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Privatising Telcos.
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Management can not match expectations.

 Investment in broadband leads to higher economic growth.
 Mid- and longterm capital will be more rare and expensive.
 Under current conditions there is no sufficient return to justify private investments.

"When a management team with a reputation for brilliance  joins a business with poor fundamental economics, 
it is the reputation of the business that remains intact."  (Warren Buffett)
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Investors don't believe that the current regulation will
lead to investments.

"... Indeed we think that the more aggressive pursuit of this strategy  (regulate wireless pricing aggressively) will result 
in your tenure being judged in retrospect as that which presided over the decline of Europe's superior wireless 

networks..."     (R. Bienenstock, Bernstein Research, in an open letter to Commissioner  N. Kroes) 

"Europeans are hungry for digital technologies and more digital choices, but governments and industry are not keeping 
up with them. ... It's a terrible shame. We are shooting ourselves in the foot by under-investing. Europe will be flattened 

by its global competitors if we continue to be complacent."    (N. Kroes)
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Austria.
The Mobile Players.
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Austria – The Macro View.
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ROCE fixed of the incumbent.
Austria is in a bad position.
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ROCE mobile of the incumbent.
Austria is worst. Local competitors are below incumbent.

Telekom Austria 16.9
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Austria's ambition is to become one of the Top 5 Countries 
in ICT ranking.

Position

Top 5
NRI 2012

Vision

ranks no. 19 
out of 142 countries

Source: Internetoffensive Österreich
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Growth effects of ICT investments
Austria compared to other OECD countries

Shares of ICT investment in non-residential gross 
fixed capital formation, total economy

Austria's ICT investments and growth effects are below 
average.

For Austria the contribution of ICT investment to GDP growth was
0.35 percent.

The ICT investments of Austria are low and flatter compared to other 
OECD countries. Thus Austria missed some part of the ICT induced
growth effects.

Source: Austrian Economic Center, OECD
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Let's switch perspective.

The micro view.The micro view.
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Micro View from one of the operators: T-Mobile Austria.
Service Revenues.
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Voice Termination Rate Austria European Average

Excursus   - Termination Rates.
(in Eurocent)
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Relevant Cost Development.

-7% per year/-225 Mio. EUR
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 Returns of a lot of Telco Players within the EU ist below cost of capital.
 Austria is one of the worst markets within the EU.
 Investment in broadband is a needed precondition for economic growth.
 Markets compete for investments even within Telco groups.
 Shareholders do not support value destructive investments.

Maybe something is wrong?

 How much regulation do we still need?
 How to get to a regulatory regime which leads to private investments in broadband

infrastructure?

Conclusion.
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Back-up.

 Credit Suisse investor study: 
Justin Funnell, Christopher Wright (February 8, 2012)

 Bernstein open letter to Mrs. Kroes:
Robin Bienenstock (April 5, 2012)

 New Street ROCE:
Russel Waller (March 22, 2012)

 Barclays Summary of European MTRS:
Barclays Research (April18, 2012)

CS EU telco 
regulation Feb 2012.pdf

bernstein EU telco 
April 2012.pdf

New Street March 
2012.pdf

Barclays termination 
rates.pdf
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COMMENT 


Investors need more predictable regulation 
■ Summary: The EC recently requested views on how EU regulation could be 


used to encourage greater investment in fibre access, to encourage 
economic growth and the EU Digital Agenda. We surveyed 65 telecom 
investors (working for funds with a combined €1,800bn of total assets). Their 
answer: the majority of respondents (69%) felt the best way to encourage 
more fibre investment was to create more predictable regulation of fibre 
access over the life of the fibre investment. This suggests a relatively low-
cost solution for the EU. 


■ None of the investors that responded thought lowering copper wholesale 
prices would encourage FTTH investment, and very few felt raising copper 
wholesale prices would encourage FTTH investment either. 


■ 91% of investors (including 100% of the equity investors and 100% of the 
US investors) felt EU telecom regulation did not encourage network 
investment in general, due to:  


o a lack of predictability in regulatory decisions 


o a regime that is too favourable to resellers 


o too much of a deflationary/pro-consumer bias to past decisions. 


■ On these points, hedge funds (which sell stocks short as well as buy stocks 
and therefore have little vested interest) had similar views to long-only funds, 
suggesting little ownership bias in these survey results. 


■ Investors were supportive of the Digital Agenda itself—half thought 50% 
uptake of 100Mbps by 2020 was achievable and 62% felt higher consumer 
broadband speeds would lead to higher GDP. 74% felt that European telcos 
were not investing enough in Next Generation Access networks.  


■ On other policy issues: 


o 42% of investors felt there should be rules governing net 
neutrality; 58% that there should not. 


o 62% felt that ISPs should have to block content piracy. 


o 90% felt that the mobile market should be allowed to 
consolidate to three players. 


o 92% saw mobile as a substitute for fixed line in the voice 
market, but this was only 26% in the broadband market. 


o 73% felt fixed line copper access should be regulated ex ante, 
while small majorities were against ex ante regulation of fibre 
and coax cable access.  


Research Analysts 


Justin Funnell 
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justin.funnell@credit-suisse.com 


Christopher Wright 
44 20 7883 0009 


chris.wright@credit-suisse.com 
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Survey details 
In early January (2012) we surveyed telecom investors to understand their views on a 
number of regulatory questions, and in particular how the EU could encourage more fibre 
investment and the achievement of the EU Digital Agenda.  


The purpose of the survey is to better inform European regulators of investor opinion. 
While regulators often meet such investors (sometimes hosted by institutions such as 
Credit Suisse), from our experience many investors do not always voice their full opinion in 
such meetings. This survey also provides a more systematic representation of investor 
opinion across the investment community. 


The survey participants were all institutional investors, representing the larger investors in 
both equity and debt in the telecom sector. They invest in telecom operators, cable 
operators and resellers, as well as in other industries. As such they represent the pool of 
investors that company management teams are trying to attract and retain. These investor 
opinions therefore directly influence the investment decisions such management teams 
are taking. 


Such investors are busy. We were therefore surprised at the level of participation and 
involvement in the survey, with 65 investors taking the time to respond, working for funds 
with total assets of €1,800bn, across all asset classes and sectors. We believe this reflects 
the current level of investor interest in this subject.  


As we detail in Figure 1 to Figure 4, the investors responding have an average of eight 
years’ experience investing in the telecom sector. Most respondents were in the EU, with 
around 20% in the US. Two thirds of responses came from equity investors, the remainder 
from investors in debt (typically bonds). 77% were long-only investors (buying shares, not 
selling short) and around 20% run hedged funds.  


The survey was conducted via the internet (using surveymonkey) and collected on an 
anonymous basis, to protect investor confidentiality. The questions asked in the survey are 
exactly replicated in the titles to the attached charts (from Figure 5).  
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The investors surveyed 
 


Figure 1: How long have you been following the telecoms sector?  


(average answer 8.5 years) 
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Source: Credit Suisse proprietary survey 


 


Figure 2: In which city are you (as an individual, not your fund) based for the majority of 


your time? 
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Source: Credit Suisse proprietary survey 
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Figure 3: Does you fund invest primarily in equity or in debt? 
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Source: Credit Suisse proprietary survey 


 


Figure 4: How would you describe your investment style?  
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Source: Credit Suisse proprietary survey 


 


 







 08 February 2012 


EU Telecoms Regulation 6 


Achieving the EC Digital Agenda 
Figure 5: What approach would best encourage FTTH (fibre to the home) investment in 


the EU? 
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Source: Credit Suisse proprietary survey 


 
Figure 6: What approach would best encourage FTTH (fibre to the home) investment in 


the EU?  
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Source: Credit Suisse proprietary survey 







 08 February 2012 


EU Telecoms Regulation 7 


Figure 7: Is the EC agenda of 50% customer take-up of 100Mbps by 2020 achievable? 
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Source: Credit Suisse proprietary survey 


 


Figure 8: Is the EC agenda of 50% customer take-up of 100Mbps by 2020 achievable? 
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Figure 9: Does higher consumer broadband speed lead to higher GDP? 
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Figure 10: Does higher consumer broadband speed lead to higher GDP? 
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EC regulatory structure 
 


Figure 11: Does EU telecoms regulation (in its current form) encourage network 


investment? 
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Figure 12: Does EU telecoms regulation (in its current form) encourage network 


investment? 
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Figure 13: If you answered 'No' to the previous question, why do you think EU telecoms 


regulation does not encourage network investment? (You may select more than one 


answer) 
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Figure 14: Is it clear how the amended EC Telecom Regulatory Framework works? 
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Source: Credit Suisse proprietary survey 


 


Figure 15: Is it clear how the amended EC Telecom Regulatory Framework works? 
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Figure 16: Is it clear how the Body of European Regulators for Electronic 


Communications (BEREC) works? 
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Figure 17: Is it clear how the Body of European Regulators for Electronic 


Communications (BEREC) works? 
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Figure 18: Is it clear how vetoes on market analysis and remedy work? 
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Figure 19: Is it clear how vetoes on market analysis and remedy work? 
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Figure 20: Is it clear how policy is formed? 
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Figure 21: Is it clear how policy is formed? 
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Figure 22: Does the EC generally communicate with telecom investors well? 
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Figure 23: Does the EC generally communicate with telecom investors well? 
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Views on the industry 
Figure 24: Do you expect European sector mobile revenues to shrink or grow? 
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Figure 25: Do you expect European sector mobile revenues to shrink or grow? 


