Clear IXC Strategy

No Capital Investiment

. gives AT&T Consumer
unmatched Ieverage to create
offers .. |

. B J
Betsy Bernard,
Presidont, AT&T Consumer

"We're profitable everywhere
we sell because we limit ...

where we sell based on cost....

[W]e're
to make it work.”
Wayne Huyard
CO0, MCI

"We do not expect that the
growth of our business will
require the levels of capital
investment in fiber optics

and switches that existed in
historical telecommunications
facilities-based models.”

10-Q Fifing

Z-Tel

High Margins, Low Risk

“Our principle of maximizing
cash requires that we only
enter states that meet our
gross margin requirements.”

"We are not going into
states where we don’t have a
o " onthe
Iocal
Betsy Beornard,
President, AT&T Coniiner

!




Capital Market Reaction

Stock Prices

Before UBS After UBS
Warburg Report  Warburg Report
(08/19/02) (08/23/02) Percent Changce
SBC $29.87 $26.30 (12.0)%
AT&T $10.76 $12.22 13.6%

“"We believe SBC has the most attractive region for UNE-P providers.

SBC has lost more retail lines to UNE-P than any other Bell, at 3.45
million... [and we] expect SBC to lose 1 million retail lines to UNE-P
in the third quarter of 2002.”

- UBS Warburg

SBC takes the hardest hit for each retail line lost to UNE-P competitors ...

2/




Summary

Bill Daley
President
SBC Communications Inc.




Impacts

Reduced Service Quality

Reduced Ability to Provide Service to all
Customers

No Incentwe To Invest in Networks
Eliminated Jobs

Slower Deployment of New Services
Increased Cost of Capital :
Weakened Equipment Suppliers

Vz
J




Next Steps

e Current regulatory regime regarding UNE-P
and pricing is unsustainable

* Turmoil in industry calls for quick and decisive
action |

* As long as we have carrier of last resort
obligations, prices must be set to recover our
costs

* There are many ways to solve this problem, but
time is extremely short. Whatever direction
the FCC moves, it must be effective in a very
short period of time
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SBC Communicatians. inc. Auzue: 20 2002

o L

SBC ~In the UNE-P Wheelhguse

SBC has lost more retail lines 19 UNE-P than any other Bell at 345 million. including 692.000 i the second quarter ;1]0!\‘:‘
The 692.000 UNE-P lines equate 10 1.27% of SBC's 34.8 million 1012l re! access lmcl’s at the end of the first quarer whils
the inbedded base equates 10 3.9% of the company s total swiched lines unciuding wholesaler In the second quaner. SBC
added 494.000 residential UNE-P lines. represenung more than 3% af the loss n the reta) residenual hine base Second hne
losses accounted for another 26% of retai] residental line osses while management suggested seasonaiuy contributed the bulk

of the remawnder

'i;able 1: Access Lines Statistics for SBC (000s)

1501 200 300 1002 2002
Toial access lines £r z5¢ 8o 578 80230 32038 SE 233
% growth 2 Beg a7 L0 aTe -5 0% 4T
et Adds 18 6T e 98 408 Ta
UNE-P T3TE gL R b-tes] e 78 3453
Net Adds 361 387 3a¢ cad 358 6ez
% of lofal lines 2 2% 2 8% JE5: 40% 47 505
Retail residential iines 33 B7E 35 285 34848 JEnE 34126 33168
% growth ¢ B% -2 75 -3 B% RRGH -4 9% -5 8%
Net Adds 228 -£23 338 228 -38z2 %
Residential UNE-P 7 w Cec & &2 g5
Net Adds -£ 24 5 3 7 454
% of res lines iost 305 iee [ TE e It A%,

Source UBS Warpuz .0 estmates

We believe SBC has the most attractive region for UNE-P providers. The average monthly bill for Tocal service is among
the highest while 1ts UNE-P rates are the Jowest. making 1t relatvely easy far competitors to eam decent margins. Thas is
espectaliy tue in the Ameriech region. Amerttech and Califormia also have a large number of dense urban areas with very low

loop rates that provide ampie feeding ground for resellers.

