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RURAL FUNDAMENTALS

What is the fundamental value of a rural wireline?

Continued on page 6

OVER THE LAST twenty-four months,
the telecommunications industry has

witnessed an unprecedented number of ru-
ral access line transactions.  From early 2000
to 2001, 2.9 million lines changed hands for
an estimated $9.5 billion.  In September,
Verizon announced that it hopes to sell an-
other 1.2 million rural access lines in Ala-
bama, Kentucky, and Missouri.  Market
watchers expect these accounts and their
related assets to fetch about $4 billion, or
roughly $3,300 per line.  Not coincidentally,
this is also the average price for which the
2.9 million lines sold over the past two years.
A comparable sales valuation provides a
good starting point for potential buyers, but
it has considerable limitations because it
does not address the underlying economic
value of acquired lines.  Wise buyers con-
sider the assumptions behind, and uncer-
tainties of, expected cash flows when they
determine the price they will pay for telecom
customer bases.  In this article, MCG pro-

vides a useful alternative to the comparables
method by means of a discounted cash flow
valuation.  It applies not only to rural access
lines but also to CLECs, long distance, and
data carriers.

Using data provided by the United States
Telecom Association, MCG has compiled a
per-line cash flow profile for a middle-size
rural carrier (about 10,000 to 60,000 lines).
Each access line is expected to generate $800
in revenues in a single year, including line
charges, access charges, USF payments, and
other services.  Depreciation on exchange-
related equipment lowers taxable income.
EBITDA margins are over 50%.  Each line
will require $144 of annual investment for
maintenance, yielding free cash flow of just
over 20% of revenues.  Based on these as-
sumptions, free cash flow from our model rural
access line is approximately $180 per year.
MCG assumes that free cash flow will grow
3% annually, barring any accelerated invest-

AT&T ANNOUNCED a year ago its plans
to split into four entities to move faster-

growing businesses out of the shadow of
long distance.   One such business—AT&T
Wireless—was completely spun off this
summer, and AT&T Broadband was due to
follow suit later this year.   AT&T Broad-
band, with 15.3 million subscribers and ac-
cess to 24.2 million homes, is the largest cable
company in the country.

In July, Comcast, the nation’s third-larg-
est cable provider, made an unsolicited $57
billion offer ($43.5B in stock, $13.5B in as-
sumed debt) for Broadband.   Based on cur-
rent stock prices, this offer is now worth $34
billion.  In the days since the Comcast offer,
other potential buyers, including fellow cable
operators, content providers and software
provider, Microsoft, expressed interest. Of
course, AT&T does not have to sell to any-
one, and could continue with its plans for an
IPO of Broadband.  However, instability in
the equity markets and AT&T’s need to pare

its hefty debt load make a sale at this stage
an attractive alternative.  MCG believes that
among all the options for Broadband, an ac-
quisition by AOL represents the greatest
value for AT&T shareholders over the long
run.

Combining with Broadband offers any
cable provider two things: operating lever-
age and pricing power.  In 2000, Broadband’s
EBITDA margin was 21%, versus the indus-
try average of 40%.  Thus far in 2001, evi-
dence suggests that cable operators can raise
the margins of Broadband to industry levels.
After closing on recent systems swaps with
AT&T, Comcast revealed that it should boost
EBITDA margins from these assets more
quickly than originally expected.  Comcast
claims that it can generate cost savings at
Broadband of up to $2.6 billion per year by
consolidating corporate overhead, renegoti-
ating for lower-priced contracts with pro-

BATTLE FOR BROADBAND

Unleashing value in cable assets depends on the acquirer’s business.
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TRANSACTIONS

IF YOU COULD GIVE somebody $1 and get
$1.25 back immediately, would you do it?

divine inc.’s announced acquisition of Eprise
Corp. appears to be just such a transaction.
divine will acquire 100% of Eprise for stock
worth approximately $43 million when the
deal was announced September 18.  In doing
so, divine gains access to a balance sheet
containing a healthy $50 million in cash and
no significant debt.  The purchase appears
to be a no-brainer for divine, but the mystery
lies in what possessed Eprise to enter such a
transaction. With $50 million in cash on the
company’s balance sheet, inquiring Eprise
investors should wonder why shares of di-
vine offer a better risk-return scenario than
other alternatives.