0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%


Hedged


Long On ly


Debt


Equity


UK + Ire land


Europe


US


ROW


Grow Shrink
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Figure 26: Do you expect European sector fixed line revenues to shrink or grow? 
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Source: Credit Suisse proprietary survey 


 
Figure 27: Do you expect European sector fixed line revenues to shrink or grow? 
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Figure 28: Are European telcos investing enough in Next Generation Access (NGA)? 
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Source: Credit Suisse proprietary survey 


 


Figure 29: Are European telcos investing enough in Next Generation Access (NGA)? 
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Source: Credit Suisse proprietary survey 
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Figure 30: Will LTE be a substitute for fixed line DSL? 
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Figure 31: Will LTE be a substitute for fixed line DSL? 
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Views on other regulatory matters 
Figure 32: Do we need rules governing net neutrality? 
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Figure 33: Do we need rules governing net neutrality? 
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Figure 34: Should ISPs block content piracy? 
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Figure 35: Should ISPs block content piracy? 
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Figure 36: Should mobile markets be allowed to consolidate to three players? 
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Figure 37: Should mobile markets be allowed to consolidate to three players? 
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Figure 38: Is mobile a substitute for fixed voice? 
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Figure 39: Is mobile a substitute for fixed voice? 
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Figure 40: Is mobile a substitute for fixed broadband? 
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Figure 41: Is mobile a substitute for fixed broadband? 
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Figure 42: Should the following markets be regulated ex ante (i.e., pre-emptively)? 
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Figure 43: Should mobile networks be regulated ex ante? 
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Figure 44: Should coaxial cable networks be regulated ex ante? 
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Figure 45: Should fixed line (incumbent FTTH network) networks be regulated ex ante? 
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Figure 46: Should fixed line (incumbent copper network) networks be regulated ex ante? 
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European Telecommunications: A Letter to EU Commissioner 
Kroes


Ticker Rating CUR


4 Apr 2012
Closing
Price


Target
Price


TTM
Rel.
Perf.


EPS P/E


2011A 2012E 2013E 2011A 2012E 2013E Yield


BT/A.LN M GBp 222.10 205.00 27.0% 21.00 22.30 24.40 10.6 10.0 9.1 3.8%


FTE.FP M EUR 10.67 12.50 -22.3% 1.44 1.41 1.36 7.4 7.6 7.8 12.3%


KPN.NA U EUR 7.89 6.00 -25.1% 1.06 1.02 0.93 7.4 7.7 8.5 11.4%


PTC.PL M EUR 3.82 4.50 -40.4% 6.47 0.43 0.45 0.6 8.9 8.5 17.0%


TEF.SM M EUR 11.87 12.50 -23.4% 1.20 1.38 1.43 9.9 8.6 8.3 12.6%


TEL.NO M NOK 103.90 100.00 23.4% 8.67 7.49 8.07 12.0 13.9 12.9 3.7%


TIT.IM M EUR 0.86 0.90 -9.9% 0.16 0.14 0.14 5.4 6.1 6.1 6.7%


TITR.IM M EUR 0.71 0.80 -14.9% 0.16 0.14 0.14 4.4 5.1 5.1 9.7%


VOD O USD 27.55 33.65 -7.6% 2.58 2.27 2.56 10.7 12.1 10.8 5.0%


VOD.LN O GBp 172.10 215.00 10.0% 16.74 14.49 16.36 10.3 11.9 10.5 5.2%


DTE.GR M EUR 8.90 9.50 -9.9% 0.66 0.60 0.60 13.5 14.8 14.8 7.9%


MSDLE15 1074.63 96.42 101.82 113.53 11.1 10.6 9.5 3.9%


SPX 1398.96 96.14 104.35 117.66 14.6 13.4 11.9 2.0%


O – Outperform, M – Market-Perform, U – Underperform, N – Not Rated


Highlights


∑ We recently wrote a report laying out the tensions between Europe’s operators and global handset 
manufacturers, in particular Apple. Our central argument is that in the current regulatory and competitive 
environment, Europe’s telecom environment will, one way or another, consolidate. Most of the European 
operators make returns that are lower than their cost of capital – meaning that every Euro they have spent 
on European infrastructure has so far been value destructive for their shareholders. We estimate operators 
currently spend some 150% of their capital expenditure on handset subsidies as this has become the 
fulcrum of competition in very, very competitive markets. 


∑ The operators appear unable to break out of the prisoners’ dilemma around handsets subsidies – this 
problem is exacerbated by hit devices and even more so by handset manufacturers that offer exclusivity. 
The problem is important but less grave in other markets where operators can more easily differentiate 
their network quality.  It is difficult to differentiate on network quality in most European markets because 
of regulation, the presence of Chinese equipment manufacturers in Europe and because of the higher 
population density and easier topography of European countries, and the interoperability of networks. 
Unless it becomes easier to differentiate, consolidation of wireless infrastructure is facilitated, or pricing 
regulation is eased making returns higher than the cost of capital possible, it is highly unlikely that we 
will see significant new investment in these networks. 


∑ We think that the regulator should address the inconsistency at the heart of European regulation – that the 
EU both fosters competition and regulates prices as though these many competitors were still 
monopolies. But if it cannot tackle that topic, we would argue that the best thing for Europe in this 
environment would be to ban handset subsidies altogether or mandate the legal separation of handset 
financing from service revenue contracts, thence cleaving the negotiating power of handset 
manufacturers that ask for volume guarantees. We lay out these arguments in more detail in our recent 
piece European Wireless: Round Two of the Value Chain Wars, or a Further Step Down to Telco 
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Valuations? and note that this approach would be better for most, but not necessarily all, operators, and 
almost certainly better for almost all consumers.


∑ In a letter below addressed to Neelie Kroes, the Vice President of the European Commission responsible 
for the Digital Agenda, we outline the steps we think could be taken to address some of these problems.


Investment Conclusion


In the face of pressure from regulators and handset manufacturers we think that reduced subsidies and 
greater network sharing could alleviate many of the problems faced by European operators. Telefonica and 
Vodafone stand to gain the most from network sharing but there are likely to be smaller opportunities for 
other wireless operators in some markets.


Details


Dear Ms Kroes, 


You are entering the second half of your mandate, and if anything the laudable goal that you set out at the 
beginning of your mandate – to see superfast broadband in 50% of homes in Europe by 2020 – is, in our 
opinion, no closer now than it was then. 


The Telecom industry over which you preside is in disarray: just one third of major European Telecom 
operations make returns on investment that outstrip their cost of capital. Over the period 2009-12 we 
estimate that returns will have fallen by 9% a year, and there are many reasons to believe that the current 
rate of decline could accelerate. This, combined with a very uncertain regulatory environment and concerns 
about the European macro-0economic environment has kept investors away from the sector, raising the cost 
of capital for the entire sector. Given all of this, the relatively short term nature of the compensation 
structure of many management teams and the many extra-European problems, which operators are (for 
better or worse) saddled with, the major companies have largely reined in plans for European capital 
investment. We think that this is bad for Europe.


