SHENANDOAH TELECOMMUNICATIONS CO.  

Moderator: Adele Skolits

10-31-14/9:00 a.m.  ET

Confirmation # 17674671

Page 12

SHENANDOAH TELECOMMUNICATIONS CO.
Moderator:
Adele Skolits
October 31, 2014
9:00 a.m.  ET
Operator:
Good day, ladies and gentlemen, and welcome to the Shenandoah Telecommunications Company third quarter earnings call.  (Operator Instructions).  As a reminder, today's conference is being recorded.  I would now like to turn the conference over to Adele Skolits, Chief Financial Officer.  Ma'am, you may begin.
Adele Skolits:
Good morning, and thank you for joining us.  The purpose of today's call is to review Shentel's results for the quarter ended September 30, 2014.  Our results were announced in a press release distributed this morning, and the presentation we'll be reviewing is included on the investor page of our Web site at www.  shentel.com.  Please note that an audio replay of the call will be made available later today.  The details were set forth in the press release announcing this call.  With us on the call today are Christopher French, our President and Chief Executive Officer, and Earle MacKenzie, our Executive Vice President and Chief Operating Officer.  After our prepared remarks, we'll conduct a question and answer session.


As always, let me refer you to slide two of the presentation, which contains our Safe Harbor disclaimer, and remind you that this conference may include forward-looking statements subject to certain risks and uncertainties.  These may cause our actual results to differ materially from these statements.  Shentel provides a detailed discussion of various risk factors in our SEC filings, which you're strongly encouraged to review.  You're cautioned not to place undue reliance on these forward-looking statements.  Except as required by law, we undertake no obligation to publicly update or revise any forward-looking statements.


Also, in an effort to provide useful information to investors, we note on slide three that our comments today include non-GAAP financial measures.  Details on these measures, including why we use them, and reconciliations to the most comparable GAAP measures, are included in our SEC filings.  These reconciliations are also provided in an appendix to today's slide presentation.  I'll turn the call over to Chris, now.
Christopher French:
Thank you, Adele .We appreciate everyone joining us this morning.  We had a strong third quarter, and are pleased to have this opportunity to provide details about the Company's continued growth.


On slide five, you'll see the third quarter 2014 net income increased 19.1 percent to $8 million, attributable primarily to continued growth in our Wireless and Cable segments.  For the quarter, adjusted operating income before depreciation and amortization, or OIBDA, increased 15.9 percent to $33.3 million.  Revenues were $82.3 million in the third quarter, a 6.1 percent increase from the prior year period.


Revenues increased chiefly as a result of Wireless subscriber growth, an increased revenue per subscriber related to increased data fees and enhanced product mix.  Our Cable segment revenues also improved as a result of an increase in the number of revenue generating units, or RGUs, and higher average revenue per customer.


Our Wireless highlights start on slide six.  Postpaid customers grew by 5.7 percent over last year, and Prepaid customers by 5.6 percent.  Operating income grew 5.1 percent to $17.3 million.  As a reminder, the net service fee to Sprint increased from 12 percent to 14 percent of net billed revenues on August 1, 2013.


Turning to slide seven, our Cable segment also delivered significant growth in the quarter.  Operating revenues increased 9.7 percent to $21 million, while Cable's adjusted OIBDA grew by 75.2 percent to $3.4 million.  Solid growth of 7.3 percent in RGUs drove this increase.


On slide eight, I've highlighted two additional areas of our business which continue to contribute significantly for our performance.  Our nearly 4,000 route mile Fiber network supports all areas of our business.  This quarter, it generated $8.1 million in revenues, up 15.7 percent over the prior year.


The total value of Fiber sales contracts executed this quarter was more than twice the amount executed in the same quarter in 2013.  Our Company also owns 154 Towers, which are an integral part of our Wireless business.  Including ourselves, on average, we lease these Towers to 2.3 tenants per Tower.  This business generated nearly $1.8 million of OIBDA in this quarter, up 21.4 percent from the prior year.  Overall, our strong third quarter growth was driven by revenue and subscriber growth in both the Wireless and Cable segments.