From divine’s perspective, in addition to
its $50 million cash windfall, the combined
companies paint an attractive picture.  Incor-
porating Eprise’s content management soft-
ware into divine’s portfolio of web services
expands divine’s expertise and technology
solutions and brings 150 new customers ripe
for cross selling. divine’s management
should be able to shave a substantial por-
tion of Eprise’s $7 million quarterly SG & A
expense through the combination of sales
and support efforts.  This should reduce
Eprise’s monthly cash burn of $2 million.  In
addition, despite the generally deteriorating
economic environment, Eprise’s accounts re-
ceivable improved dramatically, from more
than $6 million at year end 2000, to nearly $3
million as of June 31, 2001, while revenue con-
tinued to grow.  Revenue increased 14%, from
$7.2 million for the first six months of 2000 to
$8.2 million for the same period in 2001.

divine inc.’s deal for Eprise includes the
exchange of 54 million shares of divine Class
A stock, or 2.4 shares of divine for each Eprise
share.  At $0.80 per share, divine’s common
stock is not the valuable currency once em-
ployed by the tech titans of yore.  But the
company’s continued ability to use its com-
mon stock as transactional currency in two
recent and relatively large deals is an advan-
tage few other technology firms enjoy.

While most investors have been fleeing
any technology related sector in a near panic,
divine has embarked on a bargain-hunting
acquisition spree.  The Eprise deal follows
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closely on the heels of divine’s purchase of
Open Market, another content management
provider with 300 customers, in a stock deal
worth $59.3 million.  While Open Market, with
only $9 million in cash on the books, does
not bring a cash hoard to the table as Eprise
does, the company’s existing customer base
adds considerable cross-selling leverage and
enlarges divine’s product base.  divine has
also accumulated various assets in several
stages from MarchFirst, a content manage-
ment provider.  The spree goes back several
months and includes purchases of content
management provider Fracta Networks in
August, infrastructure provider Intira Corp.
and communications firm eShare Communi-
cations in July.  On the surface, the combina-
tion of all of divine’s recent purchases makes
it one of the few firms able to offer corporate
customers both content management and
content delivery.

While the motivation for divine to enter
this transaction is obvious, Eprise’s rationale
is not so clear.  Eprise agreed to exchange its
$50 million in cash, $17 million in annual rev-
enue and 150 customers for $43 million in
divine stock.  While the market offers few
prospects of capital infusions, Eprise was not
in need of cash.  At their current burn rate
they had over two years worth of financing.
The return to shareholders appears higher
and less risky under the scenario of Eprise
shutting down and paying out the cash. What
does Eprise’s management know that the
market doesn’t?  Since the deal was an-
nounced last month, shares of divine have
fallen 38%, lowering the transaction value to
$27 million.  According to SEC filings, the
penalty for walking away from the deal is $2
million.  Given only publicly available infor-
mation about the transaction, the devalua-
tion of divine’s stock and the relatively small
breakup fee, Eprise shareholders should be
wondering if their stock is worth more under
the divine umbrella.

Editor’s note: In the transactions table
on page 5, we list the announced value of
this deal as $60.8 million. Our source for
the tables is Bloomberg, which calculates
the market value of the divine stock using
the average price for the 20 trading days
preceding the deal announcement.

EPRISE’S MYSTIFYING MOVE

divine, inc. buys Eprise and its $50 million in cash for $43 million.
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UPCOMING EVENTS

FOLIO: Show New
York 2001

October 29-31 at the
Hilton New York

212.586.7000

Securing New Ground
The New World of

Security
November 7-8 at the
Roosevelt Hotel in

New York
440.286.4900

Capital Content
Network Breakfast
November 8 at the

National Press Club in
Washington, D.C.

800.356.9302

Southern Newspaper
Publishers Association

Annual Meeting
November 11-14 at the

The Breakers in
Palm Beach, FL

404.256.0444

ASCENT
Fall Conference &

Exhibition
November 11-14 at the
Orlando World Center
Marriott in Orlando,

FL
202.835.9898

American Business
Media Top

Management Meeting
November 12-14

at the Fairmont Hotel
in Chicago

212.661.6360

RURAL FUNDAMENTALS

ment in new technologies, new product de-
velopment, and corresponding marketing
activities.

