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SPECIAL EDITION: 2005 OVERVIEW

Bells, Cable Seek High Ground on Leveling Playing Field

» COMPETITIVE MIGRATION THREATENS INCUMBENTS. The telco and cable incumbents’ premium posi-
tion in the communications value chain is being challenged by, among other trends, the movement from sheltered
single-service networks, devices, and markets to competitive multiple networks, services, devices, and markets.

o JLECS EYE NEW ASSETS, LINE SALES. To bolster their positions, the incumbents are eyeing various strategies
and assets. As the latest SBC-AT&T reports show, again, a Bell-IXC deal is still one such option, which we see as
doable though messy on antitrust/regulatory grounds. But we believe it is underappreciated that there could be sepa-
rate sales of millions of ILEC lines, the value of which would depend greatly on regulatory decisions yet to be made.

o BUNDLING OF SERVICES HELPS, BUT RIGHTS, TAX FIGHTS LOOM. Another incumbent strategy is to
repackage services over their broadband platforms in order to make their products stickier, with the efficacy depend-
ing in part on various government proceedings, including over incumbent bundling rights as well as taxes and fees.

s CABLE HAS HEAD START AS BELLS FACE VIDEQ HURDLES. With UNE competition suffering setbacks,
the cable-telco battle takes center stage. We believe cable has an initial advantage due to easier entry into telephony
than Bell entry into video, in part due to questions about ILEC local franchising duties and access to programming,

e EDGE COMPETITION AND OTHER ISSUES. Eventually, edge vs. network competition should become more
important as emerging broadband transmission networks and nascent IP-based services gain traction. Resolution of
issues such as intercarrier compensation, universal service, and network neutrality will help shape the playing field.

With Core Markets Under Assault, Incumbents Look
To Revisit Key Assets, Leverage Broadband/Bundles

The largest telecom and cable players — incumbent local exchange carriers
(ILECs) and cable system operators — have long held highly defensible network
and service assets, - Last-mile dominance and other factors have enabled these in-
cumbent telcos (BLS, SBC, VZ, Q, others) and cable companies (CMCSA, TWX, |
CVC, CHTR, MCCC, ICCI, others) to continue to thrive despite numerous Feb. 4 FCC due to issu - ful
changes in the markets over the years. | textof UNE remand orde

However, we believe the defensibility of those assets is diminishing. Technology
and regulatory changes over the last decade are finally reaching a point where there
is a critical mass of new opportunities for competition. Yet the incumbents are not

- Jan, 31 Deadlme forp
to bEék Supreme Court reviey

Feb. 7: Nextel deadhne on_,-i.
FCC spectrum swap - declsxon N

standing idly by and simply allowing their value to migrate to others; rather, we ex- Feb. 10: Fbclc megtm%;l lw'Il't\h}
pect they will continue to offer a vigorous defense by trying to create new networks, zg;zf_ pl?lstzlrr:tfch? ci:.gr;pensa-f'
proc_lucts, and services that congtitute new kinds of defensible assets. T.hus-, we see tion NPRM and orders among."
the incumbents’ search for the high ground as the key story that is emerging in 2005, other items. ‘

In this note, we outline some of the key trends challenging the incumbents and

some of their responses. We also outline some of the key public policy issues that Looming:

could affect the relative strengths of the Bells and cable companies as they compete | ® FCC actions on AT&T call
against cach other and other challengers. It is not our intcnt, at this time, to provide ;r::% egfds eﬂ};ﬁf ) S(}:?lg::ll—'
a comprechensive guide to all those issucs; rather, we hope this piece, in conjunction NPRM ang order), and cablz
with our semi-annual “cheat shects” (which we plan to release next week) will pro- deadline for eliminating

integrated set-top boxes.

All relevant disclosures and certifications appear on p. 11 of this report.
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vide a road map for understanding which issues are impor-
tant, how they fit into the broader competitive context, and
how they can affect who will emerge from the emerging
battles in the strongest position.

