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We have not and do not view this level of accsss cuts 10 be dramatic. This Jevel of cuts is in line with the

revenue reductions abaorbed by the LEC industry in their annual price cap adjustmenis. This level of cuts
certainly holds down revenue growth, but it in no way compromises their ability to fund capital investment
and maintain the local networks, which is 8 key concern of regulators and politicianx,

The FCC is commitied to changing the way accass charges are collected. The agency wanis to maks the
method of collection mulhah-dthcmyinwhkhumwimnmdby the LECx. Thus. it wans to
ge! away from collecting the access charges pursly on s usage sensitive basls. The FCC is supporting the
Joint Board's recommendation to make access charge colizction s combination of & fixed monthly per line fee,
und a smaller usage seniilive componens. Just us accesx charges today are collected directly from the Jong
distance casmiers, these newly formulated access churges will still be collected directly from long distance
carviers. And, just as long distance carviers make their own decisions today on how 10 recover their access
costs in pricing o end users, they will do the same in the future. Thus. if the per line charge ands up being
52 per month for standard (elcphone lines, (a rcasonable isvel) the long distance carviers would be able (o
make the cholce whether to pass this fee divectly to consumers, or o some how mask it in their long distance
rates. :

» Implicetions of A Fixed Per Line Charge Combined With 3 Usage Sensitive Componest. The change in
the way accesy charges are collected has positive and negative consequences for both LECs and new entrants.
For the LECs, the positive is that it will remove some of the opporunity for competitors to cherty pick high
end customers, who generate a lot access revenues through long distence calling. The negative is that with a
smaller usags esnsitive churge the LECs won’t snjoy as much of 8 revenue pick-up with volume growth. For
CAPs the nelw regime would take away some of the oppartunity for cherry picking &t the top. But as Roed
Hundt said yestarday: “we want to wm CAPs into CLECy" (Competitive Local Exchangs Curriers.) The
opportunity for CLECs remains undiminished by this change, Similuly, for long distence cwriers, sager 10
become CLECs this change would not be xignificant. For Jong diszancs carriers the key issus is the size of the
acceas revenue cut. ot 30 much its distribution. However, if long distancé carriers have to pay a high per
line fee, then very low end customens becomne unatiractive. 1If a current pre-subscribed customers makes little
to no long distance calls, ihan the carrier will want to drop this cusitomer, since the revenue mighe not even
cover the per line fee.

« Implications For Stacks. W¢e continus 10 helieve the growth outiook for the RBOCs is 4 3% to 7% growth
ratc. This is based on the level of access cuts described above, entry into long distance in the second haif of
1998, and compezitive pressures starting in the second half of 1997. With this outlook. we think the RBOCs
have gotten ahead of themselves recently. On the long distance side, there is no “group call.” Its company
specific. This is also true for the CLECs. Companies that can operate successfully i the current
environment, and wansition successfully (o full service operators will be winners.

hmpuh-mChﬁrnn'QSM=m'anmmwﬂuﬂt'st. We think
thess comments cap help understand the FCC 'z current position on a variety of topics.

Pra-Competition ... means we want 1o promote all compatitiars and competitive s)ruregies.
even. lmdcdly und Indeifferenily, as apposed to foliowing the Usired Kingdom model and
promoting specifically angd unevenly aliernarive infrastructure development by the cable
indusiry, or & single faciliries-based lang distance carrier like Mercury

Owr choice of being pro-competitiun insiead of being pru-eny spacific compatitar is why we
8l the state and federal level are supposed 10 guaraniee all three of the basic rights of new
enlronis under tha Act: buying at whalesals, (easing elemenrs, and imerconnccring from new
Jocilities, Effective enforcement of all three righis is necessary 1o expedite the entry of new '
compentors imio the local exchange and access markets.

Our vigilance in enforcing these righis is essential because the scope of the challenge facing
new entants is quite broad, In every single existing servics territry the markes is dominuted
by ons company - the historic monapolisi.

...1 think that our sarger is clear: over 1ime lowering traffi: sensitive interswage accdss
cherges 1o forward lpaking cost and restructuring the cost recovery such that prices charged
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We_ haxanot snd do ngt view this jevel of access cuts (o be dramatic. This level of cuts is in line with the
revenue reductions absorbed by the LEC indusury in their annua) price cap adjustments. This leve) of cuts

_ csnainly holds down revenue growth, but it in no way compromises their ability to fund capital investment

and maintain the lacal networks, which is a key concemn of regulators and peliticians.

