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EX PARTE

Ms. Magalie Roman Salas
Secretary
Federal Communications Commission
The Portals
445 1ih Street, S.W., Room TWB-204
Washington, D.C. 20554

Re: CC Docket No. 99-68

Dear Ms. Salas:

202463-4108
Fax 202 463-4631

Today I sent the attached letter to Dorothy Attwood, Chief of the Common
Carrier Bureau. I, along with Gary Phillips from SBC and Whit Jordan from
BellSouth, also met with Glenn Reynolds, Tamara Preiss, Adam Candeub and
Rodney McDonald from the Common Carrier Bureau and discussed the contents
of the attached letter with them.

In accordance with Section 1.1206(b)(1), I am filing two copies of this notice in
the docket identified above. If you or your staff have any questions, please do
not hesitate to call me.

Sincerely,

~
Robert 1. Blau

Attachment

cc: Dorothy Attwood
Glenn Reynolds
Tamara Preiss
Adam Candeub
Rodney McDonald

Kyle Dixon
Rebecca Beynon
Jordan Goldstein
Denna Shetler
Jack Zinman
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Ms. Dorothy Attwood
Chief, Common Carrier Bureau
Federal Communications Commission
Washington DC 20554

Dear Ms. Attwood:

BELLSOUTH

Robert T. BIIU, Ph.D., CFA
Vice President-Executive and
Federal Regulatory Affairs

202 463-4108
Fax 202 463-4631

February 1,2001

I am writing, once again, on behalf of BellSouth, SBC, Verizon and Qwest about the
unreasonableness of subjecting dial up Internet access traffic to reciprocal compensation
payments. In discussing this matter with you and your staff, we have agreed that reciprocal
compensation rates have declined significantly in some areas in the last year or so. Even so,
continuing rapid growth of dial up Internet minutes has resulted in increased payments for this
traffic. Coupled with rapidly declining costs of network facilities used by the CLECs to route
Internet calls to ISP modem banks, these increases have produced ever greater economic
inefficiencies and distortions that will surely persist unless and until the Commission requires all
carriers to recover costs they incur in routing dial up Internet traffic from their own customers.

Quite understandably, you and your staff have urged that we document the latter assertion and to
make that information available to the Commission. As we have explained, doing so has been
difficult largely because the costs at issue belong to the CLECs who, of course, have no interest
in making these data publicly available.

That said, we wanted to bring your attention to the attached September 19, 2000 report prepared
by Peter J. Kennedy and other securities analysts at Morgan Stanley Dean Witter that follow
CLEC stocks. While the report focuses on Pac-West Telecom, it contains several general
observations that are clearly germane to the on-going debate over reciprocal compensation. From
our perspective, the following five are especially noteworthy

First, the Dean Witter analysis makes it abundantly clear that CLECs do not terminate dial up
Internet calls. Rather, they simply route dial-up access traffic that they receive from ILEC
customers to modem banks where those calls are converted from an analog to IP format and sent
on to the Internet. The report also points out that increasing numbers of ISPs are outsourcing
their modem banks to their respective CLECs in an effort to minimize capital requirements. In



these instances, the ISP effectively becomes a marketing or sales agent for Internet connections
provided by a CLEC - all of which is illustrated in a simple and straightforward manner in
Exhibit 7, "Anatomy of an Internet Subscriber." Even a cursory review of this material should
conclusively demonstrate that dial up Internet traffic is clearly interstate in nature, and that
intercarrier compensation arrangements for dial up Internet access traffic can and should be
regulated under Sec. 201 of the Telecommunications Act. (See page 12)

Second, the report concludes, "rumors of the death of dial-up Internet access have been greatly
exaggerated." Exhibit 9 shows the number of dial-up users increasing to 71 million subscribers
in 2003 up from 51 million subscribers in 2000 - a 40 percent increase over the next three years.
Exhibit 10 in turn, implies that growth in dial up minutes per CLEe line/port will increase by 75
percent over the next three years. The authors attribute this growth to: 1) the emergence of free
ISPs such as NetZero, 2) corporate subsidizing of the Internet (e.g., Delta Airlines giving all
employees a home PC and an Internet connection), 3) declining PC prices, 4) the proliferation of
new applications and 5) the customers' inability to access broadband services. While this
forecast is on the low-end of other analyst forecasts (which we have provided to you in prior ex
partes), it still reinforces that there is no support for the CLEC position that the spiraling growth
in dial-up Internet minutes will vanish overnight. (See p. 13)

Third, the analysis corroborates our view that market forces will not reduce rates fast enough to
resolve the reciprocal compensation problem at least in the foreseeable future. The reasons are
twofold. The first has to do with widely held expectations that dial up access minutes will
continue to grow rapidly at least over the next three years. The second reason relates to the fact
that "technological changes and general capital cost reductions are offsetting reciprocal
compensation declines in near term downward pricing trends. Soft-switch prices can be almost
70% cheaper than circuit-based technology." (See page p. 9)

Fourth, Exhibit 10 demonstrates that the CLECs are billing both the ISP and the ILECs for
terminating dial up traffic at rates well above costs, and, therefore, many are reaping
extraordinary profits on services rendered to the ISP. The pro forma analysis concludes, for
instance, that in 2000 the annual internal rate of return (lRR) on basic dial up access services
provided to a typical ISP worked out to about 357.1 percent. It also shows total capital
expenditures on switching equipment used to route dial up Internet calls to ISP modems is
presently being recovered injust 7.4 months even though that equipment has a useful economic
life of six years!

