
ESPs, including ISPs, should continue to be exempted from interstate carrier access charges

as such charges currently are structured.ilI

50. For purposes of this proceeding, the core issue we clarify is that we have

never held that by virtue of the ESP exemption, interstate ESPs are subject to state

jurisdiction for any other purpose, including reciprocal compensation. Accordingly, there is

no basis for some commenters' conclusion that the Commission's classification of ESPs as

end users under the Part 69 regime in any way requires that ISPs be considered "local end

users" or that Internet communications initiated through calls to ISPs be SUbject to reciprocal

compensation.

51. Just as we have tentatively concluded that it would be inappropriate to subject

ISPs to interstate access charges as they are currently structure, our current view. based on

the record in this proceeding, is that it also would be inappropriate to provide for the

recovery of the costs LECs incur to carry Internet communications that originate on the

network facilities of another LEC within the same local area by subjecting such

communications to the reciprocal compensation requirements. While this issue can be

addressed in future proceedings, we believe it is helpful to state our current tentative views.

We are concerned that extending the Section 251(b)(5) reciprocal compensation regime to

such traffic could hinder the development of competition in the local exchange services

market, could cause significant economic distonions in the still-evolving information services

~I Access Charge Reform, Notice of Proposed Rulemaking, Third Repon and Order and
Notice of Inquiry, 11 FCC Rcd 21354 (1996).
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industry, and create disincentives for invesanent and innovation in the underlying networks

that support the Internet.

52. First, if reciprocal compensation applied to Internet communications that

originate on the network facilities of one LEC, and traverse the network facilities of the LEC

that serves the ISP, there appears to be a significant risk that competition among LECs to

serve a large class of local customers -- heavy Internet users who access the Internet through

an ISP -- could be reduced or eliminated. The record indicates that there currently are in

excess of 24 million households that subscribe to ISPs and other consumer "online" services.

and that the number of such subscribers is growing at an annual rate of 34 percent.W

53. In a system where the LEC that serves such a subscriber is required to pay

reciprocal compensation to the LEC that serves the subscriber's chosen ISP, such payments

could, under typical interconnection agreements, reach into the hundreds of dollars per

subscriber, per year or even per month. CLECs, which have "no carrier of last resort"

obligations, could simply refuse to serve subscribers who generate large reciprocal

compensation outflows by remaining connected to the Internet for extended periods of time.

Only the ILECs are required to serve such customers as a practical matter. In this

environment, the ILECs would have no market-based opportunity to generate inbound

reciprocal compensation payments that would offset the payments they must make to the

CLECs. We do not believe that this is the competitive local exchange market that Congress

envisioned in enacting the Telecommunications Act of 1996.

W Interactive Services Report, January 23, 1997 at 1 (citing online subscribership
statistics as of December 31, 1997).
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54. Second, if reciprocal compensation applied to Internet communications placed

through an ISP, there is a significant risk that competition among LECs to provide local

exchange service to ISPs would be distorted. Instead of competing on the basis of service

quality, technological improvements, or other sound bases, CLECs could have artificial

incentives to provide local exchange carrier to ISPs at uneconomic rates, and to establish or

acquire their own ISP operations, simply to benefit from reciprocal compensation inflows.

55. The purpose of reciprocal compensation for local traffic is to ensure that a

LEC is able to recover its actual costs of terminating local traffic that originates on another

LEC's network.~' We stress that while we conclude in this Order that reciprocal

compensation pursuant to local interconnection agreements is an inappropriate way to

compensate a LEC for carrying calls to the Internet that are placed through ISPs it serves,

we stress our commitment rapidly to adopt an appropriate mechanism to ensure that LECs

are duly compensated for such calls. We intend to initiate a rulemaking proceeding to

implement such a mechanism on an expedited basis.

Vll. Conclusion

56. We therefore conclude that calls to the Internet that are placed through an ISP

are jurisdictionally interstate in nature. Because such calls are interstate and do not terminate

on the network facilities of the LEC that provides local exchange service to the ISP, such

ll' Section 252(d)(2)(A)(i) of the Communications Act states that a State commission
shall not consider the terms and conditions for reciprocal compensation just and reasonable
unless they provide for the "recovery by each carrier of costs associated with transport and
termination" of calls that originate on another carrier's network. 47 U.S.C.
§ 252(d)(2)(A)(i).
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calls are not subject to reciprocal compensation under Section 25l(b)(5) of the

Communications Act. Further, this Commission has not required that such calls be subject

to reciprocal compensation.
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Pursuant to your request, this memorandum analyzes whether the Federal

Communications Commission ("FCC" or "Commission") has the authority to proceed with

plans to issue a ruling clarifying the reciprocal compensation provisions of Section 251(b)(5)

of the Communications Act.!' Specifically, we address whether the FCC can issue a

reciprocal compensation declaratory ruling (or similar ruling) despite the fact that the

