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'~~ew ventures 'iho~' iJromisiIOg ni,'vell'llH growth, enhanced value to
MCIC. MCIC"enturf' anj j",,~ nv r!,ul lude lts local services
I,mlt MCImetro, Its '~I rcle" "IUSlne; II In and pagIng), mformatlon
lechnology (SHL Systemhoust and mul,tlFlled'l:.l ()n a combined basis, these
Ilew businesses generated $.176 mIlllcm bet:Hc SJ5 million In intercompany
dlminatlOns. which Include" a full quarter it sHL Systemhouse for the first
'Ime, The $476 million ,,'ompares to $258 mdllOn In 4Q95 and $24 million in
IQ95. but these are apple·to,oranges "Jmpansons because of the various
business purchases throughout the year. \1CIC s Initiatives are in various
,tages of development. and laken as a whole generate negative cash flow and
,~amjngs. These initiati yes resulted In a net loss of $84 million ($0.12 per
"hare) in 4Q95 compared to a net loss of $60 million ($0.09 per share) in
4Q95 and $20-$21 million ($003 per share) in 1Q95,

Local - MCImetro. An important aspect of MCIC's long-term strategy that
we view positively is the rollout of MClmetro, now in 25 cities with 43
operational local city networks. This is up from 38 operational local city
networks at year-end 1995, with a target for 60 by year-end 1996. MCIC's
local access unit also has I I switches installed as of 1Q96. MClmetro
generated $40 million in revenues. flat from 4Q95 levels. but more than
double year-to-year growth. MCImetro generated a net loss of $10 million in
IQ96, similar to 4Q95. We expect the net losses to accelerate over the next
several quarters as MCImetro proceeds with its expansion plans, but MCIC
may look to expand through alliances with other competitive providers,
easing the level of capital expenditures on the company.

Wireless Business. MCIC's wireless business includes its reselling strategy
for paging and cellular service. inclusive of the Nationwide Cellular
acquisition. MCIC's wireless services, which began operations in 1995,
contributed $88 million in revenues in 1Q96, compared to the $82 million
for 4Q95. MCIC paging services. offered as part of its Friends & Family
package, is one of the fastest growing providers of paging services with a 5%
sequential increase in subscribers. to 488,000, in IQ95. On the cellular side,
MCIC's cellular subscriber base grew to 373,000, or 7.5% sequential growth
compared to the end of 1995. As a whole, MCIC's wireless business
generated a $4 million cash flow loss and $10 million loss in net income.

Information Technology - mostly SHL Systemhouse. MCIC purchased
SHL Systernhouse in November 1995 to gain an expanded presence into the
growing infonnation technology industry while meeting the demands of its
business customers with a full range of communications-oriented services. In
addition this segment includes the start-up of its fast-growing call centers.
This represents the first full quarter of results from SHL and, with the call
centers, generated $341 million in revenues, and 9.9% cash flow margins, an
improvement from the low single-digits margins when the company was first
acquired. This segment generated a net loss of $11 million in the quarter,
mostly due to goodwill and interest expense.

Global (Concert, Avantel). MCIC has two international alliances, its 50/50
joint venture with BT called Concert, and its alliance with Banamex in
Mexico called Avantel. Concert currently serves over 2,500 customers with
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I~an j 1"1. lIon m ,Imtracts. Revenues from Conct"n 1I1 lQ96 were $105
IT1JI!'~I()l" up $16 million In 4Q95 and double from a year ago. In IQ96
1.,.·"CIT.lCe,' ~.':enerJted a $] 0 mlilion Joss \recorded In Eq.uity In Losses of
jdflha 5', an Improvement compared to the $25 TmllwJ} loss 10 IQ95.
\ vant~ represents MeIe s foray I.nto the Mexican long distance market
when If opens for competition 10 August 1996, with switched competition in
Januar} 1997 Avantel IS currently in a buildout phase, increasrng its route
nules ~Y 43'1 since year-end 1995 to 2.200, with a target of 3.200 mile fiber
netwoljk covering over 30 key Mexican cities. For the quarter. Avantel
resulttii in an $8 million loss
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Sprint (FON) Rating: Hold