I think we agree that a modern communications infrastructure will be central to the competitiveness of 
Europe going forward. It is also true that Europe, as the creator of GSM wireless standards that are now 
used all over the world, used to have an advantage over other countries in this field. Sadly this is no longer 
the case. Europe is quickly falling behind and the European telecom Companies appear to be on an effective 
capital investment strike in Europe. The incumbent telecoms of Spain, Italy, France and Germany have 
plans to reach only an incremental 1.5% of homes with fibre this year and plans to roll out fourth generation 
wireless that could bridge the digital divide in rural Europe are meagre, and poorly detailed. 


This is not only a problem for Europe's ability to compete with other nations going forward, it is a more 
prosaic waste now given that today these companies represent some of Europe's largest employers and tax 
payers today. In the current environment, Europe's telecom infrastructure is set to decline, as are the number 
of jobs it creates both directly and indirectly, as are taxes they pay to governments and the dividends they 
pay to Europe's pensioners. 


In the second half of your mandate we hope that you will be more successful in achieving your aims. There 
is a fundamental inconsistency at the heart of EU regulation in Europe - the EU both fosters competition 
and regulates prices as though these many competitors were still monopolies.  This has resulted in an 
industry in which most operators make less than their cost of capital and in which most operators have 
recently chosen to invest less. Resolving this inconsistency would be the best way to resolve the investment 
problems in Europe, but we recognize that this is nigh on impossible for you, as competition questions are 
largely out of your hands and in those of European Commissioner for Competition Almunia, and to cease 
fire on pricing of regulated fees would be to do yourself out of a job. 
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Whilst we realize that the issues are extremely complex and suggestions in this piece are an oversimplified 
analysis of the many problems, we think that the current approach risks ignoring an increasing drain on cash 
available for network investment. There are many ways that you might achieve your goals and of course we 
cannot address all of these. Instead we hope that you will consider our views on what we see as the three 
alternatives before you: 


∑ To carry on pursuing fibre builds by threatening reductions in copper pricing with an ‘escalator’ 
approach. This will likely achieve little.


∑ To pursue the policies of your predecessor and regulate wireless pricing more aggressively. This, as your 
predecessor showed us, is popular in some quarters. But times change and this is a more perilous strategy 
than it was during Ms Reding’s tenure. Indeed we think that the more aggressive pursuit of this strategy 
will result in your tenure being judged in retrospect as that which presided over the decline of Europe’s 
superior wireless networks and the failure to deliver any new meaningful fibre infrastructure outside of 
Portugal and the UK. Given that the world’s mobile standards were created here and that this has created 
a remarkable industrial advantage this is no small feat. But is it the way you would like to be 
remembered?


∑ To try a completely different approach that would satisfy many consumer associations, reduce prices for 
wireless data, generate an estimated €4bn more investment in Europe’s networks (wireless and wireline), 
and likely get many operators on your side.  On our estimates European operators currently plough 150% 
of wireless capital investments (or 65% of total capex wireline and wireless) into handset subsidies. Just 
a third of one year of this cash could fund one of the following: 15% coverage of European households 
with FTTN, 5% of European Households with FTTH or 40% population coverage of fourth generation 
wireless LTE. Reducing competition on subsidies would also increase competition on network quality/ 
service and price. If one third of subsidy went to prices, consumers would see their monthly bills fall by 
5% and the last third could go to the Companies to reduce debt, increase dividends or invest in new 
businesses.


In the rest of this letter we lay out briefly why we are pessimistic about the first two approaches and our 
suggestions for a third, more fruitful option.  Europe has fostered a very competitive market for wireless 
services, so much so that most European operators currently make returns below their cost of capital, 
meaning that every euro they have spent on spectrum and networks has been value destructive for their 
shareholders. It is hard to see how reducing these returns further can encourage greater investments. On the 
contrary, apart from investments in spectrum European wireless capex (and the sales of equipment 
manufacturers with it) has fallen. Given that wireless data volumes are doubling each year, and 
notwithstanding the fall in the cost of telecom equipment, it is clear that the service quality of European 
wireless infrastructure is in many places rapidly deteriorating. 
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Exhibit 1
Europe has consistently under-performed the US in 
wireless revenue growth even after adjusting for 
different rates of GDP growth and price regulation


Exhibit 2
Bar a few operators in a few markets, wireless 
investment has returned less than the cost of capital, 
returns in Spain and France are falling rapidly


Source: Company reports, Bernstein analysis Source: Company reports, Bernstein estimates


Note: Investment includes spectrum purchases but excludes M&A


Option (1) The EU could carry on doggedly pursuing fibre builds by threatening reductions in copper 
pricing with an ‘escalator’ approach. This will likely achieve little. Why? Each operator starts from an 
entirely different position in terms of infrastructure and potential cost of investment, making European ‘one 
size fits all’ regulation extremely difficult. Wireline infrastructure directly touches the competitive 
advantage of individual countries (and wireline operators are often a country’s largest employer and tax 
payer; they employ 500,000 people and pay EUR10bn in taxes annually) and wireline infrastructure is by 
definition a national rather than pan-European issue. The EU regulator appears to be accountable to no one 
but it is impossible to see how your office cannot be susceptible to political pressure given the nature of this 
issue.  As Europe’s wireline operators are currently losing revenue at an average rate of -5%, EBITDA at -
3% and FCF at a rate of -5%, your office has rendered the outlook for returns deeply uncertain, and most 
incumbent CEOs are paid on quite short term measures it is very hard to see how threats to such a 
fundamental part of these companies' businesses will result in massive incremental investment that has a 
very long return profile. To wit: the incumbent telecom operators in France, Spain and Germany all have 
plans to extend fibre to no more than another combined 1.5% of homes this year. 
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Exhibit 3
Operator EBITDA is declining at -5%


Exhibit 4
The US delivers faster average broadband connections


Source: Company reports, Bernstein analysis Source: Akamai, State of the Internet Q3 2011


Option (2) To pursue the policies of your predecessor and aggressively reduce wireless pricing. This, as 
your predecessor showed us, is popular in some quarters. It is also easier as wireless represents a smaller 
portion of the profitability of most operators and as (given the asymmetry between the interests of say a 
Vodafone and the other incumbents) the operators are unable to speak with one voice in this issue above all. 
This approach is the most dangerous and self-defeating to your current plans. 


Years ago price regulation was necessary because Telecoms are natural monopolies and as such prone to 
use their economies of scale to maintain high prices. But the regulatory framework of Europe has resulted 
in so many competitors in Europe that this is no longer the case. Europe is naturally more competitive for 
telecom operators. Higher population density improves the economics of networks encouraging more 
entrants. In European wireless the presence of Chinese equipment manufacturers has driven the cost to 
build a new network down. The fact that Europe has just one network standard makes it easier for 
consumers to switch from operator to operator and reduces barriers to exit for consumers increasing 
competition. Lastly European spectrum policy has facilitated competition by democratising its ownership 
across a higher number of players than we have seen in, say, the USA. 


Most wireless operators barely make their cost of capital, and recently prices, revenues and returns of 
wireless operators have all fallen incrementally despite their ability to enrich the lives of hundreds of 
millions of Europeans with constant access to the internet. Companies that cannot make their cost of capital 
cannot justify further investment, particularly in an environment of hostile price regulation.   The pursuit of 
this strategy simply entrenches investors against the companies in this sector (thus raising their cost of 
capital), and reduces the ability for telecom CEOs to invest (because they cannot prove a return). If they 
cannot invest in network quality to create a lasting advantage they turn to other means of competition. 
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The principal axis of competition between wireless operators in Europe is handset subsidies. The European 
Union has regulated for, and the operators contributed to, a world in which more than 20% of European 
citizens have a ~€350 device in their pocket but a poor and deteriorating network on which to use it. In the 
last year we estimate European operators spent some 150% of their wireless infrastructure investments 
(capital expenditure) on handset subsidies. The result? The earnings of (largely foreign) handset 
manufacturers have rocketed while those of the European telecoms have fallen by 15% over the last five 
years. We are witnessing a massive transfer of wealth out of European networks and into handset 
manufacturers. Apple is undoubtedly the most emotive and important of these examples with their gross 
profit margins on handsets estimated at some 56%. 