Interestingly, data depicted in Exhibit 10 further indicate that the cost of CLEC switches
typically works out to about $1.18 per port or line per month. I Assuming, as the Dean Witter
analysts do, that each line carries about 12,000 dial Internet minutes per month (which we

1 On Exhibit 10, the leased T-1 expenses apparently are for the facilities from the CLEC class 5 switch to the ISP
modem bank (see Exhibit 7). Since these facilities are on the CLEC customer's side of the CLEC switch, the
expenses for these facilities should be recovered from the CLEC's customers. The DS-3 Trunk (per line) expenses
on Exhibit 10 apparently are for the facilities from the LEC tandem to the CLEC class 5 switch (see Exhibit 7). If
these facilities connect a LEC tandem to a CLEC class 5 switch located within the LATA, the ILEC either provides
these facilities to the CLEC or leases these facilities from the CLEC. In either event, the CLEC does not pay for
these facilities. If these facilities connect a LEC tandem to a CLEC class 5 switch in a different LATA or state, then
the CLEC leases the facilities from a provider other than the ILEC.
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believe is an overly conservative estimate), the CLECs average switching costs for dial up traffic
works out to about $.0001 per minute or about 2 to 5 percent of current reciprocal
compensation rates.

Finally, Dean Witter's analysis implies that even if the Commission immediately went to "bill
and keep" for dial up Internet access traffic, a typical CLEC could still reduce monthly charges
to its ISP customers from a current average of $17 per line down to $16.20 - or by nearly 5
percent -- while maintaining a positive net present value (i.e., competitive rate of return) per
subscriber assuming a 12 percent annual discount rate. This facet of the analysis is noteworthy
because it clearly indicates that reciprocal compensation payments for dial up Internet traffic
could be eliminated in their in their entirety without forcing the CLECs to raise per line charges
to their ISP customers.

All in all the Dean Witter analysis corroborates what we have long held about the payment of
reciprocal compensation for dial Internet access traffic. Such payments represent a totally
unreasonable transfer of revenue from the ILECs to CLECs for reasons that have no basis in
economics or the law. For these and several other reasons that we have discussed with you in
recent months, the Commission needs to shut down this particular regulatory arbitrage without
further delay.

If you or your staff have any questions about the attached analysis or need additional
information, please do not hesitate to call me at your convenience.

Sincerely yours,

Cc: Kyle Dixon
Rebecca Beyon
Jordan Goldstein
Denna Shetler
Glenn Reynolds
Jack Zinman
Tamara Preiss
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United States of America

Telecom - CLECs

Pac-West Telecomm
Reuters: PACW.O Bloomberg: PACW NASDAQ: PACW

Fully Funded but Not Fully
Valued

Peter J. Kennedy
212761-8033
peter.kennedy@msdw.com

Edings Thibault
2127618553
edings.lhibault@msdw.com

Julie Moulds
212-761-63.'1
julie.moulds@msdw.com

InItiating Coverage September 19, 2000

$14.44
$25

$42-$10

OUTPERFORM

Price (September 12, 2000):
Price Target:
52-Week Range:

._--------

PACW Price Performance Since IPO
(9/4/1999)

Source. FuuSet and MSDW Research

Company Description

Pac-West Telecomm is a provider of integrated
telecommu nications services to ISPs and small- and
medium-sized businesses. ISPs collocate either at
Pac-West's switching facilities. or subscribe to an
integrated managed modem service. For small- and
medium- sized busine" customers. Pac-West bun
dles telephone equipment. design. installation, and
maintenance with local. long distance. and data
service~.

• Coverage initiated with an Outperform and Tier II rating
We believe that Pac-West represents one of the best risk/reward
values in the CLEC space and it is our top Tier II play.

• Unique retail strategy is key to value
Retail penetration is outpacing ISP growth, which diversifies
revenues and reduces regulatory risk.

• Company has liquidity and profitability
Pac-West is fully funded to free cash flow positive and is now
generating 30%+ EBITDA margins.

• Valuation is compelling
Pac-West is trading well below its peers despite its projected
growth rate and good near-term visibility.

FY ending Dec 31: 1998A 1999E 2000E 2001E

EPS ($) (0.09) 0.15 0.28
CEPS ($) 0.16 0.74 1.20
Revenue ($ m) 68.2 136.2 182.0
EBITDA ($ m) 24.9 42.2 61.9

PIE NM 101.8 50.9
PICE 52.7 20.1 11.9
EV/EBITDA 24.2 14.4 9.0

EVfRev 8.8 4.5 3.1

Market Cap ($m) 552.0 Q'rtly 1998 1999E 2000E
Enterprise Value ($ m) 602.0 EPS actual curr prior curr prior

Shares Outstanding (m) 38.7 Ql 0.06

Q2 0.04
Q3 0.3E
Q4 - O.Q1E

E = Morxan Stanley Dean Witter Research Estimate.

Please refer to important disclosures at the end of this report.
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Fully Funded but Not Fully Valued

IPage 2

Summary and Investment Conclusion
We are initiating coverage of Pac-West Telecomm with an
Outperform rating and a 12-month price target of $25.

We believe that Pac-West is well positioned to be a strong
regional communications provider since it has the two com
ponents necessary for scalability: strong management and a
fully funded business plan. We expect the company to post
above-average top-line growth and profitability given its
management unique retail strategy, and its profitable ISP
(Internet service provider) product offerings and distribution
relationships.

The company's retail offerings include local, long distance,
data, and equipment. We expect this revenue stream to
grow substantially over the near term, outpacing its ISP

Investment Positives

Strong management team and good near-term visibility.
We believe the company's near-term targets are likely to be
attained as Pac-West has a solid track record of meeting or
beating Street expectations since it went public in late 1999.

Unique retail strategy. The company targets small- to
medium-sized businesses by selling a bundle that includes
telephone equipment, design, and maintenance with local,
long distance, and data services. The company's retail dis
tribution channel continues to outpace its strong ISP chan
nel, reducing concentration and regulatory risk. This strat
egy provides a "sticky" customer base, with every customer
taking an additional product besides local service. The
typical contract length is 3-5 years.

EBITDA positive. The company is currently posting
EBITDA margins in excess of 30%. We expect margins to
remain high even with significant dilution from geographic
and product expansion as the company continues to improve
network efficiencies. We expect gross margins to improve
as Pac-West enters into fiber IRU (indefeasible right of use)
agreements, alleviating much of the third-party backhaul
expense.

