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AT&T (T) 4Q Update
Maintain BUY

We are maintaining a BUY recommendation on AT&T after it beat EPS estimates by 1-cent.
The market continues to hate the results for TV and the transition to HBO Max streaming.
AT&T also laid out guidance for a backloaded 2020 based on heavy investment for HBO
Max in the 1Q and 2Q before launch in May. We understand those concerns are out there
(and have been for years) and continue to believe that investors are ignoring that the core
communications business is growing with higher free cash flow and the balance sheet has
1mproved considerably. The stock is still only 10x forward EPS, 7x EBITDA with a 5.5%
yield. We think the low valuation gives plenty of cushion to live with the lumpiness of early
2020.

We have talked about many aspects of the entertainment business in the past and the
transitions — but we think if investors focus on some key points for the communications
business the value becomes apparent. We are going to keep this update short as we have
covered some of these topics in-depth recently. One area we are going to add more discussion
to 1s copper-wire retirement which can further reduce costs at AT&T.

e Wireless is $30 billion of the company’s $60 million of EBITDA. It has 166 million
subscribers and connected devices. The connection rate is growing over 3 million per
quarter. Capital spending has been higher there with the FirstNet and 5G build-outs
and that should decline going forward boosting free cash flow. Gross capital spending
1s expected to be about $20 billion in 2020. There should also be $1 billion in
government reimbursements on FirstNet. That should be over $2 billion lower than
2019’s figures of $23 billion with $1 billion of FirstNet reimbursement.

e FirstNet build-out is now 75% complete. That results in new customers connecting
in an area where AT&T previously had very little exposure. Direct people such as
police, firefighters, FBI gives a pool of 3 million people that can connect and many
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will connect with multiple devices. Also, another 8 million people at hospitals,
utilities, disaster relief, etc. also have the potential to join FirstNet. Then AT&T can
offer those people family plans too.

5G will be nationwide this summer. That should spur more demand for AT&T
wireless and they will also be offering people HBO Max at the same time as well as
new smartphone upgrades. That should also help push more people toward more
premium unlimited plans — where penetration is only 50%.

Considering a higher number of people on AT&T’s network and many more likely to
be postpaid accounts and others tied to work and/or bundles — the churn rate should
decline at the same time the customer numbers are rising. On the 4Q19 call, the
company noted that a reduction of 1bp of churn is worth $100 million annually.
Churn is running just over 100-130bp now. It is worth noting that postpaid accounts
pay about 10% higher revenues and typically have a 20-25bp lower churn rate.

To us, the discussion of AT&T should start with the fact that the largest unit is
growing. It has multiple near-term catalysts to continue growing. It has catalysts to
upsell people to higher revenues and has catalysts to reduce costs already at work —
the EBITDA margins are rising y/y now.

Retiring copper lines is happening — AT&T wrote off $1.3 billion of copper facilities
in 4Q. This has implications for pulling costs out of the Business Wireline division
which does about $10 billion in EBITDA and the legacy voice business located in the
Entertainment unit. This is a hidden way for AT&T to boost margins over time we
spoke of when we first wrote the company in the summer of 2018.

AT&T is operating two phone systems — legacy copper and new fiber. The number of
users on copper is declining, but the maintenance costs often require the same
investment to serve 10,000 people or 1,000. Copper uses higher cost labor, uses
electricity, and is often above ground and suffers storm damage. Fiber is the reverse
of that and has a higher capacity as well.