THE LEVELING PLAYING FIELD

Growth Outside the Core Telephone Service Mar-
ket. While most Americans have enjoyed the explosion of
telecom products over the last decade, the actual average
household revenues devoted to traditional telephone ser-
vice has remained remarkably stagnant. According to the
Federal Communications Commission, in 1981, it was
2.1% of all household expenditures. It slowly rose to 2.3%
in 1996. In 2002, the last year for which FCC data are
available, it was at 2.4%. Since the mid-1980s, the Con-
sumer Price Index for telecom services has traditionally

lagged the CPI for all products. In 2003, for cxample, the
general CPI rose 2.3% while the CPI for telephone ser-
vices fell 1.4%. During the same years, a number of other
services, including video services and Internet-related ser-
vices, experienced expenditure and CPI growth signifi-
cantly greater than the core telephone service’s. In the
video market, the cable industry, particularly since the
mid-1990s regulatory relaxation, has been able to raise
rates higher than inflation, though increasing competition
from satellite TV has added some constraints lately.

Wireless and Data Substitution. Not only is the tele-
phone service market not growing, but revenues are mi-
grating from the high-margin, low-competition wired net-
works to the lower-margin, higher-competition wireless
and data networks. A measure of this migration can be
seen in FCC statistics, which show that in 1995, the allo-
cation of the average $58 of monthly household telecom

Source: Legg Mason
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expenditures had LECs receiving 51.9% ($30), IXCs re-
ceiving 36.3% ($21) and wireless carriers receiving 11.9%
37N.

By 2002, the last year for which the FCC has published
statistics, the allocation was: the LECs receiving 43.5%
($36), IXCs receiving 14.8% ($12), and wireless increas-
ing its share to 41.6% (335). By now, wireless is no doubt
receiving the highest share of the houschold dollar. It is
difficult to calculate precisely how data services have also
cut into traditional wireline revenues, but email, instant
messaging, and other data applications have clearly shifted
revenues away from the traditional communications pro-
viders.

Of course, the largest wireless providers are affiliates of
the largest LECs, softening the revenue blow. But as wire-
less margins have traditionally been lower than wireline
marging, the revenue migration still has an impact (though
we note Verizon Wireless (VZ-VOD) margins have re-
cently been reaching levels similar to Verizon wireline’s).

Shift in the Network Value Chain. While the core
revenue stagnation and shifts have been going on for some
time, perhaps the biggest leveling trend is just beginning.
We suspect that trend is the movement in how services are
delivered: from protected single-service networks and de-
vices to competitive multiple networks offering multiple
services terminating in multiple devices. In the traditional
value chain it was easy to determine that the premium re-
turn would be enjoyed by the entity controlling the bottle-
neck asset — the last mile of access. The new value chain
threatens the traditional premium position of the local ac-
cess ownership, creating opportunities to migrate value
away from local access and also making it more difficult to

determine which entity will capture the premium position

over time.

New Entrants Respond to Network Re-engineering.
The catalysts for change in the value chain are coming
from several different directions. The incumbents them-
selves are being forced into new markets in reaction to
threats to their traditional markets, which in turn creates
additional competitive pressures. Thus, cable and the
ILECs entered high-speed data, in part, to compete better
against satellite television and wireless voice, respectively,
but have now ended up competing with each other. If it
were only incumbent-led challenges, however, the damage
might be limited to mostly a market share shift which, with
the growth of adjacent markets (in products such as ring
tones or Video on Demand), might not be very damaging
to the incumbents.

But what makes the shift so challenging is that new
entrants are exploiting the re-engineering of the networks
in ways that increase the competitive dynamic throughout
the value chain. They are doing so in two primary ways.
First, ncw entrants are using “edge” applications to shift

revenues away from incumbent offerings that have tradi-
tionally bundled service and transmission offerings. For
example, companies such as Vonage, Skype, Packet §, and
numerous others are offering a Voice over Intemet Proto-
col (VoIP) service that utilizes the customers’ pre-cxisting
broadband service (usually offered by an ILEC or cable) to
compete with the ILEC (and now cable) voice service.

Of underappreciated significance, in our view, is Micro-
soft’s (MSFT) embedding of Session Initiation Protocol
(SIP) into new versions of its operating system, which,
over time, is creating a platform by which tens of millions
of PCs could be used for voice communications that by-
pass the public switched telephone network (PSTN).

