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We are initiating coverage on US Cellular with an
Underweight rating

%irgkeettp?iﬁ: §§222 * Regional Emphasis Makes Sense Now, But it will

52 Wk Range 31.82- 44.65 likely Constrain Growth: US Cellular has a strong

Insider Ownership 82.7% business model, but future growth attainment is

Market Cap $3.58B questionable.

Book Value per Share  $29.44 « Low Churn; Won’t Get Lower: USM has already
reached a churn “floor.” Limited improvements

possible in the future.
ey « CAPEX Still A Concern: We question

- 1 management’s conservative CAPEX projections.

* No boost from AWE merger: Unlike other national

carriers that may benefit from the merger, USM

| e S —— probably won’t get AWE customers due to its

S —— k; regional focus.

P Firamce o/ * USM not a likely M&A target: Since USM is a
regional carrier with overlapping coverage with
national carriers, it is not an attractive acquisition
target.
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Please refer to important disclaimer at the end of this report.
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L. Company Overview

Company Description: Chicago-based U.S. Cellular is the 8" largest
wireless service provider in the United States, serving 4.8 million
customers in 150 markets in 26 states, primarily in the Mid-West,
Pacific Northwest, mid-Atlantic, and upper New England. The
company offers local, regional, national, and prepaid calling plans, and
data applications through CDMA technology. Founded in 1983, the
company trades on the American Stock Exchange and is a business unit
of Telephone and Data Systems, Inc. (TDS), which owns 82.7% of the
company (2003 Annual Report).

TDS is a diversified telecommunications service company with
wireless telephone (USM) and wireline telephone operations (TDS
Telecom). USM provided 75% of TDS' consolidated revenues and 53%
of consolidated operating income in 2003. TDS Telecom provided 25%
of consolidated revenues and 47% of consolidated operating income in
2003 (Reuters).

U.S. Cellular operates on a customer satisfaction strategy, meeting
customer needs by providing a comprehensive range of wireless
products and services, superior customer support and a high-quality
network. This is evidenced by its 3Q 2004 1.6% monthly churn rate,
one of the lowest in the industry.

1I. Wireless Value Drivers

Gross Adds Will Slow Down

The total wireless market is expected to increase from 174.6 million
subscribers in 2004 to 249.4 million in 2013.! Wireless penetration rate
will grow from 60% in 2004 to 79% in 2013 (Exhibit 1). We believe
these estimates are reasonable, as other more developed wireless
markets in Western Europe and Asia have penetration rates exceeding
80 percent.” Due to increased saturation, wireless providers such as
USM will necessarily see reduced growth in gross additions. We
project that the market that USM serves will grow from 30% of the
total US market in 2004 to 38.6% of the total. This is based on the fact
that USM is pursuing a deliberate but measured growth strategy into
adjacent states. Evidence of this was recently seen as USM divested
small service practices in Texas and Georgia and opened new markets
closer to its base in Oklahoma, Nebraska, and Maine. USM will likely
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be successful in this strategy because rural customers tend to favor a
relationship-based customer satisfaction model

Exhibit 1
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The objective is to continue slicing out pieces of the rural American
landscape. These areas of focus are (Exhibit 2), for the most part,
growing at or above the national average population growth rate of 3.3
percent (Exhibit 3).

Exhibit 2

US Cellular Coverage

Source: Company
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Implications are that wireless subscription growth will slow across the
sector for all providers. USM captured 11.8% of the increase in its
regional market in 2003. We project that USM will successfully
maintain this same level of new adds for the forecast horizon. The
tension between increased national saturation and USM’s expansion
strategy in new rural markets, we forecast total USM subscribers
growing from 4.8 million in 2004 to 9.0 million in 2013 (Appendix 1).

Churn Can’t Go Much Lower

One of USM’s strengths is its low churn rate (Exhibit 4). However, we
don’t expect it to go any lower since churn will always exist due to the
competitive nature of the wireless industry.

Exhibit 4
Average Monthly Churn

2002 2003 2004
AT&T Wireless 26% 26% 3.6%
Cingular 28% 27% 2.7%
Nextel 21% 1.6% 1.7%
Sprint PCS 3.3% 27% 2.6%
T-Mobile 41% 31% 2.9%
Verizon Wireless 23% 1.9% 1.5%
US Cellular 21% 1.8% 1.6%
National Average 27% 24% 2.5%
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source: Deutsche Bank

Due to number portability and intense competition, despite USM strong
customer base, we expect churn to slightly increase to 1.7% and stay
the same over the forecast horizon.

For comparison, in the cable and direct broadcast satellite (dbs)
industry (Exhibit 5), monthly churn is higher for both basic and digital
cable than the cellular industry. However satellite’s average 1.5%
monthly churn is slightly lower than cellular’s average 2.5% monthly
churn.