Association for Local Telecommunications Services ("ALTS") recently withdrew its letter

1/ Section 251(b)(5) of the Communications Act requires all local exchange carriers
("LECs") "to establish reciprocal compensation arrangements for the transpon and
termination of telecommunications." Section 51.701(a) of the FCC Rules limited this
obligation to "local telecommunications traffic." Section 51.701(b)(l), in instances of traffic
exchange between LECs and non-Commercial Mobile Radio Service ("CMRS") providers.
defines tl local telecommunications traffic" as traffic that "originates and terminates within a
local service area established by the state commission. tl Section 51.701 SUbsequently was
vacated. except as applied to CMRS providers. Iowa Utilities Board V. FCC. 120 F.3d 753.
iOO_S2()() n ')1 lS2th r; .. 1007\ nDtitinn fnr rpr/ ornntpn (tlFiahth r:ircllir Oninion tl ).



request for clarification on the issue ("ALT5 Request").Y As described more thoroughly

below, since the Commission has the authority to issue a reciprocal compensation ruling on

its own motion, the fact that the ALTS Request has been withdrawn is immaterial.

Moreover, since all of the requisite requirements for issuing a declaratory ruling already

have been met, it is proper for the FCC to rule on reciprocal compensation without seeking

additional comment or taking any additional procedural steps.

I. ALTS' WITHDRAWAL HAS NO IMPACT ON THE FCC'S AUTHORITY TO
ISSUE ITS RECIPROCAL COMPENSAnON RULING AS PLANNED

There is ample legal support that it is within the Commission's jurisdiction to issue a

reciprocal compensation ruling despite the withdrawal of the ALTS Request. Where the

FCC has the authority to issue such a ruling either on its own motion or on the motion of an

interested party, the FCC necessarily retains its independent authority to issue such a ruling

even if the interested party subsequently withdraws its motion).'

The Commission clearly has the authority, on its own motion, to issue a declaratory

ruling or otherwise clarify its rules, orders, and/or the Communications Act. For example,

Section 1.2 of the FCC Rules expressly states that "[t]he Commission may, in accordance

with section 5(d) of the Administrative Procedure Act on motion or on its own motion issue

Y The ALTS Request, filed on June 20, 1997, requested expedited clarification of the
FCC's rules regarding the rights of competitive local exchange carriers to receive reciprocal
compensation pursuant to Section 25l(b)(5) of the Communications Act for the transport and
termination of traffic to CLEC subscribers that are information service providers.

}./ Even if ALTS had not withdrawn its Request, it is distinctly possible that the FCC
would have dismissed the Request as procedurally defective. Section 1.2 of the FCC Rules
requires that if an interested party seeks a declaratory ruling, it must file a motion. The
ALTS Request merely is a letter that meets none of the requirements typically applicable to
motions. See. e.g.. 47 C.F. R. § 1.727. As a consequence, if the FCC wanted to issue a
reciprocal compensation declaratory ruling, it likely would have had to do so on its own
motion, even if the AtTS Request had not been withdrawn.



a declaratory ruling tenninating a controversy or removing uncertainty. ,,~, As the FCC

expressly has stated, "[t]his Commission envisioned that the procedure [issuing a declaratory

ruling pursuant to Section 1.2 of the FCC Rules] could be used to resolve ... controversies

among carriers relating to their rights or duties under the Communications Act, under this

Commission's rules, or under prior Commission orders."~ As demonstrated by the panoply

of state court suits on the subject, there is ample uncertainty as well as controversy regarding

the reciprocal compensation rights and duties pursuant to the Communications Act. The

portion of the Eighth Circuit's Opinion vacating the FCC's reciprocal compensation rules

adds further confusion to this area.~

1/ 47 C.F.R. § 1.2. Section 5(d) of the Administrative Procedure Act ("APA"),
codified in 5 U.S.C. § 554(e), provides that "[t]he agency, with like effect as in the case
with other orders, and in its sound discretion, may issue a declaratory order to tenninate a
controversy or remove uncertainty." Courts have interpreted the tenns "declaratory order"
used in Section 5(d) of the APA and "declaratory ruling" used in Section 1.2 of the FCC
Rules to be interchangeable. See, e.g., Wilson v. A.H. Belo Corp., 87 F.3d 393, 397 (9th
Cir. 1996).

~I Public Service Commission ofMaryland Petition for Declaratory Ruling Regarding
Billing and Collection Services, 4 FCC Red. 4000, 4004 (1989), ajf'd Public Service
Comm'n ofMaryland, 909 F.2d 1510 (D.C. Cir. 1990).