The FCC is commisted to changing the way uccess chargss are collestad. The agency wants to make the
method of collection more reflective of the way in which costs are incurred by the LECs. Thus, it wants to
got away from collecting the access charges purely on o usage sensitive basis. The FCC is supporting the
Joint Board's recommendation to make access charge collection s combination of a fixed manthly per line fee,
and a smaller ysage sensilive component. Just as access charges today are collected directly (rom ths long
distance camiers, these newly formulated access charges will siill be colleeted direcdy from long distance
carriers. And, just as long distance carriers make their own decisions today on how [0 recover their ascess
costs in pricing to end users, they will do the same in the future. Thus. if the per line chargs ends up being
$2 per month for siandard telaphone lines, (a reasanable level) the long distance carriers would be able 1o
make the chaice whether to pass this fie diractly to consumers, or to some how mask it in thair long distance
rales. :

Implications of A Fixsd Per Line Chargs Combined With s Usage Sensitive Component. The change in
the way access charges are collected has positive and negative consequences for both LECs and new entrants.
For the LECs, the positive is that it will remove some of the opponunity for competitors o cherry pick high
end customers, who generats a lot access rsveénues through long distance calling. The negarive is that with a
smalier usage sonsitive churge the LECs won’t enjoy as much of a evenus pick-up with volume growth, For
CAPs the new regims would uke away some of the opportunity for chesry picking ai the top. But as Reed
Hundt said yesterday: “we want to tum CAPy imto CLECs" (Competitive Losal Exchange Carriers.) The
opportunity for CLECs remains undiminished by this change. Similarly, for long distence carriers, cager to
become CLECS this change would not be significant. For long distance casriers the key issue is the size of the
Access revenue cut, not 30 much it distribuzion. However, if long distance camriers have to pay 2 high per-
line fee, then very low end customess become unattractive. If a current pre-subscribed customers makes little
to no long distance calls, than the carrier will want to drop this customer, since the revenue might not even
cover the per line fes.

Implications For Stocks, We continue (o helisve the growth outlook for the RBOCs is # 3% to 7% growbh
vatz. ‘This is based on the level of sccess cuts described above, entry inlo loag distance in the second half of
1998, and compezitive pressuras starting in the second half of 1997. With this outlook, we think the RBOCs
have gotien ahead of themselves recently. On the long distance side, there is no “group call.” It company
apecific. This ia also true for the CLECs. Companies that can opsrate successfully in the current
cnvironment, and wessition suseassfully to full servics operators will be winners.

Excerpts Prom The Chairmsn's Speech : we've lifted quotes from Reed Hundt’s speesh below. We think
.ﬁam”mwmrccsmndpddwunuﬁdydbp_l&

Pro-Competition ...means we wans ro promote all competitiors and competitive straragies,
even-handedly and Indgifferently, as opposed to following the United Kingdam modsl and
promoling specifically end unevenly alrernative infrastructure development by the cable
industry, or a singie focilities-based long distance carrier like Mercury

Our choice of being pro-competitivn instead of being pro-eny specific competitor is why we
6t the state and faderal level are supposed to gusransee all three of the basic rights of new
salrants under the Acr: buying at wholesale, leating elements, and interconnecting from new
Jacilities. Effective enforcement of all three rights Is necessary to expedize the emtry of naw
compesitors into the local axchange and access inarksss.

Owr vigilance in enforcing thase righis (s essential because the scope of the challenge facing
new ealonis is quite broad. In every single existing service ierritury the markss iy dominated
by one company - tha kintaric monopolisi.

..d shink thar our targer is clear: over lime lowering trqffic sensitive interstare access
charges 1o forward looking cost and restructuring 1he cost recovery such that prices charged
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dhe way in which coss avs incurred by LECs. That's wiat would heppen in @
jva marker and thus we should seek to emulate this result in the absence of suck
' campesinion. Where and when the murke: for g particular access sarpice is workably
Mmmmwh:ﬂbymw&mby‘awmﬂu The big qeustion
in access reform i not our iarges, bus haw - and how fass—~we pei thers.
This ingDicient pricing [of access] discourages broad entry by new entroncs (becauss
revenuss ere soncentrated in high volume wusers) and derars usage of long distance {beceuse
ir iz priced arificially high).
To get from whers we ore ioday 10 where we would like to be, the Joint Board thought we
should move soms rraffic senzilive charges io flas rute cherges impossd on I1XCs by the
LECs. We're calling thix the flat and equitable raie charge or FERC... .
...We xill have 10 decide how much usage-based charges should be reduced on what we call

Day One, the effecrive date for the changes in our access reform order, and how long we
shold rake 10 phase in the rest of the reduction required 1o per 10 forward locking costs.

Nor is it obvious chat FERC oughi to be impoied on ull access linas.

in serms of rate levels, we may wish 10 huve differant appravchas for ariginating and
terminating access charges. Thers seems 10 be broud consepcus among economists that
originating access rases will exparience significantly more markal pressure than terminating
sccesy.