Pac- West Telccomm-- September /9. 2000
.... _.... - ------------_._-~

Please refer to important disclosures at the end of this report.

channel and thus significantly reducing exposure to any
regulatory overhangs. In addition, the company has a
strong management team and is one of the few CLECs with
a fully funded business plan. Pac-West is currently
EBITDA positive (more than 30% margins) and is expected
to be free cash flow positive by 2003.

In addition, we believe that the company's valuation is at
tractive and has been dragged down by recent concerns re
garding the ISP distribution channel. We do not believe the
stock's current price reflects the company's potential
growth opportunities.

Pac-West's strong near-term visibility, high liquidity, and
reasonable valuation make it one of the best risk/reward
plays in the telecom sector, in our view, and our top Tier II
pick.

Minimal financing risk. Pac-West's current business plan
is funded until the company becomes cash flow positive,
which we estimate to be 2003.

Strong liquidity. Pac-West boasts a low leverage ratio,
with its only debt financing being a $150 million senior
credit facility. We believe this puts the company in a good
fundamental and strategic position. Fundamentally, Pac
West has additional borrowing capacity for further expan
sion plans or acquisitions. The company is also a more at
tractive takeover candidate with a reduced debt overhang.

Attractive valuation. Pac-West is trading at 3.1 times
2001 revenue and 9.0 times 2001 EBITDA as compared to
4.2 times 2001 revenues and 40.5 times EBITDA for its
peers. On a three-year EBITDA-to-growth basis, the stock
is trading at 0.33 times versus 0.36 times for the CLECs as a
group.
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Exhibit 1

PACW Financing Status
--------------------------,

IPage 3

(5000:," - except per share)

Total Cash on Hand
Available Line of Credit

Total

2H2ooo
EBITDA
Capital Expenditures
Acquisitions
Cash Interest
Working Capital

Cash Balance at 12/00

FY2001
EBITDA
Capital Expenditures
Cash Interest
Working Capital

Cash Balance at 12/01
Source' MSDW Rt'.learch

Pac -West Telecomm - September 19. 2()()()

Pac-West

$134.9
40.0

-----------------

$174.9

$21.0
(37.4)

$144.4

$61.9
(106.7)

(20.7)

(4.7)

$74.1

Please refer to important disclosures at the end of this report.
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Investment Risks

Pricing pressure in the ISP business. Pricing in the ISP
distribution channel, for both port prices and usage-based
reciprocal compensation, is declining rapidly. We estimate
that reciprocal compensation rates have dropped from
$0.007-0.008 per minute in late 1998 to $0.002 today. In
addition. increased competition caused by low barriers to
entry is reducing PRI (primary rate interface) port prices.
Some CLECs are offering PRI ports at prices as low as
$13-14 a month. We believe that Pac-West's ISP exposure
is alleviated by the company's focus on growing its retail
business. conservative accounting for reciprocal compensa
tion, and the addition of value-added services, such as man
aged modems, for their ISP customers.

Pac- West Telecomm·- September /9. 2000

Please refer to important disclosures at the end of this report.
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Provisioning capabilities. While Pac-West continues to
provision lines at an increasing pace (the company added
over 27,000 lines in 2Q), it is reliant on the ILECs for cir
cuit delivery.

Regional focus. Pac-West primarily focuses on California
and is branching into the neighboring states of Washington,
Oregon, Colorado, Nevada, New Mexico, Texas, and Ari
zona. Being a regional CLEC limits the company's ad
dressable market, particularly in relation to ISP customers.
Most national ISPs want one telecommunications provider
that is capable of delivering service across the country.

No clear data strategy. Pac-West provides Internet access
and data switching but has not announced plans to expand
its data platform by incorporating other value-added serv
ices such as web or applications hosting.
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Exhibit 2

MSDW CLEC Tiering
~..__ ..

Sales &
Revenue Capital Back Marketing

Tier One Quality Efficiency Office Efficiency

McLetldUSA - - () ()
TW Telecom

" " () -NEXTLlNK - () " ~
ITC'Deitacom ~ " () ()
Tier Two

Focal ~ - - -Pac West

~ - () ()
Tier Three

ICG 0 () " ()
Intermedia ~ () ~ 0
Teligenl 0 0 0 ~
Electric Lightwave ~ ~ 0 ()
WinStm 0 0 " ~

• • () ~ 0
Excellent Good Average Fair Poor

Soura: COn/pan" data. Mor~all Stanle\' Dean Witter Research

Pac- West Telecomm September 19, 2000

Please refer to important disclosures at the end of this report.

IPage 5
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Valuation

We have based our valuation of Pac-West on both a ten-year
OCF model and a comparison of near-term trading multiples.
In the DCF analysis we have conservative assumptions for
market penetration, margins, growth rates, and discount rates.
On a near-term trading multiple basis, Pac-West is trading at
the low end of its peer group. We believe this has been
caused by general market concern regarding the long-term
viability of the ISP distribution channel and its exposure to
regulatory risk. In our opinion, Pac-West's risk is mitigated
by its increased retail focus, conservative treatment of usage
based fees, and addition of value-added services.

IPage 6

Exhibit 3

Pac-West DCF Assumptions

DCF Assumptions

Growth in Perpetuity
Cost of Debt

Cost of Equity

Discount Rate
Implied EBITDA / Firm Value 2010
Implied Net Income / Firm Value 2010

% of TotaJ Value in Terminal

Addressable Local Business Lines 2010 (OOOs)

Local Business Access Lines 201 0 (OOOs)
Penetration of Addressable Market 2010

ISP Addressable Lines 2010 (OOOs)
ISP Lines 2010 (OOOs)
Penetration of ISP Market 2010

10 Year Revenue CAGR
2010 EBITDA Margin

Source: Company daw, Morgan Stanley Dean Witter Research

7.5%
14.5%

17.5%

14.0%

8.lx

19.7x

77.5%

21,164

1,931
9.1%

7,556

386
5.1%

20.1%
40.2%

---_."-- ._-
Exhibit 4

CLEC Trading MUltiples (as of 91'1812000)

Near-Term Tradinl! Multinles

ELIX FCOM ICGX ICIX ITCD MCLD NXLK NXLK TGNT TWTC WCII

Finn Value I OlE Revs 3.0 x 44 x 2.7 x 4.5 x 24 x 6.8 x 9.6 x 3.3 x 4.4 x 10.8 x 4.3 x