Price
42 1/8

52-Week
Range
46-31

Earnings Per Share
12l95A* 12196E# 12l97E#

$2.85 $2.95 $2.90

PIE
'l2.l96E 12l97E

1.4 14.6
Divd
$1.00

Yield
2.4%
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Operating EPS 2Q96E $0.74
versus $0.69 in 2Q95
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Highlights

• EPS above expectations. FON reported IQ96 operating EPS of $0.78,
before a penny charge associated with the spin-off of its cellular unit,
ahead of our $0.74 per share estimate. This represents 19% growth year
to year from the $0.65-$0.66 operating earnings per share in lQ95.
excluding an after-tax $0.01-$0.02 per share charge related to a
restructuring in its long distance business. The higher-than--expected EPS
is the result of stronger than expected long distance revenues and
volumes and improved operating margins in its long distance business. as
well as lower than expected interest expense. We are raising our 1996
EPS estimate by $0.05 per share to $2.90 and our 1997 EPS estimate by
$0.05 per share to $2.95 to reflect this higher growth.

• Strong Long Distance. Revenue and minutes growth was robust (14.2%
and 17.3% year-to-year growth, respectively), above our forecasts, and
above the anticipated industry average growth rates, with particular
strength in FON's consumer segment, wholesale, and data. Operating
margins. at 11.3%. improved 70 basis points sequentially over 4Q95
levels.

• Local. Exhibited strong volume growth (5.1% access line growth) and
solid revenue growth (8.7%), with continued strong operating cash flow
margins driven by productivity improvements.

• Reiterate Hold rating. We are maintaining our Hold rating, believipg
the upside potential on FON shares is relatively limited to the mid-40s
range, targeting a market multiple on 1997 earnings. Although earnings
were better than expected. with strength in revenues. volumes and
margins in their core long distance and local businesses, we believe FON
has some challenges ahead in its redefinition to an integrated service
provider. This will result in more modest earnings growth for the
foreseeable future. inclusive of $0.20-$0.30 per share dilution from
FON's recent strategic initiatives. notably Sprint Spectrum. its PCS
venture with cable companies, and Global One, its alliance with France
Telecom and Deutsche Telecom (FTIDT). FTIDT have purchased a
combined 20% of FON which has significantly increased FON's share
base (14.5% in lQ96) making the EPS growth that much more
impressive. In IQ96, dilution from these two initiatives was $17.3
million ($0.03 per share) for Sprint Spectrum, and S15.2 million ($0.02
per share) for Global One. In addition, while the wireless segment of
Sprint Spectrum appears to be moving forward, we are less certain about
th~ prospects of the wireline agreement. which was amended requiring
each cable company to fann a separate wireline joint venture with FON,
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I ther th,llil "s a whole ')Ve bellieve that the outlook for this aspect of its
il'Hegrated;crvlce', strategy I,~ much less dear

Investment Position

FON reportc~d first quarter operating earnings of $0.78 per share, ahead of
our $0.74 per share estimate, and up about 19% from the year earlier
quarter's $0,65-$0.66 EPS, The first quarter 1996 operating EPS is before a
penny charge associated with the spin-off of its cellular operations.
Operating EPS in IQ95 is before a pre-tax $9 million ($0.01-$0.02 per share
after tax) restructuring charge in its long distance business. The difference
between our forecast and the reported EPS is partly associated with FON's
higher revenue growth and margins in its long distance business and partly
due 10 the greater reduction in interest expense ($21 million sequentially,
$0.0:1

, per share) than expected due to the proceeds from France
TelecomlDeutsche Telecom. We expect a similar reduction in interest
expense in 2Q96. FON's first quarter results also contained above average
year-to-year revenue and volume growth in its local operations. We are
raising our 1996 and 1997 earnings estimates by a nickel to $2.90 and $2.95,
respectively, primarily due to the lift in revenues and operating margins in
FON's long distance business. These estimates are inclusive of about $0.20
$0.30 per share in dilution associated with Sprint Spectrum. its PeS venture
with cable companies, and the expanded share base associated with France
Tele(,:om's and Deutsche Telekom's purchase of a combined 20% interest in
FON We expect FON to invest an additional $500-$600 million in Sprint
Spectrum in 1996, and we expect dilution from this initiative to increase in
the latter half of 1996 and into 1997, particularly as its PeS operations ramp
up. We would point out that FON results no longer include its cellular unit,
which was spun off to shareholders as 360 Communication in March 1996.

