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Everyone, thank you very much for joining us this morning for the SBC Corp. presentation.  My 
name is David Barden, the wireline telecom analyst at Bank of America Securities, and I am 
very pleased to have with us today the CFO of SBC, Randall Stephenson, who has been in the 
post since August of 2001. 
 
You know, SBC is the largest RBOC —with 60 million lines—is playing, as you know, a very large 
role in the regulatory debate which surrounds the telecommunications industry today, and they 
have got a very loud voice on that and Randall has been very straightforward in talking to 
people about SBC’s views.  The company has an 80 billion dollar market cap and extraordinarily 
low leverage.  They will be a player in the ongoing consolidation and strategic outlook for the 
industry as a whole, and as a 60 percent owner of Singular, one of the largest wireless players 
in the industry, they also have a very large say in how the wireless industry continues to 
develop.  I know you are all here to learn a lot more about those topics and without further 
ado, I would like to introduce Randall Stephenson.  Thanks Randall. 
 
Randall Stephenson:  Thank you David.  I refuse to say ‘can you hear me now’ or ‘do this’, 
either one.  It’s good to be here.  Can you hear me? 
 
It’s good to be here and talk to you a little bit about SBC this afternoon, and I want to do a 
couple of things. First of all, I know a lot of you aren’t familiar with SBC, so I’ll give you a little 
bit of perspective quickly on our business and what it is we do and who we are, talk to you 
about the industry—there’s a lot going on in this industry right now -- and then quickly move to 
your questions and answers. So, I hope to do this in a way that is balanced, not overly 
pessimistic, and not quite as optimistic as what we saw during the 90’s.  So with that, I’ll move 
on. 
 
As you are looking at the Safe Harbor Rules here, let me just kind of give you a perspective on 
what we are seeing right now.  To be frank, in the short run, it’s tough; the going is very tough 
right now.  We have a tough economy we’re operating in, competition is proving to be pretty 
tough.  Competition is being driven largely by this UNEP – ah, platform -- that the FCC put in 
place, where our wholesale customers are buying services below our cost.  It’s being driven by 
a lot of bankruptcies and turmoil in the marketplace, largely, that being WorldCom—we’re all 
familiar with that situation.  So in the short run, it’s a difficult situation.  I would tell you 
though, longer term looking out, the fundamentals of the industry are still good, the 
fundamentals are fine.  I think Telecom will continue to grow as we move out.  I think SBC is 
going to be positioned very well as the industry moves forward to do well. From a financial 
stability perspective,   our balance sheet is second to none right now;  our scale is second to 
none.  So I think you’ll see SBC do quite well as we move forward in this industry.  Right now, 
we are working through a transition in this industry—it’s going to be a difficult transition, so 
what we are doing is trying to make sure we are accomplishing those things that ensure that as 
we come out of this transition we are stronger than when we went into it, and I’ll show you 
some numbers that I think will help you an appreciation for that. 
 
Just to give you appreciation for SBC, we have four segments basically that we operate in.  We 
have a wireline segment—that’s our largest segment, represents about 41 billion dollars in 
revenue.  That also represents about 75 percent of our revenue base.  We also have Cingular 
wireless, which is our wireless segment.  We own 60 percent of Cingular wireless along with 
BellSouth, that represents about 15 percent of our pro forma revenues.  We have a very large 
and a very successful directory business, it does quite well, about 4 ½ billion dollars of 



revenue, and then we have a number of international holdings:  Mexico, Europe, South Africa is 
predominantly where those are concentrated. 
 
When you talk about what we are trying to accomplish and what our objectives are, I tell you 
our priorities are very straightforward right now.  First of all, I would start at the top right-
hand side of that graph and say in this environment, the balance sheet is absolutely everything.  
In that regard, we are working very aggressively to control costs, both on the operating 
expense side as well as the capital expense side.  I’ve been in this business twenty years and I 
would tell you I have never seen a more intense focus on costs in this business than what I am 
seeing right now at SBC.  The implication of that cost discipline is that in our business it does 
throw off a lot of cash when you’re disciplined here on the capital and expense side, and the 
business is throwing off a lot of cash.  We are going to throw off just in excess of 3 billion 
dollars of free cash flow after dividends this year.  The result of all of that is I would tell you 
we are the best capitalized telecom business in the world.  Our balance sheet is second to none 
right now, and that’s the implication of this strategy we are pursuing in the short run.  In the 
long run, we have got to get the top line moving.  The industry is stagnant right now, and we 
are doing a lot to make sure that the top of the line does get to moving again, particularly in 
the areas like data, long distance, DSL, and then putting those all together and then bundling 
them with the access line, and really trying to change the churn characteristics of the industry. 
 
And then finally our third objective right now—and you’ve heard a lot about it, we’ve been 
very vocal about this—is we’ve got to fix this UNEP platform that the FCC has put in place.  
This is a regulatory regime, a regulatory environment, that is siphoning away any incentive to 
invest in this industry, and we’ll talk more about that as we move through this. 
 
As I said, when you compare us to our peers in this industry from just a pure financial position, 
we are second to none.  We are a very, very well-capitalized telecom company.  As a result, 
maintaining our balance sheet has been a very consistent theme and objective for us.  To keep 
a balance sheet in check in this environment, you’ve got to be real aggressive on costs.  You 
see a couple of graphics up here.  The one on the left is our operating expense performance 
over the last few quarters.  What you see is that we have had negative year-over-year expense 
growth for the last three quarters.  If you were to drill just in our largest segment, our wireline 
segment, we’ve been negative year-over-year growth for the last four quarters, so we have 
been operating very effectively on the cost side.  This has been principally driven by force 
reductions—workforce reductions.  I tell you, over the last three quarters, we have taken 
13,000 people out of the business.  By the end of this quarter, that number will grow to 16,000, 
and you will continue to see a focus on this area as well.  As a result of this cost initiative and 
this cost action, we have been able to sustain margins in light of a declining top line.  You 
could see our margins actually expanded by about 140 basis points in the fourth quarter.   
 