2' As discussed in Section II infra, the FCC already has met its obligations under
Section 5(d) of the APA because the Public Notice gave adequate notice and an opportunity
for interested parties to comment. In addition to its authority to issue declaratory rulings, the
FCC also has general authority pursuant to Sections 4(i), 4(j), and 303(r) of the
Communications Act to clarify, on its own motion, its rules and orders. See, e.g.,
Amendment of the Commission's Rules to Establish Competitive Service Safeguards for Local
Exchange Carrier Provision of Commercial Mobile Radio Services, 12 FCC Rcd. 17983,
17985 (1997)(relying on Sections 4(i) and 303(r) as authority for the Commission to clarify,
o~ its own motion, its CMRS Safeguards Order); Replacement of Pan 90 by Pan 88 to
Revise the Private Land Mobile Radio Services, 11 FCC Red. 17676, 17789 and 17722
(1996) (relying on Sections 4(i) and 303(r) as authority for the Commission to clarify, on its
own motion, its paging systems rules); Amendment of Pans 21 and 74 of the Commission's
Rules, 10 FCC Red. 13821, 13833 and 13836 (relying on Sections 4(i), 40), and 303(r) as
authority for the Commission to clarify, on its own motion, its unjust enrichment rules);
Corporate Ownership Reponing and Disclosure by Broadcast Licensees, 58 Rad. Reg. 2d
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Obviously, the Commission's clear authority to issue a ruling on its own motion is

unaffected if an interested party subsequently withdraws its original request for such a ruling.

Although our research disclosed no reported decision expressly addressing such a scenario, in

an analogous situation, the D.C. Circuit ruled that an actual controversy exists for purposes

of Section 1.2 of the FCC's Rules even if no interested party requested a declaratory ruling

and thus that the Commission has authority to issue a declaratory ruling in the absence of

such a request)/ In addition, there is FCC precedent for issuing a declaratory ruling, on its

own motion, when the petition requesting such a ruling is deemed "defective.§'

There are also sound policy reasons why the Commission should issue the reciprocal

compensation ruling as planned. The FCC, not interested parties, should control

Commission dockets.2/ Failing to issue its ruling as planned merely because ALTS

§./( •••continued)
(P&F) 604, paras. 51 and 72 (1985) (relying on Sections 4(i), 4(j), and 303 as authority for
the Commission to clarify, on its own motion, its ownership interest rules); Amendment of
Part 73 of the Rules to Provide Procedures in the Event ofa Personal Attack or Where A
Station Editorializes as to Political Candidates, 9 FCC 2d 539, 540 (1967) (relying on
Sections 4(i), 40), and 303(r) as authority for the Commission to clarify, on its own motion,
exemptions to its personal attack rules).

1/ Chisholm v. FCC, 538 F.2d 349, 366 (D.C. Cir. 1976), cert. denied, 429 U.S. 890
(1976).

!I See, e.g., Orth-O-Vision, Inc. Petition for Declaratory Ruling, 69 FCC 2d 657
(1978).

2/ We understand that some FCC staff members may be taking the position that since
the FCC initiated a docketed proceeding, the docket continues to exist despite the ALTS
withdrawal. Although that position makes sense from a practical point of view, our research
did not uncover any FCC decision that expressly supported this position. Indeed, ample
FCC precedent makes clear that assigning a docket number merely is a ministerial act
without any independent legal significance. See, e.g., Associated Press v. AT&T, 18 FCC
2d 196 (1969) ("[Assigning a docket number] is a ministerial action in the strictest sense of
the tenn. It involves no detennination of any kind as to the merits . . . or as to whether a
hearing will be required to detennine the merits of the matters raised therein. "); Frances C.
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withdrew its Request would encourage a petitioner who foresees an unfavorable ruling to

attempt to stymie FCC decisionmaking at the eleventh hour. This, in turn, unnecessarily

would waste the FCC's time and efforts to analyze the issues and prepare a ruling as well as

the interested parties' time, effort, and expenses to participate in the proceeding. Such an

outcome is particularly egregious here, where interested parties and the FCC have invested a

year of their time to address the issues raised in this proceeding. While an entity is free at

any time to withdraw its request for declaratory ruling, the Commission has an independent

obligation to ensure that entities under its jurisdiction comply with the Communications Act,

the FCC's rules and orders.!QI

II. IT IS PROPER FOR THE FCC TO ISSUE ITS RULING WITHOUT SEEKING
ADDITIONAL COMMENT OR TAKING ANY ADDITIONAL PROCEDURAL
STEPS

Given its independent authority to issue a reciprocal compensation ruling, the FCC is

not required, because of the ALTS withdrawal, to seek additional comment or take any

additional procedural steps before issuing such a ruling. Applicable precedent makes clear

that the Commission is deemed properly to exercise its authority to issue declaratory rulings

2!( •.•continued)
Gaguine, 13 FCC 2d 184, 185 (1967) ("The assignment of a docket number is a purely
clerical action. It). However, where the request for FCC action is withdrawn after a docket
number has been assigned, a pUblic notice has been issued, pleadings from interested parties
have been requested and provided, and the FCC has deliberated on the issues for a year, the
proceeding has moved well beyond the assignment of docket stage and the FCC logically
should be permitted to conclude the proceeding by issuing a declaratory ruling. This is
particularly true where the FCC has authority to do so on its own motion.