Finn Value IOIE EBITDA 37.4 x 33.6 x 10.5 x 54.9 x 17.0 x 55.7 x NM 9,8 x NM 48.6 x 342.1 x

Finn Value I Gross Plant 1.3 x 5.1 x 1.3 x 2.5 x 2.1 x 5.5 x 6.9 x 3.4 x 3.1 x 6.8 x 1.6 x

.\ Year Revenue to Growth 0.1 x n.1 x o I x 0.1 x 0.1 x 0.2 x 0.2 x 0.1 x 0.1 x 0.3 x 0.2 x

.\ Year EBITDA to Growth 0.3 x 0.4 x 0.3 x 0.1 x 0.2 x 0.6 x NM O.h 0.3 x 0,8 x NM

SOllrce: c,'mpanr data. Morgan Stanle\' Dean Witter Re,\earch

Pac- West Telecomm - September 19, 2000

Please refer to important disclosures at the end of this report.
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Network
Exhloit 5

Pac-West Coverage

CUl'1'1II'lC Cor. Sup,r POP~

• Planned Core Super Pc.P-s

• Fo"lanned Sallelilte POP"

CUf~Utu<l Flt),r

Planned Leased Fiber

_ Plann.d F..... IRUs.

----~----------------------------------------'

Source .. CO/flpun." data

IPage 7

Pac-West Telecomm focuses on small- and medium size
businesses and provides customized communications serv
ices. Pac-West uses a "smart-build" strategy, owning and
building intelligent components of the network while leasing
unbundled loops and transport lines from other carriers. This
strategy allows Pac-West to expand into new markets with
lower up-front capital expenditures and faster time-to
market. As traffic on Pac-West' s network increases, it in
tends to purchase rights of use in high-capacity dark fiber
transport lines to interconnect certain markets with an owned
backbone network.

Pac-West is operational in six markets, including Los Ange
les, San Francisco, and Stockton, California; Las Vegas, Ne
vada: Seattle and Tacoma, Washington; and Denver, Colo
rado. In addition to these markets, Pac-West has business
lines in Phoenix, Arizona; Chico-Oroville and Sacramento,
California; Boise-Nampa, Idaho; Albuquerque, New Mexico;
Portland, Oregon; Reno, Nevada; Dallas-Ft. Worth, Texas;
Salt Lake City-Ogden, Utah; and Spokane, Washington.
Pac-West also expects to have statewide local coverage in
each of its target markets by the end of 2000.

Pac- West Te/ecomm - September /9, 2000

Please refer to important disclosures at the end of this report.

Pac-West leases most of its transmission facilities from
IXCs, ILECs, and other CLECs. The company recently en
tered into a 20-year fiber IRU with Qwest for an OC-48,
SONET ring in California. We expect the company to sign
similar agreements for dark fiber in high-traffic regions.

Switch infrastructure. Pac-West's switch infrastructure is
structured to minimize capital expense. The company in
stalls Class 5 voice switches at "Super POP" locations and
digital nodes at smaller LATA locations. Utilizing a tandem
switch approach allows ISP customers to collocate equip
ment at the Super POP rather than in the smaller LATAs.
For its commercial customer, Pac-West is able to provide
local voice service using tandem switches by installing PBXs
at the customer premise. Since the cost of the PBX is passed
through to the customer, Pac-West is able to offer service
with significantly lower capital expenditure than other tele
com providers.
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Products & Services

Pac-West Telecomm's service offerings range from local
and long distance to DSL and ISP services:

Local services. Pac-West provides local dial-tone services,
including operator services and access to third-party direc
tory assistance.

Long distance services. Pac-West offers domestic and
international long distance services. It can combine
monthly recurring, local usage, and long distance charges
into one invoice.

Specialized application services. Pac-West tailors prod
ucts and services for small- to medium-sized businesses, for
example. rated local calling, expanded local calling area,
discounted long distance rates, and tailored trunking con
figurations.

ISP services. Pac-West provides collocation services at all
of their switch locations (Los Angeles, Oakland, and
Stockton, California; Las Vegas, Nevada; and Seattle,
Washington) They receive monthly revenue from ISPs for
the space occupied in the switch facilities. Recently, Pac
West has initiated a managed modem service, which con
sists of modem pools and dedicated circuits into the world
wide web.

Enhanced services. In addition to providing enhanced
services such as conference calling, voicemail, and call
transfer. Pac-West offers Internet access, data networking,
and DSL services.

DSL (digital subscriber line) service. Pac-West uses
Covad Communications to offer high-speed DSL (digital
subscriber line) service to its customers. Covad's network
supports ADSL, SDSL, and IDSL technologies.

Pac- West Telecomm - September /9. 2()(XJ

Please refer to important disclosures at the end of this report.
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Managed modems. The service provides access lines, mo
dems, Internet access, routers, authentication service, dedi
cated point-ta-point circuits for authentication, and techni
cal support. For customers that choose to maintain their
own modems, PACW's SuperPOP configuration allows all
the calls from a region to collect in a common modem pool
and then roll to an available modem. This process increases
modem efficiency, and the number of subscribers that can
be maintained by one modem.

Collocation facilities. Pac-West rents space and allows
customers to install equipment in any of their SuperPOPs
and connect directly to PACW's tandem switches. Allow
ing customers to collocate their equipment in a specific Su
perPOP, rather than each LATA, reduces the customer's
capital expenditures and maintenance expense.

Retail Strategy
Pac-West is building its "feet-on-the street" to grow its
commercial business. The company currently has 104
salespeople and is targeting 120 people by year-end. Quota
is based on the number of lines sold and is approximately
45 lines for the lowest level of account executive.