With expected cash flows of $180 per line
and 3% growth, a buyer’s cost of capital
would have to be 8.6% or less to justify pay-
ing $3,300 for a rural access line (using a divi-
dend discount model).   At that price, the
acquirer would still be able to provide lend-
ers, bondholders, and equity investors with
their required rates of return.  Some of the
largest rural carriers in the South and the
Midwest—including Alltel, CenturyTel, Tele-
phone & Data Systems, Citizens, and
BellSouth—might enjoy a cost of capital low
enough to afford a $3,300 price tag.  These
companies have investment-grade bond rat-
ings, ranging from BBB to AA-.  Currently,
the spread to 10-year Treasurys is 170-240
bps, which gives a pre-tax cost of debt of
roughly 7.25%.  Stock prices for the carriers
have not succumbed to the tech/telecom bust
the way those of the pure CLECs have.  Per-
haps most important, the cash flows from the
rural lines are fairly stable and therefore less
risky than those of other competitive telecom
companies.

Smaller carriers and those in more com-
petitive markets have to provide higher re-
turns for their investors because of greater
real and perceived risk.  Higher returns mean
lower acquisition prices.  If the discount rate
is 12%, the value of the line to the buyer is
$2,040.  At 15%, the value is $1,530, and at
20%, the value is $1,080.

The preceding analysis values the cash
flows of a rural access line as a perpetual
annuity.  This is reasonable, because rural
access lines have low churn, low competi-
tion, and highly reliable cash flows.  In a more
competitive environment, there is more un-

Continued on page 7

certainty surrounding these factors, and this
affects valuation.  For example, if we use all
of our earlier assumptions about revenues,
margins, cost of capital, and so forth but add
to the calculation 1% monthly customer
churn, the value of the line declines from
$3,300 to $893.  That is because the average
life of the customer is now only four years,
compared to the perpetual relationship of
RLEC customers.  Lower revenue growth and
smaller margins likewise lower the value of
the lines.  If price competition drives gross
revenue per line down 1% per year (as op-
posed to our baseline assumption of 3%
growth), a line is worth $1,840 instead of
$3,300.  Cash flow margins of 15% instead of
20% reduce the valuation by a quarter.  The
three factors we have highlighted here—cus-
tomer churn, revenue per customer, and cash
flows margins—are key drivers of value.  For
RLECs, they are all fairly predictable due to
regulatory protections.  For competitive
telecom companies, including CLECs, long
distance and data carriers, these factors vary
greatly, resulting in disparate valuations.

Using this basic framework, Verizon’s
asking price for the rural lines appears rea-
sonable.  We come to this conclusion not
because there have been other transactions
at similar multiples, but because the rural ac-
cess lines in question probably have little
churn or competition, and the big potential
buyers have moderate costs of capital.  In
other words, the fundamentals support the
price.  But we have also shown that potential
buyers in other deals must carefully consider
the quality and reliability of the revenue
streams they are acquiring.  Once we start
tweaking our underlying assumptions about
cash flows, the valuations change signifi-
cantly.

When pricing assets or an entire busi-
ness, it is essential to look at comparable
transactions and public market valuations.

Source: U.S. Telecom Association and MCG Estimates

Per Line Cash Flow Assumptions Monthly Annual

Operating Revenues $67.00 $804.00

Operating margin 52.9% 52.9%

Operating Cash Flow (EBITDA) $35.44 $425.32

Depreciation $11.00 $132.00

Tax rate 35.0% 35.0%

Capex $12.00 $144.00

Free Cash Flow $14.89 $178.66

Free Cash Flow Growth Rate 3% 3%

Cash Flow Assumptions for Rural Lines
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This research report is prepared
and circulated for general infor-
mational purposes only and is
not an offer, nor a solicitation
to make an offer to buy or sell
any securities or options, futures
or other derivatives related to
such securities.  Investors should
seek financial advice regarding
the appropriateness of invest-
ment strategies discussed or rec-
ommended in this research re-
port.  The information con-
tained herein was obtained from
sources MCG believes to be reli-
able, however MCG has not in-
dependently verified all the in-
formation given in this docu-
ment.  Accordingly, no repre-
sentation or warranty, express
or implied, is made as to the ac-
curacy, completeness or fairness
of the information and opinions
contained in this research report.
Some of the information in this
report may be based on histori-
cal information, which may not
have been updated.  Statements
regarding past performance may
not be indicative of future re-
turns and statements regarding
future prospects may not be re-
alized.  All opinions and esti-
mates expressed are our current
opinions and estimates as of the
date appearing on this material
only and are subject to change
without notice.