Based on our analvsis, SBC also takes the hardest hit for each retail line jost to UNE-P competitors, W catimate that the
company loses approximately $19.76 10 net revenue pet hine per month tor cach retad ine lost o competitors. This compares
1 S17.89 for Venzon, $18.29 for BellSouth and $14.73 for Quwest In the Ametuech region. where the compan s under tull-
scale attack. the company loses approximately $21.73 per hine per month an net revenue The EBITDA ympact 1v alse most
severe gt SBC We behiese the company generates over S13.533n EBITDA per et residental line per month but foses
1oughly 53 51 i EBITIDA per month on hnes converted 0 wholesale via UNE-P SBC 15 the onlv Bell 10 generate more than
31 U0 of negatne EBITIDA per month on its wholesale line base Thus the negatne LBITDA swing from retail 1o wholesale 1s
more than $17.00 per hine per month. also the fargest for the Bells with the other thiee in the -S12 10 -S1t 1ange In the
Anweritech region. this figure 15 approximately -810 00 p:’lmc

Linc losses to UNE-P have shifted from the business to the residential market. In the second quanier. UNE-P ook 494.000
residenual fines and just 117.000 business hines. down from 393.000 business hnes in the first quarter. Michigan was hit
hardest with 184.000 lines converted from retail to wholesale i the state during the second quarter AT& T, which began
marketing in January 2002, claims to have garnered 6% residential market share in Michigan siv months, Texas has
seen the farpest iotal hine loss to date from UNE-P with over | 37 mullion wholesale Tines thoth UNE-P and TSR} 1n the state
Wholesale net adds have slowed dramaucally in Texas. however. s AT&T has pulied back on ts marketing efiors due t(;
relatively low discounts available i

2 sE:Warurg LLC

- i————— AU AN -
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Global rating definitions and allocation

%, of companies under ©e for wn.oh B sanizes

Rating Definition coverage with ftus rang__ have bee~ proviaec

N
J
a

tn

%

enCoE [P

Strong Buy Greater than 20% excess return poientiai nign Jegree 0" conhigenze

Buy PoSitive excess return potentiai 39%; EEE

Hold Low excess return potential; iow degree of confidence <27 2B

Heduce  Negative excess retum polena! 4% 225

Sell Greater than 20% negative excess etum potential: high degree ¢f ., 110,
confidence

Tycess return: 1a/gel price . current price - ¢ - gross divgend yIelo - 12-montr interest rate. 1he 12- Montn interes: rate used s that ot tne

company s country of ncorporation, in the same Currency as the predicted return,
*investmen: banking services include. but are not restricted 10, acting as manager/co-manager in the underwrnting o placement of secunties
(withir: the past three years), acting as financial adwisor, and‘or prowiding corporate tinance or capital-markets-related services 10 a company

or one of 1s affiiales or subsidianes (within the pasi 12 monins),

Source: UBS AG. s subsidianes ang affilates: as of 30 June 2002.
2. UBS AG. its affilates or subsigiaries has acted as manager/co-manager in the underwring or placement of securities of this company or

one of its affiliates within the past three years. o _
37 Within the past 12 manths. UBS AG. its affiliates or subsidiaries has rece:ved compensation for insestment banking services from this

company. .
B0, UBS AG. its affilates or subsidianes expect to recewve ¢ intend 10 seek compensanior: for investmen: hanking services from this

company within the next three months.

Unless ctherwise indicated. please refer to the Valuation and Risk sections contained within the body of this report,
For a compiete set of disclosure statements asscggled with the companies discussed in this report. (ncluding information on valuation and
rs. please comact UBS Warburg LLC. 1285 Avenue of Amencas, New York. New York. 10018, Attenton: Publishing Administration.

UBS Warburg LLC, 1285 Avenue of the Americas, New York, NY 10019 Phone: +1-212-713-2000