We have been putting that same kind of discipline into the capital investment program.  What 
you see here is our capital investment has been shrinking considerably.  We’ve gone from 
investing 12 billion dollars back in 2000, to this year we will invest under 8 billion dollars in this 
business. Last quarter, our capex was about 1.7 billion; year to date, we are at about 3 ½ 
billion dollars, so you can see we are on trend to achieve these kind of numbers.  Now if you 
take aggressive operating expense performance, real aggressive capex performance, what you 
see is a lot of cash coming out of the business.  Our free cash flow before dividends this year 
will nearly double what we achieved last year.  If you look at our free cash flow after 
dividends, the graphic on the right, you see that last year we were approximately break even.  
This year, we will throw off 3 billion dollars of cash flow after dividends.  Free cash flow 
through the second quarter was about 1.7 billion dollars, so we are right on target to achieve 
these numbers. 
 
Real question is how do we use that cash?  I tell you, we’ve returned a lot of it to shareholders, 
we’ve purchased a lot of stock in the first half of the year, we’ve also increased our dividend in 



the first half of the year 5.4 percent.  That’s the largest dividend increase of anybody in our 
peer group.  It’s our largest dividend increased since 1990, actually.  I tell you, we are the only 
telecom that has increased its dividends every single year in the history of its corporate 
identity.  We are also working pretty aggressively to pay down debt.  In fact, if you look at next 
side, you can see that all of our credit metrics are improving, second quarter credit statistics 
all improved, our debt ratio is down by 230 basis points.  We’ve paid our commercial paper 
down by 1.6 billion dollars in the second quarter.  As of right now, all of our commercial paper 
is backed up with bank lines 100 percent.  We have the highest commercial paper ratings 
available.  Our current long-term debt ratings are AA-, and again I will reinforce that at a 13.6 
times interest coverage, we have the strongest balance sheet in the industry right now.  So our 
biggest challenge is the top line.  Like I said, the industry is going through a lot right now.  
There’s a lot of shakeout going on in this industry, and so we are really challenged on trying to 
get the top line moving in this industry.  We’re doing a lot in the areas of data, access line 
retention, long distance, and I want to talk about some of these initiatives real quickly. 
 
When you look at the volatility in this industry that we’ve seen recently, what I like to do and 
what I do when I’m sitting back home in San Antonio, is I look at the top line on a sequential 
basis, because it’s really telling where the industry is headed right now, and you got two 
graphics up here.  On the left is our voice revenue growth on a sequential basis; on the right, 
it’s the data transport growth on a sequential basis.  Starting with the graph on the left, what 
you see is our voice revenues in the last quarter declined 1.1 percent.  That is about the best 
quarter we’ve had on a sequential basis since last year, second quarter of ’01.  So we’re seeing 
some stability and actually seeing the rate of decline slow down quite a bit.  On the data side, 
you actually saw sequential growth in the second quarter of last year.  It was up 1.6 percent.  
Q1 actually went negative for the first time that I can remember being with this business.  This 
suggests there’s some stability here.  I think it’s too early to call.  We’ve got a lot of shakeout 
going on in the ISP industry.  Time will tell here. 
 
Let’s break down that data growth a little bit further.  Now here you see it on a year-over-year 
basis, and what you see is year over year, our data products were basically flat.  Far left-hand 
graph, they were up 0.2 percent.  If you pull CPE out of there—we sell a lot of data CPE 
(Customer Premise Equipment)—if you pull that out (it’s low margin to no margin) and basically 
what you see is our data revenue growth was about 4 ½ percent.  Then if you just look at the 
high-cap transport, the big pipes that we run into business and homes, those revenues grew 
still at a 7 ½ percent clip in the second quarter of last year.  You can see the breakdown of it 
over here.  Consumer, you could see, was growing at about an 80 percent pace—that’s DSL—
we’re having a lot of success with DSL.  If you skip down one line to the wholesale line, you see 
that the carriers are still buying a significant number of the large pipes into business and so 
forth.  Those volumes are up 9.4 percent—those revenues are.   
 
You can see what the issue is here.  It’s that middle line, business, including all the ISPs.  The 
data transport products in the business segment was actually down in the second quarter of 
last year. Now to see what’s going on with that business segment, let me just drill down for 
you here for just a second and show you what’s going on.  What I’ve done is taken the three 
largest products those business’ buy that are down year over year, and looked at by segment 
how are these products growing?  What you see is no surprise.  The large and global 
customers—the big customers—they’re down, but they’re not down dramatically, they’re down 
5 percent.  That’s pretty much reflecting the economic environment that we’re in.  Layoffs are 
considerable, employee force counts are down, and so they’re actually going down in terms of 
the number of high-cap products they’re buying.  Look at government, education, and medical.  
What you see here is they’re up almost double digits still, so these products are still growing in 
the government realm.  Medium and small business is growing at a 13 percent clip.  But look at 
the IFPs.  You got a huge shakeout going on in the ISP industry.  A lot of consolidation, a lot of 
bankruptcies, people grooming networks, and as a result, the revenues from the ISP industry is 



actually down year-over-year 44 percent.  We almost lost half of that revenue stream year-
over-year.  So our biggest challenge is the industry consolidation issue. 
 