Exhibit 5
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ARPU Will Increase Slightly
Exhibit 6
US Cellular Reported ARPU

2001 % change 2002 % change 2003 % change

$ 46.28 -0.6% $ 47.25 21% $ 47.38 0.3%

Changes in ARPU are generally quite volatile, but the average hovers
in the range of 0% to 1% (Exhibit 6). To remain conservative, we
project ARPU growth for USM to increase at an average annual rate of
0.2% per year. We believe this is reasonable since it falls on lower end
of historical range of average values. Furthermore, revenue from
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increased minutes of use will likely offset falling wholesale
communication prices (our proxy for wireless user rates) going
forward. Over the last three years, wholesale communication prices
have declined at an average rate of 1.7%. Over the same period,
minutes of use in the industry have increased by over 20% per annum
(Exhibit 7). While we don’t expect this robust growth in minutes used
to continue into perpetuity, we believe the historical precedent is
sufficiently strong to postulate that MOU growth will exceed price
declines. Consequently, we believe an ARPU growth rate of 0.2% is
fair given that it is well within the historical range.

Exhibit 7
MOU's (Min, Month)

2002 % change 2003 % change 2004E % change
AT&T Wireless 477 223% 541 13.5% 609 12.6%
Cingular 442 44.3% 438 3.6% 518 18.4%
Nextel 632 121% 710 123% 795 12.0%
Sprint PCS 642 28.1% 806 255% 961 19.2%
T-Mobile 595 11.1% 751 26.2% 893 18.9%
Verizon 348 34.1% 457 314% 533 16.7%
US Cellular 546 17.6% 427 -21.8% 549 14.3%
Total US 461 30.17% 554 20.3% 648 17.0%
Average 22.5%

Source: Deutsche Bank

Revenue

Based on these assumptions, we project revenues to evolve according
to the model shown in Appendix 1. Specifically, revenue growth will
hover in the double digit figures through 2006, and then taper off,
reaching 3.2% by 2013. With revenues increasing according to this
schedule, USM will account for roughly 3% of the total US wireless
market in the terminal year.

COGS

For wireless service providers, COGS consist primarily of the costs of
wireless phone telephony and equipment sold to new customers. Over
the last five years, the COGS-to-sales ratio has been 30.3%. Given low
volatility in the five year statistic (¢ = 0.038), we believe that a 30%
ratio of COGs to sales is reasonable for the forecast period. This
assertion is buttressed by the fact many mobile phone service providers
have not yet been able to lower their COGS significantly (Exhibit 8)
notwithstanding pervasive industry consolidation.
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Exhibit 8
COGS to Sales Ratios for Wireless Pure Plays
2002 2003 2004E

AT&T Wireless 43% 41% 40%
Nextel 29% 29% 29%
US Cellular 33% 35% 35%

source: company reports

SG&A

The five- and ten- year history of SG&A-to-sales was 40.4% and 43%,
respectively. USM has successfully brought down its SG&A expenses,
relative to revenues, over the last ten years. We believe this trend will
continue and have SG&A falling from 39.1% of sales in 2004 to 36.4%
in 2013. Comparatively, other wireless pure play companies have also
slowly lowered their SG&A to Sales ratios (Exhibit 9).

Exhibit 9
SG&A to Sales Ratios for Wireless Pure Plays
2002 2003 2004E

AT&T Wireless 33% 32% 32%
Nextel 35% 32% 32%
US Cellular 40% 42% 39%

source: company reports

Depreciation, Depletion & Amortization
We assume that DD&A, as a percent of PP&E will remain at its 10 year
average of 12.4%.

Tax Rate
The average tax rate for the last three year’s was 41.3%. We have no
reason to believe that this will be materially different in the future.

Working Capital Reserve

For the last ten years, USM’s current liabilities have exceeded current
assets by an average of 29%. Subtracting the current portion of long-
term debt from current liabilities, this percentage has still hovered
around 24%. Consequently, the ratio of working capital reserves to
sales has been negative, averaging -3.8% and -3.1% in the last 5 years
and 10 years respectively. We project that USM will follow the five
year trend going forward.
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The negative working capital is somewhat unusual, but not out of the
question for communication service providers. Until 2003, Sprint and
Bell South had negative working capital. In addition, current liabilities
exceed current assets for SBC and Qwest. In contrast, Nextel has had
positive working capital for the last threes year.

CAPEX

Historically, industry CAPEX as a percent of revenues has been around
20%. Since USM is just completing its 2.5G upgrade and major
competitors are about to launch 3G service, it is hard to agree with
consensus analyst forecast of 16%. Competitors who have previously
completed 2.5G upgrades did not decrease CAPEX spending, as
management assumes (Exhibit 10):

“U.S. Cellular’s overlay of existing technologies with
CDMA is largely completed, and when the project is
fully completed in 2004 it anticipates total expenditures
related to the project to be no more than $300 million.”"

Exhibit 10
CAPEX to Sales Ratios for Pure Plays
2002 2003 2004E

AT&T Wireless 37% 18% 20%
Cingular 26%  24% 22%
Nextel 24%  17% 19%
T-Mobile 40%  24% 26%
US Cellular 33% 25% 25%

source: Deutsche Bank

Because USM takes a reactionary stance on technology investment
(waits to see which technologies will pervade). This tact may seem to
leave USM vulnerable to the more technologically nimble, but it has so
far served the company pretty well. We believe this tactic is sustainable
in the short-term, but may cause major issues in the future that may
USM not to be competitive. We believe that its Capex-to-sales ratio
will slowly decline from its most recent five year average. More
precisely, we model the Capex ratio falling from its five year average
0f23.3% to 15.2% in the terminal year.