The same kind of assault is expected to eventually hap-
pen on the video side. While edge-based video products — in
which aggregators offer service packages that are delivered
over the customers’ broadband service — are several years
behind IP voice services, some, such as Akimbo, are start-
ing to spring up, suggesting a broader attack on all busi-
ness models that bundle services with transmission.

Second, new entrants are planning on building new
transmission networks, some at a cost dramatically lower
than the incumbents’ costs. For example, there are now
numerous trials testing such technologies such as Broad-
band over Power Lines (BPL), Wi-Max, and mesh Wi-Fi
networks that eventually could provide significant new

 Grokster Case Raises Key Questions

- About Copyright, Third-Party Liability -
" One underappreciated government proceeding is

_the Grokster case, to be argued before the U.S. Su-.
preme Court.on March 29. In that case, the motion- .
picture and tecording industries are challenging a
Ninth :Circuit decision that Grokster, a peecr-to-peer
file-sharing service, did not violate copyright laws by
creating software that allowed individuals to violate -
copyright laws. Without going into the details of the
case, which we plan do at a later time, we note the
case raises the question of whether third parties have
some liabitity if their products are seen as induc'mg
copyright infringement.

- While the content companies say they do not want
to stifle legitimate business, some service providers
fear that a doctrine creating liability for the actions of
others could lead to years of uncertainty and litigation
about the extent of such liability. Dozens of high-tech
firms and broadband service providers are filing with
the Court in an effort to assure that decision limits any
such liability. If, however, the decision opens the
window for third-party liability, it may increase the
costs and slow down the devclopment and penctration
of broadband networks and services.
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competition on the transmission side of the value chain.

So long as only two local broadband pipes are generally
available, the incumbents may be able to migrate more
value to the transmission portion — i.e., the price for the
voice or video service could go down in response to multi-
player competition, but the price for broadband access
gradually may go up. If a third pipe (or more) arrives, it
will make that strategy more difficult to maintain, though
we suspect that development is not going to happen in the
near term, at least not in a ubiquitous and cost-effective
manner.

A Key Question: How Do the Incumbents Respond?
In our view, it is facile and even misleading to simply sug-
gest that the incumbents-will face more competition and,
therefore, are the inevitable losers in the.new value chain.
Certainly, all incumbents will face more difficult chal-
lenges than they have faced in the past, and it is unlikely
they will enjoy the steady, predictable profitability that
characterized earlier periods.

But the incumbents enjoy a number of advantages that,
at & minimum, give them competitive advantages in the
near term as they face new rivals. The most important de-
velopments, in our view, in 2005, will be not just the shifts
brought on by new players, but how the incumbents them-
selves respond to those challenges, in part through regula-
tory-related developments, as they seek to reassert their
position at the premium links of the new electronic com-
munication value chain.

SEEKING THE HIGHER GROUND

With a core market stagnating, new competitors taking
revenues, and a change in the network value chain, incum-
bents have to find new ways to grow. (Of course, one way
to retain margins is to cut costs, which in the short term
will be a key strategy for some players, but that is not our
focus here.) As the incumbents contemplate how to reas-
sert their primary position in the value chain, we can al-
ready see them engaging in two primary tactics: rationaliz-
ing the ownership of assets, and repackaging their prod-
ucts, which, in part, involves re-engineering their own net-
works. The success of each of these strategies depends in
part, on government policies.

Rationalization of Ownership. One strategy, which,
in the short term, may have the biggest impact on actual
market values, is the rationalization of asset ownership.
For decades, government policy limited horizontal growth
and vertical integration in both the telecom and media sec-
tors. While antitrust remains a constraint on both, de facto
telecom ownership restrictions are going away, and media
limits are diminishing, albeit more slowly than many in the
industry wished. In addition, technology is changing the

value of certain agsets. Thus, the companies are all re-
thinking their strategy for what assets they should own.

