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BATTLE FOR BROADBAND

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

T&T ANNOUNCED a year ago its plans

o 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-

Continued on page 7

RURAL FUNDAMENTALS

What is the fundamental value of a rural wireline?

VER 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-

Continued on page 6
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EPRISE’S MYSTIFYING MOVE

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

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 0f 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

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
isnot 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.

Copyright © 2001 by MCG Capital Corporation . Phone 703.247.7500 . Fax 703.247.7505. www.mcgcapital.com



Page 3

TRANSACTIONS

SpyST] DN puv sosvary ssaJ Guvduo?y Tioquoopg unos

INHLNOD *HOVIdLINIVIN HH.L NI STvdd

S - oot U suons X - PO TUOI Uf (GTREOVELR) ~
., Sumbor ‘10T £q pasmbas sea srunsaarp oduwion [ OIS 6 18S faepoads g fvd ¢¢ ‘suonws voIIAA 17 UL ALD wonws uoIsAPY dFenSur-ysBuR oI, ) Aoy e )
used . . o _ _ . ; 5 §
107 o415 9495 inq oA sl ferord rownor Sarpu vor 4§ soruedwion vipaw pu so1esado 2[qvd Jo wnpIosUO Al BPawaqorD [Pg/00F900 JHOMIPU BOJSLAA[D) [ FFenGuv]-youay 2u] 1099¢o00) /U] SOLL, dog-g1
910N UOROTSUEIL, anfeA pasunouuy wondmosa oamboy s9amboy wondmosa 1IPS /1955w L, g /198, arq
AL

s Surpuag vorw s {uedwios Sunsvoproiq orpes 2FenSur|-ysueds (dSH ISAN) “di07) Sunsvopeosg sruedsiyy suopws Ofpa XIUR0Y 4 -ou] oy &1 Sig dog-g

gsvo orpdwon vorIw 6798 armuaa autof -07) ssapI A Purysung pue diop) ader) urpuE] soomaa0s puv sweaSord orpry S1955¥ SOAMIIN OIpTY JTISULN dog-g
Surpuag vorw 57§ soupzvSvw Sperads ‘ssadvdsmou ‘orpry -pr -dion) peaidery pugpunozmaN suopws opes wRqLY S “ouy Sunsvoprosg pvpurig Soy-1¢

910N UOROTSUEIL, anfeA pasunouuy wondmosa soamboy sa3mboy wondposa(y 39198 /198e L, 1[5 /1981EL, areq

orpey
000 \ : -
s Suedwo Surgs E £ opepsue ut sodvdsio : .

O €16 30 SoUAOH 9100 SSOmED (0061 1o pasopsipun Suedwos Supysiqnd sadedsmong (Oul ASAN) Suedwor) ssidoy eumof v oepsur ursadvdsmou A (199 THSAN) "0) Bouurs) /90day 2y, dog-p1
a101dwo; edwos v : fuedwon s - dedsmou 4 (Z.1d *4SAN) Snv-1c

opdwon PasopsIpun Kuvdwos erpapy (LAN HSAN) fuedwor) sowr], 70X AN YL, v ‘vwumpeng ur sadedsmau Apppan RSy TR Sny-1¢

$910N] UORJBSUEI], anfeA pasunouuy uonduosa(y 33mboy 3mboy uonduosa(y 199 /193e ], 1998 /198 ], aeq

s1odedsmaN
2adwor) pasopsipun) eep Su OYTT $P9IN0SY BIPI IURILAY ssasnape ueadoiny jo Sunoyrew o DU YDILSY INSIIIO /YIEA\PY U] PO¢
pors Supuag pasopsipu Suedwos Surpjoy woasps pur [ o :o.as_m_auhmmwmw%mw_ﬁ o SINITL F$IUIY) J0J UONVUIOFUI PUT V1T (LowH “wmw%wﬂm_mmﬂmwwmﬁsﬁm POT
N N SSEsnpUT
$38US VORI 70 003 10[dwiory worw 1648 {uedwioo [pyg (@OWO gIDLO) “d0) mindwor) vwresy SOOI ISESIp Pt asueISL 101 “Su] [PUOREUIN] JOOqaN[g AL, PO1
$910N] UONDBSUEI], anfeA pasunouuy uwonduosa( samboy smboy uwonduosa(q I9[PS /19818 ], 39[P§ /3983w ], aeq
SI9DIAIOG UONEBWIOJUT Ssaulsng
sordwon pasopsipun onewIoyur 259105 pur uopwavdasd 19, (AT SOVASYN) U] A91A0Y U010 REWI0JUT 00D [¥AIUYP2 PUT 2F[[03 U DUl WodEEquIg POC
ONUIAT JALLT, X/.'] UOI[I G¢§ * uorIw G198 SBunosrew 1211 _EonMwuwﬁw_ WW%MH&MMWVSU:HX— 1U2IU0d pue FuNONILL 1D2IP SUIUCO) (NNI'T :OVASYN) "2U] SISPUIJr T dog-t7
; s ; . n.[3220g . .