Tris mateny’ has Deen DiEDared v UBS AG of ar altiate theraol | UBS | acting IR10L3" Rs Dusiness Grows UBS WaDUIG ¥ has nc regart Ic 1re SPaClc imvesiment oDieClives Inancie! snuption of DaMcular
needts O ANy SDBCIHC MEDEN: N MDESONIZI0N OF WAITAIT, WARG! RXDIUSS Of MOVEC & DICVICRE 1N FHALOC 1S IR CTUTas COMDRABNESS OF rpuaniiy of Ine intormalion comaines neran  This reper = publishad
G2, 10 MIOIMANDHA! DU Do es and & N0 IS D& LOMSITUSD 85 A SOUCEZNON OF @r Jhe' 'C Du. D7 5§ 37 SECUTIES C° re-aled NRANSTa MSTryments Opiniens axDigssed hermn ate suDwct 16 change withowt nolce and
ma, GMer 07 o CONTAN, 1 GONmians ExDIESSAd by ONer DUSINess areas o Joups £° UBS & 2 resul p' Usng Sere~ assumphons 302 mena UES 1 ynae’ fio oDigalio™ IC UDORIE Or keep Mve miommalion cutren
THe SBCUMIEL QESCTIDET here:s May NO! DE Suibie IO SBe IN 4 WASAICHONS O 1T cerar CateoDnes of Iveston UBS ang 0! fs dusctons offioers ano ampiovees of chents My Take DOSAI0NS 1. and may Mahe
PUICTIASES ang.0! SAIeh 45 DNALIDE: OF ORT: o UBS may 501 &5 maram-maher » ThE S6CUMNES O redaleC IMANCA INSTUMETS Oscussed heter  UBS maw Drovioc Invesimen! Danung ard offver s..mnces 10 ahdror
SEFVE &S QNGNS O' e CIMEanes-(@I1eC 100 This report DS ns redted eniiies Orecton emomiouees anc a0ents accept N habify 1Or anv I0Ss 0 CAMBOE OF &N, KNG ANSING DuA Of e wse of thr repon Unied
KIngaom anG rest of EUrops EXospi A OUeNwise SOECTHEO DEMRIT s MATENA s COMMunKaled by JBS Vearoutg Liz a supsidiary of UBS AG 16 DersOns whO are Mmarke! Couniernaries of Inle: Medate tusiome
i85 detawed In the FSA Ruies) and 5 oy avaiaiie 1o such Dersons  The intormation contained hesen does nol Appiy 10 8nd Shiuid No DE reeg 4Doh by prvale cusiomers This mepont s‘umg drinbuled :
rl:;esu:r: I;L‘uﬁsn:Gr:o -r:r:;;wl E?sws onky T 1600 5 being OstAuted 1o US persons by sther UBS Wamurg LLC or UBS PameiWatosr inc sups:Giahes of UBS AG 07 by 5 QRNR. SubsKhary OF athkpe
ol D; i me‘S ~ :‘a“mord:::n::; ‘iaJ sn::l:‘ ﬂ;ﬂbeavs l\; m‘ llJ.f ér::ﬂag;n;l |m‘;t:;‘om> UTBS Warburg LLC or UB3 Paneweooe: inc accepts responsbity 4of the content o 2 fapont
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UNIE-P Economics: Downgrading the Bells
D O

L ST S 3 pre .- el v

¢ Downgrading BellSouth , SBC and Verizon to Hold from Buy

— Analysis of UNE-P economics suggests pressure on profitability for the Bells

— We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth
(Street estimates are for 2-5% growth ).

— We expect long-term FCF growth of 2-3% vs prev. expectation for 3-4% growth
i

L Lowé'ring Price Targets
— New price targets based on our reduced FCF estimates in our DCF analyses:
- BeliSouth: $26 {previously $28);
- SBC: $30 (previously $36); |
- Verizon: $34 (previously $50)
~ We Expect Market Performance Over the Next 12 Months

—  Attractive dividend yields shoutd limit downside

YO AV, . John Hodulik, CFA
@5’ UBS Warbur (212) 713-4226, john hodulik@ubsw com
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UNE-P Economics : Changes Lo Estimales

BellSouth
2002 2003 % growth
Old New $change % Change old New $change % Change Old New
Wireline Revenue 18421 18312 -109 0.6% 18,73 17,993 -738 -319% 1.7% -1 7%
Total Revenue 29.009 28,900 -109 04% 29582 28,842 -740 -2 5% 20% 0 2%
EBITDA 12837 12784 -33 -0 4% 13120 12761 -359 -2 1% 2% -0 2%
Net income 4,035 3.924 -1 -2 7% 4217 3836 -380 -30% 4 5% -2 2%
EPS $214 ' 3209 (3009 23% $218 ' §202) {8016} 7 3% ' iew T 3%
‘ , o e e _
" SBC
2002 2003 % growth
Od New $change % Change 0ld New $change % Change Old New
Whitelne Revenue 38,768 38601 -167 4% 35884 17482 -1.402 -3 6% 0.3% 2 ¥h
Total Revenue 52377 52205 167 0 3% 52937 51535 -1.402 -2 6% 1% 1 3%
FBITOA FARKT RS I T 20 D1% 21479 20958 521 -2 4% 05% 9%
Nel Income 1728 7,715 13 02% 7811 7.462 -349 -4 5% 1 1% 1%
EPS 210 2 {$0 00) 0 2% $236 ' §2 25)  (§011) 4 5% 21% 2%
Verizon
2002 2003 % growth
Old New $change % Change Old New $change % Change o New
Wirelne Revenue 40912 40 B% -15 0.0% 39,655 19,136 -519 -13% 1% A4 3%
T otal Revenue 66737 66722 -5 30% 67092 66575 -518 -0 8% 0 5% 0 2%
EBITDA 20049 28772 277 -10% 288} 28180 576 23% 0 1% 2%
Het Income 8332 8150 -182 -22% 8587 8130 -457 -5 3% 3% 02%
EPS $305 $298  (3007) 22% $312 ($296) (3016} 5 1% : 7 V4 0 7%