121 See, e. g., 47 U.S.C. § 208; License Renewal Applications of Certain Suburban
Broadcast Stations Serving the Washington, D.C. Market, 77 FCC 2d 911 (1980) ("While a
petitioner is free at any time to withdraw a petition to deny, this Commission has an
independent obligation to assure itself that licensees are in compliance with its rules and
regulations. Accordingly, while we will grant 0 HR's motion [to dismiss its petition], we
have reviewed these stations' EEO performance on our own motion. ")
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under Section 1.2 of the FCC Rules and Section 5(d) of the APA if it gives notice and an

opportunity for interested parties to comment before issuing such a ruling.1!l The FCC has

already taken all such actions. The Public Notice in this proceeding already has provided

interested parties with notice of the reciprocal compensation issues the Commission intends to

address in its ruling..!Y The fact that these issues originally were framed by ALTS is

immaterial. In fact, the ALTS Request only framed a portion of the issues in this

proceeding. Whereas the ALTS Request was limited to reciprocal compensation rights with

regard to information service providers subscribers, the FCC sought comment on such rights

for enhanced service providers as well.ill

In addition, the Public Notice already has afforded interested parties with an

opportunity to fue comments and reply comments. Indeed, the FCC extended the time

period for fuing reply comments, thereby increasing the opportunity for interested parties to

participate in the proceeding..!.!1 At least 45 entities availed themselves of this opportunity

by filing comments and/or reply comments in this proceeding. Withdrawal of the ALTS

Request does not alter that opportunity. Moreover, since this proceeding has been pending

ill See, e.g., New York State Comm'n on Cable TV v. FCC, 749 F.2d 804, 815 (D.C.
Cir. 1984); New York State Comm'n on Cable TV v. FCC, 669 F.2d 58, 62 (2d Cir. 1982);
North Carolina Utilities Commission v. FCC, 537 F.2d 787 (4th Cir.), cert. denied 429 U.S.
1027 (1976); Chisholm v. FCC, 538 F.2d at 365 .

.!Y Pleading Cycle Established for Comments on Request by ALTS for Clarification of the
Commission's Rules Regarding Reciprocal Compensation for Information Service Provider
Traffic, 12 FCC Red. 9715, Public Notice (released July 2, 1997).

ill Id.

.!.!I Request by ALTS for Clarification of the Commission's Rules Regarding Reciprocal
Compensation for Information Service Provider Traffic, 12 FCC Rcd. 10422, Order (released
July 22, 1997).
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for over a year, interested parties also have had ample opponunity to make any ex pane

filings they deem necessary.

In particular, there is no legitimate reason to require interested panies to file

additional comments in this proceeding merely because ALTS withdrew its Request. Since

the record is relatively recent and there is no decisional changed circumstance that would

properly impact an FCC decision in this area,l1' additional comments would be

unnecessarily repetitive with the existing record and would delay Commission guidance on

the important issue of reciprocal compensation. This is an extremely volatile issue for the

communications industry with significant financial consequences. Delay will only prolong

market confusion and the need for costly litigation. It is essential that the FCC act in a

timely fashion and not allow gamesmanship on the part of one company unnecessarily to

delay FCC resolution of this important issue.

***

Please let us know is we can provide any additional information or otherwise be of

assistance.

11' The extension of time for the reply comments in this proceeding was granted to allow
all parties to take into account the implications, if any, of the Eighth Circuit Opinion. Thus,
such implications already have been addressed in the record and do not constitute changed
circumstances that warrant additional comments.

_ 7 _



UCP

Utendahl Capital Partn...., L.P.

Cyatlala 1.. HGUIto.
212..797.1864
cboulIDn@utandahl.com

CLEC INDUSTRY UPDATE

I.qtdly a-rell
T~SCr"'

WtlIIaa4ay. JlIIy 0 I. 1991

TelecommuDicadoDS
Services

Lolli-term Ratiq: N/A
SlIort-terna aa....: NlA

Risk: Above A¥fII'IlP

eo....l Tidl..- Price M.... V.... S.TIL-T RadII, PriaT.....t
Electric LiJbtWl\'c, Inc. ElJX Sil 1116 ",un AccumulalC'lBuy NlA

c.spire CommUfticalions. Inc. ESPI S22 9/16 $1.311.6'0 AccumulalclBuy NJA

OST Telee:omrnuniclliOlll, tnc. GSTX S147/16 $64a.361 AccumulateJBuy NJA
Intermedia Communic:ations. Inc. lOX ~I 15/16 S2.639.ew AccumuJaaclBuy SSO
ICG Communications. Inc. ICOX $369/16 $1.563.235 Buy/Buy $40
Mc:LcodUSA. lAc. MCLD SlB 718 52.453.052 BuylBuy $4B
NEXil..INK Communicallons. Inc. NXLK $377/1 $2.294.000 Buy/Buy S40
Teleport Communications. ItIC. TCGI $54 1/4 59.217,.2jO NcuaallAccumuJlIC NJA