Supusg pasopsIpun $991AIDS SUOREDIUNWWOD TP[OYRALYS IUUC) woNgOD Surprpur Samseapeosq pue Sumsods R 2070 Su] WO dos+z

- TopewIojuy N ) — N ) ) -

spors Surpusg pasopsipun N S, (1SOF ‘GADLO) U] WIWUINUT IASTE wonanAsU pur uopvWIOFUE s1I0ds N0 0] WoIAIYY dog-1

spors Surpusg pasopsipun U JuEISOs uvipEU) -pr ommdeay UonvaIpUAs 10 SUTUO) 107 xO(ESIN dos-z1

OIS UONIIW G P01 SUONIW 11§ :ysvd Surpuag vorIw Z'4$ fod g ((SISY 2OVASYN) U] $9499( 35y 2REAOS YITIS AN ->u] sofojouyoa, Pwos], dog-11
SOAVS UONIIW "] 018 VORI [§ :ysed Surpuag vorw /7§ surpsuods g0 Jo 3oysiqnd ‘wpow sods uuo (N'IdS ©OVASYN) 2u] wooaur[siods Sunospvw 100m1p pu suods Sseue suruo wooxoqpuYy dog-

SnUoAeT NLL 5T - Suruwiond
fso3eys SUIPUTISING JO 0409 Supmbov fysd Hurpuag o 18 dnosd yuounsour vpojy T R ARy L VOREWHOFUL PUE 1SN [PUISHO JO JOMQISIP 3 (AN 2DVASVN) vonviodiod opryioN Any-o¢
$910N] UORJBSUEIL], anfeA pasunouuy wonduosa(y sasmboy 3mboy uwonduosa(y JI[PS /19838 ], 1998 /198, aeq
CIPI [BISIQ
arordwon pasopsipun Suedwon Surppoy ssoursnq wpaw puv suodg (LSS :OVASYN) ‘PYT SSUIP[OF] 30siAlS “smou “sourzeSe s0ds [0oyps YSIF] “oup suodg uapmg dog-cz
3aquasqns 32d 9z§-178 N

ot o o 7 poast pot oonss prg PO ES°STS 21UN SupZSYW $FIUITA WL, TOV Sup s, ssaquasqns pred 000°L1 1 1517 vopeoI pred prvpug Ansnpuy o, dog+z

soquasqns 30d (1§ 0000068 smoys apa ‘soouarapu0d Surystqnd ssoursng dnossy vy [ruonvUIN] SI9qEISqNS PAIIONTO? 00006 381] UORYOID PafonUd prepung Ansnpur aqL,  dag-pg

ysvo Surpuag o £0¢§ smoys apen ‘s20us03u0d ‘Gurysiiqnd ssaursng TT uonTUIOu SSPUISIE SYLA Surysiqnd pasnoog-pdes axmua szhm"o\,%m,u\% Mwmz m“wmw sy dog-pz

[(EEE) .

R U ~ 395 AG1our . e
gsvo orpdwon worw 01§ S99 Supuren ‘soouaroyuos Surgsiqnd grg 1 oAU eopmeL] douowor 1 301095 ASroug o7 Surgsiqng Jmo dog-g
gsvo orpdwon pasopsipun 991395 woRTUIIOJUT puv Surysiiqnd pagISIAICT (dFIN FHISAN) “2U] *S00) [[IH-AEHN $90U32JU0 “SISTQUITP “SOpR 301295 ATrPUT (NOSd ST vosread /48our L1 dog-g

910N UOROTSUEIL, anfeA pasunouuy wondmosa 3oamboy s9amboy wondmosa 31§ /1983w L, 1[5 /198rE L, arq
Surysiqng

Copyright © 2001 by MCG Capital Corporation . Phone 703.247.7500 . Fax 703.247.7505 . www.mcgcapital.com