Consolidation in telecom, cable, and local broadcast.
We expect greater consolidation in the telecom, cable, and
local broadcast sectors. The reports yesterday that SBC
and AT&T are discussing a merger — following previous
Bell-IXC talks, including between BellSouth and AT&T
~— demonstrate again Bell interest in acquiring long-
distance companies and their assets. While we believe an
SBC-AT&T deal would be doable, we believe the multiple
federal and state government reviews would be protracted
and would likely lead to costly demands for major divesti-
tures in SBC’s territories. A wild card is that such a deal -
would likely spark other major transactions, scrambling
the market and policy landscapes even more. _

The wireless deals (completed and planned) involving
Cingular-AWE, Sprint-Nextel (FON-NXTL) and Alitel-
Western Wireless {AT-WWCA) are helpful to the entire
sector, in terms of increasing pricing power, though as a
result, there will probably be little antitrust tolerance for
any more wireless deals that remove major competitors.
We also again note that once the Cingular-AWE integra-
tion is considered complete, we believe an SBC-BellSouth
merger could be pursued — assuming SBC docsn’t strike a
deal with AT&T first.

The media deals can provide scope efficiencies in terms
of advertising for local broadcasters and scope and scale
efficiencies resulting from more rational cable footprints.
But no deals provide anything resembling a silver bullet to
stop the leveling trends discussed above — they simply
put the companies in a stronger position to confront those
trends.

Fate of orphaned assets could be key driver of rol-
lercoaster values, We believe a combination of regula-
tory- and technology-driven changes has put some assets
in play, in that they are not integrated in the right collec-
tion of assets. Such assets include aggregations of ILEC
lines, certain interexchange assets (those of AT&T, MCI,
Qwest), regional wireless assets, second-tier cable sys-
tems, independent programming, and small broadcast sta-
tions.

We are not, at this time, going to analyze the issues
surrounding specific deals, except to offer two observa-
tions. First, speculation about the prospects for transac-
tions affecting such orphaned assets may be the largest
driver of near-term “rollercoaster values” — values that
rise and fall numerous times over a short titne period. This
does not suggest that any particular stocks are likely to rise
or fall; only that merger-related talk is a significant driver
of telecom stock activity.

Second, we think that the biggest underappreciated
cvent in the sector could be the potential sale of ILEC
lines. Already this year, Verizon, Sprint, and Alltel have
talked about the possibility of spinning off approximatcly
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25 million lines in total. We note that the value of those
lines 'will be directly affected by a number of government
policies, including state PUC policies and federal govem-
ment reform of universal service and intercarrier compen-
sation. We are far from gaining certainty as to how those
issues will be resolved; indeed, the spinoffs of those lines
could occur before there is regulatory certainty, complicat-
ing the market’s initial assessment of their value.

Repackaging the Product. The core strategy for coun-
tering the leveling trends in the market is probably the re-
packaging of products into bundled service offerings over
broadband platforms. Of course, the most important ele-
ment of this is the ability to offer a wide spectrum of voice,
video, and data services. The ability of cable to offer voice

services to the mass market and the ability of the ILECs to
offer video over their own networks will mark a significant
milestone in the development of the market. For the first
time, both premier local networks will compete against the
core product of the other,

In this regard, the incumbents are re-engineering their
own networks, though the ILECs’ financial and technical
challenges, as well as certain regulatory issues affecting
their video services, are considerably greater than those of
the cable operators. Cable has already completed the bulk
of its upgrade and faces fewer technical and regulatory
challenges in offering voice services. Thus, the new ILEC
offerings are certainly behind the new cable offerings in
terms of launching in the market. (For a2 summary of the
core cable-ILEC battle, see the chart “Bell-Cable Competi-

~ Bell-Cable Competitive Scenarios

Wins

BELL

Loses

Marketplace Dynamics
«Slow rollout of cable VoIP and Bell video

«Service/application compelition, not price

sNew applications drive broadband and bundled service uptake
+Limited new IP-based competition

*Higher core market share (i.e., cable advertising, Bell wireless)
*Efficient mergers/acquisitions

Regulatory Factors
*No effective near-term government stimulation of Third Pipe

No network neutrality requirement {Brand X ruling overtumned)
*No significant liability from Grokster case
+No forced sale of transmission-only service (e.g., naked DSL}

Probability of Win-Win: Low, as feature/function battie
pressures cost and IP enables alternative service methods adding
additional pressures on major players.