We invested a good deal of time and money to upgrade our networks and enhance our service offerings on both of these platforms.  We believe that improved services, coupled with our aggressive marketing initiatives, are attracting new customers and also driving increased average revenue per customer.  In the Wireless segment, our network upgrade is providing better coverage, improved call completion and hand-off, faster download speeds, and better voice quality.


Our Cable upgrades strengthen our offering by enabling us to provide higher speed broadband, and premium TV packages to meet consumer demand.  We are pleased to be getting significant traction from what were major projects for our Company.  With the system upgrades complete, our capital expenditures have come down, resulting in higher free cash flow.


To continue to delivering profitable, long-term growth for our Company, we remain focused on investing these funds to help expand our business segments.  While we won't comment on any particular acquisition opportunity, we remain open to any which makes strategic sense, as well as being open to a mutually beneficial expansion of our relationship with Sprint.  Our second objective is to consistently provide, and over time grow, our cash dividend.


Slide nine shows the history of our dividend payments.  Dividends will continue to be an important way for us to return capital to shareholders, and we were pleased that our results supported our recent 31 percent increase in our annual dividend to $0.47 per share.  Given our relatively small float, share repurchase is not an option that we think makes sense for us to returning capital to shareholders.


Finally, while our debt load is relatively modest with attractive terms, we are required to begin making principle payments at the end of this year, after two years of interest-only payments.  While we have the option of prepaying debt, our preference would instead be to invest our cash in growth opportunities.  I will now turn the call back to Adele to review the details of our financial results.

Adele Skolits:
Thank you, Chris.  I'll begin with slide 11 with our improved key financial metrics.  Operating income was up 6.7 percent to $14.1 million, and net income was up over 19 percent to $8 million.  As a result, earnings per share rose to $0.33 per share for the quarter, up nearly 18 percent.


On slide 12, I've shown the calculation of adjusted OIBDA.  Here you can see that adjusted OIBDA grew by nearly $4.6 million, or 16 percent.  Depreciation grew by $1.7 million, as a result primarily of the incremental depreciation on the 4G wireless equipment installed over the last year.  Share-based compensation was down slightly.  The loss on disposal of assets was up over $2 million, as a result primarily of recording the cost of disposal of obsolete equipment removed from service when the cable networks were upgraded.


Slide 13 shows our growth in adjusted OIBDA by segment.  This quarter, once again the Cable segment led the way with a 75 percent improvement, followed by wireline with a 21 percent improvement.  The Wireless segment had solid growth, with an increase in its adjusted OIBDA of eight percent.


On slide 14, I've analyzed the changes in the adjusted wireless OIBDA results between Q3 2013 and Q3 2014.  Postpaid revenues are up $1.8 million.  The combination of factors drove this increase.


Postpaid billing rates are up only 0.2 percent during this period for reasons Earle will review in a moment.  While average customers have grown by 5.7 percent, Prepaid service revenues grew by $300,000 as a result of growth of 5.6 percent in the average number of Prepaid customers.


Network operating costs dropped by $800,000.  In 2013, there were significant line costs associated with having redundant backhaul as 3G base stations were removed and replaced with 4G base stations.  The savings from not having this redundant backhaul in 2014 was partially offset by the increased rent associated with 4G sites.  The cost to acquire Postpaid subscribers grew by nearly $400,000 in Q3 2014, while the cost to support the existing Prepaid customers grew by over $500,000.


On slide 15, I've shown the components of the changes to adjusted Cable segment OIBDA.  The positive changes include significant growth in high speed data revenues of $1.6 million as a result of a 13.1 percent increase in HSD customers.  Voice and Video revenues are up $600,000, driven by a 21.5 percent increase in average Voice customers, net of a 2.6 percent loss in Video customers.


As a result of changes in bundling of our packages and promotional discounts to drive sales growth, discounts and promotional costs are up by $1 million, while equipment revenues are up by $500,000.  Despite the loss of Video customers, programming costs are up $900,000 as a result of large rate increases from content providers.  Finally, network and maintenance costs are down by $500,000 as a result of reduced costs to support the upgraded networks, and dedicating a larger proportion of employee time to capital projects.


