated and communicated to management, including
our Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions
regarding requlred dlsclosure :

Management’s Report on Internal Control Over Financial. Reporting

Our management is responsible for establishing and maintaining adequate internal control over
financial reporting, as such term is defined in Exchange Act Rule 13a-15(f). Under the supetvision and
with the participation of our management, including our principal executive officer and principal financial
officer, we conducted an evaluation of the effectiveness of our internal control over financial reporting
based on the framework in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. Based on our evaluation under the framework in
Internal Control—Integrated Framework, our management concluded that our internal control over
financial reporting was effective as of December 31, 2011.

The effectiveness of our internal control over financial reporting as of December 31, 2011 has been
audited by- our 1ndependent reglstered public accounting firm, as stated in their report which is 1ncluded
herein. :

o

Changes in Internal ‘Control Over Fmanclal Reportlng

: THere wereno changes m-our mternal control over financial reporting dunng the three months ended
December 31, 2011 that have matenally affected, or are reasonably likely to materially affect, our internal
control over financial reportmg : :

Item 9B Other Informatlon

There was no mformanon reqmred to be dlsclosed in a report on Form 8-K during the three months
ended December 31, 2011 covered by this Annual Report on Form 10-K that was not reported.
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PART III!
Item 10. Direetors, Executive Officers and Corporate Governance.

Informatlon requlred by this item will be set forth under the captions “Proposal 1—Election of
Directors—Noéminees Standing for Election,” “Executive Officers,” “Executive Officers—Section 16(a)
Beneficial @wnership Reporting Compliance” and “Corporate Governance” in our Proxy Statement for
our 2012 ‘Annual Meeting.of Stockholders (“Proxy Statement”) ‘or in a subsequent amendment to this
Annual Report on Form 10-K. Such information is incorporated herein by reference.

Item 11.. .Executive Compensation.

Informatlon “relating to compensatlon of our directors and executive officers will be set forth under
the captions ““Corporaté Governance-Director Compensatlon” and “Executive Compensatlon in our
Proxy Statement referréd ‘to in Ttem 10 above ‘or in a subsequent amendment to this Annual Report on
Form 10-K. Such information is incorporated-herein by reference, except for the information set forth
under the captlon “Executive Compensat1on—Leadersh1p and Compensation Committee Report ” whlch
spec1flcally is not so 1ncorporated by reference

Item 12. Securlty Ownershlp of Certam Beneficial Owners and Management and Related Stockholder
* Matters.

Secunty 0wnersth of Certazn Beneﬁczal Owners and Management

4 Informatlon regardmg secunty ownershlp of certain benef1c1al owners and management of our voting
secunt;es -will be.set forth under the caption “Beneficial Ownership of Common, Stock” in our. Proxy
Statement referred to- jn, Item 10 :above or in a subsequent amendment to this Annual Report on
Form 10- K. Such- }nformatlon is mcorporated herem by reference. -

Securities Authorized for Issuance . Under Equity Gompensatwn Plans

* The following table sets forth: information as of December 31, 2011 concerning the shares of our
common- stock w’hlch are authorlzed for 1ssuance under our equity compensatlon plans:

Number 'of Securities
Remaining Available for

Number of Securities Weighted Average Future Issuance Under
to Be Issued on Exercise Exercise Price of = Equity Compensation Plans
of Outstanding Options, Outstanding Options, .  (Excluding Securities

G : " Warrants and Rights Warrants and Rights * Reflected in Column (a))
Plan Category o R ) (a) L (b) (o)
Equlty Compensatton Plans T : e oo , C
.~Approved By Stockholders_ e 23995639 (1) . - $9.00(2) 22,475,997 (3)
Equity Compensatlon Plans . g Tk ; L
.- Not Approved By. Stockholders (4) e 486,222 . 5948 (2)

Total 4,481,861 .

(1) Includes 1,701,920 shares of Common Stock issuable upon exercise of outstandmg stock options and
2,293,719 shares of Common Stock issuable upon vesting of outstandmg restricted stock units.