The FCC wants to accelerate broadband rollout and availability and in 2017 passed
rules to streamline the process to make it easier for telecom companies to retire
rather than maintain and repair copper and allow that money to be invested in higher
ROI areas like fiber. The FCC goal is to get more people covered by high-speed
broadband and fiber. Since 2017, it has worked to reduce regulations even more that



kept copper lines going. New rules allow for greater freedom to abandon copper and
replace it with fiber in last-mile loops and rural areas too. It is highlighting again
that the old rules locked companies and customers into supporting old technology
rather than embrace new technology.

e The FCC highlighted that phone companies could save $40-$50 per home per year in
maintenance costs if they were allowed to fully transition away from copper when
these changes to old regulations were debated. This is not going to be a snap of the
fingers and copper is turned off — but we see that as a long term source of cost savings
as copper retirement continues. On the 4Q19 call, AT&T highlighted it expects to
save $1.5 billion in costs in 2020 largely with a 4% reduction in labor costs. It
highlighted another $2 billion in cost reductions by 2022 from areas that included
“modernizing our information technology” and “thinning the product portfolio.” To
us, it should like some of the copper retirements is appearing in these areas.

e Interest expense will be down in 2020. The company paid down $20 billion in debt
during 2019. That alone will boost free cash flow by at least $600 million. Debt
payments will likely in the $6-$7 billion range this year — so that frees up $14 billion
in free cash flow too for 2020, plus the company is starting with $7 billion more in
cash.

e Mexico became EBITDA positive in 4Q19 too — as the heavy capital spending was
completed and added more subscribers. That unit had a -$547 million in EBITDA in
2018 and -$216 million in 2019. It looks set to be a positive figure for 2020. There is
a nice swing to take note of too.

Our Conclusion:

We think there is significant cushion built-in to AT&T to deal with all the commitments and
a lumpy 1H that includes the roll-out of HBO Max startup costs and the transition of more
current TV customers to HBO Max. On top of that, the Entertainment unit that receives
all the negative attention — posted flat EBITDA last year of $10 billion. ARPU for TV is up
8% and broadband up 3%. That is hardly the collapse the media has forecast 2+ years.

Here are the negatives for 2020 based on our estimates:

e $800 million EBITDA hit for making WarnerMedia shows exclusive to HBO Max
before the rollout

31



e $200 million EBITDA hit in 1Q as that is the last period of roll-off from discounted
TV plans
e $2.0 billion in costs for HBO Max

That’s $3.0 billion in negatives for cash flow — call us optimistic and say it’s $3.5 billion.

Here are the positives for cash flow for 2020 from 2019:
e $600 million lower interest expense
e $300 million improvement in Mexico EBITDA
e $1.5 billion of cost savings already identified and half already implemented
e $2.0 billion in lower capital spending
e $4.0 billion in lower debt payments — reduced asset sales (Debt payments of $20b in
2019 become $6b so +$14b) and (asset sales of $18b in 2019 become $8b or -$10b)

That’s $8.4 billion in positive swings for cash flow in 2020. The positive cash flow swings
do not assume: growth in the wireless unit from FirstNet or 5G or reductions in churn or
upgrading more people to unlimited and postpaid plans. They also assume no revenue from
HBO Max.

Obviously, there is a transition going on here. The stock price continues to reflect that with
a low valuation and above-average yield. The area of concern is TV which is about 7% of
EBITDA and transitioning to streaming. This stock continues to be taken to the woodshed
over deals from years ago. We understand that and we were not the biggest fans of the
acquisitions either. But the question to us remains, what else is here?

Against the TV negatives, the groundwork has been laid for the largest unit at 50% of
EBITDA to realize some solid gains this year from multiple avenues. We think that is being
ignored. We also think investors are glossing over that the balance sheet and liquidity have
been improved significantly and the amount of cash being returned to shareholders is rising
rapidly. Even if Warner and TV were split off and took $70 million of the remaining debt —
the rest of AT&T would have a growing EBITDA of $40-$45b that would probably trade at
a higher multiple. At 8-9x EBITDA and only $80 million in debt— the communications and
broadband assets are likely worth more what the whole company is trading for now. Plus,
throw DirecTV away, we know Warner has good assets and was trading at a higher multiple
before all this. There’s probably still a $7/share value right there.
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Explanation of EQ Rating Scale

Indicates uncommonly conservative accounting policies to the point that revenue
and earnings are essentially understated relative to the company's peers.
Higher possibility of reporting positive earnings surprises

Indicates the company has no areas of concern with its reported results and we
see very little risk of the company disappointing due to recent results being
overstated from aggressive reporting in recent periods.