Exhibit 5
Operators have spent more on handset subsidy than 
wireless capex 


Exhibit 6
Apple share price vs telcos


Source: Company reports, Bernstein analysis & estimates Source: Capital IQ, Bernstein analysis


The operators are highly unlikely to break out of the subsidy trap without regulatory intervention. A few 
operators have a subsidy free model today, but outside of Italy none of the largest have pursued this model. 
The reason for this is simple: the operators face a prisoners’ dilemma when negotiating with Apple or any 
other hit handset manufacturer, or when selling to consumers.  If an operator refuses to accept Apple’s 
terms (widely reported to be minimum volume guarantees) they may be left without the handset altogether 
as Vodafone was for several years. Similarly, if an operator does not subsidise handsets while others around 
them do, they risk losing substantial market share. 


The best recent example of this is Spain. Spanish handset subsidies have reached absurd heights – 250% of 
capex. This makes data unaffordable for many Spaniards as it only comes attached to extremely expensive 
handset plan contracts. This cannot be good for consumers. Vodafone and Telefonica recently reduced their 
handset subsidy on new acquisitions only to see France Telecom explicitly pursue market share through 
handset subsidies. You may view this as healthy competition. But surely it would be better for consumers to 
have more investment in better networks and more affordable data plans than to be locked into a world in 
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which data pricing remains high, attached as it is to an expensive handset? This is clearly a value 
judgement, but it is one that we think you need to make explicitly. Today, the risk of another operator 
‘defecting’ is too great for the operators to bear and so all continue to subsidize heavily. If this continues, 
we will simply continue to see the transfer of value out of European networks and into the hands of handset 
manufacturers. 


Handset subsidies have been banned or pulled in several other countries – South Korea, Israel and Japan. 
You will be happy to hear that although margins rose in the near term, network quality in Japan and South 
Korea is now among the best in the world, while prices have declined. This was the expressed aim of the 
Korean Communications Commission when introducing the handset subsidy ban, which has been in place 
since 2000;"Our constant position is that it is desirable for operators to convert costs spent on excessive 
marketing competition... into tariff reductions, new service development and infrastructure expansion." We 
estimate that were handset subsidies to be banned, just a third of one year of this cash could fund one of the 
following: 15% coverage of European households with FTTN, 5% of European Households with FTTH or 
40% population coverage of fourth generation wireless LTE. Reducing competition on subsidies would also 
increase competition on network quality/ service and price. If one third of subsidy went to prices, 
consumers would see their monthly bills fall by 5% and the remaining third could go to the Companies to 
reduce debt, increase dividends or invest in new businesses.


Exhibit 7
Cutting subsidy completely could have a material effect on investment, shareholder remuneration and consumer 
prices


Source: Bernstein estimates


An outright ban on subsidies is not necessary to reduce the handset pressure on operators. Instead we think 
that you could mandate the legal separation of handset financing from service contracts and remove the 
ability of operators to make service contracts more attractive for customers taking a handset from that 
operator. This would effectively cleave the negotiation leverage of any handset manufacturer asking for 
volume guarantees (as any consumer could get a handset financing deal in one place and a service contract 
in another). If all operators were obliged to separate handset financing from service contracts the locus of 
competition would move from handset subsidies (where competition is futile) to networks (where you as a 
regulator should want the locus of competition to lie). We suspect that without the forcing mechanism of 
volume guarantees on very expensive ‘hit’ phones the sale of very expensive smartphones would decline, 
and that we would instead see a democratization of data with far more lower ASP handsets sold. This too 
would surely be better for consumers. 


Company
Dividend increase Capex increase Wireless pricing


Vodafone 20% 40% 4%
Deutsche Telekom 17% 45% 5%
Telecom Italia 19% 23% 3%
Telefonica 19% 59% 7%
France Telecom 22% 58% 5%
KPN 14% 20% 3%


Total 19% 44% 5%


Uses of value created
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The current war of words between the EU regulator and the CEOs of some of Europe’s largest companies 
might be fun for the press, but it does little for Europeans. Europe deserves better infrastructure; a more 
constructive approach to regulation would put that within your gift. Deeper penetration of faster and 
cheaper wireless and wireline services would be a much, much better legacy than the current more likely 
outcome of cheaper prices for weaker infrastructure.  


I wish you every success in the second half of your mandate. 


Yours sincerely,  


Robin Bienenstock
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Disclosure Appendix


Valuation Methodology


Our DCF for Vodafone employs a cost of equity of 10% and long term growth of 1.2%, giving a value of 
£1.32 for Vodafone's fully controlled businesses. We value Vodafone's equity stakes separately based on 
conservative multiples, adjusted for debt and potential taxable gains on sale. We then discount by 15% to 
reflect a lack of liquidity in the assets. These stakes are worth a total of £0.83, giving a total DCF value 
of £2.15. 


Our long term DCF valuation for Telefonica is €17.38, and shorter term 2012 FCF/EV is €7.48. We think 
that Telefonica’s valuation should be equally weighted on a long term DCF valuation and short term 
FCF/EV hence our price target for Telefonica is €12.50.


Our valuation approach for DT combines a long term DCF and a shorter term FCF/EV measure, from 
which we derive a blended price target. Our  €9.50 price target for DT is based on a 65% peer 2013 FCF/ 
EV of 9.8% and 35% long term DCF valuation (0.0% long-term FCF growth rate and a 12.5% cost of 
equity).


Our valuation approach for FT combines a long term DCF and a shorter term FCF/EV measure, from which 
we derive a blended price target. Our  €12.50 price target for FT is based on a 65% peer 2013 FCF/ EV of 
9.8% and 35% long term DCF valuation (0.0% long-term FCF growth rate and a 12.5% cost of equity


Shorter term views are likely to continue to dominate Italian stocks so we weight our valuation of Telecom 
Italia in favour of a shorter term FCF/EV measure over longer term DCF.  Our price targets for Telecom 
Italia are €0.90 for ordinary shares and €0.80 for saver shares 


Our valuation approach for KPN combines a long term DCF and a shorter term FCF/EV measure, from 
which we derive a blended price target. The DCF valuation of €6.99 reflects a free cash flow to equity 
valuation using a long term FCF growth rate of 0% and a cost of equity of 11%.  On an EV/FCF basis, we 
value KPN at €5.13 using a 10.9% 2011 FCF yield, a 10% discount to our peer average target FCF/EV. The 
blend of these two methodologies is €6.00, weighted 50% long term DCF and 50% short term FCF/EV.  


Our Portugal Telecom price target is derived from a DCF valuation which attributes a cost of equity of 
19.0% for Portugal and 12.7% for Brazil. Hence our price target is €4.50


Risks


We consider the major risks to achieving our price target for VOD to be: 


∑ Failure to follow Telefonica in Spain and dramatically reduce handset subsidies, or an attempt to follow 
with much lower pricing


∑ Any significant M&A activity;


∑ Failure to achieve the cost savings that we are forecasting;


∑ Significant price competition from one of the major European telecoms including DT, TEF and TI;


∑ A dramatic deterioration in emerging market macro-economic conditions especially in India, Egypt or 
South Africa; or the resignation of senior management at the Group or European level;


∑ Verizon cuts its own dividend, reducing reliance on cash flows from VZW.


We consider the major risks to achieving our price target for TEF to be:


∑ A major asset sale;
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∑ A significant risk rally of Spanish / PIGs stocks;


∑ ONO investing significantly more in its Spanish cable network;


∑ Successfully implementing the abandonment of handset subsidies in its European markets.


We consider the major risks to our target price for DT to be: 


∑ A significant incremental decline in the US business (beyond our bearish outlook);


∑ The failure to secure significant further headcount reduction in the domestic business;


∑ Changes in the government advocacy of a regulatory holiday for DT's fibre build in Germany;


∑ A change to a much more acquisition focussed or price aggressive strategy from the cable players;


∑ Successfully implementing the abandonment of handset subsidies in its European markets.


We believe that the principal risks to our target price for TI include:


∑ A less aggressive regulator than we anticipate, allowing TI to maintain its current level of fixed line 
infrastructure;


∑ Wind not pursuing share growth in Northern Italy to the extent we expect;


∑ A sustained increase in prices for fixed and mobile telephony;


∑ The sale of 3 leading to a more benign mobile market;


∑ The sale of TIM Brasil at a high valuation.