At current prices, FON shares are trading at 13.2 times our revised 1996
earmngs estimates and offer a 2.6% yield, a lower valuation than MCI
Communications (MCIC-29 15116-Buy) trading at a 17.6 PIE multiple, but that
company has slightly higher growth prospects in our opinion and a clearer
strategy with respect to its recent strategic initiatives. We continue to rate the
FON shares Hold. but recognize that the company's strategy is evolving with
several positive alliances (Sprint Spectrum - wireless (PeS) with cable
companies: Global One: and Telmex (TMX-35518-Hold). While these
alliances, should be positive for FON's long-term positioning. they will
inVOlve substantial long-term dilutive effects and face huge challenges as the
company moves to become a national integrated services provider. In
general, we have been less positive on the FON shares. because its integrated
servlces strategy is less clear and the realization of benefits are longer term.
For example. although Sprint Spectrum approved rollout plans for its much
tighter wireless (PeS) venture, with respect to landline. instead of joint
efforts. it now appears that the cable partners will pursue wireline
opportunities through individual joint ventures with FON, suggesting the
alignment of interests for all five companies (including Teleport) was tough
to a(hieve. It will be difficult to measure its success in the intermediate term
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First Quarter Highlight~!

Long distance exhibited higher reHnue and traffic growth as well ~lS

higher operating margins than expected. compared to last quarter. Long
distance revenues.a.ere up 1),;";' ',ear _ear 10 1()96 (versus 12.7% in
4Q95) on traffic volume growth ,Jt 1'\';; 1versus 10 I % in 4Q95l. resulting
in a negative revenue-volume gap of; I. ('e ! 'ersus a positive gap of 2.6o/c in
4Q95). These respective growth rates were ahead of our expectations, and
will likely be above the average mdustry growth rates for traffic volume
(which we estimate at about II %-12% for the big three). Sequential
comparisons in the quarter exhibited 39C7c revenue gain (compared to t!he
5.4% sequential gain in 4Q951 and a 12% increase in volumes (versus 3.6%
in 4Q9S). The negative gap between revenues and volume (in contrast to the
positive gap in 4Q95) is the result of two factors: (I) FON transferred its
international operations associated with the Global One venture, and now
books those revenues at a wholesale rate, reducing revenue growth with
similar minutes growth; and (2) FON realized a higher proportion of minute
driven revenues in JQ96 (i.e., consumer and wholesale revenues) than it did
in 4Q95 when over 10% of long distance revenues were derived from non
minute services (data, private line). We would point out that had Global One
assets been transferred as of /Q95, revenue growth for the quaner would
have been 15.5% in IQ96. higher than the 14.2% reponed growth because
of the wholesale booking issue. although there would be little impact on
volume growth. FON experienced strength in the business segment,
particularly in data services. with frame relay revenues nearly tripling year to
year. and in the wholesale segment. up 20% year to year. The consumer
segment continued its rebound, with 15% growth in both revenues and
volumes. FON continues to reflect favorable customer response from Sprint
Sense, which added California, and has seen a favorable reaction to its "ten
cent per minute to Canada" promotion.