TRANSACTIONS

Page 4

SIYST] DN puv Ssvyr ssaud (uwduory Tiaquoopg aanos

£nus 1w wopawy 0N Drldwor pasopsipu Suedwos waepe 4 euopvUIIU] SeoRWY $ORENIAG qqNY) suirve pmoog -dior) Burssa001 wiery dog-g1
£nus 103w wopawy aoN Sdwor pasopsipun Suedwos we f11no9s [euopTUIAU] SeOLPWY SONENIG qqNY) swae Spnoog VS AUV dog-g1
aopdwon pasopsipun SUHMOENULW PUL 2914155 PIISIIAIC] (OAL “HSAN) “PY] [PUOpvuINU] 09K, [0RIU03 §5999% “VONTWOINE SWOY SWHV[E 41 3 UOISAAU] dnoin s dog-9
aordwon pasopsipun FULMOTNULW PUP 2914155 PIISIIAIC] [PuORRUINUT 034, /5901108 A1EN298 LAV sworsAs Hn2as [PRUSPISY [PUORVUINUT UOSIPE /399[95 UOSIPE Sny-0¢
910N UOROTSUEI, anpeA paounouuy uonduosa(q 3a3mboy soamboy wonduosa(q 3975 /1085 L, 378 /108w L, areq
swIely AInoag
a1apdwony pasopsIpun sapsnpu uopuaAw0d pur Apendsoy oyl 103 ST NSIS samsnpu uopuaAw0d pur Lpendsoy ay1 10§ ST “du [enSiq Moyg 0OT
sareys uopIw ¢ 5018 Furpuag 6028 Ansnpu [iuap o 105 areangos SuSews [endiq (NIDA ggDLO) swansig Suiewy wodiy IS put ssapaa Supnpur Gapraosd 201108 19uINU] “2u] syIomdN ey PO¢
$3955% §O Kapofeu It 30§ U2AI XEG') o suoned > pareisa wosppio, 2014395 g 5UJ SUORIPUUONIN] SA dog-
o3 vep 10d 716§ ‘uonone Andnajueq v aseyaing I 0vs SUORTIUNMILIOD paIEion] PFOA ION 1393718 1 5U0B: N WA S¥e
00T AT PNUDADI BOI[[IL ¢§ $SIIQLISANS ())()°GT SuIpua g pasopsipun) $190poxd 29 $IAIS [EDUTUL PISEA-GIA\ (SLI :dgD.LO) "d10D) U Enua TN 19praoid 231A10s U] dSI pasopsipun dog-11
sawosnd (017 odwor pasopsipun 1opraoid 914105 19U “5U] [PUORTUINU] NDd 10p1a0id 2314105 PUINU] soupidey [DOL Sny-1¢
910N\ UOROTSUEI, anpeA paounouuy wonduosa(q 3a3mboy saamboy wonduosa(q 3975 /1085w L, 315 /108 L, areq
SIOPIAOIJ IDIAIIG JOUINIUT
Burpuag pasopsipun $ID1AT0S SUDUIFUOMPT, (LIDV :OVASYN) U] Supuaiojuoddpl, IOV $ID1ATOS FUDUIFUOMN[], (TLDd :OVASVYN) uoneiodio)) [ LI /4 [+1 PO-S
anjdwony pasopsipun auoqyprq UL vompy SuoqypEq UL g 1491, AV UL/ UL U] PP L, PO€
(IVID :gaD.10)
uipusd pasopsIpun) LONANASUO? AWOH o oy o s asocuon Uisva] 1903 WO, Sup s3om0 L, gV dog-sz
sarvys oy § HP03s Furpuag vonw 1§ vonensiSar pue Surap swrw urwo( (ADDAN *GIDLO) U] SURWO(T [ESIIAU[) $9014398 SUPUAIUOIIR, “dson) suonEamNWIWOr) THA 1O€¢
SIITYS H[(N9 HO0IS ‘vor[Iw 7§ 1ysed Burpudg woru ¢'z$ $IDTAIIS WO PAILITANUL Pase (XLLA *ggD.LO) "di0) euoneussiu] nay - SFOMIDU JTOA I$EQ IIWOISND $12SSY “ou yury pidey POT