3% LIBS Warbur

—
L
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UNIEE-P Economics: Glossary

¢ Unbundled Network Elements (UNE)

— The individual parts of the local telephone network (7 elements including: local
loop, switches, transport and QSS) that ILECs are required to “unbundle” and
lease out to CLECs. Competitors can lease out one or all of the available UNEs to

pppvide service. "

¢ Unbundled Network Element-Platform (UNE-P)

— Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset
deployment.

% Retalil Lines
— Access lines sold directly to the end user from the ILEC.

%~ Wholesale Lines

— Access lines sold to competitors (AT&T and M), which resell the lines to end
users.

YC AL "y John Hodulik, CFA
% LIS Warburg (212) 713-4226, john hodulik@ubsw com
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UNE-P Economics: What's the Big Deal?

¢ UNE-P Competition Has Intensified in Recent Monthes...
— MCI's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines)

— AT&T (recently entered 3 SBC states {24M residential lines]; plans to enter NJ
(4.5M residential lines] in Sept 2002)

— Other opérators
F

- Sprint is considering this strategy; others include Z-Tel, Talk America, and
SupraTelecom (which added 120K UNE-P lines in FL in 2Q02)

4 Due to More Favorable Economics of UNE-P for Competitors

— Public Utility Commissions continue to set lower rates

- Recent reductions in California, New York, New Jersey, Pennsylvania

¢ Second Quarter Results Revealed the Bells’ Exposure
—- Qver 1.1 million retail lines converted to wholesale through UNE-P in 2Q
_ SBC: 692K added vs. 358K in 1Q02; ’
- BellSouth: 278K added, vs 239K in 1Q02;
- Verizon: 110K added vs. 64K in 1Q02

1YYy - Jlohn Hodulik, CFA
& UBS Warburg (212) 713 4226, john hodulik@ubsw com
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UNE-P Economics: Summary Findings

¢+ Economics of UNE-P are Worse than We Originally Expected

— UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of
US residential lines)

— SBC's Ameritech region is the most attractive for UNE-P competitors

¢ UNE-P Line Growth Will Be Gfeater than the Market Expects

> | |
— UNE-P lines can be profitable in 33 states, suggesting further entry (82%
of US residential access lines)

— AT&T presents the most significant threat.
- Its 40% share of the consumer LD market presents an immediate target
- AT&T sees opportunities in 14-17 states, but announced entry in 8 states.

— The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration).

2000a 2001a 2002e 2003e 2004e 2005e
UNE-P Lines 2,923 2652 11152 18,146 22367 25,136
UNE-P Penetration 1.7% 3.4% 7.2% 12.2% 15.2% 17.3%

YAy, . John Hodulik, CFA
5‘& UBS Warhure (212) 7134226, john.hodulik@ubsw com
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UNE-P iconomies: Summary Findings

¢ Long Distance Opportunity is Only a Partial Offset

— Bells only need to add 1.3 long distance customers for each UNE-P line added to
breakeven at revenue line

— However, the Bells need to add 5.4 long distance customers for each UNE-P line
added to breakeven at EBITDA line -

— UNE-P IS AN EBITDA STORY, NOT A REVENUE STORY

2002e 2003e 2004e 2005
LD subs 19.905 34,524 41,460 45.223
UNE P subs 11,152 18,146 22.367 25136
LD subs / UNE-P subs 18 19 19 18

¢ We Do Not Expect Near-Term Regulatory Relief

Y dulik, CFA
o UBS Warburg John Hodulik,

{212) 713-4226, john hodulik@ubsw.com



UNLE-P Economics: Summary Findings

¢+ Anticipate that EPS Will Decline in 2003 for the Bells
— EPS highly sensitive to growth in UNE-P