Now if you look at … looking forward, will the ISP shakeout end?  I really don’t know.  Have we 
seen it stabilize?  Not yet.  But I think, you know, that will work its way out.  When it does 
stabilize, I think we’re positioned pretty well to grow this revenue stream moving forward.  
What you could see is, relative to our peers we have by far the largest data revenue stream of 
any of our peers.  We also have a really good footprint in our network.  We have over half the 
Fortune 500 located in our footprint.  They’re big consumers of these types of products.  We 
have some really good relationships with all of these guys.  We do have a nationwide IP 
backbone network.  Basically what we’re missing is 271 relief, long distance really, in the 
states of California and the Ameritech region.  Once we have that, we think these products are 
positioned well to grow moving forward.  So that’s the data story.  Data is an industry issue.  
It’s an economy issue, and so we think that there will be good fundamental growth moving 
forward. 
 
But when you look at the voice side, particularly the consumer side, you see an interesting 
trend.  You got three graphics up here.  These are the year-over-year, or actually the access 
line changes by quarter.  On the left-hand side is the business segment.  What you see is a real 
stable environment.  Those access lines in this environment are shrinking 1- to 200,000 lines a 
quarter.  Pretty stable, fairly predictable.  When you look at the consumer segment you see 
something really interesting.  The second quarter of this year, consumer retail access lines 
shrank by over 900,000 lines.  It was a huge drop in our consumer access lines.  What was the 
driver of that?  It’s real simple.  Look at the right-hand graph.  That’s UNEP.  That’s these 
access lines that our competitors buy from us at about a 60 percent discount and sell to their 
customers.  Those lines actually grew by about 700,000 lines.  So what you see here is a shift 
from our retail customers to the wholesale UNEP platform.  Who’s using the UNEP?  It’s really 
no big surprise.  It’s AT&T and WorldCom.  That’s who’s buying these products and selling to 
their customers.  They represent in excess of 70 percent of the UNEPs that were purchased in 
the second quarter.  Interesting if you look here on the bottom, all other carriers—other than 
AT&T and MCI WorldCom—actually shrank in the second quarter in terms of number of UNEPs 
that they had purchased.  How are they using these? This is what they’re using to compete in 
the consumer segment.  So basically, they’re buying our access lines at a 60 percent discount, 
competing in the consumer segment—it’s not the business segment—to resell these.  They’re 
targeting the high-end of the customer base, those high-spend LD customers, and I suggest to 
you the numbers tell the story.  What you see here are our highest UNEP penetration states; 
and as I said, it’s a residential consumer play, it’s not a business competition play. 
 
The IXC strategy is pretty simple.  In fact, I would suggest to you that the UNEP platform that 
they’re mandated by the FCC is proving to be a gift to the IXCs.  It’s a gift in form of it allows 
them to compete in the local market while spending zero capital.  They have some pretty good 
margins in this business, they have no risk in this business, but the problem that you have here 
is the economics don’t work.  I don’t care how you turn it, this is not a sustainable model for 
this industry.  You force a company over time to sell its products and services below cost, the 
implication and the end result of that is pretty straightforward:  that company stops investing 
in the products and services that its providing, and that’s what we think is exactly going to 
happen to telecom if this platform and this product isn’t fixed.  So just to summarize, UNEP 
isn’t competition.  This slide says that it’s arbitrage.  Arbitrage to get some level of subtlety 
and I would suggest that there’s no level of subtlety in the UNEP.  This is just blatant 
subsidization of our competitors.  It’s got to change, as I said there is absolutely zero incentive 
to invest in this business if it’s not changed.  What we actually see is a disincents facilities-
based competition.  Where you see UNEP volumes increase, you actually see facility-based 
competition decreases and so it’s disincenting investment on all sides of the spectrum here.  
The concept of universal service—telephone service for everyone—is completely undermined 
with this type of platform, and the benefits of this, interestingly enough if you think about it, 



the benefits of competition flow to one place—it’s the high end of the customer base.  Only the 
high-end users are receiving the benefits of competition, so again I would suggest to you that 
this is an unsustainable model; in fact, it’s sustained only by the ILECs ability to absorb the 
margin pressure associated with this. 
 
So how have we responded?  We try to be positive in our response.  We’re going out to talk to 
all of our major regulators where this UNEP platform has been put in place; and I would tell 
you the reaction has been good.  I think there is a good understanding of the dilemma that this 
industry is in if this issue is not resolved.  I would suggest to you and I am fairly confident that 
we will see change.  The FCC has a timeline in front of them of January 3rd, their tri-annual 
review, where they will have to deal with this issue, and I am confident that at the end of the 
day economics and rationality will win out here, I am very confident of that. 
 
The other way we are responding is to work aggressively to get into long distance.  In the 
Ameritech region where this thing is playing itself out most aggressively, we are working 
aggressively to get into long distance; we have a competitive product platform.  California—it 
appears that we will be in the long distance market by the end of this year.  We are working 
very aggressively to expand the DSL product.  What we have found is where DSL penetration is 
high, those people with DSL are 75 percent less likely to churn, so we are working very 
aggressively there.  We are moving very aggressive then to bundle all of these products and 
services, including the wireless with the wireline offering.  All with the intent of trying to 
reduce churn and improve the economics of the business. 
 
So before I go to Q&A, let me just take a quick minute and tell you why where we are with long 
distance and DSL.  These are really important products for us.  In long distance, we now have 
5.6 million long distance lines at the end of the second quarter.  We are offering the product in 
six states.  Our interlata and international long distance revenues in the second quarter 
actually increased 53 percent in the second quarter.  We think we’ll add California by the end 
of December, and when we add California at that point, two-thirds of our access lines we’ll be 
eligible to sell long distance to.  DSL we’re moving fast.  We’re continuing to accelerate.  You 
see in Q2 here we added 213,000 DSL customers.  It was our best quarter in nearly six quarters.  
We’re doing a lot to bring the cost of this product down, they’re coming down very quickly.  
The economics are really starting to look compelling.  Pretty excited about the product.  We 
introduced the Yahoo DSL product just last week, and their early feedback on that has been 
really good.  The content is really good and it looks like it’s going to be a real benefit to us. 
 