Indicates the company may have exhibited a minor “red flag”, but the severity of
the issue is not yet a concern. Minimal risk of an earnings disappointment
resulting from previous earnings or cash flow overstatement

4- "Acceptable"

Indicates the company has exhibited either a larger number of or more serious

) warning signs than companies receiving a 4. The likelihood of an immediate
3- "Minor Concern” earnings or cash flow disappointment is not considered to be high, but the signs
mentioned deserve a higher degree of attention in the future.

Indicates the company’s recently reported results have benefitted materially
from aggressive accounting. Follow up work should be performed to determine
2- "Weak" the nature and extent of the problem. There is a possibility that upcoming
results could disappoint as the impact of unsustainable benefits disappears.

Indicates that the company’s recent results are significantly overstated and that
we view a disappointment in upcoming quarters is highly likely.

In addition to the numerical rating, the EQ Review Rating may also include either a minus or plus sign. A minus
sign indicates that our analysis shows the overall earnings quality of the company has worsened since the last
review and there is a possibility the numerical rating will fall should the problem continue into the next quarter.
Likewise, a positive sign indicates that the overall earnings quality is improving, and the company may see an
upgrade in its numerical rating should the trend continue.

Key Points to Understand About the EQ Score

The EQ Review Rating is much more than a blind, quantitative scoring method. While we utilize proprietary
adjustments, ratios, and methods developed over decades of earnings quality analysis, the foundation of all of
our analysis is reading recent SEC filings, press releases, conference call transcripts and in some cases,
conversations with managements.

The EQ Review Rating is not comparable to a traditional buy/sell rating. The Rating is intended to specifically
convey the extent to which reported earnings may be over/understated. Fundamental factors such as forecasts
for future growth, increasing competition, and valuation are not reflected in the rating. Therefore, a high score
does not in itself indicate a company is a buy but rather indicates that recent results are a good indication of the
underlying earnings and cash generation capacity of the company. A low score (1-2) will likely result in us
performing a more thorough review of fundamental factors to determine if the company warrants a full-blown
sell recommendation.
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Disclosure

BTN Research is a research publication structured to provide analytical research to the financial community.
Behind the Numbers, LLC is not rendering investment advice based on investment portfolios and is not registered
as an investment adviser in any jurisdiction. Information included in this report is derived from many sources
believed to be reliable (including SEC filings and other public records), but no representation is made that it is
accurate or complete, or that errors, Iif discovered, will be corrected.

The authors of this report have not audited the financial statements of the companies discussed and do not
represent that they are serving as independent public accountants with respect to them. They have not audited
the statements and therefore do not express an opinion on them. Other CPAs, unaftiliated with Mr. Middleswart,
may or may not have audited the financial statements. The authors also have not conducted a thorough "review”
of the financial statements as defined by standards established by the AICPA.

This report is not intended, and shall not constitute, and nothing contained herein shall be construed as, an offer
to sell or a solicitation of an offer to buy any securities referred to in this report, or a "BUY" or "SELL"
recommendation. Rather, this research is intended to identify issues that investors should be aware of for them
to assess their own opinion of positive or negative potential.

Behind the Numbers, LLC, its employees, its affiliated entities, and the accounts managed by them may have a
position in, and from time-to-time purchase or sell any of the securities mentioned in this report. Initial positions
will not be taken by any of the aforementioned parties until after the report is distributed to clients, unless
otherwise disclosed. It is possible that a position could be held by Behind the Numbers, LLC, its employees, its
affiliated entities, and the accounts managed by them for stocks that are mentioned in an update, or a BTN
Thursday Thoughts.
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