MCG or employees preparing
this report may have a position
in securities of any company or
derivatives related to such secu-
rities referred to or recom-
mended in this report.  An em-
ployee of MCG may be a direc-
tor of a company referred to or
recommended in this report.
MCG may perform for, or so-
licit business from, any entity
mentioned in this report.

BATTLE FOR BROADBAND

RURAL FUNDAMENTALS
Continued from page 6

grammers, reducing marketing costs, and
scaling back telephony-related expenses.

Purchasing Broadband would more than
double the size of any existing cable opera-
tor, providing it with the much-needed pur-
chasing power to confront giant content pro-
viders such as AOL, News Corp., Disney, and
Viacom.  Disney’s ESPN, for example, has
raised its rates to cable operators 20% in each
of the last three years while cable operators
have only been able to raise rates to con-
sumers by 5.8% over the same period.

The combination of Broadband and a
content player would further improve this
ability to bring down the cost of content
through vertical integration.  Content pro-
viders’ programming including libraries of
films and television shows would give a cable
provider cheap assess.  In addition, certain
content providers such as Disney or Viacom
may want to scoop up the pipes that offer
distribution to a network of millions of cable
subscribers, something that would offset the
declining viewership at their broadcast net-
works of ABC and CBS.

In MCG’s view, AOL, as a significant con-
tent player and the second-largest cable pro-
vider, potentially would unleash the most
value from the Broadband assets.  AOL could
capitalize on syngeries offered to content
players and the benefits of scale offered to
cable providers.  Putting Broadband’s pipes
together with AOL’s content allows the com-
bined entity to push high-speed access, ex-
isting AOL content, and new offerings to a
captive audience.  The subscriber bases of
Broadband and Time Warner present enor-
mous opportunities of scale and pricing
power as the combined company would be
three times larger than its nearest competi-

tor.  AOL’s digital rights and digital produc-
tion expertise put it in an excellent position
to capitalize on the emerging world of digital
distribution.

Recognizing the power of this combina-
tion, Microsoft is only considered serious
about bidding for Broadband to the extent
that AOL is involved.  In the ongoing browser
and Internet access wars being waged be-
tween AOL and Microsoft, Broadband has
emerged as another battleground.   Buying
Broadband would help Microsoft contain the
growth of AOL and Netscape while provid-
ing a new medium through which to distrib-
ute its software.  Having invested $5B in
AT&T in 1999, however, Microsoft most likely
would prefer to see the planned spin-off and
IPO of Broadband move forward.

AT&T management maintains there is a
high level of interest in Broadband from suit-
ors. Keeping Broadband within the AT&T
fold seems neither wise nor probable, given
current shareholder sentiment.  AOL has the
online and offline content offerings and the
critical mass in existing cable subscribers that
should allow it to maximize the value of
Broadband’s pipes and subscriber base. Con-
vergence is coming and the combination of
AOL and AT&T Broadband epitomizes the
blurring lines between media, communica-
tions, and technology.

However, investors must also question the
assumptions implicit in such valuations.
They must ask what revenues, margins, and
growth rates are needed to justify the price
they are paying.  Consider the example of
ISPs offering free Internet access.  At one
time, they were trading at $500 per subscriber.
Once investors realized that the expected ad-

vertising revenues were not going to materi-
alize, comparable valuations quickly gave
way to the fundamentals, and prices fell pre-
cipitously.  MCG does not believe the same
will occur with rural telecom, but we still see
fundamental analysis as an important tool
that helps buyers and sellers understand the
value of the lines.

Source: Advertising Age

Cable Market

Company Share

AT&T 15.9  25%

Time Warner 12.8 20%

Comcast 7.7 12%

Charter 6.4 10%

Cox 6.2 10%

Aldelphia 5.7 9%

Cablevision 3.0 5%

Others 6.0 9%

(MM)

Subscribers

Largest U.S. Cable Companies
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