(2) The weighted-average exercise price does not take into account the restrlcted stock units described in
footnotes (1) or 4) because the restncted stock units do not have an exercise price upon vesting.
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(3) This number includes shares available by plan as follows:

Securities

Available

o o - Lo : . ‘for Future

Plan ) o . : e o Issuance
EarthLink, Inc: 2011 Equity and Cash Incentive Plan .............. 22,175,500
EarthLink, Inc. Equity Plan for Non-Employee Directors ....:...... 300,497,

22,475,997

(4) Pursuant to our merger agreement with ITC~ DeltaCom in 2010, we were réquired to assume certain
ITC” DeltaCom restricted stock units that had been issued to ITC ™ DeltaCom employees under the
ITC " DeltaCom Amended and Restated Stock Incentive Plan and to convert these restricted stock
units - into EarthLlnk restricted stock units, The number of EarthLink restricted stock units was
determined by multlplylng the number of shares of . common stock subject to the IT! C~ DeltaCom
restricted stock units by the conversion ratio. set forth in the. merger agreement. As a result,

~ approximately 1.8 million ITC” DeltaCom restricted stock units were converted into 587, 672
EarthLink restricted stock units. The assumption of the ITC " DeltaCom Amended and Restated
Stock Incentive Plan by us qualified under the exception for plans or arrangements involving a merger
or acquisition to the shareholder approval requirement of NASDAQ Listing Rule 5635(c). As of
December 31, 2011, 319,322 of these restricted stock units were outstanding.

Pursuant to our merger agreement with New Edge Holding Company in 2006, we were required to
grant options to purchase up to 657,000 shares of our Common Stock to New Edge employees. These
‘options were “inducement grants” to new employees in connection with our acquisition of New Edge
that qualified under the “inducement grant exception” to the sharcholder approval requirement of
NASDAQ Listing Rule 5635(c). In connection with the closing, the Leadership and Compensation
Committee approved the EarthLink, Inc. Stock Option Plan for Inducement Awards Relating to the
Acquisition of New Edge Holding Company. The Leadership and Compensation Committeé then
granted options to purchase 657,000 shares of our Common Stock to these New Edge employees in
accordance with this plan. As of December 31, 2011, 173,515 of these options were -outstanding. The
_options have an exercise price equal to the last reported price of $9.48 per share and vested 25 percent
- after 12 months and 6.25 percent each quarter thereafter and are fully vested. The options have a term
of 10 years.

Item 13. Cer;tain‘Relationships""zinq Related Transactions, and Director Independence.

Information regarding certain relationships and -transactions between EarthLink and certain of our
affiliates is set forth under the caption “Executive Compensation—Leadership ‘and ‘Compensation
Committee Interlocks and Insider Participation” and “Executive Compensation—Certain Relationships
and Related Transactions” in our Proxy Statement referred to in Item 10 above or in a subsequent
amendment to this Annual Report on Form 10-K. Information regarding director independence is set forth
under the caption “Corporate Governance—Director Independence” in our Proxy Statement referred to
in Item 10 above or in a subsequent amendment to this Annual Report on Form 10-K. Such mformatlon is
incorporated herem by reference. :

Item 14. Prmclpal Accountmg Fees and Services.

Information regardlng our pr1nc1pa1 accounting fees and services is set forth under the captlon
“Proposal 3—Ratification of Appointment of Independent Registered Public Accounting Firm” in our
Proxy Statement referred to in Item 10 above or in a subsequent amendment to this Annual Report on
Form 10-K. Such information is incorporated herein by reference.
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PART IV.

Item 15.. Exhlblts, Fmanclal Statement Schedules.
€)) Documents filed as part of this Annual Report on Form 10-K

(1) Fmanclal Statements

1._ " Reports of Independent Regrstered Pubhc Accountmg F1rm

2. Consolidated Balance Sheets as of December 31, 2010 and 2011

3. Consohdated Statements of Operat1ons for the years ended December 31 2(}09 2010 and 2011
4

Consohdated Statements of ‘Stockholders” Equity-and Comprehenswe Income for the years
ended December 31, 2009, 2010 and 2011

5. Consolidated Statements of Cash Flows for the years ended December 31, 2009, 2010 and 2011

6.  Notes to Consohdated Fman01a1 Statements

2) Fmanclal Statement Schedules

The F1nancra1 Statement Schedule(s) described in Regulatron S-X are omitted from this Annual
-Report on Form 10-K because they are elther not ‘required under the related instructions or are
inapplicable.

(3) Listing of Exhibits

21—

22—

3.2—

4.1—.

‘Agreement and Plan of Merger dated as of October 1, 2010, by and among

EarthLink, Inc., Egypt Metger Corp. and ITC ~ DeltaCom, Inc. (incorporated by reference
to Exhibit:2:1 of EarthLink, Inc S Report on Form 8- K dated October 1, 2010—File

No. 001-15605).