Operating income in IQ96 in long distance operations jumped 47.3% year to
year with 11.3% operating margins, a 70 basis point improvement from the
10.6% operating margins in 4095. The IQ96 operating margins compares
very favorably to the 8.8% margins generated 1095. The improvement is due
to lower SG'&A costs as a percentage of sales (23.5% in 1096 vs. 24.3% in
4095 and 25.7% in IQ95) due to higher sales productivity and targeted
marketing of a higher margined product mix. Interconnection costs as a
percentage of long distance revenues increased to 44.6% from 4095's 41.9%
level. The increase is related to the higher wholesale revenues and the
transfer of international assets to Global One with FON's international
revenues now booked at the lower wholesale rates although access costs
remain unchanged. Although only a small portion of its total (less than 5%),
FON has been moving its traffic to Teleport, which provides more favorable
access pricing than the RHCs. The positive movement in margins is good
news given the competitive pressures, We believe FON can maintain double
digit margins, particularly if the long distance volumes and revenues remain
strong in 1996, as expected.
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local Operation, ',ear,m robmt
,Iume gro\-.\h 1.[1 .,; ,w)wth m nunutes
use In the yU,JT:cr \"., Int ,HId 10 oqc mInutes
use gams In ',i~Tev" '\ 'vear to year. whJie

( LASS and ,\1\ ,\'j" r',mi ()9" fhh helped to dnve
Ileal revenue gn,'",tt' IrllTI the .'. ] (~; level In 3Q95, with
rdatlvely modeq "ate I': ,lnd ifl\ludtng (I)mpetltlon In the tntralata
I ,II markets The 'nlT1ut \1 '<' gu·,\\th,\;lS helped In part by ,cvere weather
in the Northeastern part the I S Local,ervlce operatmg margins, at a
nbust 26.8%. Improved frorn the 242 c;. In 4Q95. normalized for one-time
charges, and from 23" I n IQ9" The Improvement is due to productivity
and process improvements 111 both the network and admInistrative areas.
I ON is transltioning I( pnce cap regulation, wIth 46% of its access lines
r ow under price regulatIon, and up to 70C7c by year-end 1996,

Product Distribution and Directory Publishing. Revenues grew 4.5% year
tJ year. with revenue growth at non-affiliated FON customers up 7.4%, and
(,perating margins at 8,3%, above the 7,90/c in 4Q95.
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MORGAN STANLEY

June /2, 1996

Telecommunications Services

Stephanie Comfort (303) 740-6695

Rich Bilotti (212) 761-7162

Gary Lieberman (212) 761-4343

Pete Kennedy (212) 761·8033

National Survey of Local Competition Issues:
A State by State View

• We have compiled iDformadoD on the
ftIIIIatory status of competitll'e teIecom iIIIIeS
for each of the SO states.

• Tbe survey o«ers inl'eston a tiIDeIy reference of
the reaative pcIIition of each state's PUC in
administerillllcJcal competition.

• We coatinue to recommend UDderwei&lttiDI the
RBOCs. Our concerns center on the impact of
CGlllpedtil'e pressures on the loD&-tenD p'Owth
outlook. We prefer the new entnDts, inchdng
MFS, lCG, lntermediaand GST.

• We believe that of the cable television providen,
Cox and US WEST Media Group are
potIitioned to deploy telephony most rapidly.
Both are rated Strong Buy.

Thia mcmonndum is baed OIl infonulioa avlillble to the puDtic. No~ is male tIW it is ICC:IInIe or comptete. This memonadum is noc III offer
to buy or seU or a solicitalion of an offer to buy or .U the IIC1IriIills mencioned. Morpn sc.wy a: Co. Inc. and 0Ihen usocialat wid! it may have pClIitioaI in
and etfec:t transactions in securities of companies mentioned and may also perfonn or seek to perfonn invet1melU bIMini services for dIoIe COIIIJlMies·



MORGAN STANLEY

June 12, 1996

Telecommunications Services

Stephanie Com/on (303) 740-6695

Rich Bilotti (212) 761-7162

Gary Lieberman (212) 761·4343

Pete Kennedy (212) 761-8033

National Survey of Local Competition Issues:
A State-by-State View

SUIDIDal"y and Investment Conclusion

There has been considerable attention devoted to the

C·' implications of the federal telecom bill for competition in
the local exchange business. However. we feel it is equally
important to monitor the state-by-state regulatory activity
because in fact. this could be where all the action is.