saxeys voIIw §'/ 7 H203s 1[dwor) oI 8'y6$ s1onposd yusunean pue dnsouSerp [Py (OAdd :dgD.LO) U] $ans0USeI(] YAI01qOYIE] 1939ed 1940 23104 Fuisn SUONEIIUNWWOD BIEP PUE DIOA DU ONLLY dog-pz
VALIGH X0T 2nu2a91 X'/ 92018 Surpuag uoriq 71§ £IND3s UONDESULI) PUT DIMDNISEIFUL IDUINU] *2U] USISIA [9} 30§ SyIOMIU [Pyur pue Surjeud] “ouy Jpurwn[| dog-pz
yse> Supuag vonw /61§ SuOREDIINWW0291 39 390 dWod PAYISIAIC ug dnoin yO eprUTD) T U SSOPILA “5UJ SUORTIIINWILIOY) [P1-0) dog-tz
Supus, 2sopsipu SOMUNOS [EANI DU U S22 WO22[2) porviForu sosudIaIUE] SUORYIUNWIWO2IP, Spssound -d107) SUOREAIUNWIWIOY) S[IALID dog-
Fuipuag pasopsipun ISINYINOS VNI A U $IATD 123 porwifou OTT I sospdiug suopey PLAOTVA SsoIE PUY DD DT s Suvdos Surplory D suoRedY ORI S-12
Modwony pasopsIpun wWoddp1 Yn[PD) 71 suonismbay 28ps] 10 “PIOJUTH UF SJO UOIIW [ $39A07) T PIgRouu00) /25uad1 SO O O dog-/
sordwon pasopsIpun wWodspE) M) T SuoRTIBRWWOD) O, SO TPV U SdOd 000G $39407) 1 SSUP[OH P, /25u9d1 SO POIg dog-g
PasopsIpun SUODN[OS 9DIPWWOI-D PUL JS] [FUONLINPE] (SVSN FADLO) U PNFISVOYSN SUOREDIUNWIWOD TIVP PUL IIHOA “OUT SUOREIIUNWIWOY) WHIPE[[E] Sny-1¢
Surpuag pasopsipun [ 2duTsIp-Suoy put [eao] predarg (IdAM ggDLO) ‘droD) yordjon suopvoRIMUIWOAPI ssapIA predarg “2ur oamba Sny-0¢
;o . o1 4 . ceds Oo¥V OVASYN) ,
pors Burpusg pasopsipu 1op1a03d 2014395 19U 507 “dnoiny suopesuNIWO 1WaF0n) 1p1a0id SUONEAIUNWWOD PaIEsTNUL PISEQ-SANIT] di07) suopEIBNWIO 1SR PITY Sny-6¢
a197dwo; 2S0PSIPU, 2[US21 UL vonuIoII ¢ o) N) U] dur pur uSisap Jr0MIDU SSI *su1 dnoxn Supsuoy) uraouo Say-
1dwop pasopsipun Jonposd Suppomau ‘oseayos Sseapsvy sndwon ONVIN DVASV! 1 ‘$9180[0UD 11SAYPUTIY uor (dwr P 3p301 PIA 1 dnozo Sunnsuo) a Sny-6¢
SOIBYS BOI[[IW C'¢ ] 2038 FuIpua woruw (28§ IDLIIED SSI[IILA [PUOITY (VSO :OVASYN) "9U] §Dd eIy IDLIIED SSIIIIA [EUOITIY SOd! Sny-67
Fowoisnd 1od ¢eeied STWOISND ())()°g] F0§ Ysed Furpuog wonIw (19§ SUOREDUNWIWOD SSIPILA\ “dU] SUORET D) SSIPIN 10\ Vd U SI0MIU NSO JO $a5U2d1] put suonerad(y “DU] SO[IN] JO SIISSE UTLII) Sny-g7
anuaARI X9] fysed 0)dwon) vorw 67§ “suonear 103 10§ sH0MU UYL puv Suleulig “>u] 3aurwn(p LILDWY BNOG % YHON 103 2snoySunap afieys Surweoy $99AIDG SSIPALA [PUORTUINU] TANOSTRE Sny-gz
910N\ UOROTSUEI, anpeA paounouuy wondposa( 3a3mboy saamboy wondposa(q 39715 /198w, L, 3978 /108w L, areq

