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Agenda: A Stock Market Approach

How is the crisis affecting the sector and how are operators reacting?How is the crisis affecting the sector and how are operators reacting?

Prospects for investments in telecommunications networks StocksProspects for investments in telecommunications networks Stocks

What will be the impact of announced regulatory measures?: MTRsWhat will be the impact of announced regulatory measures?: MTRs

Main challenges and opportunities for Spanish telecommunications operators 
and stocks in the current economic downturn?

Main challenges and opportunities for Spanish telecommunications operators 
and stocks in the current economic downturn?
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How is the crisis affecting the sector and how are operators reacting?How is the crisis affecting the sector and how are operators reacting?
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Wireless Market Slowing Down, Volatile Share of Net Adds

SourceSource..-- Morgan Stanley Morgan Stanley ResearchResearch
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Prepaid Growing Again and Lowering ARPU Further

SourceSource..-- Morgan Stanley Morgan Stanley ResearchResearch
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Consumption And Prices Coming Down

SourceSource..-- Morgan Stanley Morgan Stanley ResearchResearch
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With Service Revenues Following QoQ GDP Growth
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Wireline Revenues More Resilient But Not Immune 

• Telefonica wireline clean revenues 1-2% up in the first three quarters of 2008…
• … 1% down in the 4Q08…
• … and ‘only’ 3% down in the 1Q09
• Line loss going up due to migration to Full Unbundled schemes from other

wholesale schemes (bitstream, SULL)…
• …and some fixed to mobile and cable competition, but not so much due to the

economy
• Broadband market giving signs of lower growth as now higher penetration

(close to 60% of households)…
• …but also the economy is weighing down…
• …reducing broadband market growth from +20% in 1Q08 to +10% in 1Q09
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How Companies Are Reacting: Costs and Capex Cuts
(Telefonica Case Study – Stable OpFCF)

• 1Q09 clean mobile
margins widening YoY

• Despite 7% service
revenue decline and 9% 
total revenue fall

• Variable costs: 60% 
cost reduction due to
lower MTRs and lower
equipment sales 
(commercial activity)

• 40% of total cost
reduction is ‘proper’
cost cutting (SAC, SRC, 
SG&A, etc)

• Capex to sales 4% in 
1Q09 against 7% in 
1Q08
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Prospects for investments in telecommunications Stocks
(…which somehow it has an influence on investments in infrastructure too)

Prospects for investments in telecommunications Stocks
(…which somehow it has an influence on investments in infrastructure too)
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Sector Flat Throughout Market Rally From March
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Defensive Nature: Laggard In Market Rallies
• Defensive nature from more 

resilient business, solid cash 
flow and attractive
shareholder returns…

• …but lower growth expected 
than for more cyclical 
sectors…

• …making the sector 
attractive when markets are 
down and uncertainty is up…

• …but a clear laggard when
the market bounces back
like from March 2009 (market
bottom)
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Leaving The Sector At Historically Low Valuations

•• P/E: P/E: PricePrice toto EarningsEarnings

•• FCFE FCFE yieldyield: : Free cash Free cash 
flowflow toto marketmarket capitalisationcapitalisation

•• DY: DY: DividendDividend toto marketmarket
capitalisationcapitalisation
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How Will Perform The Sector From Now On?

• Market direction is key when discussing on relative 
performance…

• …but we see the rally extended until the Autumn with a market 
correction after that and until 1Q/2Q 2010 (earnings trough)…

• …what should allow for the sector to outperform the markets 
once the rally gets exhausted…

• …and definitely offering a great downside protection, i.e. 
downside is very limited thanks to high dividend yield and 
attractive valuation
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What will be the impact of announced regulatory measures?
Focused on mobile termination rates (MTRs)

What will be the impact of announced regulatory measures?
Focused on mobile termination rates (MTRs)
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Lowering Termination Rates: Direct Impact Easy To Estimate

++

• Termination rates is what operators pay for terminating the call in 
other operator’s network. 

• EC recommending to cut MTRs to €1.5-3.0 cents per minute by 
2012 from currently €7 cents in Spain (similar to EU average)

• This is a 70% cut in 3 years applying to 15-20% of the revenues and 
10-15% of the EBITDA (earnings before interest, taxes, D&A)

• Therefore lowering mobile revenues by 10-15% and EBITDA by 7-
10% what should imply above 15% cut in FCF from the mobile 
business
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Lowering Termination Rates: Indirect Impact Could Be Tougher

• Average price per minute now is around €15 cents with the most aggressive tariffs at €8-9 cents 
per minute, unable to come down much more as already very close to MTR

• If MTR comes down to €1.5-3.0 cents or even to zero (Bill & Keep), retail prices might come 
down massively with the following implications:

– Leading operators would lose the advantage from current on-net tariffs at €0-5 cents. Telefonica on-net 
represents around 45% of total mobile traffic with very high margin

– Bundles with 500-1000 minutes for €20-30 per month would make sense like in the US as the cost per 
minute would drastically be reduced allowing for €3-5 cent/min retail prices

– …but could multiply by 5-6 times the current level of MOU and investments might be required to cope with 
increased demand…lowering the already very high ROCE

– And give rise to a shaky period of rebalance in market shares in the market:

» Leading operators losing market share to the challengers as they lower tariffs

» Challengers suffering more upfront as having a higher proportion of earnings from 
termination, and having some execution risk in the process of lowering tariffs to gain share
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No Disruptive Regulation Expected In Times Of Economic Crisis
•• In In thethe currentcurrent economiceconomic
environmentenvironment wewe doubtdoubt
thatthat thethe regulatorregulator willwill taketake
aggressiveaggressive decisionsdecisions……

•• ……thatthat mightmight be be seenseen as as 
disruptivedisruptive andand creatingcreating
furtherfurther economiceconomic
hurdleshurdles……

•• ……thatthat couldcould leadlead toto
furtherfurther costcost cuttingcutting andand
headcountheadcount cutcut plansplans by by 
thethe largerlarger operatorsoperators……

•• ……nownow thatthat mostmost
marketsmarkets are are perceivedperceived as as 
competitivecompetitive
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Challenges And Opportunities
• In the Stock Market:

» Prove defensive nature

» Protect cash flows through cost cutting and capex optimisation

» Focus on shareholder returns

» Only small and selective acquisitions

• In the Industry:
» Migrate successfully from network provider to ‘service provider’

» Bundle voice (fixed and mobile), broadband, TV content and added value services

» Focus on customers more than technologies and grow ARPUs

» Reduce churn and retain the higher added value customers

» Investments in fibre aligned with expected demand optimising cash flow usage

» Mobile broadband opportunity without cannibalising fixed broadband

» Increase asset turnover as unit margins should come down due to lower margins from new services
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