To this end, we have compiled a study of key regulatory
activity with regard to competitive local exchange issues on
a state-by-state basis. We have also sorted some of the data
in order to provide a better understanding of the positions
of state public utilities commissions IPUCs) on the various

key competitive issues.

We believe the data will help investors appreciate the
momentum under way in many of the states. Perhaps more
important, some of the largest states (for example, New
York, California and JIlinois) are likely to see competitive
barriers to the local exchange fall faster than some of the
less concentrated or populous states

We maintain our investment recommendations, which
suggest underweighting the RBOC,tocks. Specifically, we

......co.....h tJ ...-willile

.....diftIcuIt..,*•••11, 111- with or
without consolidation among the DOCs. Mlrlins should
be under pressure given expected changes in the operating
cost structure, including increased marketing expenses,
broadband and PeS deployment. and loss of market share
in the local exchange business. The RBOCs' ability to
improve productivity by cutting costs and potentially
through consolidation likely will offset these negatives only
somewhat.

We find more interesting investment opportunities in the
emerging local exchange providers or the companies which

have been characterized as competitive access proViders
(CAPs). Among these companies are such names as MFS
Communications (53S).lnteICom Group ($26).lntermedia
Communications (533), and GST ($14).

Given the relatively small size of many of these companies
as well as their startup nature, another way to participate in

the group is to own a basket of these stocks that
incorporates large· and small-capitalization names. For the
most part, these stocks trade as a group, but some are more

This memot'llldum is bueci on infomw.ion available to the public:. No representation is made thai il is accurate or complete. This memonncIum is not 11\ offer
[0 buy or sell or a solicitation of an offer to buy or sell the securities memioned. Morgan Stan!ey &; Co. Inc. and othen associlllCd with it may have positions in
and effect transaCtions in securities of companies mentioned and may also perform or seek to perform investment banking services for those companies.



volatile than others. and some have periods of relative

outperformance or underperformance.

We believe that Cox ($22) and US WEST Media Group

($18) are the cable television companies best positioned to
offer telephony. A discounted cash flow analysis of the
deployment plans for these companies indicates that
residential telephony represents $1.22 or 5% of the
estimated fair market value per share for Cox and $0.93 per
share or 4% of our price target for UMG Beyond specific
discounted cash flow values, we believe that three factors
increase the visibility and lower the operational risks

associated with the telephony deployments of both
companies.

• Both Cox and UMG should maintain debt to cash flow

ratios of 5.0x or less over the next two years. We estimate
that leverage above 5.0x leaves a company with insufficient
funds to Internally finance telephony capital expenditures.
Thus. a highly leveraged company will either have to delay

MORGAN STANLEY

deployment or accept the risks of potentially higher debt ,

leverage.

• Cox and UMG are scheduled to complete the upgrades of

their systems to hybrid fiber-coaxial architectures by late
1998 or early 1999. UMG has also disclosed that it will
probably accelerate Continental Cablevision's rebuild plans
if the merger of the two companies is compJeted.

• Clustering will be the preeminent management issue for
telephony deployment. The complexity of launching
residentiaJ telephony will in most cases require that

managements focus on specific markets rather than wide
area deployment. Clustering should permit market focus
without sacrificing the scaJe of the deployments. Cox has
25% of its subscribers in California and US WEST has
854,000 households in Georgia. Both states have
regulatory frameworks that wiIJ permit locaJ competitive
telephony in 1997 and 1998, ahead of the average pace

dictated by federal regulations.

This menlOnlldum is bIIod on infClrl'Mlion ."adlIbIe to !be public. No reprtsenllUCln is made thallI is accurate or complete. This mernonncilIm is ROC an offer
10 buy or sell or • lIOlicil.aan of an offer 10 buy or seU Ibe securities mcncioneci. Morpn SW!ley &: Co. Inc. and odlen lWOtilled with il may have positions in
and ctfee:t U'IIIIaCtiont in JeC'uri1ics of compllllies menboned and rnay also perform or seck to perform in"esancm bankinI services for rhoIe compMics.
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State ReKUlatory Policy
Observations and Conclusions

o.r BU"ey ....... tIMlt sev te lators are
.aD&:iDI toward~.Iocal ,old. In
.....of'" rules fro. tlte FCC. MOle than balf the
StaleS bave implemeDted. or are in tbe process of imple
menting, rules for competition in their stares. Based on our
alle5$ment, founeeu states are at the advaDced stales of
COIDpelitive reluJaaory policy. ADodJer 12 stares have
belun a process toward seuiDl rules for competitive entry.