Agreement and Plan of Merger dated as of December 20, 2010, by and among
EarthLink, Inc.,-Egypt Acquisition Corp., One Communications Corp. and Kenneth D.
Peterson, Jr. as Stockholder Representative (incorporated by reference to Exhibit 2.1 of

_ EarthLink, Inc.’s Report on Form 8-K dated December 20, 2010—File No. 001-15605).

Second Restated Certificate of Incorporation of EarthLink, Inc., as amended
(incorporated by referénce to. Exhibit:3.1 to the Registration Statement on Form S-8 of

. EarthLink, Inc. dated May 3, 2011—File No. 333-173889). . . W
‘Fourth Aménded and Restated Bylaws:of EarthLink, Inc. (incorporated by reference to

Exhibit 3.1 to EarthLink, Inc.’s Report on Form 8-K dated February 14,:2012—File
No. 001-15605). :

Specimen Common Stock Certlflcate (mcorporated by reference to Exhibit 4.3 of the
Registration Statement on Form S-8 of EarthLink, Inc. dated February 10, 2000—File

. No.333-30024).
e 4.2—* .

nghts Agreement, dated as of August 6, 2002, between EarthLmk Inc and Amerlcan
Stock Transfer and Trust Co. (incorporated by reference to Exhibit 4.1 to EarthLink, Inc.’s

-, Report on Form 8-K dated August 6, 2002—File No. 001-15605)."

Indenture, dated as of April 9, 2010, among ITC ~DeltaCom, Inc., the Guarantors parties
thereto and The Bank of New York Mellon Trust Company, N.A., as Trustee, including

. the form of Global Note thereunder (incorporated by.reference to Exhibit 4.1 to the
. ITC"DeltaCom Inc.’s-Report on Form 8-K dated Apnl 9, 2010—File No. 000- 23253)
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44—

4.5—

46—

10.1#—

10.2#—
10.3#—

10.4#—

105#—
10.6#—
10.7#—
10.8#—.——
109#—

10.10#—

Indenture, dated May 17, 2011, among EarthLink, Inc., the subsidiary guarantors party
thereto and Deutsche Bank Trust Company Americas, as trustee (incorporated by
reference to Exhibit 4.1 of EarthLlnk Inc.’s Current Report on Form 8-K dated May 17,
2011—File No. 001-15605). . :

Registration Rights Agreement dated May 17 2011, among EarthLink, Inc., the subsrdlary
guarantors party thereto and Deutsche Bank Securities Inc., as representative to the initial
purchasers listed on Schedule 1 of the Purchase Agreement (incorporated by reference to
Exhibit 4.2 of EarthLink, Inc.’s Current Report on Form 8-K.dated May 17, 2011—File
No. 001-15605).

First Supplemental Indenture, dated June 7, 2011, among EarthLink, Inc., the subsidiary

--guarantors.party thereto and Deutsche Bank Trust Company Americas, as-trustee

(incorporated by reference to Exhibit 4.6 to the Registration Statement on Form S-4 of
EarthLink, Inc. dated June 17, 2011—File No. 333- 174950)

~ Second Supplemental Indenture, Supplementing the Indenture Dated as of May 17, 2011,

among EarthLink, Inc., the subsidiary guarantors party thereto and Deutsche Bank Trust
Company Americas, as trustee (incorporated by reference to Exhibit.4.1 of
EarthLink, Inc.’s Report on Form 10-Q for the quarterly period ended September 30,

" 2011—File No. 001-15605).

1995 Stock Option Plan (mcorporated by reference to Exhibit 4.4 of EarthLink, Inc.’s
Registration Statement on Form S-8 dated February 10, 2000—File No. 333-30024).

EarthLink, Inc. Stock Incentive Plan, as amended (incorporated by reference to
Exhibit 4.4 of EarthLink, Inc.’s. Post Effective Amendment to: Registration Statement on
Form S-8 dated February 2, 2004—File No. 333-39456). :

EarthLink; Inc. Equity Plan for Non-Employee Directors, as amended (mcorporated by
reference to Exhibit 4.4 of EarthLink, Inc.’s Post Effective Amendment-to Registration
Statement on Form S-8 dated February 2, 2004—File No. 333-108065). .

-EarthLink, Inc. 2006 Equity and Cash Incentive Plan (incorporated by reference to
- Exhibit 10.1 to EarthLink, Inc.’s Report on Form 8-K dated May 5, 2006).