We forecast commercial revenue to be 19% oftotal revenue
in 2000, growing to 80% by 2010. Pac-West's retail strat
egy keeps its customer base very "sticky". It provides all of
the telecom service, including equipment design and main
tenance, local, long distance, data, and Internet access. Pac
West installs a PBX in the customer premise, which is con
nected to the tandem or Super POP switch by aT-I. The
average T-1 customer takes 22 voice lines for both local and
long distance, with the remaining capacity dedicated to data
and Internet access. For 2000, we modeled the monthly
revenue per T-1 at approximately $1,300.

Customers are required to take the full bundle, which keeps
them reliant on one telecom provider. The contracts are
typically 3-5 years in length.

---_.---~----------------
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ISP Channel

Pac-West's ISP Business
Pac-West is shifting its focus toward its commercial cus
tomer base, but 70% of the company's revenue is still ISP
related. The ISP distribution channel has been under investor
scrutiny recently, primarily due to rapid declines in recipro
cal compensation rates and competitive pricing for PRJ ports.
While we do not believe that the current margins for the ISP
business are sustainable, it is a profitable business today. In
Pac-West's case, its ISP revenue allows the company to fund
its growth initiatives and beef up its salesforce.

Pac-West's ISP revenue consists of monthly port rates, recip
rocal compensation, and managed modem services. The
company books reciprocal compensation at an industry aver
age of $0.002 per minute. Thirty-percent of the company's
ISP lines are taking a managed modem service, and we ex
pect this number to rise in the future.

Overview of the ISP channel
In general, we view the ISP business as a growth opportunity,
albeit one that is more price sensitive than commercial voice
and data revenues.

• lSPs. particularly in the consumer space, are increasingly
moving to full outsourcing, focusing on marketing and con
tent.

• In our view, the primary beneficiaries of the growing
wholesale ISP market are emerging carriers that are benefit
ing from segment growth as well as garnering share from the
incumbents.

Pac- West 7(>/ecol1ll1l - September /9. 2()(x)

Please refer to important disclosures at the end of this report.
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• Despite the introduction of broadband, as Internet de
mand surges, we believe the dial-up market will continue to
grow -from an estimated $1.7 billion in 2000 to $1.9 billion
in 2002.

• Value-added services and, potentially, voice could
broaden this market opportunity significantly.

• Technology changes and general capital cost reductions
are offsetting reciprocal compensation declines and near-term
downward pricing trends. Soft-switch prices can be almost
70% cheaper than circuit-based technology.

• Supply constraints in local capacity have benefited
CLECs focused on this segment in the near term. In the long
term, market leaders will need to provide broadband and
value-added services to maintain a share in the ISP market, in
our view.

The ISP market has been critical to the growth of CLECs
over the past several years. As those carriers have worked
to develop retail sales channels, the ISP market has proven to
be a source of growth. More than 40% of total added lines
over the last two quarters have been ISP dial ports. Even
after accounting for the steep decline in reciprocal compen
sation rates that has taken place over the past year, we be
lieve this business remains very attractive. New soft-switch
technology should help retain those margins over the next
several years. Similarly, those CLECs with extensive local
fiber networks have also benefited from the rising demand
for Internet connectivity



MORGAN STANLEY DEAN WITTER Ipage10

---- ..__.._-----------------------------------------------
Exhibit 6

Pac-West ISP Revenues

101..19.1 172.216 260.1",(' 127.6H.1 364.H72 374323 3f1:>.H.16 35951WI 352.3J1J 345.263 3305H

2XJCJ 240'0:; 2flNl 27Y{ 24.6Q 19.49£ 15110'( 135t;'( 13S~{ 14_~7t 16411t·

rSMiIlionl'

AssUlllgtioll<;
Population

Residential Lltle~

T~)tal l S R(,~ldential LlIles

PercentaXf' CO\'t'I"UW:

rill;l! Dial-Lp l.J~t'r... (inc huck. up:'

Growth

Total Dial P'.1I1S

Total Targt'l ISP Dial P()rr~

PACW ISP Lines
New Lines
Growth

Averagt' Lint"

Market '-'hare

1999

9.H7H

123.911

8,Of7r

1H.4IWI

U%

255

81.442

2000E

13.722

12H.lWIH
J(}]r;;-

50372

~ 1.2t:;

4.65H

499

141,294
59.H52
J()(J.()f/;

21HIIE

22.2X9
132.1 H4

16CJ't;-

59.50H

IX.l l.t

5.79.1

977

2.14.059
92.765

21HllE

23.6XI

1.~6.4.~6

J7.4'/(

65.H92

Hl.7ft

6.752

U72

312.079
7H.020

21HJ3E

24.62H
140.7M

J7.50f

69.721
5,XIiI

7.520

1,316

358,8'111
46.H12

1.-;.11',

2(H14E

25,613

145.165

17.m,

70.793
1.50;

H.677

15.11

376,8.\5
17.945

lOO5E

26.63H

149.640

17.8 f 7r-

70.640

-(l.19{

J1J.6H9

1.90.1

369,298
175371

2lHI6E

27.703

154.IH5

180'7.-

6H.7H9

-2.60;

In45

239H

361,912
(73H61

2f1f17E

2H.HII

15H.799
l8.]'?(

65571
--470(

14.455

.\54,674
(7.23XI

2.0<:;

21HI8E

29.%4

163.551

NeVi(

62.320

·5011

14.019

2.56H

347.581
(7,1193)
-2.(i~'(

2fHJ9E

31.162

16H.445

/8.50"

59.426

1237H

2.290

340,629
(6.9521

20lOE

32.409

17~.486

18.7'7.-

56.fI:>7
-4611

J1J.929

2.1142

333.816
16.HI3)

Avg Mnthl~ Min~ \1f per Line (OlJh;i
Tntal Minute'.; of l-;c (milli(m~)

20.1 17.1 154 I.1.X 125 11.2 10.1 9.1 H.2 7.4 66
24.479 35JIWI 47.~76 54.405 54522 50.341 44.401 .19.161 34,540 .10.464 26.H70

ProJud Selecfion

PRI
of Tlllal ISP 11l1e~

Remote i\t:ce~\ (Managed Modem)
q of 1;,\lal ISP lines

.RllmIu::l
Monrhly Fee per PRJ Line

Ot'dillt

HI.442
!or!