Marketplace Dynamics

«Aggressive customer acceptance of cable VoIP

»Video disintermediation remains a niche, ‘Geek’ centric trend
«Bells fiber/video initiatives stumble for technical and/or
market reasons

eInefficient Bell mergers/acquisitions

Regulatory Factors
=Difficult Bell local franchising

«No government support for Bell video program access
«Intercarrier-compensation, universal-service reform hurts
Bells

«Asymmetric network neutrality (applies to Bells, not cable)

Probability that Cable Wins, Bells Lose: Medium, if cable
exploits near-term window of opportunity to lock down
customer base with superior product offerings.

Marketplace Dynamics

~Wireless everything drives new service offerings

*Bell fiber/video initiatives succeed

*Cable not aggressive on VoIP pricing, stagnating adoption rates
*Cable drags feet on broadband price/value equation, leaving
high umbrella for Bells to exploit

Regulatory Factors
*No Bell local franchising requirements

sEased Bell access to programming
«Intercarrier-compensation, universal-service reform favors Bells
*Timely 3G spectrum auction

Probability that Bells Win, Cable Loses: Low, as early take

rates for cable VoIP are promising and video, data offerings
continue to be enriched.

Marketplace Dynamics
*Bells crash broadband pricing

+Cable craters voice pricing

*New, VoIP enabled entrants emerge in all categories
*Programming costs outpace ability to raise end user rates
+Core market loss (i.e., DBS, MVNO, 3rd-party VoIP growth)

Regulatory Factors
«Imminent government stimulation of Third Pipe

«Network neutrality obligation (Brand X upheld)
*Grokster liability
«Forced sale of transmission only service

Probability of Lose-Lose: Medium/High, if Bells respond
aggressively to likely near-term VolP success of cable, or,
long term, if government succeeds in facilitating a Third Pipe.

Source: Legg Mason Telecom/Cuable financial research and Telecom/Media regulatory research teams
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tive Scenarios” below.)

Beyond Bundles, Becoming the Service Provider. We
think repackaging goes beyond merely putting together
pre-existing products into a single bundle, to the creation
of functionalities that depend on the customer buying the
service bundle, thus locking the customer more tightly to
the service providers’ package. After all, as all sides are
aware, if the companies simply put together symmetric
bundles without sticky applications, it leaves the incum-
bents open to new entrants with lower cost structures
cherry picking key market segments or price competition
between large bundles, both of which can be destructive.
Thus. one sees in Verizon’s lobi product and in SBC’s U-
Verse, efforts to create a unique interface to a spectrum of
communications products that keeps the customer with the
existing service provider.

While both cable and the ILECs want to invest so as (o

'single FCC action.: Nonetheless, the

* can be greater than that of an FCC action.

make their networks superior in a varicty of ways, the task
for both cable and the ILECs is to leverage their existing
position to become the premier service provider so that,
irrespective of the means of transmission (with transmis-
sion eventually becoming more competitive), consumers
will want their help in organizing, retrieving, and utilizing
a broad range of voice, video, and data products on multi-
ple devices traveling over multiple networks. In this re-
gard, they face a number of non-traditional potential com-
petitors, from Microsoft to Google (GOOG) to Qualcomm
(QCOM). But as the incumbents enjoy existing relation-
ships with the customers, the incumbents start with signifi-
cant advantages.

Government decisions could affect bundie structure.
While the impact of the repackaging is mostly dependent
on consumer behavior — behavior for which we believe
past performance is not a guarantee of future results —
government decisions should also affect the nature of the
bundles that are offered. For example, the ILECs’ desire
in many markets to bundie DSL with voice service, rather
than selling it as a separate product, has been challenged
by several states and resolution is currently pending at the
FCC, though the courts may have to act too.

In addition, the parts of the bundie are ali taxed and
assessed, by several jurisdictions, at different rates. This
creates a situation in which, in some cases similar bundles
can have different prices based solely on government pol-
icy. Another example is that certain charges are classified
as government charges even though they are collected and
kept by the service provider. Such a service provider can
advertise a lower fee than it actually charges, as it is not
required to advertise the government fee (although in some
states they may be required to at least note the existence of

-additional fees).

Finally, we note that the likely government approval of
the current wireless consolidation is going to limit the
number of wireless wholesale options for cable operators.
To the extent that wireless becomes an essential part of the
bundle, the government’s treatment of the Sprint-Nextel
deal could have a material impact on cable’s costs in bun-
dling wireless, if they choose to do so.