EarthLink, Inc. Stock Option Plan for Inducement’ Awards Relating to the Acquisition of
New Edge Holding Company (incorporated by reference to Exhibit 10.1 to

- EarthLink, Inc.’s. Report on Form 8-K dated-April 14, 2006).

EarthLink, Inc. 2011 Eqiiity and Cash Incentive Plan (incorporated herein by reference to

. ~Annex D-to EarthLink, Inc.’s Definitive Proxy Statement on Schedule. 14A (Flle

No. 001-15605), filed March 22, 2011).

Form of Incentive Stock Option Agreement (incorporated by reference to Exhibit 10.1 of
EarthLink, Inc.’s Report on Form 10-Q for the quarterly penod ended September 30,

+.2005—File No. 001-15605).

Form of Nonqualified Stock Option Agreement (1ncorporated by reference to Exhibit 10.2
of EarthLink, In¢.’s Report on Form 10-Q for the quarterly perlod ended September 30,

-2005—File No. 001-15605).

Form of Performance Accelerated Nonqualified Stock Optlon Agreement (1ncorporated by
reference to Exhibit 10:3 of EarthLink, Inc.’s Report on Form 10- Q for the quarterly
period ended September 30, 2005—File No. 001- 15605)

Form of Nonqualified Stock Option Agreement for Nonemployee Directors (mcorporated
by reference to Exhibit 10.5 of EarthLink, Inc.’s Report on Form 10-Q for the quarterly
period ended September 30, 2005—File No. 001-15605).
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10.11#—

10.12#—

10.14#—
10.15#—
10.16#—

10.17#—

10.19#—

10.20#—

10.21—
10.22—
10.23—
10.24+—

10.25+—

10.13#% '

Form of Incentive Stock Option Agreement under the EarthLink, Inc.. 2006 Equity: and
Cash Incentive Plan (incorporated by reference to Exh1b1t 10. 2 to EarthLink, Inc.’s Report
on Form 8-K dated May 5; 2006). . :

Form of Nonqualified Stock Option Agreement under the EarthLink, Inc. 2006 Equity
and Cash Incentive Plan (incorporated by reference to Exhrblt 10. 3 to EarthLink, Inc.’s
Report on Form 8-K dated May 5, 2006). :

“ Form' of Nonqualified Stock Option Agreement for Directors under the EarthLink, Inc.
2006 Equity and Cash Incentive Plan (incorporated by reference to Exhibit 10.4 to

EarthLink, Inc.’s Report on Form 8-K dated May 5, 2006).

Form of Restrrcted Stock Unit Agreement under the EarthLink, Inc. 2006 Equlty and
Cash Incentive Plan (incorporated by reference to Exhibit 10.50 of EarthLink, Inc.’s

~ Report on Form 10-K for the year ended December 31, 2007—File No. 001- 15605)

Form of Restrlcted Stock Unit Agreement under the EarthLlnk Inc. 2006 Equity and
Cash Incentive Plan. (incorporated by reference to Exhibit 10.1 of EarthLink, Inc.’s Report

“on Form 10-Q for the quarterly period ended March 31, 2011—F11e No. 001-15605).
,Form of Restricted Stock Unit Agreement for Nonemployee Directors (1ncorporated by

reference to Exhibit 10.19 of EarthLink, Inc.’s Report on Form 10-K for the year ended
December 31, 2009—File No. 001-15605). .

Form of Award Agreement under EarthLink, Inc. Stock Optlon Plan for Inducement

' Awards Relating to thé Acquisition of New Edge Holding Company (incorporated by

reference to Exhibit 4.4 to the Reglstratlon Statement on Form S-8 dated May 5, 2006—

, - :*File No. 333-133870).
10.18#— -

EarthLink, Tnc.'Board of Directors Compensatlon Plan, effective: January 2011
(incorporated by reference to Exhibit 10.28 of EarthLink, Inc ] Report -on Form 10-K for
the year ended December 31, 2010—File No. 001-15605). i

‘Second Amended’ and Restated Change-in-Control Accelerated Vesting and Severance

Plan (incorporated by reference to Exhibit 10.1 of EarthLink, Inc.’s Report on Form 8-K

dated October.18, 2011-—File No. 001-15605).

EarthLink, Inc. Severance Plan (incorporated by reference to EXhlblt 10 2 of
EarthLink, Inc.’s Report on Form 8-K dated October 18, 2011—File No. 001-15605).