II

f),U'1,-

YH.906

42.JHH

:W.OC/r

9.1.624 If~).22X 11I7.fI:>7 94.20~ 73.H611 54.2H7 35,467 17.379 0 0
-J!)I)I'( ,'.~ ,ir; :tl! 25u", :!Ii{V: I.~ I (jJW; .';'.(JI.( (ju r , I!,(jcr

140.435 202.H51 251.223 2H2.626 295.43~ 107.625 119.207 330.2112 140.629 333.X 16

~~~ ~~tl~ mo~ ~Og mUg ~,Oq ww ~v~ lOO,Vq IMo%

195
$16.15 $1371 $12.15 $11.12 $1001 $~.III $X.II $7..10 $671 $6.17
l-; /1',- l ~ U/o r ; !f),If; /(U)I, III I)r; /UIJ'( //10"( k,ll'-i 1'I'(I'~'r

Mnnlhly Fet' per RAS Line

f)l'C!ill('

V <llue- Added Ser. h. e" per Line

$2.1. XII $2013 $19.22

'1-> 150

$IX26
-;.11',

$.1IXI

](K)II11

$17.34

$5.1W1

M.70(

$164X
~ (II;

$7 fWI

40011

$1565

$9.511

J5.7'-lr.

$14.H7

$12.fKI

26.311

$14.1.1

$14.511

20)~q

$13.42

$171W1

17.211

Ttlt<ll Cu-;tol1)er-Ba~>;"d Re\"enue-~

Total Relipr ..,..-al Clllnpemalion

Total Rtyip C'nmp per Min

$(111

$1111

<tiOOIl:O

$2711 $4111 $55 4 $725 $H4.2 $927 $97.1 $](14.2 $110.9 $117.6 $123.5

$47.7 $574 $5X.5 $49.7 $44.9 $.373 $29.6 $23.5 $IH.6 $14.H $1 I.7,0 (~1211 ", (XII (, $fHWIl 2 $OIWWI9 $IIIWXIH $1I.IWm $1I.iKWI7 $IIIW6 $1I.iWK)5 $1I.IWWI5 $OfHW)4

Total ISP R..eoues $11.11 $74.8 $97.6 $113.9 $122.2 $129.1 $129.9 $126.9 $127.6 $129.6 $132.4 $135.3
iRevenue PerLine/~~lth $(_,_1_44__$4_7_2_4 $3_6_.5_11 $31(19 $29.4X $2H.9.1 $2HH3 $29.59 $.10.M $31.95 $3.131

Source: MSnW Re.\earch

Macro Trends Appear Positive
ISPs have historically outsourced components of their
networks, a trend that has accelerated recently. Increas
ingly. ISPs are focused on providing content rather than
underlying access and are turning to telecom service provid
ers to carry the traffic. The emergence of free ISPs is likely
to increase the pressure on consumer and small-business ISPs
to cut costs by outsourcing as much of their networks as pos
sible. Even modem banks. which ISPs once considered a
core part of their businesses, are now being outsourced to
local service providers. We believe that as more value-added
products are introduced, there will be growing pressure on
ISPs to find outsourcing partners that can provide these
services.

Pac-West Telecamm - September 19, 2000

Please refer to important disclosures at the end of this report.

Rumors that dial-up Internet access is dead are exagger
ated, in our view. The demand for local connectivity is
likely to overwhelm the supply of broadband connections
over the next two years. We have seen several recent an
nouncements indicating that Internet penetration, particularly
at the consumer level, is likely to increase. Large corpora
tions such as Delta Airlines and Ford have announced that
they will offer subsidized Internet access to their employees.
Free ISPs have announced unprecedented subscriber growth.

We believe that robust growth in dial-up connections will
continue for the next two years before slowing and beginning
to decline in 2004.
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-------------------------------------------------------

Service providers that can satisfy the need for capacity at
key bottlenecks will be in the best position, in our opinion.
Today, the local connectivity segment of the supply chain is
the weakest link. Local capacity has not kept up with the
explosion in backbone capacity. Broadband providers such
as the DSL players and the cable companies are well posi
tioned to capture share as broadband becomes more preva
lent. However. the dial-up providers control a key bottleneck
today

We expect the ISP wholesale channel to grow with the
addition of broadband and value-added services. Many of
these services. such as unified messaging and voice, are al
ready here today, although they are not yet a sales focus for
most ISPs We believe these services, combined with other
future offerings, could more than double the wholesale ISP
market. Service providers with significant market share and
a direct relationship with the ISPs would be in the best posi
tion to benefit from this market expansion.

Pac- West Telecomm - September 19. 2000

Please refer to important disclosures at the end of this report.

The supply of local capacity has not kept pace with the de
mand for Internet connectivity, shifting the competitive bal
ance in favor of local providers and away from the backbone
players. The increase in demand has created an opportunity
for telecom service providers that have local capacity, both
broadband and narrowband, to gain share in the wholesale
ISP market.

Given this positive environment, we believe CLECs will
continue to grow their ISP dial ports for the next two years,
gaining share in the ISP wholesale market. Investors who
have been reluctant to credit them for their growth in this
area should be relieved that the market will likely continue to
grow rapidly and that the economics should remain intact.

The ISP Wholesale Market
The ISP wholesale market can be divided into two segments:
local connectivity and the backbone. The wholesale value
chain can be further subdivided into two markets by the ca
pacity demand of the end user: a consumer and small
business opportunity and a medium- and large-business market.
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Exhibit 7

Anatomy of an Internet Subscriber
,-"---~---""-,---,--------------------------------------

Dedicated Connection

0 8)
Leased Tl

or

•Class 5
Switch CLEC

Fiber

Leased DS3
or

CLEC Fiber

Web Site

LEe
Tandem

Dial-Up User

Dial-Up User logs into his 56K modem connection.
Connection time includes all minutes spent on line,
not just those where one is actively querying the 'Net.

Large Business users generally access the Internet via
a dedicated copper Tl or high speed fiber capacity.
fhi, connection is direct from the customer premise
to the lSP POP.

At the switch. which may be a Class 5 voice switch or
a next-gen dedicated switch. the connection is passed
to a modem bank. ISP customers are generally
concentrated at 10 per dedicated switch port.

At the modem bank the call is converted into IP and
given the appropriate IP address. The information
request is then routed to the ISP POP.

