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Key Points
 5G mobile network technology will bring
real benefits for users, but for shareholders
it represents more capital investment in an
industry which has struggled to achieve
adequate returns.
 Telcos cannot assume that new ‘use cases’
will deliver a payback on 5G investment: we
see no killer app that can reliably deliver a
meaningful revenue boost.

5G needs to be accompanied by more
rational pricing of the core mobile product
if the networks are to make a return on the
investment it requires.

5G – pay now…
5G, the next generation of mobile technology, has
been in the headlines recently. Late last year Telstra
held an Investor Day to explain its 5G plans, and the
telecom regulator completed an auction of spectrum
suitable for the new technology.
5G will increase the rate at which data can be pushed
through the network and reduce latency (the delay
between sending and receiving a piece of data). This
will mean better performance for data-hungry
applications such as virtual reality and high-definition
video. It could also open the door to new uses which
need very rapid data transfer, such as connected cars.
Consumers may be looking forward to a faster
network, but investors can be excused for feeling
more ambiguous. 5G means another round of
spending for an industry which has a poor track
record of generating revenue growth and returns
from heavy investment.
The capex bill for 5G starts with spectrum licences.
Telstra agreed to pay $386m in the auction that
closed in December, with TPG-Vodafone and Optus
also successful in bidding. More frequency bands will
be sold in 2020-21, and these auctions may be much

more competitive as Optus did not need much
spectrum in the recent round.
Then there’s the cost of upgrading the physical
network. As well as adding equipment and software
to the existing infrastructure, telcos will have to add
new cell sites to get the signal closer to users. This
means lots of ‘small cells’ on lamp-posts, traffic lights
etc., connected to power and fibre-optic cable.
The telcos will pay for this because they cannot afford
to be left behind, but the question is – will their
customers pay them for it?

…earn later?
The CEO of Huawei commented last year that most
consumers would see “no material difference
between the two technologies” (4G and 5G). He
added “we don’t see many clear use cases for apps
that we can support only with 5G”. From the head of
a company which benefits from spending on mobile
networks, this is a healthy corrective to the hype that
surrounds 5G.
When the industry talks about 5G ‘use cases’, it tends
not to emphasise consumer cellphone applications.
For now, users pulling large data volumes over a
cellular connection are a market niche. When they’re
off Wi-Fi, most consumers stick to applications that
don’t need very big volumes of data. Telstra’s
average customer downloads only about 5GB of data
a month on a mobile connection, well below most 4G
data caps. Neither is low latency important for most
consumer usage – online gaming is cited as an
example, but this often goes over a fixed line
connection at home.
Even for users with large data appetites, the question
is how much they will pay to access even bigger
allowances. With 4G, the industry does not price the
marginal GB at a premium (Figure 1), even though
heavy users put more strain on the network and
should be less price-sensitive.
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Figure 1: Marginal cost of data when moving up a tier
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that they earn on fixed-line broadband. (We think
this is misplaced because low margins reflect
competition, but that’s another story.)
One use case for 5G is providing home broadband
over the wireless network, bypassing the NBN – and
its charges. In principle, this could represent a new
source of high-margin revenue for mobile players.
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With 5G able to deliver much higher data volumes,
we are likely to see unlimited plans become more
common. However, it’s likely that these simply take
the place of high caps at a similar price.

Things that like to go ping
Much of the positive case for 5G’s impact is not about
connecting people at all, but objects. More speed
and capacity could open up new markets in the
‘internet of things’ (IoT) – machines talking to each
other and to their owners.
We think a degree of caution is needed here. The
‘machine-to-machine’ market is already established,
and while it is growing faster than traditional mobile
segments it remains small – just 2% of Telstra’s FY18
mobile revenue. Many M2M applications are in a
defined location (homes, factories etc.) where they
can use a Wi-Fi network. When they need a cell
connection, most are fine on 4G because they are
sending a small data packet at intervals, which does
not need large bandwidth or low latency. Other use
cases need range – monitors in agriculture for
instance – for which the 4G network is better suited.
Autonomous vehicles are the use case most often
cited in support of 5G’s IoT promise. They need very
low latency that cannot be delivered with 4G, and
they are potentially a huge market. But this is some
way off and there are significant uncertainties,
notably whether vehicles will use the cellular network
at all: man auto manufacturers argue for a dedicated
‘vehicle-to-vehicle’ network, similar to Wi-Fi.