Second Amended and Restated Employment Agreement: between the ‘Company and Rolla
P. Huff, dated October 18, 2011 (incorporated by reference to Exhibit 10.3 of
EarthLink, Inc.’s Report on Form 8-K dated October 18, 2011—File No.:001-15605).

Second Amended and Restated Employment Agreement between the Company and
Joseph M. Wetzel, dated October 18, 2011 (incorporated by reference to Exhibit 10. 4 of
EarthLink, Inc.’s Report on Form 8-K dated October’ 18, 2011—File No. 001- 15605)

Summary of 2011 bonus payments and 2012 salaries for executlve ‘officers (mcorporated by
reference to EarthLink, Inc.’s Report on Form 8-K dated February 14, 2012-——F11e L
No. 001-15605).

High-Speed Service Agreement between EarthLink, Inc. and Time Warner Cable Inc.
(incorporated by reference. to- Exhibit 10.5 of EarthLink, Inc.’s Report on Form-10-Q for .
the quarterly period ended March 31, 2009—File No. 001 15605).

Third Amendment, effectlve as of October 31, 2010, to the High- Speed Service

’Agreement dated as of June 30, 2006, as amended, by and between Time ‘Warner g
‘Cable Inc. and EarthLmk Inc. (incorporated by reference to Exhibit 10.1 of

EarthLink, Inc.’s Report on Form 8-K dated December 1, 2010—File No. 001- 15605).
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10.26— .

1028—
B and Regions Bank, in its capacities as Administrative Agent and Collateral Agent under
) that certain Credit Agreement dated as of May 20, 2011 among EarthLink, Inc., certain

other Credit Parties party thereto from time to time, the Lenders from time to time party

21.1*—
23.1*—
24.1%—
31.1*—
31.2%—
32.1*—

322%—

_10LINS
101.SCH

101.CAL
101.DEF

101.LAB
101.PRE

Security Agreement, dated as of April 9, 2010, among ITC ™ DeltaCom, Inc., the
subsidiaries of ITC ~De¢ltaCom, Inc. from time to time party thereto and The Bank of
New York Mellon Trust Company, N,.A., as Collateral Agent for the First Lien Secured

.. Parties referred to therein (mcorporated by referent to Exhibit 4.3 to .
. ITC” DeltaCom, Inc.’s Report on Form 8-K dated April 9, 2010—File No. 000- -23253).

10.27—

Credit Agreement, dated May 20, 2011, among EarthLink, Inc., the subsidiary guarantors
party thereto, Regions Bank, as administrative and collateral agent, Regions Capital
Markets and Deutsche Bank Secur1t1es Inc., as Joint Lead Arrangers and Joint Book
Managers, Deutsche Bank Trust Company Americas, as. Syndication Agent, and the
lenders party thereto (1ncorporated by reference to Exhibit 10.1 of EarthLink, Inc.’s
Report on Form 8K dated May 20, 2011—File No. 001-15605).

Joinder Agreement dated as of September 27 2011 by and between Business Vitals, LLC,

thereto and Regions Bank, as Administrative Agent and Collateral Agent (1ncorporated by

‘feference to Exhibit 4.2 of EarthLink, Inc.’s Report on Form '10-Q for the quarterly period

ended September 30, 2011—File No. 001-15605).
Subsidiaries of the Reglstrant
Consent of Ernst & Young LLP, an independent registered public accountmg firm.

.Power of Attorney (see the Power of Attorney in the signature page hereto).

Certification of Chief Executive Officer pursuant to Securities Exchange Act Rules 13a-14
and 15d-14, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. .

Cértification of Chief Financial Officer pursuant to Securities Exchange Act Rules 132-14
and 15d-14, as adopted pursuant to Section 302 of the Sarbanes-Oxley-Act:of 2002.

- Certification of:Chief Executive Officer pursuant:to 18 U.S.C. Section 1350, as adopted
. pursuant to Section 906 of the Sarbanes-Oxley Act of 2002..

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Sectlon 906 -of the Sarbanes-Oxley Act of 2002. .

‘ XBRL Instance Document**

XBRL Taxonomy Extension Schema Document**

XBRL Taxonomy Extension Calculation Linkbase Document**
XBRL ThXono‘my Extension Definition Linkbase Document™*
XBRL Taxonomy Extensmn Label Linkbase Document**
XBRL Taxonomy Extens1on Presentatlon Llnkbase Document**

*  Filed herewith.

Management compensatory plan or arrangement.

+ Confidential treatment has been requested with respect to portions of this exhibit.