∑


We consider the major risks to achieving our price target for FT to be:


∑ A more dramatic slowdown in domestic fixed line revenues than we expect


∑ A significant acquisition or merger


∑ The withdrawal of the wholesale agreement with Iliad


∑ Aggressive price competition between SFR and Bouygues in French mobile, on tariffs with subsidies


We consider the major risks to achieving our price target for KPN to be:


∑ A bid by Vod or TEF for KPN’s German assets;


∑ A change to the expected spectrum auctions in the Netherlands, removing the reserved spectrum for new 
entrants;


∑ Significant headcount reductions


∑ Reduced competition from cable providers in the Netherlands; and


∑ A change in regulation in the Netherlands requiring the cable companies to offer wholesale products over 
their network.
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We believe that the principal risks to our target price for PT include: 


∑ A failure of the Portuguese wireless market to recover;


∑ Irrational price competition from Zon;


∑ A sudden downturn in the Brazilian economy and/or a dramatic fall in the value of the Brazilian Real;


∑ Additional company taxation or further taxation of dividends by the Portuguese government;


∑ Difficulties in repatriating cash from any of its non-controlled international assets.


∑ Greece (and/or Portugal) leave the EU or defaults on its debt by pulling out of talks with international 
agencies
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Another turn of the investment wheel 


The Q4 2011 results season has been a poor one for the 
European incumbents, primarily due to rising costs (opex 
and capex). We have downgraded 2012 EFCF by -8.6%. 
We still see risks to the downside, but returns in fixed 
are close to the 10+ year lows, and relative returns in 
mobile are falling quickly. With the sector trading on a 
risk-adjusted P/E of 12.6x, it suggests that the market is 
close to discounting a normalising returns scenario for 
the first time in over 15 years. 


2012 is a rebalancing year: Domestic FCF is still 60% of total group FCF, and 
domestic problems are causing the downgrades. As always there is a balancing 
act between investment in the customer and cash generation. Sometimes the 
relationship between customer retention and cash generation needs 
rebalancing materially (e.g. at KPN in 2011/2012, or the sector as a whole in 
2006), but on this occasion, we think that the rising costs are more of a minor 
rebalancing as opposed to the start of a new material investment cycle.  


The reason being, that the incumbent businesses are actually performing 
reasonably well operationally: for example, line loss has improved to -5.6% y/y 
from -7.0% y/y two years ago; RGU growth has been improving and is now at 
the lowest level for 3 years. In mobile, the incumbents are underperforming 
the challengers, suggesting that the smaller operators can grow their share 
without having to cut relative prices further, suggesting that competitive 
positioning need not change materially.  


If returns fall further: Taking 2012 wireline ROCE to the 1996 low of 9.2% 
(from 12.9% forecast for 2012) would suggest a further c14% downside to 
sector earnings. Taking mobile ROCE to 12.0% (the non-incumbent ROCE) 
from a forecast 2012 return of 22.6% would lead to a c11% cut to sector 
earnings. If one combines the low ROCE scenarios for fixed and mobile, 
average incumbent cash earnings 2012-2018 would be c26% lower. 


Risk adjusted P/E of 12.6x: With ROCE (fixed and mobile) at these lower 
levels, the sector P/E would be 12.6x as opposed to the 9.6x that we think 
the sector currently trades on. A P/E of 12.6x (with the assumption of flat 
earnings thereafter), suggests that the market is close to discounting a 
normalising returns scenario for the first time in over 15 years. We would 
also note that we are now capitalising quite low returns for fixed (13.0%) and 
mobile (15.4% for the mobile market) in the terminal year of our DCFs, which 
gives us some comfort in our forecasts. When the cycle turns and returns 
rise, this is the time to Buy the sector, but we are not there yet. 


Stock recommendations: We have a preference for mobile over fixed 
(Vodafone remains top pick), and we prefer challengers to incumbents (KPN 
is more exposed to German mobile than Dutch mobile). Elsewhere, we like 
value-plays, FT, TDC and TI, where expectations have been reset. 
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Summary 


The Q4 2011 results season has been a poor one in general for the European 
incumbents: despite 2011 full year results being broadly in-line with 
expectations, the outlook for 2012 and beyond has been below expectations, 
primarily due to rising costs (opex and capex).  


Rising costs have led to earnings downgrades (-8.6% for 2012). Despite this, 
the sector is down only 1% since the start of the results season, suggesting 
that it has been modestly re-rated up. The sector now trades on 11.7x 1 year 
rolling FCF, a 10.9% EFCF yield, which is in-line with the average multiple 
and yield for the sector from December 2008 to the sell-off in August 2011. 
In other words, the market didn’t believe the sector looked cheap in August 
2011, and the sector has duly shrunk into its multiple. 


Chart 2: Share price performance, YTD  Chart 3: Valuation: sector has been re-rated 


 


 


 


Source: New Street Research estimates  Source: New Street Research estimates 


The sector has underperformed the European market as a whole by 12% 
though since the start of the year, suggesting that cashflow downgrades have 
been a driver of relative stock performance. Over the past year, our EFCF/ 
share estimates have come down by 18%.  


We think that the reason for the rising costs is access based competition in 
fixed (from both cable and ULL), and rising mobile competition (e.g. new 
entrant in France, investment in the customer in The Netherlands) combined 
with an investment cycle in mobile (4G – coverage but NOT capacity). These 
threats are not going away. We believe line loss will get worse (due to 4G 
substitution) and there could well be further downgrades, as companies 
either lose more lines, or spend more to defend themselves.  


In Chart 13 on page 14 we show a 20+ year cycle of wireline returns and see 
that ROCE has varied between 9% and 21%. Taking 2012 wireline ROCE to the 
1996 low would lead to a further 14% downside to sector earnings; but we 
think this is unlikely given the operational improvements coming through in 
fixed. More likely, 2012 is a minor rebalancing in costs.  


Mobile returns remain high, but are in secular decline; LTE rollout is 
exacerbating this process (but may ultimately help mobile take value from 
fixed), and although capitalising high mobile returns in the terminal year of 
our DCFs remains a worry, our forecasts assume a relative value shift 
between the incumbents and challengers as relative ROCE moves to 19% vs 
12% from 26% vs 9% today. This gives us some comfort in our forecasts. 


Stock recommendations: We have a preference for mobile over fixed 
(Vodafone remains our top pick), and we prefer the challengers to 
incumbents (KPN is more exposed to German mobile than Dutch mobile). 
Elsewhere we like value-plays, where expectations have been reset 
realistically (FT,TI and TDC). 


 85


 90


 95


 100


 105


 110


 115


02/01/2012 02/02/2012 02/03/2012


European telecoms Eurotop 300


Sector is down1% since resutlts season started...


...but has underperformed 
the mkt by c12%


7.5%


8.5%


9.5%


10.5%


11.5%


12.5%


13.5%


14.5%


 9.0


 10.0


 11.0


 12.0


 13.0


 14.0


 15.0


Apr-
04


Aug-
04


Dec-
04


Apr-
05


Aug-
05


Dec-
05


Apr-
06


Aug-
06


Dec-
06


Apr-
07


Aug-
07


Dec-
07


Apr-
08


Aug-
08


Dec-
08


Apr-
09


Aug-
09


Dec-
09


Apr-
10


Aug-
10


Dec-
10


Apr-
11


Aug-
11


Dec-
11


1 year out EV/FCF 1 year out EFCF yield (RHS)


We would note that we 
are generally below 
consensus for both 
fixed and mobile: for 
the incumbents as a 
group we are 2% below 
for 2012 EBITDA and 3% 
below for 2013 EBITDA 







Another turn of the investment wheel 22 March 2012 


www.newstreetresearch.com 3 


Increasing costs are weighing on earnings 


The 2012 revenue outlook for the incumbents is actually improving slightly 
(see chart 4), but this has cost more in terms of opex and capex than it has 
saved in revenue (see charts 5 and 7), causing both EBITDA and EFCF to fall 
despite the revenue upgrades (see charts 6 and 8). In total, following the 
results, our 2012 revenue forecasts have gone up by 0.1%, opex up by 
1.0%, EBITDA down -1.0%, capex up by 4.1% and EFCF down by -8.6%. 


Chart 4: Incumbent revenue forecasts, €m  Chart 5: Incumbent opex forecasts, €m 


 


 


 
Source: New Street Research estimates  Source: New Street Research estimates 


 
Chart 6: Incumbent EBITDA forecasts, €m  Chart 7: Incumbent capex forecasts, €m 


 


 


 
Source: New Street Research estimates  Source: New Street Research estimates 


 
Chart 8: Incumbent EFCF forecasts, €m 


 
Source: New Street Research estimates 
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A summary of the changes to our forecasts can be seen in the tables below. 