Quickly on wireless.  We’re making a lot of progress here in terms of trying to rationalize the 
business model.  We’re trying to be disciplined here, trying to be very disciplined in how we 
approach the wireless market.  As a result, our pursuit, our focus is on the digital contract 
customers, and it’s very simple.  The economics of the contract customer are very compelling.  
Churn rates are significantly lower.  RPUs tend to be significantly higher.  Implication is 
margins tend to be a lot better.  You saw the results of this in the second quarter.  In the 
second quarter, we added 619,000 contract subscribers and our RPU increased for the forth 
consecutive quarter in the second quarter.  We’re moving to an all-digital network, all of our 
customers are migrating to digital, we’re virtually there, and what we have as a result is a 
good healthy business model that I think will be able to sustain good strong cash flows as the 
industry works through consolidation and through a lot of the transition its going through right 
now. 
 
Like I said, our priorities are pretty simple.  We’ve got some very proactive revenue strategies.  
At the end of the day, our key advantage is the ability to bundle all of these products and 
services, wireline and wireless.  That’s an advantage that few can duplicate—Verizon and 
BellSouth, perhaps.  That drives down churn, helps on retention, and at the end of the day is 
just a more compelling cost model and a revenue model.  We are being very aggressive on the 
cost side, about as aggressive as I have seen us.  The cash flow to the business are really strong 



and getting stronger, and as a result, our credit profile—our credit metrics—are all improving 
and getting better, and we are working very aggressively to try to provide our leadership in 
terms of UNEP reform, because at the end of the day the health of this industry -- not just SBC, 
but the health of this industry  -- is dependent upon getting good UNEP reform and that is a 
priority for Ed Whitaker and myself, Bill Dailey, and all of us at SBC. 
 
So I thank you for your attention and I’d be more than glad to take those questions you might 
have. 
 
Question: Unintelligible  
The question was, she said I talked about 900,000 drop in consumer access lines and increase in 
UNEP of 700,000.  The math suggests there is a 200,000 dollar gap, and really, what’s the 
makeup of that gap?  It’s hard to do that math.  I can’t be real precise with you, it’s kind of 
soft. But I tell you, we are seeing migration to wireless without a doubt.  It’s not as dramatic 
as perhaps you might suspect, but we are seeing it.  It appears to be more in the MDU 
community, Multiple Dwelling Units and so forth.  We have done studies and we see a real high 
incidence in those communities of people that have displaced a wireline with wireless.  That’s 
the primary place where you see that happening, and again it’s hard to put a number on it. But 
then to give you a perspective, we really see it playing out and you can quantify it, is on the 
long distance side, and what you see in the long distance is wireline long distance. Back when 
we first had visions of going into the long distance market, is you were seeing minutes of use 
per customer from about like 200 minutes per customer per month.  That number is now in 
half, down to about 100 minutes per customer.  Where have those minutes gone?  They didn’t 
go away, they’re on the wireless network.  So you’re seeing a lot of traffic move to the 
wireless network.  Wireless minutes and use are up 40 percent year-over-year.  Subscribers 
aren’t up that high, so basically you see what happened is just more and more use is being 
directed to wireless.  We’re also seeing a lot of substitution with cable modems, and we’re 
seeing substitution with DSL—somebody gets a DSL line and they perhaps don’t need that 
second line, so we are seeing some disconnect there, and I tell you about half of that 200,000 
gap is just plain old economy—people disconnecting the additional lines and so forth, but the 
other half being the other two issues we just articulated. 
 
Question: Unintelligible  
What percentage of our operating income is for pension gains?  When you say pension gains, I 
assume you mean the income off the pension trust, and when you look at our numbers, and we 
got a pension trust of about 30 billion dollars, our assumed return is about 9 percent, so you 
know, you can do the math—about 2.7 billion.  If you take all of the elements of the pension 
income, the pension service costs, the interest costs of the pension plan, and all your post-
retirement medical—if you just take all of that and net it all out, you basically come in 2002 to 
about a zero number, so it’s a net impact of zero.  I think your question was where do I see it 
going forward.  It’s going to be a lot of pressure going forward.  I think everybody with big 
pension trusts are going to be experiencing some pressure next year.  It’s hard to say right now 
where the market will end up.  We’re in the negative return territory right now.  If we assume 
that we stay in the negative return territory this year, you know we have a positive assumption 
of 9 percent that’s in our numbers—say it’s negative six just to make the math easy.  You got a 
15 percent swing in pension income, 15 percent times a 30 billion dollar pension trust, and you 
spread that over five years, that’s a big number.  We’re probably all going to have to take a 
look at our discount rates moving into next year with interest rates being as low as they’ve 
been, so that’ll probably provide further pressure, so I think most people with large, well-
funded pension plans are probably going to have some pressures to deal with next year, but it’s 
hard to quantify yet. 
 
Question: Unintelligible  
I wouldn’t tell you we and our competitors are all coming together with some cohesive plan 
that we think will be adopted, and I will tell you though, that our request is really very simple.  



We have not asked the FCC or any state regulator to eliminate the UNEP.  That’s not our 
priority.  I don’t know if that’s realistic or not.  What we are asking, what we are requiring, is 
that the UNEP pricing be fixed.  In the Ameritech states, those five states, the average 
discount of the UNEP is about 60 percent.  That is not a viable model.  It is well below cost on 
anybody’s cost modeling assumption.  If you use TELRIC pricing, if we use any pricing, you 
cannot get to a $14 UNE price.  The fix here is to address the pricing, and that’s what we’re 
trying to get addressed, is the pricing.  Not to get rid of it, just get it priced at cost. 
 