Moving on to the wireline OIBDA on slide 16, revenues grew by $900,000 as a result of growth in facility leases to third parties and affiliates.  Network and maintenance costs are down by $800,000.  This reflects reduced costs to maintain the network, and a more significant proportion of the network support team dedicating itself to capital projects.


Other costs rose by $300,000, as a result of increased advertising and other marketing and sales cost increases.  At this time, I'll turn the call over to Earle to go into greater depth on some of the operating factors driving our results.

Earle MacKenzie:
Thanks, Adele.  Good morning, everyone.


My remarks start on slide 19.  We ended the third quarter with 282,976 Postpaid customers, a year-to-date increase of 9,255.  That is 4,480 more year-to-date compared to 2013.  Our Postpaid smartphone penetration was 78 percent, with 64 percent of the Postpaid smartphone users having an LTE phone, and 18 percent having a tri-mode phone.


From our launch of Framily in April through the end of the program in mid-September, we added approximately 20,000 Framily users.  In Q3 we added, through gross additions and upgrades, 8,129 family share plan units, 2,426 new $60 unlimited plans, and 701 $50 unlimited plans.


Gross and net additions are shown on slide 20.  Primarily driven by the Framily share plans and the $60 unlimited plan launched on August 22, our gross adds increased 28 percent over Q3 2013 to 20,095.  This is the highest number of gross adds we've ever had in a quarter.  Net adds were 5,303, an increase of 3,933 from the same quarter last year.


We returned to a net importer in Q3, with ports in exceeding ports out from both Verizon and AT&T.  Churn was 1.76 percent, up from the second quarter, but better than Q3 2013.  Tablets were 20.9 percent of gross adds, with tablets compromising 3.6 percent of the Postpaid base at September 30.


We don't have visibility on how phones were purchased through non-controlled channels, but through Shentel-controlled channels, 39 percent of the gross adds use the Easy Pay plan, one percent the iPhone lease, with 60 percent still preferring the subsidized phone plans.  Forty nine percent of gross activations were through Shentel-controlled channels.  Postpaid upgrades were high at 8.1 percent, with one-third coming through Shentel channels.


Once again, we don't have visibility on how upgrade phones were purchased through non-controlled channels, but through Shentel-controlled channels, 25 percent of all upgrades took Easy Pay, one percent the iPhone lease, and 74 percent stayed on subsidized phone plans.  Due to our continuing focus, the number (iMacs) phones has decreased to 9,000.


As a reminder, none of the Easy Pay equipment, sales, and iPhone leases – even the ones processed through our controlled channels – are recorded on our financials.  The revenue, costs, and potential bad debt are Sprint's.


All of the changes in the industry pricing have impacted our gross build revenue per Postpaid user shown on slide 21.  Gross billed revenue for Q3 2014 is up $0.13 from the same quarter last year, but down $0.84 from last quarter.  Lower price service plans, they are linked to Easy Pay and lease plans, in addition to the growth in Tablets with an ARPU of $15, resulted in lower gross billed revenues.  Data usage continues to grow, with the average billings of $35.18 per month.


The reconciliation of gross billed Postpaid revenue to net Postpaid revenue is shown on slide 22.  Gross billed revenue increased five percent from Q3 2013 to $53.7 million, with a net up the same five percent to $37.3 million.  The decrease in discounts and credits offset the increase in the net service fee, from the 12 percent to 14 percent in August of last year.  The increase in bad debt is primarily due to customers not paying their early terminations fees.


Slide 23 shows Prepaid results.  In Q3 2014, we added 1,950 net Prepaid customers on gross adds of18,225.  Net adds increased 50 percent, compared to the same quarter last year.  Our total Prepaid customers as of September 30, were 140,126, for a total customer base of 423,102, which translates into a penetration rate of 20 percent of covered POPs.


Prepaid churn and average Prepaid gross billed revenue is on slide 24.  Churn was 3.9 percent, down from 4.1 percent in Q3 2013, average billed revenue is a functional mix of Prepaid plans.