A circuit is then opened between the customer siteo and the lLEC Tandem switch (via a local ILEC
centraloftlce). The cIrcuit is transported via a DS-3

I clrcutt from the tandem to a local swltch.

SOl/TIP: MSDW Rnmrch

The ISP point-of-presence (POP) is the local gateway
to the Internet.

Once on the 'Net, the information request is then
routed through various networks to the server hosting
the requested web site. This is the backbone segment.

We estimate the total wholesale market at more than $11

billion in 1999. We believe it will grow at a compound

annual growth rate (CAGR) of 26% over the next five

years, reaching $36 billion in 2004. By 2009, we estimate

the market will almost double again, to $69 billion.

Pac- West Telecomm - September 19, 2()(}()

Please refer to important disclosures at the end of this report.
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Exhibit 8

TotaiiSP Wholesale Market, 1998 - 2009
.~---_. ------------_._-------------

IPage 13

\999 2<XXl 200\ 2002 2003 2004 2005 2006 2007 2008 2009

$ in Bs

$75.0

$60.0

$45.0

$30.0

$15.0

,
I

L

o Value added services

o Backbone

• Local Large I Medium Bus iness

o Local Consumer I Small Business

-~-~-~---I

Sourn'. M(H"j!an Sranler Dl'lln Witter ReJt'arch

Dial-Up Lives!
Rumors of the death of dial-up have been exaggerated, in our
view. In 1999 the industry witnessed the first serious de~

ployments of digital subscriber line (DSL) connectivity by
the regional Bell operating companies (RBOCs) and through
the nationwide buildout of NorthPoint and Covad. The cable
companies also began to accelerate their rollout of cable mo~

dem services. Despite this recent push, these broadband
connections have made only a small dent in what is still the
primary means of connecting to the Internet - old~

fashioned, narrowband, dial~up mooems. The number of
people connecting to the Internet here in North America con~

tinues to outstrip the available broadband access supply.

As indicated in the exhibit above, we believe the overall
number of dial~up subscribers will continue to grow through
2004 before beginning to decline. However. we believe 2003
will be the peak year for consumers using dial~up as their
primary means of Internet access.

In our view, several recent trends give credibility to our fore~

cast:

The emergence of free ISPs - NetZero added 1.98 mil

lion subscribers in its first year,

Corporate subsidizing of the Internet,

Pac- West Telecol1llll- September /9. 2000

Please refer to important disclosures at the end of this report.

Exhibit 9

Dial-Up Users, 1998 - 2006
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SOl/rce: Morxan Stanley Dean Witter Research

Declining PC prices,

The proliferation of new applications, and

• Customers' inability to access broadband.

In short, we believe that Internet access will become nearly
universal as growth in e-commerce and other web applica
tions makes the Internet a part of everyday life. Furthermore,

broadband access is likely to remain constrained by supply.
Dial-up will probably remain the primary means of Internet
access for the next several years as demand exceeds the sup
ply of broadband alternatives such as DSL and cable mo
dems.

Despite the growth in the number of ISP dial-up ports, we
believe the dial-up market will grow at a CAGR of only 5%
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in the next five years. The main culprit will be rapidly de
clining fixed monthly charges and a falling reciprocal com
pensation rate. With the advent of soft-switch technology,
service providers can earn attractive returns even at fixed
monthly port rates below $10, an analysis that leads us to
believe that pricing is likely to rapidly decline to those levels

as more providers roll it out. Reciprocal compensation rates
fell sharply in 1999 as existing interconnection agreement
expired and new agreements were struck. We believe that
per-minute charges will continue to fall at greater than 20%,
from $0.002 to $0.0015 per minute.

Exhibit 10

Overview of the Consumer and Small-Business ISP Wholesale Market Opportunity

Local Assets Network Assets
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S(lurCf: Morgan I)wnlt!' Delln \Vittt'r Research

Exhibit 11

Source: Morxan Stan/e)' Dean Witter Research

Consumer and Smail-Business Local Access Wholesale
Market
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provider to avoid paying transport costs between its local
switch and the ISP modem bank) and frees up the ISP to
concentrate on marketing its services and adding content to
its site.

The Local Link - CLECs and ILECs
The local service providers have approached the wholesale
opportunity from the local portion of the value chain.
CLECs, in particular, have been aggressive in selling local
dial-up ports to ISPs. CLECs have been particularly well
positioned to take share in this market because they have the
port capacity on their local switches, and the reciprocal
compensation system has put them in an advantageous cost
position vis-a-vis the incumbent local exchange companies
(lLECs).

In order to reduce the cost of providing dial-up ports,
CLECs have encouraged the ISPs to collocate their modem
banks in the CLECs' switch facilities, eliminating the cost
of transporting that traffic to another site. Some CLECs
have begun to expand this collocation relationship to offer
managed modem remote access services (RAS). In this
case. the CLECs own and manage the modem bank in addi
tion to providing dial-up port access.

Broadening the Service Offering: Gateways & Backbone
In order to strengthen their relationship with ISPs. service
providers are likely to seek to broaden the services they
offer. For the local players. offering collocation space and
managed modem services helps remove costs from the dial
up port service offering (collocating modems enables a local

Broadening the range of products offered may not be the
only reason to offer managed modem services. As the near
est local traffic concentration point for dial-up subscribers,
collocation spaces may be an important component of of