SODTAIOG WO,

SNOILLVOINANNWNOD *HOVILLINMIVIN HH.L NI STVAd

Copyright © 2001 by MCG Capital Corporation . Phone 703.247.7500 . Fax 703.247.7505 . www.mcgcapital.com



Page 5

TRANSACTIONS

SIS DN puv Sssvyry ssaad Kiwduory Tiaquooyg aunog

Oam HSAN) ‘d0) miEiq visd 30 Hepisqng

sonuaaai 700z pawvolond xg fyse rodwon) oI g'67$ Suppomu a5eos uad(y (LADW OVASYN) “di0) BePN LS JUDWIATLULLW 10U BT oy omontys dogt
03 i i 5 ds puny fymb dsd - ; dsor) Yo dog,
(s [ or1 w0 s wone o' Saning Sompuna vorw ¢§ oo Suifisows ur Furzpeoads puny Smbo arwatsg ssouneg uidsdog, SNAA SNVA “mmoos sposan (ITAD DOVASYN) “dioD) Jurdn 0511
S$196NU03 201A1s FunsIx Jopun parajsuLn swoIsND Dodwory | pIsOPSIPU  Ansnpur suopear 191 943 30§ SpomdN [euonvUINU] WOPL, [LL {Sojouyr Funoyuow pur ANd2s 3H0MIN OuNT _OE\MMMW M%ﬁwu‘wh HONVINI dog-p
$9)J0N] UOnOESUEI], anjeA pasunouuy wopnduosa(y 13mboy saxmboy uonduosa 39§ /198w ], 199§ /1983 ], aeq
933015 pue AINddg vleq
vpdwon pasopsipun sopraoid s[0o) vopEwIOJUE [PUOIsSj0Id Paseq-oIEMIIOg YOHOWY YUON] JAN[Y] SIOA SUONN]OS TAWPFLUT HONTUHOFU] wU\.MHM_HmwM cﬁmu _Mﬂwuu:m dog-97
o1 put yses rojduor o suopn(os pue Surssorosd vonovsuEn FuNU 1900 O N) "2u] aseauso sonfnn Ansnpur ouo dog-g,
OIS PUE 43T DIICWOD I vS$ SUORTIOS PUe FUIss? TSI SUHEO D00 :OVasV! 1988218500 $9910195 [erULUY puv Fursser0id voRdLSLL SUIUC) wuord oS5t
pdwon pasopsipun $991A198 1198 UOPOLSULA PUT JUBWITTULW YSH 7 Su] 3501095 BORERYIPY PUL AILN9S LORdLSULN SUIUC) suoneado soreagniany [endicy xesmby dog-cz
apdwon pasopsipun $991A195 UONUIFAIUL HOMIDU pUY L] (AU OVASYN) $92im0say ndwor) Losouiog s931108 JupwFELW 199(01d pue upnsuod gzg dnossy Sunqnsuo sufiureg dos-1z
— — - - SSUSTE 25UITPI] ;

MU X89°) 43 wor 6S1§ asuagop /2oedsoroy (NILL S AN) “dioD) uwa, Ut 2sua3p 30§ Juawdo[Adp STORNIOS PUE SWNSAS U1oLd ds-0c
2191dwio; 2sopsIpy nagos aBueyaxo 300 Snsnpuy £Fojouyan ur $214108 [[03e 599110 vALH dog-
pdwon pasopsipun —— Pr— XD O msnp [0uY9 U 59 foifeq 14398 LAV 2561

asvys 30d ¢¢ 0§ Surpuag vorw ¢'67$ Suedwos wwsunsoau] SUIWSHAUT TIIUIG Fun[nsuo puv 3uowdo[aadp $9ILAIPSE] “oup awEiI0 dog-g1
Surpud, 250pSIPU SRS $$9UISNG-> PUT IUaWRTTLL ABpopmou areaajog ovredd SOEISIPUL suy aspeadiou do
outpuRd PIsOpSpuQl PTPAJOS SSOUISNQ-2 PUV UAWROTUEL 2TPOIMOU S v 22UPINSUI PUE 218353 €23 JOJ U [E329E[[02 DUIUQO) i = °S81
Furpuag o §00§ (Gojouyaa pur ‘sdrass ‘suonvadde pasvueyy (NIAQ DVASYN) ] 2uiap suonn[os 1awFEUTW 1UNTOT) (S DVASYN) ‘dion) asudgy dog-g1
pordwon pasopsipun suopnjos Suppoateu AFeioig (UNT DVASYN) 521801092 I, TONVINT soo14308 puE uSsop oaou sdinuE OvasYN) don Eo%w.%W: duoy/sponen e 5L
appdwon pasopsipur soa1a108 110ddns wosap) pur MFojouyda, 71 WwewsSeuryy e ASojouyeay, somsnpur Syuidsoy pue s 03 seataios woddns 11 JIeY dog-1 ]
ppdwon pasopsipun ouvnsul opL, (1910 OVASYN) U] dnossy opi, fendery SuONN[Os 21183 [v1 puE AFeFrOW parPwOINY “sup uedgadpig o *sdo M08 39 AN BLIOED) dog-1
jdwon pasopsipun oreaos aoueansur fpensea-fadoig Su] £10190,] 2reAOg YoIST) FUpIAIS PUE UOEIIPRIPE SWIY]D 5ULINSUL SUIUC) fapomnsuy dog-1