USN Communie:acions. Inc. USNC Sl718 SISB.m BuylBuy S'13
·MIrin:l VUIII in (00Qa)

SVMMARY OPINION

• We remain bullish on the Competitiw Local
Exchanp caner (CLEC) II1cbamy for both
sbort- and Iona-tam ioVesanent nMumJ.

• 511'Onl revenue arowth. iDcnIHci u:cess line
penetration and _Iinina EBITDA 10ues are
expected for 2Q91.

• We reiterate our sbon-tenn Buy ntinp on stwes
of lnwmedia CommuniCltiofts. Inc., ICG
Communications, McLoodUSA. NEXTUNK
Communications and USN Communications.

PRICE COMPARISON

• CLEC Index VI. NASDAQ VI. S&P SOO YTD
Price Perfonnancc.

~_ ....
.. _'1 ~ :.: ....

.,. ......"'''...." .'--..".. 1(•• ••

INDUSTRY HIGHLIGHTS

• Over 1.6 million installed aceas lines as of
MfIrCh 31. 1991. expected to uceed 2 million by
June 30. J99I.

• 149 opII'Itional voice switches, COftIlCetioas 10
owr 37.000 builcUnp. co~ in over 516
lLEe ccmral offices. and lICCess 10 over 1.1 fiber
miles.

• Revenue in 1991 is estimated to exceed 53.6
billion.

MARKET PERJi'ORNIANCE

• As of June 30. 1998, the year-u>-date (YTD)
return on OW' CLEC JDdex WlIS 24% (YTD retUrn
~ .500 is 16% and mum on NASDAQ is
2CW.).

• Our CLEC SUM:k Judex Is worda OVS' $30 billion
with ITC"DehIcom (up 155% YTD) IDd
Metromedia Fiber Network (up 191% YTD)
leadiq the .,oup in price appnciIdon for 1991.

• Dunne 209', us LEe CorponItioa, Hyperion
Telccommunicationa. and MOC
Communications all raised initial public equity.

-CUIC - NAIDAQ ••••••• ..,.100

'2 V1 ."
Mo'f {"'qrmqtion dyqj{qblc Up Rmwt

~'ceo-hnMra. 30.,.., s--. ~,.i I'leor....... YOlk. NY 10004. 212·717-2500



UCP EqUII)' a-rca
T.I I II '2aialli_ s.-r_

W......,..1IdyOI.I99I

ACCUS LINE Sl'ATlnJCS

Our Accea LiM Statistics chart breIb doWl'laccess lines into three different cmel0rics: on·nec, hybrid and
male. In Iddlticm. we have reatecl ac:cas lines in order to reflect die ditlerent multipliers used by CLECs
to tepa" access lines. Ac:ccss lines remain a key CLEC metric for predictilll future revenue JI'Owdi and
pins in market pefrilaamcm. On-net and hybrid access lines also provide indicators of network utilization
and return on invested capillI. while resold access lines provide potential network utilization once die lines
are convenad to CLEC MtWOric ftlcilitiea. At the end or 1091. C1.ECs h. inslllled over 1.6 million access
lines (exc:ludina Me1.D acquired 1LEC lines), raultina in a 2% penetntion of the installed businnl access
lines in the U.S. From 4Q97 to 1091, installed access lines increased by 44S.S40. For 2091, we expect
this value to increase at similar lewis to OYCf 2 million installed IICCCSS Jines.

PtftpIMgMi
On-n« AC"" LillG: Access lines connected to CLEC fiber and switches.
HybrId ACCIU LinG: Access lines connected to CU~C switches but trInspon facilities leased from other
cmien.
RaGl, ACCCU LillG: TOtal service resale access lines (TSR), lines dw do not touch the cue netWOrk at
my point.