Revenue lost EBITDA lost EPS Impact assuming locat line loss of Free Cash flow Impact

per fine ! mo per line/ mo M M k1| 5M 1M 1] ki) 5M
SBC $1976 ‘ $17 04 $0.04 $008 8012 $0.20 $137  §274 $411 $685
vz & 89 1526 004 00? 013 022 123 245 68 614
Bl S 18 29 1565 0 06 013 019 032 126 252 a7 629
Q 1473 1198 005 D09 014 024 9% 193 289 481

-- We estimate that 8M lines lost translates into $1B OpFCF loss

- Summary

Poor Economics of UNE-P + Higher UNE-P Line Loss
= Lower Profit and EPS for the Bells

1T & T o John Hodulik, CFA
% UBS Warburg (212) 713-4226, john hodulik@ubsw com



UNIE-P IEconomics: Calculaling the Impacl

1) Calculate Revenue Impact Per Line Lost

2) Estimate Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins
’ Il

3) Calculate Wholesale EBITDA Contribution

4) Estimate Future Line Loss in Each State

L0 B LA . iohn Hodulik, CFA
‘%‘3 UBS Warburg (212) 713 4226, john hodulik@ubsw com
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UNLE-P Economics: Caleulating the Impacl

1) Calculated Revenue Impact Per Line Lost

Local service revenue = + Basic local

+ Vertical Features
+ AccessfintraLATA toll | Retail Revenue
+SLC |
+ LNP, 911 and other surcharges

UNE-P revenue = tLoop

1Local swilching {fixed & variable)
o W I c I

1 Tandem swilching | holesale Revenue
+Transport ;
|

Difference = Total revenue lost

Source: UBS Warhurg LLC and company reports
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UNE-P ¢ ics: Revenue lmpacl - SBC
-1 economics: Revenue lmpacl - SBC
Plos Phus: Plus Plus Total Lesy = Tolal
Basic Local Service Stc Vertical serv.  AccessAniral ATA toll USF Retail Revenue UNE-P Revenue Losl
Ninors, T W Y 900 5 00 0y 3136 897 YT
Indvna 1750 549 i 500 047 324t o7 1534
Michigan PARLY 53 900 500 043 074 1274 7800
Ohig H A 535 900 500 ¢Aa2 02 ALY 10K
Wrscansin 1935 502 900 500 021 nmaA 1968 195)
Cahlorma 1097 440 9.m 500 044 2941 1168 113
Conmechot 1254 569 900 5.00 ne? 3285 ml 17 04
Nevada 1075 576 800 H00 054 3055 FARTS 938
Arkansas 19 520 S0 500 04§ 5163 teh 606
Kansas 1445 520 900 500 D48 RERE] 1519 1774
Missouts » 1 G0 h 20 900 500 | 048 648 19 3¢ WA
Cktahoma 1278 a0 a0 500 G AR E1R: ] 1845 (AR
leras 1994 520 9 0 4 0 04k 6] 1o M
Average/Tolal 14 88 49) 9.00 5.00 044 M2 14.50 19.76
Avg Amentech 1563 5.09 9.00 5.00 039 351] 13.40 2173
L oop Local Switching Tandem swilching  Shared lransport \
Urban Subuyrban Rural per porl per MOU per O pos WO Avp. UNE-P
o 29 T 1140 501 unbrmuted 00007 0 0008 Cawm
Indiana any B 15 By 5M 00n34 00003 DRNE o
B ugan A A L) 1754 2h) 20012 . naon nOno4 17214
o 4 a) 797 957 16 00032 " g0 na "a
Wironsin 1n90 1090 1090 498 035 00007 nnit ta 68
Caldottna LK) [y 1953 0 AR 00008 00001 o013 1168
Cgenecheout 895 170 1969 I 0007z 00620 na 20A1
HNevaida (LAY 276R 8631 16} Donig 00018 nonsa AR
Arkansas 11 AR 1164 1M 1 aoals nomr? 0 oo 168/
Kansas t1 86 1364 1M 164 oot 0 ona n o 1539
Missoun 2 n FURA 131 206 00071 1 000R 0 (M 1937
(Wlatnma 1744 1365 2625 237 00079 00010 na 1R A%
Texas 17 14 1365 1898 29 Q002 000k nom 110t
Average 885 1.32 18.01 27 0.0018 0.0006 00008 14.50
Avg. Ameritech 637 8.21 10.79 L] 0.0019 0.0006 0.0005 1140
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