THE THREE-FRONT BATTLEFIELD

As we have written before, we believe the tclecom and

~media landscape is essentially a three-front battleficld:

competition based on nenvork “unbundling” (not to be
confused with service bundling), competition bctween end-
to-end facilities-based competitors, and competition be-
tween edge-based providers and local network owners.
The incumbents’ efforts to seck higher ground will have a
different impact on those fronts, each of which is affected
differently by government policies. In this scction, we
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ndlmg-Based C ;mpetmon

Competltlon facilitated by government-regulated access to BeIIIILEC

How: networks at wholesale discounts.

Timina: Dominated market thinking and policy debates from 1896 until summer
g 2004, when AT&T, MCI, and others retrenched after UNE-P defeats.

Affected Companies: Bells/ILECs, CLECs/IXCs.

Key Issues: FCC, pressed by courts, scaling back UNE availability, but some

implementation details and litigation questions remain, including over:
« Extent of Bell duties to provide high-capacity business lines as UNEs;
- "EELs" and related special-access rates and performance metrics;
» New mass-market wholesale prices after 1-year transition off UNE-P;
» Some possible further fine tuning of TELRIC cost decisions.

impact of Key Trends:

Favors Bells/ILECs, as consolidation and packaging of services help them
control customer base and fiber/network deployments cause further
deregulation of UNEs.

Source: Legg Mason

summarize the state of play on each front and which gov-
ernment proceedings are most likely to affect the competi-
tive dynamics of that front.

Network Unbundling. Government-imposed network
unbundling gives new entrants in a market wholesale ac-
cess to ubiquitous incumbent networks, without which
many would be unable to sustain a major competitive pres-
ence. The most important example of this unbundling
grew out of Sections 251 and 271 of the 1996 Telecommu-
nications Act, which gave CLECs and IXCs access to cer-
tain unbundled network elements (UNEs) of the ILEC sys-
tems at “cost-based” rates set by regulators. This kind of
competition drove the ups and downs of a great deal of
market activity from the passage of the Act through the
summer of 2004. That is when the most important unbun-
dling-based competitors, AT&T and MCI, announced they
were reining in their mass-market efforts after suffering
litigation defeats on key rules, particularly UNE-P (the
wholesale voice platform).

The significance of unbundled-based competition has
been basically blunted and is likely to continue to diminish
as other forms of competition become more robust. None-
theless, unbundling rules still have some relevance for the
market, as there remain a number of residential CLECs,
and the rules still govern the business-market activity of
the IXCs and a number of CLECs to a substantial degree.
Among the most important of those rules, affecting where
competitors can have access to lower-priced UNEs, are
those for high-capacity business loops and transport, as
well as enhanced extended loops or “EELs” (UNE loop-

transport combinations called enhanced extended loops).
In addition, there are still pending court challenges to the
new unbundling rules, as well as further FCC proceed-
ings, such as on the FCC’s “TELRIC” forward-looking
cost methodology and the performance metrics for the
ILEC provisioning of special access, which IXCs/CLECs
can use instead of high-cap UNEs, albeit at higher rates.

All of the trends favor the ILECs, in our opinion, as
not only changes in government regulation (to some ex-
tent driven by new edge-based competition), but also con-
solidation and service bundling help the ILECs control the
customer base. Nothing on the horizon suggests to us that
the current trend toward diminishing unbundled-based
competition is likely to change.

End-to-End Facilities Based. End-to-end facilities-
based competition occurs between rivals that have all (or
virtually all) the facilities they need to complete the deliv-
ery of voice, video, and data services. Such competition
has existed for some time in video (between cable and
satellite), in mobile (between wireless providers), and in
high-speed Internet access (between cable and the
ILECs). We believe this kind of competition is about to

. accelerate, however, between the core cable and ILEC

networks. With cable now going after phone customers in
a critical mass of markets, and with ILECs setting forth
plans to compete in video over their own networks, this
kind of competition is starting to dominatc market think-
ing.

While we are still early in this competition, cable starts
with a head start in that it can attack the ILECs’ core
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-BasedaCompetltlon

Competmon between those networks with end-to-end facnhtles (ILECs

= Merger policy.

How: cable, wireless, satellite).

Timing: Starting to dominate market thinking and policy debates.
Affected Companies: ILECs, cable, wireless, satellite, some equipment.