THE TRUTH ABOUT REsAlL••
...Almost every CUC is doinl iL On a reponed buis, of the 1.6 million iftsuIlcd CLEC ~cas lines, ~oe/.

are tOtal servic:e resale (TSR) Una. Oflhe eLECs in our cbIIt, only Teleport Communications Group has
no TSR accas lines. Even thouP moat CUCs arc not discussinl res. as a put of their market en1rY
strauai.., we 1hink it iI an important I*t of meif busine.. model aad deserveI some IlIention. Fint, we
think it is importut to .. away the neplive ltipllllilm aurroandinl resale. ClECI ........lIiftl KCesS
lines for a rmmber of ditrerent NIOftS. Mmy eLECs .. pnowIlinl in markeu before their &cili_ are
operational. PrHeIUna is a way to ... C\IItOIDefI and stIrt bUiJdilll up ..... force in • mace while the
CUC inial.. its swi&chos aftdIor fiber. In addition, v«"j few CLECt are aneradDa politi.,. EBlTDA
(Eaminp Bctore Interest Tax Depreciltian aut Amortizltioll). so empbais must remaiD on revenue,
acC1l1l line MId Decwork IfOwtb. 11w operatbIa loaes are clriviDa mID'}' CLECs to resell in order to produce
revenue and access line powtb. A window of opporamity e:xiaU for CLECs to sell intopated data and
vaice services to c:omtIleRiaI UMrI bIfoI'a 1IIQIl ofdle larpr conrpetitors In able to offer tile liliie scrnces.
Given a finite window ofopponunity, we tbiDk it Is imponant for CLECs to pin market shire by sellinl
intearated SCl"Yices to end uaen, tbrouah resale. bybrid IIld on-net fldUties.

For the rest of 1991 we estimate thIt pwth in hybrid IDd TSlllineS will exceed on·net ICCCSIllne powtb.
As we approach the end of 1991, we expect increucd automaICcl pruvisionin& will incrasc bybrid and on
net ac:cess liDe JfOwth. Altboqb lIIIIIy CLEe. plan to con'¥Ctt tho TSI. Ii.. to hybrid Iftdlor OftooftCt, the
timiD. is often uncenain Iftd die econamics may nat ahnys JUItify convCl1iq custOmers due to Iheir
10Cllion &om • Ccntn1 otftc:e or a CLEC switch. Alaouth die CLECs have stIlId they p1lll to spend in
excess of13.6 billion on Clt'ital expansiofts incJudlnl IWitdI illltlJlation, fiber deployment and collocating
facilities in lLEC ~tra1 omc:es tile arowtb ofTSIt implies thIt male is stil1 the fastest method of ft*ket
entry venus hybrid or on-net. Resale allows filter marlcet pcl\ID'IIion, maue srowdl and access to
custOmers, which are key facton to pntruina positive financial fandlmentala.

CREATING VA.LUE

The CLECs have craaed tremendous value for investors over the put 12 mOfttbs. Clearly the IteIdy -price
appreciIdon hu crCI&Cd sipirlClftt public market value. At the bepmina of 1997, nine public CLECs
were wonh about: S10 billioD. today II public CLECs arc wonh over $)0 bi11ion. In II months the CLECs
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months, CLEC business models have abo evolved witb iIlcreued emphuis on data and GUIer enhanced
services.

VALUATION METRICS

In our CLEC StlnCllrd IWios cbIrt we have compiled I nunaber of mClric:s iJlcludin,: Total Enrerpriu
Value (TEV)lI99IE 1tewnuc; TEVlOtoIS PPE; Tl!V/Accea Line; Debt to c.pital: 199IE
RevenuelEmployec; 1991£ RrteauWGrou PPEi AYI- MGaddy RevenucIAcceu Line; lind Avg. Meas
LinclCuseomer. As of .June 29. 1991. CLECI wen vaI1Ied It aboul 7.6x 199IE revenue. 4.3x Grass PPE
end S16.470 per ICCtsIline. These valulticln I*IWRICCfI nlipiftcantly lower tt. the averap values for
4Q97. The futon driYiftl dowD these YllUItion J*WI'lIIIrI ." bodt the increued DUIIIIMr of public
CLEC, and iIlttmal powth .......... esdmIted for 1991 venus 1997. As Ibe CLECs evolve from
stilt up companies to operational C08IpIftiea. we feel our vaIUItian mtnrics wi)) decline furtbct. The rapid
arowdl in maue, uerworX deploylllent and~ Jirte peneInlioft is likely to ouapace CLEC price
appreciation.

DIFFlUNTJATING CLECs
Even dsoup our CUC Index I\u oatapecfonllcd bodI me SAP 500 aDd the NASDAQ CoaI..ife. some
eLECs have \lftder.pel'fclnIIed ia 1"1 rtladve CO our CLEe Index lad the broider ft*IcIt indica. lJl the
table below, three of the CLECs (e oat CO me ticker) rIiMd faidIJ public equity ill 1"1. US LEC
Cor,orMion (ticker: CLEC) is the aal)' CLEC tIwt baa iaued iaitfal public equity in 1991 mat bas out
performed our CLEe Index and the braMIcr marka indices with I YTD NUll of3,.4-
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As the public CL£C sector Bl'Ows, we expect inYeSCOC1 to continue dlft8rentildng their business sacqies..
manasemam tamS and operaUna perfonnInce. AIIJIouIh we believe it will become increasingi)' imponant
10 dJffmntille me ditrenmt CLECa. we belleve dais • number ofmarket entry S1TateJi1lS will be lucc-aful.
With 2091 results on the horizon. we expect pater ditrcrentiation between the CLECt in terms of
oporatinl perforrnanc* and price appreciltion. We remain bullish on sham of Incermedia
Conurnmie:ationa, Inc., JCO CommuniCldions. In<:., McLeodUSA, Inc., NEXTLlNK Communications. Ine.
Inel USN Comnumic:adons. Inc.