I want to share a few stats on our network.  We have 532 sites, 84 percent of our sites have two LTE carriers, with a second carrier split of five percent at 1900, and 95 percent at 800.  Eight percent of our sites have a third LTE carrier, using two 20MHz of 1900 spectrum, and 10 MHz of 800 spectrum.  Seventy percent of all of our Data traffic is LTE.  The average LTE speed is 6.5 megs (MB/s).  The average usage is 3.3 gigabytes (GB) per month per LTE user.  This is significantly higher than what I've seen reported for other companies.  Our results seem to indicate that if there is capacity, the customers will use it.


Data usage has increased 65 percent since the beginning of the year.  All of the increase in data is LTE with EVDO usage flat.


We have 800 Voice on 93 percent of our sites.  The block call rate is approximately 0.4 percent, and the drop call rate is approximately 0.6 percent, which includes calls dropped when customers drive beyond our system.


Let's move to our Cable results on slide 26.  We had a record quarter, adding both student and non-student customers.  We ended the quarter with 120,466 total RGUs, adding 4,245 net RGUs, and 1,413 net new customer relationships.


We continue to focus on selling multiple services, and increase the average ARPU per customer to $1.6 – 1.69.  Excuse me, let me say that again.  We continue to focus on selling multiple services and increase the average ARPU per customer to 1.69.  We grew every RGU type in the third quarter.  We added 2,530 net high speed internet RGUs, 1,067 net Voice RGUs, and 648 net Video RGUs.


Slide 27 shows the average monthly revenue per RGU and per customer.  We had a $1.74 increase in average revenue per RGU to $55.64.  We had a $6.35 increase in average monthly revenue per customer to $93.27, which reflects our success in selling more RGUs per customer.


Our Homes Passed and Penetration rate by service are shown on slide 28.  Homes Passed have increased 2,636 to 171,382, as a result of continued to extend our networks into adjacent areas, and we added the system in Ronceverte, West Virginia.  Our video penetration is 30.5 percent of homes passed, down from 31.6 percent a year ago.


We've had a big increase in digital penetration as we converted all of our 750 megahertz systems to all digital in 2013 and 2014.  We plan to convert our eight 60 megahertz systems to all digital in 2015.  We continue to have great success at adding high speed internet customers due to our competitive speed advantage in the markets we serve.


We have 50,626 high speed internet RGUs, with a penetration rate of 29.7 percent.  We expect our internet RGUs will exceed our video RGUs by early 2015.  Voice grew at 22 percent in the past year, to 17,493 RGUs, with a penetration rate of 10.4 percent.


Wireline results are shown on slide 30.  We continue with modest Access line losses, with only 2.3 percent loss in the past 12 months.  Our DSL customers remained flat for the quarter, and up 149 in the past year.  Future DSL growth will be as additional homes in our service area add computers and the need for broadband.


Fiber revenue and sales are shown on slide 31.  Chris mentioned the $8.1 million total Fiber revenue for the quarter, an increase of 16 percent.  Affiliated revenues are up 15 percent to $4 million, primarily due to sales to our Wireless segment.  Non-affiliate revenues are up 17 percent to $4.1 million.  External contracts signed in Q3 were for $5.7 million.  Year-to-date we've signed contracts totaling $13.4 million of new revenue, and still expect to exceed the $19 million signed in 2013.


My last slide is slide 32.  We've provided you an updated view of our 2014 capital budget.  We expect to spend $64.3 million versus our original budget of $74 million.  The difference is made up of approximately $5 million being carried over to 2015, $4 million of projects that were under budget or not required, and $1 million favorable for success-based projects.


We've not completed our 2015 capital budget, but expect the 2015 capital budget to be similar to the original 2014 budget, even with starting to deploy Spark by mid-year.  I'll now turn the call back over to Adele.

Adele Skolits:
Candace, this concludes our prepared remarks.  Would you now review the instructions for posing a question?

Operator:
Absolutely.  Ladies and gentlemen, if you would like to ask a question at this time, please press star then the number one key on your touchtone telephone.  If your question has been answered or you wish to remove yourself from the queue, please press the pound key.  Once again, if you do have a question at this time, please press star one.


