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Dividend yields within the space are exceptionally attractive.   

AT&T (T) and Verizon (VZ) both have yields of 6.5%. The US 

Rural Local Exchange Carriers (RLECs), CenturyLink (CTL) 

and Windstream (WIN), are generating cash returns of 8.7% and 

9.7% respectively.  The leading global telecommunication 

vendors, Vodaphone and Telefonica, offer yields of 5.9% and 

7.5% .  Our Canadian holding, BCE, has an annual dividend 

worth 5.7% of the current purchase price. In contrast, the S&P 

500 has a cash return of less than 2% . In as much as the 

components of long-term total return are dominated by the 

dividend, particularly the basic yield, the sector’s absolute and 

relative return prospects are quite notable. Though only 3% of 

the S&P as currently constituted, telcos represent around 9% of 

the total dividend opportunity in the S&P 500. In a sideways 

moving market environment in which the dividend yield may 

well be all that you get, the telcos stand out.

The other significant component of total return is dividend 

growth,  and despite the sector’s high current yield, the dividends 

coming from the telcos are on the rise.  AT&T and VZ have both 

raised their dividends within the past twelve months , and we 

expect a small increase from Verizon in September and AT&T in 

December.  Despite a “flat dividend” model, CTL recently 

increased its distribution by 4% . Vodaphone has been raising its 

dividend steadily and is on track for another 5% increase in 

November .  Telefonica has explicitly committed to a significant 

increase of its dividend payout ratio and its actual dividend from 

its current level of 1.15 euro to 1.75 euro.  BCE has raised its 

dividend three times during the past eighteen months for a total 

increase of 19%, and it is expected to increase its distribution 

again this year.

Dividend yield is only relevant if the dividend is safe. While the 

recent and prospective increases discussed above speak volumes 

about the underlying financial condition of the companies paying 

them, it is worth reviewing the financial ability of these 

companies to support their payouts. These are companies 

operating in a mature sector; their reinvestment needs are modest 

so that they can support the 70-80% payout ratios of T, VZ and 

Telefonica. BCE is lower at 65% and Vodaphone is lower still at

53%. In the case of the landline-only RLECs (CTL and WIN) 

with substantial depreciation charges and minimal reinvestment 

needs, company management can payout essentially all of the 

profits.   More useful than the simple payout measure, however, 

is the free cash flow pay out as this takes into account both 

capital expenditures and depreciation charges.  Here the situation
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is even more accommodating. The dividends at VZ , T, 

Vodaphone, Telefonica, and BCE represent only about 50-70% 

of the free cash flow generated by those companies.  That is, the 

companies can easily pay their dividends from the cash that they 

generate.  The greatest difference in regard to the earnings 

payout and the free cash flow payout can be seen, however, in 

the RLECs, which have free cash flow payouts of just 50-60% 

compared to the 100% income payout.

Aren’t these companies highly levered and isn’t that a risk to 

their dividends?  Yes, and no. Cash flow at these companies is 

quite steady and so they can handle debt more easily than 

cyclical companies. Verizon, AT&T, Vodaphone, Telefonica are 

all “A” rated companies. Granted that designation isn’t as helpful 

as it used to be, but these are not companies on shaky ground.   

BCE is just one notch lower at BBB+.  CenturyLink comes in at 

BBB-. Windstream is the only “high yield” name in the bunch 

with a BB rating.  The major incumbents have debt coming due 

steadily, but will have no difficulty refinancing it. Indeed, one of 

the perverse benefits of the current environment of artificially 

low interest rates has been that high quality companies such as 

the telcos have been able to refinance their debt at low rates and 

reduce their debt service costs.  The debt repayment schedule for 

the rural phone companies is not challenging. Windstream’s next 

large tranche is due in 2013, CenturyLink’s in 2016.  

Further out in the future, the phone companies have substantial 

pension and retiree healthcare obligations, but to judge by the 

price of telco debt, the bond guys aren’t much concerned about 

the condition of these companies. Verizon’s and AT&T’s 10-

year debt is trading with a yield 150-200 basis points (1.5% to 

2.0%) below that of the equity.  That’s the reverse of the usual 

situation in the low yielding US market where stocks trade with 

yields below that of the bonds. Not so in regard to the telcos. 