A CLEe WITH A DIFFERENT MARKET ENTRY STRATEGY
We reiterate our Bay rauna on shires of USN CHlm.lllatlons, Inc. wlm a 12-month price aq_ of S23
per share. We inidazed cover:tp on USN Comnumications in April 1991 and bave not fundamena1ly
chanpd our view Oft th. positiw upside for the shares. Since loaina .,% of its marJccI value from iu !PO
price of$16 per share in Febnauy 1991. USN is aipificaatly uncIervaluocl relative to its peers. USN has
crated sipif'k:ant value by hirilll Iftd trainial over '00 ales people and instaUinS over 275.00 (2Q9IE)
resold a=ess lines. Ju tolIl emerprite value to IHIE revenue is 1.2x. This value is sipiftcansly lower
than any other CLEC. Its TEV per ICCCSS line is SJ.16S, also sipificantly less than industry avenges.
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Our CLEe index includa the fbliowina 18 Competitive Local Exchanp Carriers:

AdYMCed Rlldio Ttlecom (deicer. AR'M')
US LEe Corparldon (ticker: CLBe)
Electric lJahtwtw, IDe. (ticker: EUX)
e.spire Commt.aUc:ldona. Inc. (ticker: ESP)
aST TelecolllmUDiCltioas. IPc. (ticket: CiSTX)
Hyperioo TeJeconummialtions, Inc. (tielcer: HYP11
I_huedi. COaamunialdoas. Inc. (dcbr: ICIX)
ICO ColllllWDicldons. IK. (ticker: ICGX)
JTC"'DeItlcom, 1JIc. (ticJctr. ITCI)
McLeodUSA.~ (ricbr: MCLD)
MlU'OInedia Fiber NeMork. Inc. (ticker: MFNX)
MOC COaunuaicldcms, Inc. (ticbr. M<iCX)
NEX'I'lJN1( Commuaications. Inc. (ticker: NXLK)
T~eport COlMRIIJiadons Oroup. Inc. (ticker: TCOI)
Te1ipnt (dcker: TON1)
RCN Comm1Ullc:atians. IftC. (RCNe)
USN ComInuaicldons. Inc. (tiClker. USNC)
Winscar CommunicatlOlll.lne. (ticbr: WCII)

·OUf CLEC Index was c:reated usinl mlltet capitllizltion wciabtinp for the J8 scocb listed Ibove.

TtliI-.. II III _ III UIIIllIIlll c.- ,-P. (UCJII) not~_" •
................... 1IIt -. '"'"~""'i \11IIIII ........, fIIl" .
....... III iW4b CIIiInt : _notMCilIMIIIeO 11:I
n.- .-at.,...,. ". £5_. II not • 'II _lIIlIV Dr ua Of III ClfIIr ., tile .......... filii ..., • Iluy • III 11"I
..... .",__ __ UCP ......... oDIlOIIIn til ...... .,.11I_" c:hMII. ,.,. til
..... uett."--' or_01..,... "* have IOIlO Of ItlOft 1IQIIIlInI1I'l. IIlG DUY or ......,...11I --.
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Competitive Loc:al Exchange C.n1er (CLEC):Ac~ U,.. Stadalk:s

\/elMS tIIkAln .. 1Urdl 30, IBM triMa otIIlWiM naCed

teax iiCtJF iiGCi iCdi"" uS;;: W&"1i:br CL.EC BJX UPl GSTX ICtx MJlUl TOTAL

Repcx1ed AccIM~ 15.S3lJ 41.270 11,Q3 44•• 2211.517 tla.ISI 3n.• 20,124 72,1304 525,114 225.1S2 111,IlOO 1,701.522
0n-nIl NtA 26,126 1.331 1S,Im 54,8Oi . NlA 13,. m,2.1 · 1.525 42O,no
tt)brid HI" 1••«S 90331 23._ &C.osa 44,110 119.200 NlA 53,e18 USI7 - 1.525 347,7a2
~ HlA 1,201 3U11 6.000 158,S28 &7,131 214.100 HI" 5.11t . 225.1S2 n,5DO 101,'"