** Pursuant to Rule 406T of Regulatron ST that this interactive data file is deemed not filed or partofa
registration statement or prospectus for the purposes of section 11 or 12 of the Securities Act of 1933,
as amended, is deemed not filed for purposes of section 18 of the Securities and Exchanges Act of
1934 as amended and otherw1se rs not sub]ect to liability under these sections. .
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(b) Exhibits

The response to this portion of Item 15 is submitted as:a separate section of this Annual-Report on
Form 10-K. R ~
(c¢) Financial Statement Schedule

The Financial Statement Schedule(s) described in Regulation S-X are omitted from this Annual
Report on Form 10-K because they are either not required under the related instructions or are
inapplicable. e
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SIGNATURES

. Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized.

EARTHLINK, INC.

By: /ss ROLLA P HUFF

Rolla P. Huff,
Chairman of the Board and Chief Executive Officer
Date: February 24, 2012

Bach person whose signature appears below hereby constitutes and appoints Rolla P. Huff and
Bradley A. Ferguson, the true and lawful attorneys-in-fact and agents of the undersigned, with full power
of substitution and resubstitution, for and in the name, place and stead of the undersigned, in any and all
capacities, to sign any and all amendments to this Report, and to file the same, with all exhibits thereto,
and other documents in connection therewith, with the Securities and Exchange Commission, and hereby
grants to such attorneys-in-fact and agents full power and authority to do and perform each and every act
and thing requisite and necessary to be done, as fully to all intents and purposes as the undersigned might
or could do in person, hereby ratifying and confirming all that said attorneys-in-fact and agents, or their
substitute or substitutes, may lawfully do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of registrant and in the capacities and on the dates indicated.

Date:

Date:

Date:

Date:

Date:

Date:

Date:

February 24, 2012

February 24, 2012

February 24, 2012

February 24, 2012

February 24, 2012

February 24, 2012

February 24, 2012

By:

By:

By:

By:

By:

By:

/s/ ROLLA P. HUFF

Rolla P Huff, Chairman of the Board and Chief
Executive Officer (principal executive officer)

/s BRADLEY A. FERGUSON

Bradley A. Ferguson, Chief Financial Officer
(principal financial and accounting officer)

/s/ S. MARCE FULLER
S. Marce Fuller, Lead Director

/s/ SUSAN D. BOWICK
Susan D. Bowick, Director

/s/ DAVID A. KORETZ
David A. Koretz, Director

/s GARRY K. MCGUIRE
Garry K. McGuire, Director

/s/ M. WAYNE WISEHART
M. Wayne Wisehart, Director
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Independent Registered Public
Accounting Firm
Ernst & Young LLP, Atlanta, Georgia

Legal Counsel
Troutman Sanders LLP, Atlanta, Georgia

Annual Meeting of Stockholders

The annual meeting of stockholders of
EarthLink, Inc. will be held at 4:00 p.m. Eastern
Daylight Time on May 1, 2012 at our offices at
1375 Peachtree Street, Atlanta, Georgia.

Investor Contact Information
Stockholders, financial analysts, and brokers
seeking information about EarthLink, Inc.’s
financial affairs may contact:

EarthLink, Inc.

Investor Relations Department
1375 Peachtree St.

Level A

Atlanta, GA 30309
investorrelations@corp.earthlink.net
Voice: (404) 748-7650

Fax: (404) 287-1053

Board of Directors
Susan D. Bowick
Marce Fuller

Rolla P. Huff

David A. Koretz
Garry K. McGuire
Thomas E. Wheeler
M. Wayne Wisehart

Stock Registrar and Transfer Agent
American Stock Transfer & Trust Company
59 Maiden Lane

Plaza Level

New York, NY 10038

Stock Exchange and Listing Information

The Common Stock of EarthLink, Inc. is traded
on the Nasdaq Global Market under the symbol
ELNK.

Shares Outstanding
As of January 31, 2012, there were 106,219,847
common shares outstanding.

Form 10-K Information

We will furnish additional copies of our Annual
Report on Form 10-K for the year ended
December 31, 2011, as filed with the Securities
and Exchange Commission (exclusive of exhibits),
without charge upon written request to our Chief
Financial Officer.

Forward-Looking Statements

Please refer to “Risk Factors” in Item 1A of

Part I and to the section entitled “Safe Harbor
Statement” in Item 7 of Part II for a discussion of
important factors that could cause actual results
to differ from estimates or projections in the
forward-looking statements contained in this
Annual Report on Form 10-K.
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