Table 2: Summary of pre and post result EBITDA and EFCF forecast changes 


 


EBITDA 2012 


 


EBITDA 2013 


€m Feb-12 Mar-12 % diff 


 


Feb-12 Mar-12 % diff 


 Belgacom  1,855                 1,792  -3.4% 


 


           1,788              1,754  -1.9% 


 British Telecom  6,725                 6,830  +1.6% 


 


           6,450              6,543  +1.5% 


 Deutsche Telekom  18,128               17,891  -1.3% 


 


         18,089            17,317  -4.3% 


 France Telecom  14,235               14,179  -0.4% 


 


         13,770            13,547  -1.6% 


KPN 5,144                 4,906  -4.6% 


 


           4,997              4,755  -7.2% 


OTE 1,559                 1,606  +3.0% 


 


           1,525              1,510  -1.0% 


Portugal Telecom* 2,309                 2,309  0.0% 


 


           2,282              2,282  0.0% 


Swisscom 3,888                 3,729  -4.1% 


 


           3,887              3,743  -3.7% 


TDC 1,453                 1,453  0.0% 


 


           1,451              1,432  -1.3% 


Telecom Italia 12,032               12,312  +2.3% 


 


         11,582            12,127  +4.7% 


Telefonica 22,014               21,949  -0.3% 


 


         21,948            21,458  -2.2% 


Telekom Austria 1,484                 1,443  -2.7% 


 


           1,474              1,432  -2.8% 


Telenor 4,625                 4,367  -5.6% 


 


           4,793              4,638  -3.2% 


TeliaSonera 4,359                 4,269  -2.1% 


 


           4,352              4,273  -1.8% 


Aggregate Incumbent  99,812              99,036  -0.8% 


 


        98,511           96,811  -1.7% 


        


 


EFCF 2012 


 


EFCF 2013 


€m Pre results Post results % diff 


 


Pre results Post results % diff 


 Belgacom   845                    719  -14.9% 


 


              820                 737  -10.2% 


 British Telecom  1,848                 1,937  +4.8% 


 


           1,703              1,788  +5.0% 


 Deutsche Telekom  4,740                 4,525  -4.5% 


 


           5,079              4,482  -11.8% 


 France Telecom  4,266                 4,021  -5.8% 


 


           4,240              3,928  -7.4% 


KPN 2,084                 1,480  -29.0% 


 


           2,064              1,574  -23.7% 


OTE  570                    614  +7.8% 


 


              550                 548  -0.2% 


Portugal Telecom*  422                    422  0.0% 


 


              536                 412  0.0% 


Swisscom 1,649                 1,272  -22.9% 


 


           1,668              1,287  -23.1% 


TDC  622                    599  -3.8% 


 


              619                 583  -5.8% 


Telecom Italia 3,228                 3,116  -3.5% 


 


           2,963              3,240  +9.3% 


Telefonica 6,788                 6,199  -8.7% 


 


           6,839              6,507  -4.9% 


Telekom Austria  509                    479  -6.0% 


 


              513                 478  -6.9% 


Telenor 2,244                 1,812  -19.3% 


 


           2,173              2,055  -5.4% 


TeliaSonera 2,075                 1,954  -5.8% 


 


           2,288              2,152  -5.9% 


Aggregate Incumbent  31,890              29,149  -8.6% 


 


        32,054           29,770  -7.1% 


Source: New Street Research estimates; * Note: PT is yet to report 


 
Table 3: Summary of reasons for forecast changes 


Belga Cost to compete rising in mobile Swiss Rising domestic capex and FWB downgrades 


BT  Revenue pressures remain, but better cost cutting TDC 1% underlying u/grade (ex pension) to EBITDA, but capex up 


DT Opex and capex rising at TMOUSA TI TIM Brazil driving the upgrades, domestic numbers stable 


FT  €150m lower EBITDA due to Swiss sale, small d’grades Tef Competition rising in LatAm and UK, Spain remains tough 


KPN  Opex and capex rising domestically Telka Domestic problems, only partly offset by good International 


OTE Macro headwinds persist Tnor Negative FX impact & rising capex in India 


PT Yet to report Tson Negative FX and investment in Swedish fixed 


Source: New Street Research estimates 
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Costs are rising, but part of rebalancing, no new large cycle 


Domestic FCF is still 60% of total group FCF (as a percentage of the total it is 
declining at c1-2pp p.a.), and domestic problems are causing the 
downgrades. The incumbents are having to keep on cutting prices and 
continue to invest in the customer in order to retain lines and defend share. 
As always there is a balancing act between investment in the customer and 
cash generation, as the industry is in structural decline, and the investments 
rarely lead to higher revenues. 


Sometimes the relationship between customer retention and cash generation 
needs rebalancing materially (e.g. at KPN in 2011/2012, or the sector as a 
whole in 2006), but on this occasion, we think that the rising costs are more 
of a minor rebalancing as opposed to the start of a new material investment 
cycle, and indeed, some of the increases in costs are one-off in nature, and 
will eventually fade away, e.g. LTE rollout, and fibre rollout/copper 
upgrades (although one-off in nature, these costs are likely to carry on for 
many more years as the investment case for expedited rollouts does not 
exist, but the case for small selective multi-year upgrades in strong cable 
areas to defend share is more logical). 


The reason why we do not think that costs will balloon much further is that 
the incumbent businesses are actually performing reasonably well 
operationally: for example, line loss has improved to -5.6% y/y from -7.0% y/y 
two years ago; RGU net adds have been improving over time, (and are not at 
the lowest level since Q4 08); and incumbent prices are now only 10% more 
expensive than the unbundlers compared to 30% three years ago. In mobile, 
the incumbents are underperforming the challengers, suggesting that the 
smaller operators can grow their share without having to cut relative prices 
further, suggesting that competitive positioning need not change materially. 


Chart 9: Line loss trends have been getting 
better…. 


 Chart 10: ….as has RGU growth, with Q4 11 
showing positive adds, 1st time in over 5yrs 


 


 


  


Source: New Street Research estimates  Source: New Street Research estimates 


 
Chart 11: Incumbents are now only 10% more 
expensive than the unbundlers 


 Chart 12: The Challengers are taking share from 
the incumbents with current relative pricing 


 


 


 


Source: New Street Research estimates  Source: New Street Research estimates 
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-14% earnings downgrade if fixed ROCE falls to trough levels 


Given the improving operational performance there is, we think, little need 
to invest significantly more. The industry remains competitive however, and 
in particular CATV continues to take share quarter after quarter (see chart 
13), meaning that the risks still lie to the downside rather than the upside 
we think.  


We believe ROCE-based analysis can help to give an idea of the potential 
scale of further downgrades, especially if incumbents decide they need to 
spend even more to defend themselves, or if competitors push prices down 
faster. We calculate capital employed by assuming a 15 year asset life, and 
that the assets are on average 50% depreciated at any given moment (i.e. we 
multiply capex by 7.5 to calculate capital employed). 


As chart 14 below shows, wireline FCF (EBITDA less capex * (1- tax rate)) 
ROCE has been quite cyclical, driven both by the downward pressures from 
competition and the upward dynamics of cost-cutting. Over the past 17 years 
(i.e. 1995-2011), the average wireline post-tax ROCE has been 14.7%; our 
forecasts for the period 2012-18 imply an average ROCE of 13.6%. In other 
words, our forecast assume that returns will be below the historical average, 
albeit we do have a modest recovery in returns in 2015 and 2016 as some of 
the selective fibre upgrades finish.  


Chart 14: The cycle of European incumbent wireline FCF ROCE around the average of 14.4% 


 
Source: New Street Research estimates 


Our forecasts assume that returns are fairly smooth as opposed to cyclical, 
and the reality is that returns are likely to be more volatile than we 
forecast. Although the average level gives us some comfort that our longer-
term valuations could be broadly correct, the market is much more likely to 
trade the sector on near-term earnings momentum (e.g. relative 
underperformance YTD). A good way to play the sector is to buy when 
returns (and therefore earnings) are in an upward trajectory as that has 
traditionally been when the sector has outperformed (e.g. last time was in 
2007/2008). 