'Retllded Ac.c:eM l .... 12,5011 29,587 57.W 30,000 'U.t52 las, tSl 313.900 HI" 72,134 325,'74 225.1S2 116,IlOO 1,11$2,.7
()n.tM( HI" 11.43e U31 10.000 5....0t HI" 13,406 2$3,217 · ',525 .,Ig4
HyDrid HI" U26 t.~1 ~5.000 25.$13 44.110 1MI,2Dll MIA 53,." 32.547 · '.525 2M.ln
IlMcI*t HI" t.20, 38.111 5,000 156.621 af,Ul 214,100 MIA Ult . 225.llIl2 72,_ 1lJ7.811

peruntcMlnnu
R.eportM WI RMIMd ~ ·2. mli .m. -I~ 0'l6 OK HI" OK ~ OK mli -,,,

OIHW HI" .",,, mli .,,'" NlA 0'l6 HIA NtA ~ ~ NlA mli --",

Ittt"t NIA .",,, mli ..m6 -«lK 0'l6 ~ NI" mli ~ NlA OK ·'5"
RuoId NtA mli 0'l6 0" 0'l6 0'l6 ~ HlA OK NlA 0'l6 OK 0'l6

IN'1*tfIillClll
~Aol.-UnM

On-NI NtA .", ,. 3d mli ~ OK HI" "" ~ mli "' 2'"
II1bid I4IA J5t' "" ~ ~

,..,. .l2" NIA 74" t~ mli IS" ~

RMd4 HlA '"
..,.

"" 1t" 4~ "'! NlA '" mli 10l'IS' ~ 4'%

"fleIlated Acx:eu~
On-HII NtA 'Z" "" ~ 05 2ft ~ HlA "" "'" 05 " 2~

~ MIA ).f" ,.
~ 14" 2." 32t' NIA '4" t~ 05 a" I~

Red:I HlA f'6 .. ,", ~ 4" "" JoNA '" 0'l6 tOOK ~ ~

SIluRlI. ~R8purtlIndUCP ......

....1O.7OGCCI LEe"
~ lD ___ loIIIcIiItIn» antr ecoIU....

~ 1CC*a......... Nfl1OlolII01-. line IIUIipIIR.
......~·nal~
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Competitive Local Exc••Cam. (CLEC): NetwoItl S.......cs

V.... .....,.. II Man:.:h 30, UIM ...... '*-wIu rlClled

1'Iiiif .~ c:l.R ...--- .... - 8m- ICII -ICU nllClD" IIOCX NlIlJ( WOP' UIHC well"" TOTAl
........ TCIIII AI::I:MI G;i 12,,581 21,1\81 57.133 30.IlOO 182.152 1lIlI.158 313.900 HI" 72,834 325.874 225.962 "'.000 1.552.867
"'R-...cl 0IHwitdl AcceM u- MIA 21.• 'l.lIe2 25.000 25,823 •.018 ".2'00 HlA 87.023 325.174 13,050 701.117

Vokie SwiIdIR 4 5 11 14 ,. 20 MIA 3 14 38 MIA I. 14~

ToIII....CaMeditd (lBC1 Nt" I" 1.112 2..- 4,071 3,131 HIA NtA '.51' '4.1" MIA 2,440 37.101
~ ..... NtA 2,525 1.314 U41 no 3.114 HlA HlA 2.031 I.G5 MIA HI" 2•••05
f ....... HlA 145.350 .,2.... ft1 ••05 34.150 11',074 HI" HlA .4•.781 4113,680 HlA NtA 1.154.733
c.rnIo.-~ HlA 23 51 87 52 35 HI" 'D 0 teS MIA HlA 51.
MwUlaSetwd HlA 75 32 40 eo 5 17 3 2lS 15 30 21 474
on. SoMIdIII HlA 31 47 23 150 15 MIA HlA ea. HlA HI" 1,141

er.-tIdt~......,..... AVERAGE

~Aa-.""""" MIA 5.173 1.OM ".,... 1.3411 .,115' MIA HlA 4.717 8.571 HlA. an 4.710
~A.a:-.~ HlA. 45 .0 • 6 25 NlA Nt" .0 22 HlA 5 11
~Aa-.~"_ HlA It •• 15 33 31 NlA HI" 33 J4 HI" HI" 33
~AcrMa~"" NtA 020 0.17 0.23 0.74 0.... HlA MIA 047 0.• NlA NlA Oil
0IHwlKtI AcmU tir-.IOO HlA 1.233 322 373 493 2,121 HlA MIA 111 1.711 MIA HlA uea
()n.~AcrMa~ HI'" 318 513 G5 320 '11.104 ',023 HlA 2,571 5.013 HI" 121 '.411

'TObIIMbIteO __ lIMe ................. fZI_lInI ........... from ... NflCllted 1nIIIIIId....
"'ftedted on-ntIcII eccMI __ reIBct Ihe_IfZI-. ..~ '""" hwtlrid" DIH'IlIt~ ....
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