fering value-added services.

Pac- WeSi Telecnmm - September 19, 2(J()()

Please refer to important disclosures at the end of this report.
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Exhibll10

Analysis of Incremental Managed Modem Services
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Managed Modem Sen'j""
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:\·olin'c· l'vIoFl.!an Stanley Dl!an \'Vitter Rl!.\l!lIrch

Pac· West Telecomm - September 19. 2000
----._--_._----------------------~---
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Wallace W. Griffin. President and CEO

Mr. Griffin was appointed president, CEO. and a director of
Pac-West when the company was recapitalized in Septem
ber I99!S. Prior to joining Pac-West, Mr. Griffin served as a
group president for a number of Jones International compa
nies from 1994 to 1997, including Jones Lightwave. Ltd., a
competitive local exchange carrier (CLEO. and Jones Edu
cation Company, a leader in using technology to deliver
education. Concurrently. he was co-owner of a consulting
and business development company, Griffin Enterprises.
Inc. From 1987 through 1992. Mr. Griffin served as the
president and CEO of US West Marketing Resources
Group, where he managed the $1 billion publishing, media
software. and advertising services division. Mr. Griffin has
over 35 years experience in telecommunications, cable tele
vision. publishing. and advertising.

John K. La Rue. Founder and Executive Vice President

Mr. La Rue founded the company's predecessor (also
known as Pac-West Telecomm, Inc.) in 1980 and served as
its president from 1980 until September 16. 1996. Mr. La
Rue is responsible for ensuring the profitable execution of
the company's ten-state growth plan, working in close part
nership with the company's executive team to develop new
business processes. improve organizational efficiency. and
ensure asset productivity. In addition. with over 31 years of
experience in the telecommunications industry. Mr. La Rue
plays a key role in the development of new technologies and
service offerings. Mr. La Rue also serves on the company's
board of directors.

Richard E. Bryson. Chief Financial Officer

Mr. Bryson has served as Pac-West's CFO since November
1998. From 1992 to 1998. Mr. Bryson worked at Bank of

Pac- West Tele(()mm - September /9, 2()()()

Please refer to important disclosures at the end of this report.

America as a managing director in the Telecommunications
Group. providing emerging telecommunications companies
with corporate finance and capital markets services. From
1989 to 1992, Mr. Bryson was president and founder of
MBIC. a fund investing in growth companies. From 1980
to 1989, he worked at Citibank in Mezzanine Investments
and Capital Markets.

Brian K. Johnson. Senior Vice President and General
Manager ofBusiness Markets

Mr. Johnson was appointed to his current position in June
1999. He joined Pac-West in September 1998 as vice
president of sales. Mr. Johnson has over 15 years of experi
ence in the telecommunications industry. Prior to joining
Pac-West. he held several executive-level positions, in
cluding vice president and general manager of Winstar
Telecommunications, overseeing CLEC operations in the
San Francisco Bay Area, vice president and general man
ager for Metrocall Paging for the California and Nevada
markets, director of sales for Comverse Technology, and
major accounts manager for LA Cellular.

Dennis V. Meyer, Vice President of Finance and Treasurer

Mr. Meyer served as the chief financial officer and treasurer
of Pac-West and its predecessor company from 1994 until
1998. In November of 1998, after the company's recapitali
zation. Mr. Meyer was appointed vice president of finance
and treasurer. Prior to 1994. Mr. Meyer spent 12 years in
public accounting with a national accounting firm. Mr.
Meyer is a certified public accountant with over 20 years of
experience as a senior financial officer of several manufac
turing and regulated transportation companies. Mr. Meyer
also served as an officer in the Air Artillery Branch of the
U.S. Army.
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Exhibit 11

PACW Quarterly Model

Quarterly Income Statement
Morgan Slan/ey Dean Witter - Peter J Kennedy
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Pac- West Te/ecomm .. September /9, 2()()()

Please refer to important disclosures at the end of this report.



MORGAN STANLEY DEAN WITTER IPage 19

-_.... _---_..

Exhibit 13

PACW Cash Flow Statement
Sin Miltum\ (Unless Indicated I 2lHKlE 2l1OIE 2IHI2E 2lH13E 2(HI4E 2(HISE 2006E 2007E 2IMI8E 2(HI~E 20WE
Net Income $55 $]()9 IS12.41 1$9.51 SO $302 S49.7 $71.5 $9R.7 $129.R $1521

Plus: Deprecldtion & Amonization 21.7 350 )1).2 76.2 X75 X9.7 X7.2 91.0 952 100.6 109.1

Less: ('han~e\ in Working Capital IX.II) (4.7) 10.41 14.11 15.XI 16.1 I 15.51 15.91 16.2> 16.31 16.61

Operating Cash Flo" 19.2 41.2 46.4 62.6 90.0 113.8 131.4 156.5 187.8 224.1 254.7

Capilai Expenditures 1$92.51 1$10671 1$'X191 1$9R.61 1$IIIIUI 1$99.91 1$101.91 I$IOX.II 1$117.01 1$125.61 1$141.31

Acqui"ition:-. 1$10.01

Investment Cash Flo" n02.SI (106.71 190.~) (~8.61 IIIHI.3) 199.91 1101.91 11 OS. II 1117.01 1125.6) 1141.31

Plus: f\;()n-l'~lsh Comp

Debt Repay menls (] 50.01

Debt Drawo\ m,'ns

Preferred Equity RaisedllRedeemedl

Commlln Equity Raised

Finandng Cash Flo~ 1150.01

:\et Change ICo Cash IX", 16561 14451 136.01 110.21 1.1.Y 2Y.5 4X.5 70.7 151.41 11.13

Minimum Cash BaJance 250 25.11 25.11 2511 25.11 25.0 25.0 25.0 25.0 25.11 25.0

Beginlllng C..lsh Balance $1629 $79.6 52511 $25.0 525.0 $25.0 $25.0 525.11 $25.0 5X5.9 5345

Net Ca.\h Betclre Revolver 74.6 14.11 ! 14 51 01.111 14.R 3X.9 54.5 73.5 95.7 34.5 147.X

RevolvC'f Dral,.1,'Jown 11.11 445 36.11 111.2

Revolvt=T Pa: back II.1.YI (29.51 14X.51 19.XI

Cash Balance After Revolver 79.6 25.0 25.0 25.0 25.0 25.0 25.0 25.0 X5.9 34.5 147.X

Sourn' Company data. Moriilln Stanter Dean Witta Research

Pac- West Telecomm - September 19. 2000

Please refer to important disclosures at the end of this report.
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