Even for the high yielding rurals, their debt is trading 2% below 

that of the equities.

If everything for the phone companies appears to be copacetic, 

why is the market pricing their equity such that the yields are so 

high?   Keep in mind that the stock market isn’t very good at 

focusing on the long-term. Human emotion and the 

overwhelming news flow that we receive everyday makes it hard 

for individual investors and many pros to make good long-term  

decisions. The telcos provide an excellent example of this 

myopia. Skittish investors see competition  in the U.S. – from 

struggling Sprint-Nextel and all sorts of minor players—and 

Walter C. Bean, CFA

Senior Vice President

Senior Portfolio Manager, Head of Income and Value

Equity Management Teams

Daniel Peris, Ph.D., CFA

Vice President

Portfolio Manager

Deborah Bickerstaff

Assistant Vice President

Associate Portfolio Manager

Why We Own Telecom Stocks?

Source of dividend yields noted above: Bloomberg. Yields are as of May 10, 2010. 



Federated Investors, Inc.

Federated Investors Tower

1001 Liberty Avenue

Pittsburgh, PA 15222-3779

Contact us at FederatedInvestors.com

Or call 1-800-341-7400.

Federated Investment Counseling, Advisor

A subsidiary of Federated Investors, Inc.

10-35280 (5/10)

regulatory threats in Europe in the form of declining MTRs 

(mobile termination rates) that are pressuring revenue and profit 

growth in the industry. These are legitimate concerns. This is a 

mature industry and growth is slowing.  Customers are dropping 

their landlines quickly and most of the adult population  here and 

in Europe already have cell phones.   After years of robust growth, 

this shift to maturity has some investors spooked. 

What they don’t see—in addition to the basic dividend yield 

which is so crucial to total return—is consolidation. It goes hand 

in hand with maturity. In Europe, essentially all the data points 

speak to consolidation, through outright mergers or through 

cooperative agreements that reduce expenses by getting rid of 

duplicative infrastructure and administrative expenses. In the US, 

the process is even clearer.   Decades ago, we had ―The Phone 

Company‖ with Lily Tomlin as our none-too-helpful operator. 

Now after a drawn out process of deregulation and fragmentation, 

we are well on our way back to having ―The Phone Company,‖ 

dominated by the duopoly of Verizon and AT&T.  The remaining 

contenders, Deutsche Telekom’s T-Mobile and especially Sprint-

Nextel are struggling to find a strategic niche. 

The small, pre-paid vendors at the low end will eventually be 

absorbed.  As the consolidation proceeds, pressure on pricing will 

abate, and the companies can resume increasing profits at GDP+ 

levels. Given their current yields, we don’t need to see earnings 

growth of more than 2-4%, reflected in dividend growth of the 

same amount, to justify our holdings. For the rural phone 

companies, consolidation is not part of the business plan, it is the 

business plan.  Windstream and CenturyLink have emerged as the 

Verizon and AT&T of landline industry, consolidating the 

industry even as it shrinks.

Other near-term knocks on the phone companies may well end up 

benefitting them. One has been the troubles iPhone users have 

experienced on AT&T’s network, especially in New York and 

SanFrancisco.  Investors also chose to see the introduction of 

Skype, the internet phone service, on to mobile devices, as a 

defeat for the phone companies because it further cuts into their 

profitable voice business.   Both challenges are real, but they are 

both near-term and will likely facilitate the return of usage based 

pricing. That is, for the first century or so of phone service, 

customers paid by the minute, by the amount of service that they 

consumed.  For the last decade or so, all you can eat pricing has 

come to the fore.  Fortunately for the phone companies, the iPhone

and the likes of Skype make flat pricing products untenable. I 

don’t expect to see Candice Bergen on TV anytime soon offering 

10 cent per minute long distance plans for Sprint, but the return of 

usage-based pricing is inevitable.  Instead of being for voice 

services, however, the usage based plans will be for data. Stream 

video all day long on your iPhone, and you can expect to pay more 

than your officemate who occasionally checks the weather. 

Near-term puts and takes aside, on balance the telcos offer an 

exceptional proposition for investors with long-term horizons and 

a preference for cash returns. 

- Daniel Peris

Past performance is no guarantee of future results. 
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