And our first question comes from the line of Ric Prentiss of Raymond James.  Your line is now open.

Ric Prentiss:
Thanks, good morning, guys.

Adele Skolits:
Good morning.
Ric Prentiss:
Couple of questions.  First, very strong adds in the quarter, obviously, Wireless and Cable, RGUs.  When you think about the competitive positioning within Wireless, Sprint updated their rate plans kind of mid September-ish.  As you look at the progress throughout the quarter, did that help?  Trying to think – as you look at the months play out, June, July, August, September, into October, as we went through the summertime, did you see any changes?

Earle MacKenzie:
Ric, this is Earle.  The answer is definitely yes.  The plan is – plans really were too complex, and required the customer to do too much as far as build are their own group, and so that was a difficult sale, and it took an awful long time in the stores, or for any of our distribution, to sell that.


When they did launch their – the new price plans towards the end of August, what we saw was a significant increase in store traffic.  You can see by the percentages, we still sold a significant number of subsidized phone plans, because that's what it turned out to be in the best interest of the customer as we did a consultive sale, but it really did significantly change the dynamic of having folks come in to inquire about Sprint.

Ric Prentiss:
And as far as the gross add traffic and porting, as you mentioned, you turned positive, net positive in the quarter.  Was that really skewed to the back end of the quarter, as we think through what the fourth quarter and the holiday selling season could look like?

Earle MacKenzie:
Well, obviously, it was stronger at the last, but we were – were at – in a positive porting position for the entire quarter.  It actually turned at the end of the second quarter, even though the second quarter we were overall at a net port out.  We actually saw the turn at the end of the second quarter, and then continue through the third.

Ric Prentiss:
The other dynamic the wireless world is – is Sprint has obviously become more relevant, you talk about how that has resonated with customers driving traffic.  It seems to have driven a response by Verizon.  What have you noticed in your marketplaces, as far as the competitive dynamics of the different players out there?

Earle MacKenzie:
Verizon has always been a strong competitor, but as we talked about before, we have more distribution points than any other carrier, and so although it does have an impact, we didn't see a tremendous change in the dynamics.

Ric Prentiss:
OK.  My final question is on the EIP.  You've had it now for a little while.  Thirty nine percent, I think, is what you said through your channels were taking it.  We've seen US Cellular put up some numbers today that they saw a similar thing, or maybe about a third, 35 percent were taking it.  Does this feel kind of like where the customer decision point comes from if you don't steer it one way or the other?

Earle MacKenzie:
I think the answer is yes, and probably actually comes a little higher.  When the customer is walking in, I think they're probably somewhat predisposed, because they've heard about it, but then, when we spend some time on a consultive sale, oftentimes a subsidized phone plan works out better for them.


Although we don't have the details for the non-control, anecdotally, we actually believe that the percentage of subsidized plans is still very, very strong in the nationals.  And part of that is the amount of time that it takes to actually process an EIP sale versus a subsidized phone sale, and so we can understand that in a big box store, it may actually – the sales person may be steering them more to a subsidized plan simply because of the amount of time it takes.  We hope to have more information on that by our next call.

Ric Prentiss:
Great, thank you.

Operator:
Thank you.  Once again, ladies and gentlemen, if you do have a question, please press star and then the number one key on your touchtone telephone.


We have a follow-up from the line of Ric Prentiss of Raymond James.  Your line is now open.

Ric Prentiss:
I don't want to monopolize the call, but it's a busy day, a lot of earnings calls.  Happy Halloween, by the way.  Two other quick ones.  Earle, you mentioned that the 2015 budget is not set yet, think it might be similar to the 2014, even in deploying Spark – begin deploying Spark mid-year.  Talk to us a little bit about what's going on with the Spark project in your markets.  Sprint seems to have been, with the new CEO, maybe pulling back a little bit as far as how many markets, or certainly how fast they'll approach those markets.  What are thinking about the timeline of deploying it, and how much money might it involve and how many sites?