Future Debt
USM will issue future debt on an as-needed basis:

Choi & Thompson -8- 10/23/2004



Yale SCHOOL of MANAGEMENT

“U.S. Cellular also may have access to public and
private capital markets to help meet its long-term
financing needs. U.S. Cellular anticipates issuing debt
and equity securities only when capital requirements
(including acquisitions), financial market conditions and
other factors warrant.”"

Based on our future CAPEX forecast, we believe USM will issue new
debt, to maintain a constant debt-to-assets ratio. Consequently, we use
the DCF valuation tool.

CAPM Assumptions/Inputs

We used a Yahoo! Finance beta of 0.977, 3-year historical tax rate of
41.3%, 10-year treasury risk-free rate of 4.13%, Ibbotson market risk
premium of 6.47%, a Bloomberg industry target D/E of 35%, and a
debt ratio 5.6% (2003 interest expense/long-term debt). Terminal
growth is 2.5%.

I11. Other Issues

* Inside Ownership
Currently since 82.7% of the company is owned by TDS, the stock is
not attractive due to low float and lack of voting power.

* AWE Merger Will Not Benefit

The pending (almost consummated) AT&T Wireless merger with
Cingular will create interesting dynamics within the wireless
community, such as increased consolidation. Many analysts believe this
will create opportunities for competitors to grab disgruntled customers.
However, we believe US Cellular’s regional focus will be unattractive
to most AWE customers and thus will not benefit USM as much as
other national carriers.

* Future Mergers Won’t Benefit Since Not Likely Target
Recently, there have been rumors of cable companies possibly entering
the wireless market (WSJ, 11/9/04) However, US Cellular’s regional
focus will keep it off the table as a potential acquisition target due to
limited national coverage. For the same reason, there may be little
reason for current national carriers with already extensive and
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overlapping networks to want to purchase USM. If anything, if further
consolidation happens, this more intense competition will hurt USM in
the long run.

Choi & Thompson -10 -
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IV. US Cellular Valuation

DCF

Based on the assumptions that we have laid out above, we calculate a
target price of $35.65. Specifically, sales will increase from $2.9 billion
in 2004 to $4.8 billion in 2013. COGs will increase from $870 million
in 2004 to $1.5 billion in 2013. SG&A will increase from $1.1 billion
in 2004 to $1.8 billion in 2013. This gives us an EBITDA growth from
$894 million to $1.624 billion in 2013. Taxes are a straight 41.3% of
sales. Change in working capital contributes positively to annual cash
flows. Capex grows from $675 million to $737 million in the terminal
year. Accordingly, free cash flows grow from $42.6 million in 2004 to
$363.1 million in 2013. Discounting these flows by a weighted average
cost of capital 0f 9.2%, yields our target price of $35.65. This compares
with a actual market price of $43.

Comparables

The market is currently discounting USM shares, relative to its national
counterparts (Sprint, Cingular, Verizon). EBITDA multiples for
regional players, such as USM, are all significantly below average. We
believe the market doesn’t like these regional plays because of low
growth opportunities going forward. USM’s BEV to EBITDA multiple
is currently 7.2 times, compared to 8.7 for our universe of comparables.
Applying the 8.7 multiple to USM’s most recent EBITDA figure yields
an unreasonable share price of $67.09. Because of the disparity
between national and regional plays, we hold that the comparable
valuation method is less reliable in our analysis. In addition, the dearth
of comparable regional players makes the comparable method difficult.

Choi & Thompson -11-
10/23/2004
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Yale SCHOOL of MANAGEMENT

Important Disclaimer

Please read this document before reading this report.
This report has been written by MBA students at Yale's School of
Management in partial fulfillment of their course requirements. 7he
report is a student and not a professional report. 1t is intended solely
to serve as an example of student work at Yale’s School of
Management. It is not intended as investment advice. It is based on
publicly available information and may not be complete analyses of all
relevant data. If you use this report for any purpose, you do so at your
own risk.

YALE UNIVERSITY, YALE SCHOOL OF MANAGEMENT,
AND YALE UNIVERSITY’S OFFICERS, FELLOWS,
FACULTY, STAFF, AND STUDENTS MAKE NO
REPRESENTATIONS OR WARRANTIES, EXPRESS OR
IMPLIED, ABOUT THE ACCURACY OR SUITABILITY FOR
ANY USE OF THESE REPORTS, AND EXPRESSLY
DISCLAIM RESPONSIBILITY FOR ANY LOSS OR DAMAGE,
DIRECT OR INDIRECT, CAUSED BY USE OF OR RELIANCE
ON THESE REPORTS.

f.Deutsche Bank, US Telecom Data Book, Industry Report, August 2004.
" Loop Capital Markets LLC, July 14, 2004.

" P.34 0f 2003 Annual Report.

"' P. 32 0f 2003 Annual Report.
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