Question: Unintelligible  
Let’s give you an example.  Illinois, we have filed revised cost studies, actually new cost 
studies, under the TELRIC pricing methodology.  The UNEP in the state of Illinois is about $15, 
roughly.  Our cost studies put it over $30.  That is what a TELRIC pricing methodology would 
give you. So, state of Texas, it’s about a $20/21 UNEP.  You know, the state of Texas, you have 
a pretty rational model.  You know at $20/21, you have good, vibrant competition and it’s not 
at such a level where we cannot earn money or are disincented to invest.  But if it starts to slip 
below that level, you’ve got a model that’s not sustainable. 
 
Question: Unintelligible 
Yes, we are.  We have done that already.  There is just so much turmoil going on in the 
marketplace right now, a lot of movement on industry consolidation and so forth, but it’s just 
prudent in this environment to pay down debt and we have— Question: Unintelligible -- 
I have not given any targets.  I would suggest most of our discretionary free cash flow will 
probably go towards paying down debt.  As I mentioned, our CP balances have been dropped by 
1.6 billion dollars.  There’s going to be a lot of cash coming in over the next couple of years 
through the Bell Canada disposition, Sterling, etc.  That business will generate a lot of free 
cash flow.  The emphasis will be to pay down debt.  We’ll probably continue to be -- you know 
we’ve got a good history in terms of dividends -- increasing dividends, and I don’t think you’ll 
see us compromise there, but most of the free cash flow will go to pay down debt. 
 
Question: Unintelligible 
It depends on where, all right, but if you assume in the Ameritech region we lose a million 
lines, the math’s pretty simple.  Average revenue per customer in the consumer segment in 
Ameritech is about $36, the average UNEP is about $15, so about 21 bucks times a million times 
12. 
 
Question: Unintelligible – regarding Nortel’s financial condition 
No, I don’t think so.  I’d hate to see that happen.  That’s kind of a logical implication of the 
policy that we’re following right now in the United States.  I mean, we’re not going to invest.  
You’re not going to see our investment go up next year.  I would suspect Verizon and BellSouth 
would say the same thing.  Probably be more downward pressure than upward pressure.  If one 
of them were to go out of business, would that have significant implications to our operations 
day-to-day?  No, I don’t think so.  It would obviously depend on what happened to them in a 
bankruptcy-type proceeding, you know, the 5E technology and support just went away over 
night?  Well, yes, that would probably be significant, but I don’t see that as probably being a 
likely scenario. 
 
Question: Unintelligible 
Well, Chairman Powell has been pretty clear that going from six to five competitors is doable.  
He made that statement publicly back I think in the first or second quarter.  He said going from 
five to four gets a little more difficult, and going from four to three is maybe not—I’m not sure 
if I’m articulating correctly—but it’s getting progressively harder, so obviously the first one in 
probably stands a better probability of success than the second or the third. 
 
Question: Unintelligible 



In terms of DSL—I’ll take the question a couple of stages.  First of all, let met talk about the 
economics of DSL.  They’re pretty compelling.  If you’d asked me that question a year ago, I 
wouldn’t have said they were overly compelling, but I feel really good about the product.  I 
just take our one market where we have really deep penetration levels—California, we’re in 
excess of 10 percent penetration there.  The economics look really good.  We’ve not given any 
specifics in terms of the economics of DSL other than in California.  Set customer acquisition 
costs aside once you have a customer up, the recurring margins run in excess of 40 percent, 
EBITDA margins, and so with the capital that you have to invest on a per-customer basis, you 
get to a pretty good positive NPV-type customer.  Where your penetration rates get over 10 
percent, churn rates come way down.  Churn rates in California are about half those in 
Southwest and the Ameritech regions.  So I look at California and say that’s where the business 
is headed.  Southwestern Bell is moving there very quickly—they’re about half of California 
penetration rates and closing in on them fast, and they’re economics are starting to look like 
California.  So I step back from it, but it is the business I like.  It’s the business we want to be 
in, and the retentive benefits of it for an access line are so strong that it’s a business we got to 
be in—it’s a priority. 
 
Now I go to the tri-annual review in terms of, you know, how important is that to us.  I would 
tell you that until we get rules that put us at parity with the cable modem providers, you’re 
not going to see us moving our footprint beyond where it is right now, though.  The reason 
being, you know, when we have to sell this product at wholesale prices in a urban area, you 
can still make the economics work.  Take this to a tier two or a rural market, and then start 
selling this product at wholesale prices, you can’t make the economics work.  So if the FCC 
were to put in place rules that would put us at parity with the cable providers, meaning, we 
would invest all of this money, we don’t have to sell it at 40/50/60 percent discounts, then we 
would expand our footprint.  We’d probably invest more in tier two towns and work hard to get 
this product moved out.  Absent that, you’re not going to see us investing now. 
 
Question: Unintelligible 
 
The question was whether I think we’ll have some definite visibility in terms of what this 
market looks like for DSL.  I haven’t got a clue.  You know some states are just acting on it on 
their own.  The state of Oklahoma came out and basically said no regulations for broadband.  
Well guess what, we’re investing there.  We’re going to expand the footprint in Oklahoma and 
that works real well, and we’re petitioning a lot of other states to do that.  But in terms of 
when we’ll have just a good national framework, I don’t know.  I think January the FCC will act 
and I think their bias will be to act in a way that brings parity to the marketplace.  But you said 
it.  Will there be appeals?  Probably.  I don’t know.  I can’t answer.  Sorry. 
 