EcpuIIy tile CODCal....tIon of aee:.I Unes
...".llnted by tIud are'" ad".......... of
••latory reform. It appears that a great deal of the
progressive regulatory policy is in larger states like
california. Dlinois and New York. Approximal.ely 48% of
the ICCesS lines are in more progressive or advanced
rquJacory jurisdictions.

W. opect tbat CaIIfonIa wUI be .. lInt state to lee

O'~e......... boda ... bn,.. _ .... rill••'"
Iocal..me...rk... Fust, tbe California CIOIIUIlission is
_, the frieat along in advaciD& competitive local
teIecom policy. In addition. over 62 CClIIlpetidve eaaaDts
baYe applied for or received certiftcalioa 10 provide local

services. Major cable companies cover over 45% of the
California reside:otial access lines (in tenDS of homes
passed), and a signitkut portion of these lines is covered
by Cox. which bas an aggressive local selVice buiIdout
plan.

EYeIlln the pro-eOlllpetltlon BU.", there is stlU a lot of
..II to be done. Wbile our stale-by-stafe view of reguJa
tory progress shows advances on the moat basic is&ues.
t1MR remaia some "••,1II.I_!, 11.' It __ ' ••_
sill~ to local CClJIIIIIelll_. lUve..'"

MORGAN STANLEY

,
..-' IIlh... by..orflilllllll..... Specifically,
mMlY stIleS in the advmced stages of regulatory reform
bave addressed interconnection and compeasation issues
which are clearly the first stepS to com.peIitive eDcry in the
local excbange. However. fewer StaleS have resolved more
inlric:ale issues such as unbundling, resale of local

exchange. pole attaebment, rights-of-way, etc.

w. WCHdd expect lIIat~..... tile broMei'
lIaWc:oanec:doa reqalr-a Is .......... to tile....."
of coaapellton in • market. However. evidaK:e of broader
competition in a specific market. or the developmeat of
mOle competition in the state, will depend on the IPIIIDeI'

(aDd the timing) in which these "second level" issues Ie

resolved.

TIte FCC' I••rld... eq»eded lD AtIpIt, II ...., to
be lDadftIIdDI-.,.. en.. IIltte

'''1111' " onwldcb ..
as........... As mustrated in Figures 4 dtIoaP 6, tbeIe •
ba been Jess propess on several issues of 1oc'al anpeti-
lion. We expect IuideliDes oudiDed by the FCC"s nodc:e of
proposed rulemakinl to be critkalto both the propaa aDd
the consistency with which states deal widllbele issues.

We beDew the DOCs ..... YU bIe to cOlllpldtJon
ladude~ .nd Paclftc Te Not only ba'Ye the
su.es advanced on the implemeatation of pro-compecilive
policies, but they bave also made progress on--of the
second-level issues sueb as unbundling and localla8J.e.
Furtbermore. a significaDt number ofcompelitors bave
applied for or received certification in these RBOCs'
operating territories. They also have significant overlap
with major cable operators' residential homes passed.

,
Thia .......... ill.-l ClD iDformlliaft avUiIbie 10 die public. No ,.,.a. IIIiDrs iI .... dill it illI:CUI'* or c:oaqlIeIe.,This~±n it DOt~~
to buy or iii or .llOticil.... 01 an offIr 10 buy or iii the~ .. Ell d MoIpt StlUy4k Co. IDe. aDd odIIn wida d"'!Iaw~ 1ft

.... effect ...... iii aewicieI 01 ( ~I' i"lMIIIioned .... iIIIY......or leek to.... iII¥eIIa*II ..".,.. for...C "'11'


