
50- 10 Telecommunications
United States
Industry Type (29/08/09):                Mature/Maturing
Key Indices:                                                   S5TELSX
Recommendation:                                                  Hold
Top Picks:                                                    S, T, VZ, Q 
Description and Summary:

The Telecommunications industry consists of two distinct technologies: wireless and wireline. The wireless industry has enjoyed double-digit growth in the past 15 years and now has reached a period of market maturity. It is estimated that by end of 2009, 91.4% of the US population will be subscribers of wireless telecom service.

Wireless telephone service falls into two categories, pre-paid and contract-based service. Pre-paid plans penetrated more of the segmented market while contract-based service touts their unlimited plans to certain demographics. Wireline has been on the decline as subscribers switch to wireless services. In the US, there is 1.8 times the number of more cell phones than fixed phones and this gap is expected to get only large. 

Wireline companies have increased efforts to look for alternative offerings in order to survive. Some common strategies are to integrate non-voice services such as broadband and DSL Internet access, satellite TV and video channels. 
The wireline industry is a mature market, indicated by decreasing demand growth and fierce price competition. In addition, due to the rise of innovating services such as Voice over Internet Protocol (VoIP), the wireline market is being cannibalized.
International Competitive Structure:

The telecommunications industry operates in a very competitive environment. Larger firms continue to grow while regional players are scrambling their way to look for a market niche in both the wireless and wireline spectrum. The big four in the wireless industry are AT&T, Verizon, Sprint Nextel and T-mobile (accounting for 83.8% of the industry’s revenue). The leaders of the wireline spectrum are AT&T, Verizon, Qwest and Embarq. AT&T and Verizon are taking advantage of economies of scale integrating operations to benefit from branding efforts and cost-saving processes spread over the entire company. 
Telecommunications companies must wrestle with three major issues going forward to stay competitive: (1) Changes in regulations, (2) implementing new technological innovations, and (3) challenges in consolidating operations after acquisitions are all relevant to both wireless and wireline industries.

Strengths:

1. Wireless enjoys a gaining market share and increasing customer base from the pre-paid market segment. Wireless companies have matched their Asian counterparts in matching more competitive pricing plans to subscribers by offering more services at lower price and thereby recouping their customer acquisition cost by volume.

2. Competition between wireless carriers has intensified to fever level. This will make it easier for the large carriers to defend market share.
3. Increasing demand for mobile broadband services such as video, Internet and music and text messaging benefits the wireless industry as smart phones have kept up with the technology to implement value added services.

Weaknesses:

1. Weakening demand for wireline services. Residential customers, having wireless phones and broadband voice service, consider wireline redundant and are canceling their accounts.
2. The industry will delay some investment in wireless infrastructure due to the tight lending environment. 
3. During 2009, Wired Telecommunications Carriers industry is expected to exhibit a decline in real revenue of 9.2% to $164.7 billion
Opportunities/Trends:

1. Establishment of 4G infrastructure will facilitate higher consumption in the longer-term by providing the necessary network capabilities for a surplus of new services. 
2. Consumers slow to upgrade. Recently, consumers in highly saturated markets, like the U.S. and Europe, have been putting off upgrading to feature rich, third generation handsets due to general economic instability. 

3. Migrating towards fiber infrastructure, to offer Video On Demand and faster Internet access in the coming future will benefit the wireline industry replacing old copper-line technology.
Threats:
1.     
Wireless substitution cannibalizes landline telecom services. Most regional players will be affected by the sheer economic scale and scope of national carriers mainly AT&T and Verizon.

Key Valuation Ratios to Watch:

Along with the traditional valuation ratios PE, EVA, and PB, EBITDA, Free cash flow. 
Additionally look for qualitative factors such as license valuation, geographic footprint, scale and scope.

Key Items to Watch: 

GDP, Market penetration, Average revenue per user (ARPU), Cost per gross subscriber addition (CPGA), Cash cost per user (CCPU), Churn, Net subscriber addition.
Performance versus the S&P 500 (in %):
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