The combinad effecs of the changes I'm discusting here rodayis ro take a signficani ssep
toward getsing aceess chorges 1o cost immediately, with the bulk of addisional reductions
coming larcr, over lime.

As 10 future access reductions, it will be critical 10 s#t in morion q predicrable procass in owr
order that will reduce access 1a forward lnoking econpmic cost within a reasonubla vime
period.

...wa also intend ro address 1he question of LEC revovery of hisroric costs...| da not believe
howaver, thar we shol dbegin the inguiry inio the hixtoric cost issue with the supposition thas
the LEC iz neceysarily guaranveed o5 u matier of luw a complere cunainty of recovering al
such invastmant. Takings is cenainly oae of our concerns heve. bus we must aok forges
“givings”. Ler me mantion three: first, giving the LECs cellular licenses worrh billions;
second, giving LECs yeilow puges publishiny opporrunities (aiso worth billions); and third
giving LECz the opportunity 10 anter long distance, where they can lsverage their regulared
local asser.
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* PCC staff. at a meeting, indicates eupport for balanced access charge
reform

* Primary thrust of raform is ¢o replace variable with fixed costs on
rough justice basis

* We balieve context of reform discussion posicive for telces
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Yesterday, several other Wall Street analysts and I met with
senior staff members of the Pederal Communications Commission
(PFCC) Office of Plans and Policy to discuss access charge reform.
The intent of the meoting was to provide some input to the FCC as
to investor expectations for acecess charge reform. Thug, there
wag a lot of discussion at the meeting as to the objectives of
access charge reform (which all agreed was to align the access
charge rate structure with costs), the desirability of a flash
cut or phased-in change in the structure, and the political
problems with implementation reform. While the staff
characterized itself as still being in a fact-finding mode, their
comments indicated a predisposition toward halanced reform from a
revenue standpoint, with mest of the revenues recovered on a
fixed rather than varisble basiag. This would be highly
beneficial to the telcos and consistent with our expectations as
discussed in our industry report raeleased on February 21 and our
February 7 Call Note. We continue toe recommend purchase of
telephone stocks generally.

In the meeting, there was general agreement by the staff that:
(1) the cents per minute charges naed to be almost entirely
eliminated and replaced by a flat per-month access charge, to be
either paid by the and user or the long-distance company, and
(2) chis rebalancing should be accamplished on a rough justice
basis from the telcos standpoint.

The tone of the latter comments was that rough justice could be
interpreted in two ways: .
(1) if rate reductions continue to be dictated by the PCC, :rough
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justice might involve a $1 billion rate cut, i.e. variable
charges reduced by §8 billion or $9 billion and replaced by $7
billion-$8 billion of flat-based revenues in the first year; or
(2) & sharper-~$2 billion-5¢ billion net--rate cut in the first
year with no further cuts required in subsequent periods.

Additionally, it was noted that the telcos weuld benefit from
regtructuring rates from a variable to a per-access line basis
since high usage LD customers would bacome more equalized. In
summary, we believe the overall tenor of the discussion was quite
positive for the telcos.

Prior to thisg meeting., on February 24, in a speech before the
Communications Committee of the National Association of
Regulatory Utility Commissioners, PCC Chairman Reed Hundt
outlined his current views on access charge reform. Chairman
Hundt indicated that there should be a significant step-down in
usage basad access rates, to be recovered by the telcos through
flat, per access line rates. He did note that the acctess line
charges need not be similar across all lines, which would be a
step awvay from cost-based pricing. He also noted that in a
transition to competitive markets, there may also be historical
costs that are difficult to recover. We think this is probably
corzrect but we also think that overall industry cuts of about
$1.5 billion to $2 billion per year over a 3-5 pariod largely
corrects a lot of these discrepancies. In summary, and not
surprisingly, Chairman Hundts comments in his speech ware
consistent with the views expressed by the Staff at yesterdays
meeting.
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* POC staff. at a meeting, indicates support for balanced sccess charge
reform

* Primary thrust of raform is £o replace variable with fixed costs on
rough justice basis

* We balieve context of reform discussion positive for telces
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Yesterday, several other Wall Street analysts and I met with
senior staff members of the Pederal Communications Commission
(PCC) Office of Plans and Policy to discuss access charge reform.
The intent of the meeting was to provide some input to the FCC as
to investor expectations for access charge reform. Thug, there
wag 8 lot of discussion at the meeting as to the objaectives of
access charge reform (which all agreed was to align the access
charge rate structure with costs). the desirability of a flash
cut or phased-in change in the structure, and the political
preblems with implementation reform. While the staff
characterized itself as still being in a fact-finding mode, their
comments indicated a predisposition toward balanced reform from a
reavenue standpoint, with most of the revenues recovered on a
fixed rather than variable basia. This would be highly
beneficial to the telcos and consistent with our expectations as
discussed in our industry repore raleased on February 21 and our
February 7 Call Note. We continue to recommend pyrchase of
telephone stocka generally.