N . (X1Sd *ggD.LO) PNISd
3 JorwiSorur ss: - ; - 5 ¥
Surpuag pasopsipun sowiSnuy ssoursnq-] (G0 FISAN) U] 39q1) un[nsuos 11 101995 dqng T T dog-01
Suipuag pasopsipun 5991105 USis0p puv JuDWOTeULW 330N sup urodnay, FURINSUO HININIYIIL JONIDN noN dog-01
- 903 & . . . . swsds (NOHN :OVASYN) $2130[0uy22 [, eIpowodN
S8 006 3038 Buipuad vor 1§ fuedwos Sutproy poyrsoaq (dOX:1 HASAN) dnozp XNTL vopezeuosiad 1nposd Pur DWOISNI 2IWWOD HUUC) /2pod) 5L
aapdwon) PasopsIpun 39praosd 2o1asas padeuely 2oedsuanag 3apraosd 2014395 padeueiy 22IN0OSEILNG. dag-9
duwor 2sop Ansnpur B ins 2 ; Idv uotied onn[og oy
vdwon pasopsipur) s 103 SOy oot Pt SO ul SSH {msnput arwawEay 305 SU v yuowided suiuy suonnjog PON-i.
SVdD Ut STUTIUN03Y g | - - — ) ) - - )
10 2500 ensns Sopmbon gl pasopsipun sopraoad sa14108 pue suopeaidde paseq-NV AL (©SNI HgDL0) Dul Dudsu uno2ot put [EULUL] woduonwsFununoY dog-g
apdwon pasopsipun Snsnpur vipow o) opraoad sd1a10s Fofouypay, vedgupojy nsnpur Sunseoproiq o1 1opraoid $9LAIs- Sorpudgu dog-g
qd 50[SIpU 1998 put Juswafeuv ‘opeiado isop HomIN suopn[og 1oNEYd S $301A305 [euossaj0id 10§ (741D “DVASYN) di0) suozoH soinduio) dog-
RIAWOD PISORSIPUQ 11998 PUT JUSWITEUVLL TWOREIFAO “USISIP HHOMIN BR[OS PNEHEV sa01as0s Sururen oreand pue [Eauyda], /519858 UOREINPH O Sy
— - - - SSmsnpur [Eannasewivad - gy
Surpuag posopsipun Jorifowt ssoutsnq-g (€D FISAN) U] 39qK) aomEmodsuEn S on sooaos SUBSTOD 11 2u] sumnsuon somndwor Sinuary dog-p
Funmsuos 10SWwdOPASp o
pduwon pasopsipun unnsuos pur Surumen Supsouifus 1 (1118 1) dwoorpig adnossy ot Sundtans pomast dnoey uvoxy dog-¢
210N UOBOESULL], anjeA pasunouny wonduosa 10umboy soumboy wonduosa(q 30195 /15 L, g /1981 L, areq

dIeMIJOS PUE SIOTAIIS I ]

ASOTONHOIAL ‘HOVIALEYVIN HHL NI STvid

Copyright © 2001 by MCG Capital Corporation . Phone 703.247.7500 . Fax 703.247.7505 . www.mcgcapital.com



Page 6

TRANSACTIONS

UprpcoMING 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

Continued from page 1

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. Ina more
competitive environment, there is more un-

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
RLEC:sS, 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.

Cash Flow Assumptions for Rural Lines Continued on page 7

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%

Source: U.S. Telecom Association and MCG Estimates
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BATTLE FOR BROADBAND

Continued from page 1

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.

InMCG’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. AOLs 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.

Largest U.S. Cable Companies
Cable Subscribers Market
Company (MM) 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%

Source: Advertising Age

RURAL FUNDAMENTALS

Continued from page 6

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.

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.
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