Question: One more question—Maybe I’ll ask it.  Randall, I know that you’ve had some pretty 
eloquent things to say about kind of a five-year growth outlook for the business when you kind 
of normalize sort of the economic environment we’re in when you normalize the UNE 
environment.  Can you kind of walk it through just to kind of close out the time here, kind of 
what you think the five-year outlook for the state is. 
 
I have a hard enough time projecting right now one quarter, much less five years, but I’ll kind 
of tell you where my head is.  On the wireline side, I think the consumer market in terms of 
access lines because of wireless substitution and DSL substitution and so forth—I don’t think 
you’ll see access line growth in the consumer segment.  I think you’ll see our access line 
growth will continue to be negative.  I think that’s natural.  I think though the ability to bundle 
DSL, long distance, and wireless together will allow us to keep RPU on a total customer basis 
up enough to, you know, to work towards a flat-type revenue growth forecast for the consumer 
segment.  On the business side, I don’t think you’ll see access lines grow quite up to where 
you’ll see nominal GDP growing, but I think they will continue to grow.  There’s no reason 
business access lines in a good, healthy economy should not continue to grow, and so I think 



we’ll see good fundamental growth there and as we move into long distance that should 
provide some lift to the business segment, and so I always fall back on what do you think is 
going to happen with these high-cap data products?  You know, the bread and butter, if you 
will, on the business side?  High margin, good growth products.  I don’t see any reason why 
those products shouldn’t continue to grow in 8- to 12-percent type range moving forward.  
You’ll never see 30 percent like we saw back in the 90’s, I mean we’ll never see that again, but 
good high single-digit growth rates ought to materialize.  If you add all that up and you get 
some kind of good single digits on wireless, you know, you’ve got a, you know, a conceivable 
mid-single-digit type growth platform for this business.  It is a cash-rich business.  If we can get 
the UNEP platform fixed I think we got a business that can, you know, continue to grow long 
term, not, you know, the double-digit range, but, you know, good solid single-digit type 
growth. 
 
Thanks Randall. 
Thank you. 
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♦  BAS was pleased to host Randall Stephenson, SBC Corp. CFO, as a
speaker at our 32nd annual investor conference. The company’s
presentation and our discussions covered a wide range of topics including
the company’s views of regulatory evolution, the company’s top line and
margin drivers and consolidation in the wireless and wireline markets.

♦  SBC is picking its battle in the UNE war with pricing, not the elements
themselves, as its key focus.  The company has filed recent cost studies
arguing UNE-P pricing in the Ameritech states should be priced roughly
twice ($30 per month) where it is priced today ($15 per month).  At the
same time, SBC lauds Texas as an example of a state where competition is
vital and yet UNE rates are a middle of the road $19 per month.

♦  Top line pressures continue as the company is facing market loss
through the UNE-P platform at a consistent rate.  The company is
aggressively focused on driving costs and capital expenditure out of the
business, targeting a wireline capex run rate of 15% of revenue by 4Q02.
Looking forward to California long distance entry, SBC is ramping up a
series of consumer bundles and new data products.

♦  Wireless consolidation is necessary in the view of SBC.  The company’s
Cingular wireless affiliate will likely be able to rely on SBC for incremental
funding should it be necessary in a consolidating transaction. The
company’s two big objectives in wireless remain bundling to increase
consumer stickiness and realizing capital and operating synergies in a new
consolidated entity.
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Summary and Investment Conclusion

BAS was pleased to host SBC Corp. CFO Randall Stephenson as a speaker at our 32nd

Annual Investor Conference.  We have attached here key elements of our notes from the
company’s presentations and our meetings with the company.

UNE

Two key fronts exist in the debate on Unbundled Network Elements (UNE) that is
currently the subject of a broad FCC review called the Triennial Review.  The first is the
issue of what network components are the Bells required to unbundle.  The central
network element in question is the circuit switch.  The Bells argue that circuit switches
are freely available and if purchased by a competitor, can be collocated and connected to
unbundled copper loops.  Allowing competitors to bundle switching loops and transport
enables total service resale of the Bell network at substantially lower prices than available
under traditional wholesale pricing.  Interestingly, while this issue is certainly important
to SBC, the company privately stresses the pricing of UNEs as its critical issue.  Pricing is
a trickier battle to fight because while the FCC is reviewing UNE, the FCC does not
necessarily have the power to enforce a strict pricing structure on the states.  The FCC can
set guidelines and methods, but currently the states are ultimately responsible for setting
the prices SBC can charge on its network.

The company feels that UNE pricing in its five Ameritech states, and interim pricing in
California, which is patterned after Michigan in the $14 to $15 per month range, is
unreflective of the cost of service.  The company’s six states represent the six cheapest
UNE-P states in the country.  SBC has submitted cost studies with the Michigan and
Illinois PUCs and is currently arguing for UNE-P pricing at almost double the price.  The
company is planning to file a new cost study with the California PUC in October and
hopes for a resolution on that debate by the year-end.  The company is trying to convince
PUCs that the low-cost UNE-P platforms are not sufficient to meet the costs of
maintenance or to provide incentive for incremental investment.  The company replies to
some common questions and criticisms in the following manner.

1) How can you argue prices are too low when you are making 40%+ margins
at the EBITDA level?  The company’s response here is that margins are the
necessary component to the profit calculation, which generates positive ROIC.
SBC believes positive margins in the, say, 35% range would not generate a
sufficient ROIC, given the substantial capital investment required in the wireline
business.  Profits are necessary to cover capital investment.