Our forecasts assume that returns in the current cycle bottom out in 2012 at 
13.0%. In 1996 they bottomed out at 9.2%. If returns were to fall to 9.2% in 
2012, then rise to the 2009 peak of 16.6% in 2014, our forecasts could be 
13.9% too high for 2012, and 11.7% too low in 2014. If the cycle repeats, the 
downgrade could be -15.2% in 2016, and the upgrade 9.8% in 2018 – see table 
4 below. 
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As the table demonstrates, reducing returns down to 9.2% (the low point in 
2006) would lower wireline OpFCF by 29% in 2012 and 37% in 2016. When 
spread across the sector’s other assets (e.g. mobile and international), this 
would lower sector wide OpFCF by 10% and 12% respectively, or EFCF by 14% 
and 15%. While a 37% downgrade to wireline OpFCF might seem implausible, 
this can be achieved if our forecasts for revenue, opex and capex were 
simultaneously changed by as little as 5%.  


Although the peak downgrade to EFCF could be as high as 15%, there could be 
the chance for upgrades in future years, e.g. if cost-cutting is successful, and 
in the table below, EFCF in a peak return year, e.g. 2014, goes up by c12%. 
Over the period of the more volatile cycle below, the average return is 12.9% 
compared to the average return in our forecasts of 13.6%, i.e. pretty close. 
The average downgrade over the period 2012-18 would only be c.2%. This gives 
us some comfort in terms of our longer-term valuations. 


Table 4: Impact to EFCF from a more cyclical scenario 


  2010 2011 2012 2013 2014 2015 2016 2017 2018 Avg 2012-18 


Base case FCF (€bn) 16.8 16.8 15.3 14.4 14.0 13.4 13.2 12.7 11.8   


Capital empl (€bn) 109.0 123.8 118.8 108.8 106.7 93.7 90.9 91.3 90.1 


 Base case ROCE 15.2% 13.5% 13.0% 13.4% 13.2% 14.2% 14.3% 13.7% 13.0% 13.6% 


  


 


        “Cyclical” wireline ROCE     9.2% 13.0% 16.6% 13.0% 9.2% 13.0% 16.6% 12.9% 


Change in wireline OpFCF 


  


-28.6% -1.8% 26.7% -8.8% -36.5% -6.3% 26.3% 


 Change in sector OpFCF     -10.3% -0.6% 9.1% -3.0% -12.0% -2.0% 7.9%   


Change in sector EFCF     -13.9% -0.8% 11.7% -3.8% -15.2% -2.5% 9.8% -2.1% 


Source: New Street Research estimates 


In chart 15 below, we show wireline ROCE using per year capital employed 
(as per chart 14 above), and also capital employed calculated on a 5 and a 
10 year rolling basis. Given the cyclical nature of investment needs, looking 
at returns on a rolling 5 and 10 year basis is arguably a better way at looking 
at long-term trends.  


Chart 15: European incumbent wireline ROCE (with rolling asset bases) 


 
Source: New Street Research estimates 


On a 10 year-rolling basis, our forecasts assume that returns fall to 11.0% in 
2018 from 14.5% in 2011 – again, this gives us some comfort in our long-term 
forecasts and therefore valuation. Having said which, even at 11.0%, returns 
are arguably still high enough to encourage competition, which could cause 
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earnings to remain under pressure, and are above the post tax ROCE of 
6.7%/7.3% that Ofcom allows BT to make on Openreach/Rest of BT (these 
businesses together are c50% of BT’s EBIT – the retail business makes a 
return of c24%, a blended number being c16%).  


Mobile ROCE looks exposed, but has looked thus for a decade 


We see a similar picture in wireless: we think that returns are set to come 
down, this is part of a secular trend; one-off upgrade costs for LTE are causing 
returns to fall more quickly in 2011 and 2012 than in future years, but with a 
2011 ROCE of 26.0% (48% ex licence renewal cost), competition is likely to erode 
returns down anyway. We calculate capital employed for mobile by assuming a 
10 year asset life, and that the assets are on average 50% depreciated at any 
given moment (i.e. we multiply capex by 5.0 to calculate capital employed), we 
then include the cost of renewing existing spectrum holdings, and the cost of 
acquiring another 2x20MHz at some point in the future (the cost we use is the 
NPV of buying the spectrum to perpetuity, i.e. there is no need to run licence 
amortisation through FCF). 


Chart 16: Euro incumbent mobile FCF ROCE (including spectrum renewal – same value each year) 


 
Source: New Street Research estimates 


Chart 18 shows returns on a rolling basis. Investment in mobile has been less 
lumpy than in fixed, meaning that the rolling trends are closer to the per 
annum trends than for fixed. 


Chart 18: European incumbent mobile FCF ROCE (rolling asset bases) 


 
Source: New Street Research estimates 
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Source: New Street Research estimates 
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Our forecasts assume that returns fall to 19.7% by 2018 (39% ex spectrum). 
This is clearly still quite high relative to other industries, and also relative to 
returns in fixed; but theoretically, returns should be higher than average due 
to the high capital costs, high barriers to entry and oligopolistic market 
structures – and compared to fixed, the lack of cost-based regulatory 
intervention.  


One has to be careful though not to be too sucked in by this bull argument 
for mobile returns, and remember Boeing and EADS (Airbus): a 2 player 
global market with high capital costs, high barriers to entry, and yet returns 
have been as low as 14%-15% - having said which they reported ROCE of 29% 
and 10% in 2011 respectively, giving a market return of 21%. 


We have been writing about the risk to mobile returns for a while (e.g. 
“Mobile profits: The ROCE Horror Picture Show”, November 2005), and 
continue to think that returns will fall. The question is: is a fall to 19.7% 
enough? Arguably there could be further downside to our numbers, and we 
show a sensitivity below, but it is worth also looking at overall market 
returns for mobile, as ROCE at the incumbents are considerably higher than 
at other MNOs due to the scale etc advantages that they enjoy. 


Including spectrum renewal, overall mobile market (every operator) returns 
are 16.7% today (including spectrum renewal), which is high compared to a 
WACC of 6%-8%, but not ridiculously so. By the terminal year we forecast 
overall market returns of 15.0%.  


Excluding the incumbents (and also excluding Vodafone and SFR, as they 
are incumbent-esque and make a high return that we forecast to fall), 
then we forecast that returns will increase from 9.0% in 2011 to 12.0% in 
2018. In other words, our forecasts assume that the incumbents make 40% 
less return over the next 6 years, whilst the other operators (ex Vod) in 
aggregate make 33% more return than they do today.  


Our numbers are therefore assuming quite a large transfer of relative value 
(returns of 26.0% at the incumbents and 9.0% at the non-incumbents 
becomes 19.6% vs 12.5%), and therefore gives us some comfort in our 
incumbent forecasts – it also means that the Challengers are making a return 
far in excess of their WACC in a few years’ time (as opposed to just over) 
which should lead to more rational behaviour. 


Chart 19: European mobile FCF ROCE, ex-incumbents and Vod* 


 
Source: New Street Research estimates; * ex SFR too, including spectrum renewal 
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Chart 20: European mobile mkt FCF ROCE (all operators inc spectrum renewal) 


 
Source: New Street Research estimates 


In conclusion therefore, although we capitalise a high return in our incumbent 
mobile DCFs, and with the risk to the downside we think, the ROCE does not 
look too out of kilter given the relative shift in profitability we assume in the 
sector as a whole. As a sensitivity to falling returns, we show in table 5 below, 
the impact if ROCE for the incumbent mobile businesses were to fall to 12.0% 
(the level of return we forecast the non-incumbent businesses to make).  


This would lead to a near 40% downgrade of domestic mobile OpFCF, which in 
turn would translate into a c11% cut to group earnings. We would note that to 
assume that ROCE at the incumbent businesses falls to the ROCE we currently 
assume at the Challengers is quite conservative given the size of their 
corporate customer bases, marketing power and scale. 