Can 5G bypass the NBN?
Australian telcos are frustrated with the cost of
connecting customers to the National Broadband
Network, arguing that it has pummelled the margins

This ‘fixed wireless’ (FW) solution has been around
for a long time and has never been more than a niche
product. One reason was that the high data
consumption of a home connection (Telstra’s average
customer uses 200 GB/month) was hard to deliver to
a lot of customers over the cellular network without
causing congestion. 5G can change this.
In practice though it is far from simple. Home use is
increasingly about streaming video, which requires a
thick ‘pipe’ – in other words high-frequency
spectrum. But this works less well over long distances
and through obstacles and you often need an
antenna on the side of the house. To persuade
consumers to scrap their NBN connection and have
an antenna, you need to undercut NBN pricing,
subsidise the home equipment and pay for a site visit
or two – as well as invest in more cell sites near to
customer premises.
This makes FW profitability more challenging than it
seems and limits the potential market. If telcos can
overcome these obstacles, fixed wireless could
indeed threaten the NBN – but then the government
might undercut its economics by lowering NBN prices
or taxing the 5G competition.
Fixed wireless will help the economics of 5G
investment, but it will neither transform them nor
solve the NBN margin problem.

Competitive behaviour is the key
If 5G is going to improve the economics of the sector,
it will not be because its ‘use cases’ are exciting but
because the telcos can turn them into revenue and
earnings sufficient to justify the investment in
spectrum and infrastructure. If they can’t, this will be
nothing more than a large round of maintenance
capex.
The story of 4G argues for a positive take on this.
When it launched 4G in FY15, Telstra saw a bump in
average revenue per user, and ARPU remained above
the ‘late 3G average’ for another two years (Figure 2).
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Figure 2: TLS postpaid ARPU
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Vodafone has taken a different approach, as Figure 4
shows, improving its return on capital at flat share.
Arguably it had it little option, but at least the trend
is right.
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Figure 4: Vodafone Australia – return on invested capital and
mobile market share (revenue)
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The advent of 4G changed competitive behaviour. As
3G aged, competition came down to price; but with
the launch of 4G the telcos shifted to marketing
network quality and they delayed the release of 4G to
resellers. The desire to get a return on 4G capex
helped to create disciplined pricing.
With 4G now long in the tooth, we have again seen a
return to competitive pricing. This is likely to
continue for another year or two, but it needs to
change if the industry is to get a decent return on
capital invested in 5G. Whether this happens with 5G
may depend on Optus, which currently seems
focused on share gains rather than profitability. The
results can be seen in Figure 3: Optus has gained
share but its return on capital has slumped.
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These charts highlight the stark reality of the mobile
telco industry: Vodafone is making sub-par returns
and Optus is borderline. (Telstra’s disclosure doesn’t
allow us to estimate its return on capital in Mobile,
but for the Group it is around 9% and we think that
the fixed line business would be higher.)
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This adds some perspective to the ACCC’s comments
in its Statement of Issues on the TPG-Vodafone
merger proposal. The market may be concentrated,
Figure 3: Optus – return on invested capital and mobile market but it is competitive. Combined with the demography
of Australia (large land mass, small population) this
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makes it hard for mobile networks to make adequate
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Will the mobile networks be able to get a decent
return on 5G investment? They stand a better chance
if the new use cases become new revenue streams,
but by itself this is not enough. If the telcos retain
their focus on price, users will enjoy the advantages
of 5G at the expense of shareholders. If they shift it
to getting a return on building the new network, both
can benefit.

Source: Optus, UBS, Optar Capital. Non-recurring NBN payments
are removed from ROIC.
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