2) Aren’t capital equipment costs coming down with distress in the telecom
equipment market?  The company’s answer is yes, they are, but in areas such
as ATM, optics and IP.  The baseline infrastructure of 5E switches and copper-
related electronics, which is the bread and butter of the equipment industry, is
not seeing material if any reductions in price.  While business-oriented data
services could potentially be getting more profitable, these returns are now cross-
subsidizing competitive entry into the consumer market.

3) What philosophy could be driving PUCs to derive below-cost outcomes in
UNE-P price setting?  The company’s belief is that competition for the sake of
competition is driving many decisions at the margin rather than long-term
sustainability of the industry’s cost structure.  SBC is not trying to eliminate
UNE-P pricing, but rationalize the price-setting structure.  The company points



Banc of America Securities

SBC Communications Inc. David W. Barden, CFA (212) 847-58902

to Texas as a workable example of UNE-P competition where competitors have
made substantial inroads with UNE-P pricing in the $20 range.  It is doable.

SBC has been travelling in the Ameritech states with CEO Ed Whittaker to visit PUCs in
Ohio, Illinois and Michigan.  The company believes that these were good meetings.  The
thrust of these meetings is that SBC said it would deliver better service and it has.  Now,
the company is telling PUCs that at low UNE-P prices, service levels are doomed to fall
in the future.  The PUCs’ reaction has been to encourage SBC to file new cost studies
which back up its case and the company has been doing just that as we note above.

Stabilizing the Top Line

Largely because of the availability of the UNE-P at low prices, SBC notes that line losses
continue in the Ameritech states and the company expects line losses in California will
track Texas.  In the company’s Southwestern Bell states, the company’s line loss levels
are continuing but revenue growth rose in the second quarter by 2.9%.  The company
attributes the stabilization to the impact of bundling long distance services with wireless.
The company sees long distance service reducing churn and adding to margins
incrementally.  The company sees state-by-state long distance penetration becoming
profitable in 9 to 12 months are targets longer-term margins after acquisition costs and
marketing launches still lower than current core wireline margins but still in the 30%
range.  The company is optimistic about its 271 filing in California getting federal
approval in late December.  The California PUC announced last week that SBC has
substantially complied with the 271 14-point competitive checklist but some conflict
remains regarding the importance of California’s assessment that only 12 of the required
competitive metrics have been met.  SBC is pursuing its case now with the FCC.  There
was some further confusion on the California ruling as the state is potentially interested in
asserting authority over SBC’s ability to inter-LATA service in the state.  SBC believes
the FCC has authority over the matter and will be able to over-rule any state assertions in
this matter.

In addition to pursuing 271 approval to enhance the top line and churn stabilization, the
company is working to more aggressively incorporate DSL into its bundle.  DSL
customers, according to the company, are 75% less likely to churn their local service.
The company recently launched a new joint platform with Yahoo! and all new adds are
now on this platform.  DSL penetration in California is over 10% currently and churn has
been falling.  Churn in California is roughly 50% of SBC’s average churn.  The company
is profitable in the state with its DSL platform.  Mr. Stephenson commented today that
excluding non-recurring acquisition costs, DSL is generating greater than 40% EBITDA
margins in California.  Wireless bundling is starting to happen but the company is still
developing on this front.  Verizon is the acknowledged leader here and success at Verizon
could spur more aggressive deployment at SBC, in our view.  Finally, on the win-back
front, the company is having some good success in Southwestern Bell states with greater
than 50% customer recovery.  Win-back tariffs are generally 10% to 15% below standard
retail prices.  The company is seeing a 20% to 30% recovery in its Ameritech and
California regions.

Addressing Costs

The key focus for SBC in addressing the current top line reality is taking costs out of the
business.  The company has had three quarters of negative expense growth and at the
wireline division, this is four quarters.  When the company talks costs, it is clear that
headcount will continue to come under pressure in the current environment.  Mr.
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Stephenson commented that SBC has downsized roughly 13,000 employees year to date
with another 3,000 targeted by yearend.

The company is also focused on taking capex out of the business.  The company is
targeting a range of $7 billion to $8 billion.  While the company is not giving 2003
guidance on this metric yet, the company notes that they expect to be exiting 2002 at a
15% capex to revenue run rate for the wireline business.  SBC’s 60% share of Cingular’s
capex boosts this figure on a normalized basis.  Falling capex can bring costs down as
well because of the maintenance and headcount relationship.  In our discussions with
other LEC companies, each dollar of capital can come with 30 to 40 cents of expense
connected to it.  The company notes that its 15% target is not a ‘maintenance’ level and
can support growth in areas such as the data services market.  Mr. Stephenson suggested
maintenance capex might actually be closer to 10% of revenue in the wireline business.
Capex in the wireless industry is expected to eventually run at the 20% of revenue level in
his view.

The company feels very confident about cost controls in light of the current revenue
environment save for the pension expense issue.  SBC currently has roughly $30 billion in
pension assets and while the company has an actuarial return assumption of 9%, the
company’s return experience to date is negative.  While the company amortizes returns
over five years, a negative return amounting to say a 15% swing (9% positive assumption
but negative 6% actual return) in one year would constitute a $900 million hit ($30 billion
x 15% / 5 years).  Factoring in the belief that discount rates are most likely to fall in a low
discount rate environment and going forward return assumptions may likely come down,
the company will, like most companies with large pensions, be facing a major cost
challenge in 2003 on the pension side.  For the most part, this cost issue is unlikely to
translate to a major cash issue for SBC in 2002, though it could ultimately.  The
company’s cash situation and balance sheet are very capable of dealing with this issue.  In
2002, the company expects net pension expense to be flat.