In the meeting, there was general agreament by the staff that:
(1) the cents per minute charges naed to be almost entirely
eliminated and replaced by a flac per-month access charge, to be
either paid by the and user or the long-distance company, and
(2) this rebalancing should be accomplished on a rough jus:ice
basis from the telcog standpoint.

The tone of the latter comments was that rough justice could be
interpreted in two ways: .
(1) if rate reductions continue to be dictated by the PCC, :rough
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justice might involve a $1 billion rate cut, i.e. variable
charges reduced by $8 billion or $9 billion and replaced by $7
billion-$8 billion of flat-based revenues in the first year; or
{2) a sharper--$2 billion-$4¢ billion net--rate cut in the first
year with no further cuts required in subseqQquent periods.

Additionally, it was noted that the telces weuld benefit from
restructuring rates from a variable to a per-access line basis
since high usage LD customers would bacome more equalized. 1In
summary, we believe the overall tenor of the discussion was quite
positive for the telccs.

Prior to this meeting, on February 24, in a speech before the
Communications Committee of the National Association of
Regulatory Utility Commissioners, PCC Chairman Reed Hundt
outlined his current views on access charge reform. Chairman
Hundt indicated that there should be a significant step-down in
usage based access rates, to be recovered by the telcos through
flat, per access line rates. He did note that the access line
charges need not be similar across all lines, which would be a
step away from cost-based pricing. He also noted that in a
transition to competitive markets, thezre may also be historical
costs that are difficult to recover. We think this is probably
cozrect but we also think that overall industry cuts of about
$1.5 billion to $2 billion per year over a 3-5 pariod largely
corrects a lot of these discrepancies. In summary, and not
surprisingly, Chairman Hundts comments in his speech ware
consistent with the views aexpressed by the Staff at yesterdays
meeting.
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* PCC staff. at a meeting, {ndicates support for balanced sccass charge
reform

* Primary thrust of raform is to replace variable with £ixed cosca on
rough justice basis

* We believe context of reform discussion positive for telcos
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Yesterday, several other Wall Street analysts and I met with
senior staff members of the Federal Communications Commission
{(FCC) Offlce of Plans and Policy to discuss access charge reform.
The intent of the mesting was to provide some input to the FCC as
to investor expectations for access charge reform. Thug, there
wag a lot of discussion at the meeting as to the objectives of
access charge reform (which all agreed was to align the access
charge rate structure with costs). the desirability of a flash
cut or phased-in change in the structurs, and the political
problems with implementation reform. While the staff
characterized itself as still being in a2 fact-finding mode. their
comments indicated a predispasition toward balanced reform from a
revenue standpoint, with mest of the revenues recovered on a
fixed rather than variable basis. This would be highly
beneficial to the telcos and consistent with our expactations as
discussed in our industry rsport released on February 21 and our
February 7 Call Note. We continue to recommend purchase of
telephone stocks generally.

In the meeting, there was general agreement by the staff that:
{l) the cents per minute charges need to be almost entirely
eliminated and replaced by a f£lact per-month access charge, to be
either paid by the end user or the long-distance company, and
(2) this rebalancing should be accomplished on a rough justice
basis from the telcos standpointc.

The tone of the latter comments was that rough justice could be
interpreted in two ways: .
(1) if rate reductions continua to be dictated by the PCC, :rough
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justice might involve a $1 billion rate cut, i.e. variable
charges reduced by $6 billion or $3 billion and replaced by §7
billion-$8 billion of flat-based revenues in the first year; or
(2) a sharper--$2 billion-$4 billion net--rate cut in the first
year with no further cuts required in subsequent periods.

Additionally, it was noted that the talces woeuld benefit from
restructuring rates from a variable to a per-access line basis
since high usage LD cuatomers would become more egualized. 1In
summary, we believe the ovarall tenor of the discussion was Qquite
positive for the telcos.

Prior to this meeting, on February 24, in 3 speech bafore the
Communications Committee of the National Association of
Regulatory Utility Commissioners, PCC Chairman Reed Hundt
outlined his current views on access charge reform. Chairman
Hundt indicated that there should be a significant step-down in
usage based access rates, to be recovered by the telcos through
flat, per access line rates. He did note that the access line
charges need not be similar across all lines, which would be a
step away from cost-based pricing. He also noted that in a
transition to competitive markets, there may also be historical
costs that are difficult to recover. We think this is probably
correct but we also think that overall industry cuts of about
$1.5 billion to $2 billion per year over a 3-5 paeriod largely
¢orrects a lot of these discrepancies. In summary, and not
swprisingly, Chairman Hundts commenta in his speech ware
consistent with the views expressed by the Staff at yesterdays
meeting.
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