Table 5: Impact to EFCF from incumbent mobile ROCE converging to market average ROCE 


  2010 2011 2012 2013 2014 2015 2016 2017 2018 Avg 2012-18 


Base case FCF (€bn) 11.8 11.2 10.0 9.6 9.1 8.8 8.6 8.3 8.1   


Capital empl (€bn) 42.6 43.1 44.5 44.3 43.4 42.4 42.0 41.7 41.4 


 Base case ROCE 27.7% 26.0% 22.6% 21.6% 21.0% 20.9% 20.4% 20.0% 19.6% 20.9% 


           New case mobile ROCE     20.0% 18.0% 16.0% 15.0% 14.0% 13.0% 12.0% 15.4% 


Change in mobile OpFCF 


  


-11.4% -16.6% -23.7% -28.1% -31.5% -35.1% -38.8% 


 Change in sector OpFCF     -2.9% -4.1% -5.6% -6.5% -7.1% -7.9% -8.7%   


Change in sector EFCF     -3.9% -5.4% -7.2% -8.2% -9.0% -9.9% -10.9% -7.8% 


Source: New Street Research estimates 


Risk-adjusted P/E now only 12.6x 


If one combines the low ROCE scenarios for fixed (9.2%) and mobile (12.0%), 
average incumbent cash earnings 2012-2018 would be c26% lower than our 
expectations (taking returns down from 2012). At this lower level, the sector 
P/E would be 12.6x as opposed to the 9.6x that we think the sector currently 
trades on using our current forecasts. A P/E of 12.6x is below the P/E that the 
Eurotop300 and S&P500 trade on (14.3x and 14.5x respectively). With returns 
as low as they could be (without irrationality), earnings growth would be zero 
for the incumbents. The Eurotop and the S&P500 trade on higher P/Es but 
have higher forecast EPS growth rates: 10%/12% 2 year CAGRs.  


A P/E of 12.6x (with the assumption of flat earnings thereafter), suggests 
that the market is close to discounting a normalising returns scenario for 
the first time in over 15 years. With an 80% payout ratio on the lower 
earnings, the dividend yield would be 6.3%. 
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Source: New Street Research estimates 
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Appendix I 


The focus of the 2011 results season was on the capex guidance increases. In 
aggregate we have lifted our 2012 capex forecasts by 4.1%. The detailed 
changes to forecasts are below. Rising capex is being drive by: KPN 
(expedited copper upgrade in The Netherlands/mobile network upgrade in 
Germany/The Netherlands), Swisscom (mainly fibre (FTTC and FTTH) 
upgrades), Telenor (Capex in India higher than expected, but there is a 
chance that this capex will not be spent depending on what happens to the 
licence) and Telefonica (mainly FX-related, but also rising capex in LatAm). 
Note that the well-flagged increases at capex for TMOUSA are offset by 
decreases at capex in Germany/Europe. 


 


Table 6: Summary of capex changes 


€m 


NSR 2012 capex forecast  


pre-results 


NSR 2012 capex forecast 


post-results % change 


Belgacom  669   733  9.7% 


British Telecom  2,978   2,978  0.0% 


Deutsche Telekom  8,143   8,146  0.0% 


France Telecom  6,001   5,969  -0.5% 


KPN  1,654   2,088  26.2% 


OTE  679   677  -0.3% 


Portugal Telecom  1,264   1,264  0.0% 


Swisscom  1,616   1,830  13.2% 


TDC  450   478  6.3% 


Telecom Italia  4,624   4,984  7.8% 


Telefonica  8,589   9,044  5.3% 


Telekom Austria  709   698  -1.5% 


Telenor  1,543   1,677  8.7% 


TeliaSonera  1,670   1,680  0.6% 


Total  40,588   42,248  4.1% 


    KDG  369   375  1.6% 


Liberty global  1,695   1,695  0.0% 


ONO  293   289  -1.4% 


Telenet  297   333  12.1% 


Virgin media  959   1,022  6.6% 


Ziggo  250   280  12.0% 


Zon  155   125  -19.4% 


Total  4,018   4,119  2.5% 


Source: New Street Research estimates 
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Appendix II 


A summary of domestic fixed and mobile ROCE can be seen in table 7. Those 
companies that are outliers (in terms of having high ROCE) are as follows: for 
Fixed: Swisscom, Telefonica, Telenor and TeliaSonera; and for Mobile: KPN, 
Swisscom, Telenor and TeliaSonera. Having high returns doesn’t necessarily 
mean the returns will come down (as there needs to be a mechanism for 
returns to fall, and often market structure/regulatory framework can justify 
higher returns, e.g. in The Netherlands), but it does arguably make those 
businesses more exposed than the others. 


Table 7: Summary of domestic fixed and mobile ROCE 


 


2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 


Domestic fixed ROCE 


          Belgacom 10.2% 9.0% 7.9% 8.4% 8.9% 9.4% 9.1% 8.7% 8.4% 8.1% 


British Telecom 17.3% 16.0% 15.5% 15.1% 13.9% 13.1% 12.2% 11.1% 9.9% 8.4% 


Deutsche Telekom 12.0% 10.1% 9.5% 11.4% 12.6% 13.3% 13.0% 12.7% 12.4% 12.0% 


France Telecom 24.3% 16.3% 12.6% 8.7% 8.1% 7.4% 12.5% 15.2% 14.2% 13.6% 


KPN 17.0% 16.9% 11.5% 13.1% 15.9% 14.1% 17.8% 18.7% 17.4% 16.2% 


OTE 16.7% 19.5% 21.4% 16.6% 14.0% 12.9% 12.0% 13.8% 12.6% 11.2% 


Portugal Telecom 0.9% 0.8% 0.4% 2.1% 3.3% 4.9% 5.5% 5.8% 6.1% 6.4% 


Swisscom 21.3% 22.4% 17.6% 15.2% 14.8% 14.3% 18.4% 19.4% 20.2% 21.0% 


TDC 14.8% 19.8% 22.0% 19.0% 20.5% 20.7% 19.5% 17.8% 16.1% 14.4% 


Telecom Italia 12.6% 17.3% 17.6% 15.7% 16.2% 15.5% 15.0% 14.3% 13.8% 13.4% 


Telefonica 32.2% 25.2% 20.1% 20.9% 23.0% 24.1% 24.3% 23.4% 22.6% 21.8% 


Telekom Austria 11.0% 4.2% 4.0% 5.6% 6.0% 6.5% 6.9% 7.3% 8.2% 8.9% 


Telenor 20.4% 16.2% 11.8% 11.0% 13.0% 15.7% 16.6% 19.7% 18.9% 18.1% 


TeliaSonera 19.0% 20.1% 12.8% 10.4% 8.8% 7.9% 11.3% 16.7% 23.2% 22.2% 


Aggregate 16.7% 15.2% 13.5% 13.0% 13.4% 13.2% 14.2% 14.3% 13.7% 13.0% 


           


 


2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 


Domestic mobile ROCE 


          Belgacom 28.7% 24.5% 21.4% 18.5% 20.8% 20.4% 20.4% 19.5% 18.7% 17.4% 


British Telecom 


          Deutsche Telekom 28.7% 27.0% 23.9% 23.7% 23.5% 23.1% 22.9% 22.6% 22.4% 22.2% 


France Telecom 31.7% 28.7% 28.8% 23.2% 20.9% 20.7% 20.5% 19.8% 19.2% 18.6% 


KPN 38.2% 58.9% 52.6% 28.9% 28.4% 26.4% 24.5% 24.4% 24.4% 24.3% 


OTE 28.5% 24.9% 47.6% 21.5% 19.8% 18.0% 18.0% 18.5% 19.0% 19.4% 


Portugal Telecom 26.8% 31.7% 24.8% 20.6% 19.9% 20.0% 20.4% 21.0% 21.7% 22.5% 


Swisscom 24.8% 26.5% 21.6% 18.6% 18.3% 17.7% 22.0% 22.9% 23.6% 24.1% 


TDC 18.6% 18.9% 19.3% 19.5% 19.9% 19.9% 19.9% 19.8% 19.7% 19.6% 


Telecom Italia 21.4% 18.5% 19.0% 18.5% 17.6% 16.6% 15.9% 15.0% 14.1% 13.0% 


Telefonica 40.0% 30.9% 27.2% 24.1% 22.3% 21.0% 19.7% 18.6% 17.5% 16.7% 


Telekom Austria 26.8% 21.3% 16.9% 14.8% 13.8% 13.5% 13.8% 14.5% 15.4% 16.5% 


Telenor 51.2% 39.7% 27.5% 27.3% 30.6% 33.5% 36.9% 36.0% 35.0% 33.9% 


TeliaSonera 36.6% 39.8% 42.9% 44.9% 47.9% 45.4% 42.7% 40.4% 39.2% 38.5% 


Aggregate 29.9% 27.6% 26.0% 22.6% 21.9% 21.2% 21.1% 20.6% 20.1% 19.7% 


Source: New Street Research estimates 
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