Cingular

SBC views the wireless market as highly competitive, with 6 major competitors, falling
prices, rising minutes of use and flat ARPUs.  The industry is cash flow negative in a tight
capital market and consolidation is the rational result.  The company acknowledges that
widespread press reports of conversations between SBC and VoiceStream have an
element of truth to them.  Asked about the regulatory environment surrounding any
consolidating transaction, the company paraphrases FCC Chairman Michael Powell as
indicating that the first transaction in the wireless industry may find it much simpler to
navigate the regulatory approval maze than subsequent transactions.  Further, asked about
the merits of a Cingular-VoiceStream transaction versus a Cingular-AT&T Wireless
transaction, the company notes that the control issue is a substantial one.  A big part of the
synergy between SBC and its wireless subsidiary is seen as the ability to bundle wireless
and wireline.  This bundling requires complex transfer pricing models and issue resolution
that get more complex the more parties are involved with a transaction, including public
shareholders.

The VoiceStream deal is seen as more doable with internal capital resources than an
AT&T deal that might involve public shareholders on a going-forward basis.  The
company did not flinch at the idea it might need to use its own balance sheet though to
shore up Cingular if were to pursue a wireless consolidation transaction.  A second major
synergy in any wireless transaction is in capex savings.  Cingular is in the midst of a
major technology upgrade and has spent only 25% of its planned overlay capex.  A
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transaction with VoiceStream would allow the company to cease its upgrade expenditures.
SBC feels BellSouth’s views are congruous to their own.  A final issue of uncertainty
surrounding any Cingular/AT&T partnership would be any requirements to divest
subscribers.  While a 2 million subscriber base sale would be achievable, offloading, for
example, 9 million subscribers would be a non-starter.

Cash and Balance Sheet

On the cash and balance sheet front, the company is very comfortable with its position,
regardless of any potential ratings agency action.  The company has continued to pay
down commercial paper and current balances represent a 10-year low for the company.
Mr. Stephenson commented that SBC’s $3.8 billion credit backstop covers its outstanding
commercial paper, implying that it has reduced commercial paper substantially from $5
billion at the end of the second quarter, consistent with our debt reduction forecasts.

In addition to strong cash from operations, the company sees a big cash inflow coming
from the sale of its Bell Canada stake of over $3 billion.  SBC also sees a potential sale of
Sterling and the monetization of its stake in Cegetel as yielding incremental cash.  In light
of the company’s strong cash flow, CFO Stephens notes that the key priority of
management is shoring up the company’s already strong balance sheet.  In the same
breath, the basis for shoring up the balance sheet is to prepare for industry consolidation.
In our view, SBC wants to be in a strong position to act decisively either in the wireless or
the wireline arenas when the timing is appropriate.  The company notes that its policy of
dividend increases and share buybacks will likely continue over time (Stephenson favors
dividends over buybacks).

Wireline Consolidation

On the wireline side, SBC sees consolidation as less urgent given the timeframes involved
and the current uncertainties.  The company believes that they should be addressing the
high-end enterprise segment of the market.  Pursuing this organically would take time and
money, perhaps three to five years.  Acquisition is a logical way to avoid the costs and
time, but price and regulatory barriers are the key barriers to growth through M&A.
Looking at WorldCom, the company sees a strong underlying asset and customer base but
nothing is really possible here until audited numbers are available and possibly not even
then.  AT&T is the crown jewel in the enterprise market but its price tag would no doubt
reflect this.  Other players in the industry represent a spectrum of trade-offs between
customer penetration, network quality and cost.
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Price Target, Valuation Method, Risk Factors

Price Target: N/A

Valuation Method Used To
Reach Price Target:

N/A

Risk Factors:
1. SBC currently has negative revenue growth
2. Competition for the company’s local business is intensifying
3. Long distance approval for Ameritech states could be delayed through 2003

Banc of America Securities LLC Stock Rating System

The rating system is based on a stock’s forward-12-month expected total return over that of the S&P 500. Strong Buy is
expected to outperform the market by 20% or more. Buy is expected to outperform the market by 10% to 20%. Market
Performer is expected to outperform the market by 0% to 10%. Underperform is expected to underperform the market.
Sell is expected to significantly underperform the market.

Rating Distribution

US Coverage Universe Companies Percent Investment Banking * Companies Percent

Buy 405 55 Buy 361 89
Hold 320 43 Hold 260 81
Sell 11 1 Sell 8 73

* Companies BAS has received compensation from in the past 12 months.
As of 09/06/2002.

The analysts and associates responsible for preparing this research report receive compensation that is based upon various
factors, including Banc of America Securities’ total revenues, a portion of which is generated by Banc of America
Securities’ investment banking business. They do not receive compensation based upon revenues from any specific
investment banking transaction.

Banc of America Securities prohibits analysts, their associates and members of their households from maintaining a
financial interest in the securities or options of any company that the analyst covers or that fall within the analyst’s
coverage sector except in limited circumstances (for securities and options acquired prior to July 9, 2002) as permitted by
the New York Stock Exchange and the National Association of Securities Dealers. Such persons may own diversified
mutual funds. As of the date hereof, Banc of America Securities also permits analysts, their associates and members of
their households to maintain financial interests in funds and other private investments that may include companies in a
sector the analyst covers if the person acquired the financial interest prior to July 9, 2002.

Banc of America Securities may now or in the future purchase or sell as principal securities or related financial products,
options, warrants, rights or derivatives of companies mentioned in this report.

Please see our web site at www.bofasecurities.com for additional company reports and price charts.

* Banc of America Securities LLC and/or its affiliates has received compensation for investment banking services
from this company, its subsidiaries or affiliates during the previous 12 months.  Banc of America Securities LLC
and/or its affiliates expects to receive, or intends to seek, compensation during the next three months for investment
banking services from this company, its subsidiaries or affiliates.   
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