Earle MacKenzie:
We have – we've been doing the work this year, kind of the groundwork this year.  We have identified about 125 or so sites where we believe there's going to be the additional data demand that will justify the Spark investment, and that's primarily in our – in our quote-unquote metro areas.  You know, Harrisburg Pennsylvania, Winchester Virginia, Hagerstown Maryland, in some of those markets we have very high penetration, and as you can see, we've already launched the third carrier on some of our sites, and so obviously those would be the sites that would be the highest priority for Spark.


We – we will have the sites prepared to be able to launch Spark on over a hundred sites by the end of this year, early next year.  Our plan is actually to launch 50 to75 sites in 2015.  That may change, based on what's – how the reality lays out, but our – our estimated cost is – is in the $150,000 to $175,000 per site kind of all in, including equipment and the installation, so the amount is certainly a lot less than it would be to sell split to get that additional capacity.


We will be building clusters of Spark in our metro area.  We don't see that there's a lot of practical applications for it in our more rural areas.  Exceptions for that could be a truck stop on an interstate, or on the Pennsylvania Turnpike, where there's a tremendous amount of usage there, especially overnight.  We would drop a Spark site in there, but generally it's going to be only in our metro areas.

Ric Prentiss:
When you said you've done some of the groundwork prepping it, is any of the $150,000 to $175,000 per site been spent already, so that's – or is that what would be spent once you actually do start dropping the equipment physically in?

Earle MacKenzie:
What we've been really doing is – is, if we had to modify any leases on towers for – to get additional access, we would – we were able to use a combination antenna at 800 and 1900, but we will have to put 2.5 antennas on the tower, so the primary work that we are working on at this point in time is to make sure that we have – if we needed to modify any of the tower leases to get additional space, that we get that done.  The amount we've spent is very, very nominal.  We've not put any purchase orders in, yet.

Ric Prentiss:
So it has been more of the leg work to get ready to run and then the run will happen and the spend of $150,000 to $175,000 will happen as you hit the sites specifically?

Earle MacKenzie:
Absolutely.

Ric Prentiss:
As far as timing and logistics, you'll be ready to run, say, faster than Sprint's vision project went, and maybe faster than your vision project went?  When you actually (inaudible).
Earle MacKenzie:
Yes.  Yes.  I think we – we learned a tremendous amount in our network vision, even though it was successful, we learned an awful lot, and I thin we are prepared to hit the ground running, and we'll definitely have sites up the second half of next year, and potentially even move them up sooner, if needed.

Ric Prentiss:
And the new rate plans from Sprint, you mentioned not a lot of iPhone leasing, iPhone for life type take rates out there, but the new rate plans do bring pricing down as well as give more data.  What are your feelings, as far as what the trends in ARPU is looking like, as far as how the ARPUs make it over to you?

Earle MacKenzie:
On – on the iPhone leasing, that – that really is probably not a good view, because we only had it for a couple of weeks, so I think that that will probably be a higher percentage going forward.  As far as – as what the overall impact is, you can see it had some impact in the – in the third quarter.  We were down $0.84.


I know that there have been some percentages thrown out when I look at other carriers who have been more aggressive in – in lowering their prices sooner.  For us, we're expecting less, kind of in the five percent range, I guess, is how this will probably impact our – our ARPU.  I think the fourth quarter will certainly give us a much better view of exactly what the impact is going to be.

Ric Prentiss:
And then the hope obviously being that you're seeing the complexity gone, traction in the store that adds could come in nicer, now that there's a – a relevant and a not complex rate plan out?

Earle MacKenzie:
Yes, I think – I think we – we do expect that there will be higher volumes of traffic, and the fourth quarter is always a very busy quarter, so I think the real test will be the first quarter, if we see that momentum continues through the fourth into the first quarter.

Ric Prentiss:
Great.  Thanks for the extra color.

Earle MacKenzie:
You're welcome.

Operator:
Thank you.  I'm show nothing further questions at this time.  I would like to turn the call back over to Miss Skolits for any closing remarks.

Adele Skolits:
Thank you for participating.  Please let me know if there are any additional details you would like to see in the future.  My contact information was provided on the press release.  This concludes our call.

Operator:
Ladies and gentlemen, thank you for participating today's conference.  

This does conclude the program.  You may all disconnect.

END