Key Issues: Include:

» Intercarrier compensation and universal service;

» Spectrum (Nextel swap, auctions, DTV transition, unlicensed);
« State/local jurisdiction, taxes and fees, mandates;

* Interconnection terms and conditions;

shift direction.

Consolidation and bundling help platforms with greater economies of scale
and scope (cable and Bells), though third-party broadband wireless could

Source: Legg Mason

voice market easier than the ILECs can attack cable’s core
video market. (The dynamics of the cable-vs.-Bell battle
are diagramed in the chart “Bell-Cable Competitive Sce-
narios” on p. 5.) But government policy will play a strong
role in determining how the battle plays out.

Of particular relevance is how the local governments
treat (and will be allowed to treat) the local franchise ap-
plications of ILECs seeking to offer a video service over
their own networks, or what happens if an ILEC tries to
avoid the franchise process by not applying. Another issue
is how the ILECs get access to programming. While they
have some avenues to some programming through market-
based mechanisms, it may require government intervention
for them to gain broad access to programming, particularly
if they wish to sell it ont an 4 la carte basis.

Other issues affectlng this form of competltlon could
be: how universal service and intercarrier compensation
are reformed; how various taxes and fees on the different
services may be adjusted; how various interconnection
disputes are resolved (such as the dozens of issues that
arose in Cox Cable’s efforts in Virginia to connect its te-
lephony operations to ILECs); how certain spectrum issues
are handled; and, of course, how merger policies unfold.

We believe that as things stand now, cable is in the
stronger regulatory position, while the ILECs still want
significant changes. Thus, broad changes to the status quo
(such as through a comprehensive rewrite of the 1996 Act)
are likely needed to tilt the playing field toward the ILECs
and away from cable, and they could take awhile.

In terms of the incumbents’ strategy, we belicve that
repackaging the product has the biggest impact, as it helps

those with the greatest economies of scope (cable and the
ILECs) while putting at a disadvantage those with more
limited product offerings (satellite and wireless.) We note,
however, that if wireless broadband takes off, particularly
if driven by entities unaffiliated with incumbents, it could
deprive cable and the ILECs of significant advantages
gained through bundling and through new investments in
their networks.

The Edge vs. the Network. Edge competition involves
offering a voice or video service as a data application,
without “providing” the last-mile transmission service.
Instead, edge providers rely on the broadband network
connectivity already purchased by the customer. Such
competition is in its early phase but it will inevitably grow
in importance as broadband penetration and speeds in-
crease. While edge innovation helps the incumbent cable
and ILEC networks to garner broadband revenues, edge
competition can be very disruptive to the current market
structure, as it could eventually lead to a bypass of the
PSTN and significant changes in how consumers obtain
video content.

We expect edge competition to be heavily affected by
government decisions, with three sets of policies being
most important: whether (and if so, when) the government
is successful in stimulating a third broadband pipe to the
mass market, how the government reforms intercarrier
compensation and universal service (thus affecting how
much edge providers have to pay for completing calls to
the PSTN), and whether the government imposcs any obli-
gation of “network neutrality” on the transmissions net-
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works. Other government proceedings affecting this com-  some benefits of consolidation, but make service bundling

petition include how broadband services are classified and  even more important as a defensive strategy, as one advan-

government restrictions on bundling policies. tage that cable and the ILECs have over edge provnders is
As edge competition takes off, we expect it to reduce they offer a wider spectrum of services.

‘Edge-vsf' Network Competltlon

How:

Competition by virtue of offering voice or video service as data appllcatlon
from edge of network, without providing transmission service.

Timing:

In early phase of market mind share, will increase in importance over next
several years.

Affected Companies:

Facilities-based, equipment, tech, start-up ventures.

Key Issues:

Will be affected by a number of policies including:

» Government stimulus of Third Pipe;

» Intercarrier compensation, universal service;
» Network neutrality;

» Broadband/VolP cIaSS|f|catlonljurlsdlctlon

» Service bundling/marketing policies.

Impact of Key Trends:

Could make consolidation less valuable, bundling more important as
defensive strategy. Related policy issues are the most underappreciated
and the outcomes the most unpredictable.

Source: Legg Mason
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