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Executive Summary 
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Background: The home market of Vodafone, one of the largest telecommunication companies in the world, 

has drastically changed within the last few months with two major acquisitions being announced. BT has 

acquired EE and has thus created a market leading telecom operator with a strong presence in mobile, 

television, fixed voice and broadband. Simultaneously, O2 and Three have merged and established a new 

dominant force in the mobile space. To avoid being left behind in their largest market, Vodafone needs to 

react. The most obvious acquisition target is Virgin Media, who combined with Vodafone would create a 

strong quadruple play alternative to BT/EE, given with their strong presence in the cable market.  

Question: What maximum price should Vodafone pay to acquire Virgin Media given the value of the 

company and the potential synergies as of 1st of May 2015? 

Method: The maximum acquisition price Vodafone should pay is determined based on the intrinsic stand-

alone value of Virgin Media and the value of the synergies of combining the two firms.  First, a strategic 

analysis was conducted to evaluate the business outlook of Virgin Media through a macroeconomic-, 

industry-, and company specific analysis. Then, a financial analysis on the profitability, growth and credit 

risk was created to assess the key value drivers of Virgin Media. Based on the strategic and financial analysis 

the intrinsic value was calculated through an enterprise discounted cash flow model supported by a relative 

valuation. Finally, the synergies were divided into operational and financial synergies, and were estimated 

based on the strategic, financial and valuation analysis.  

Findings: The intrinsic enterprise value of Virgin Media was estimated to £16,259 million as of the 1st of 

May 2015. The key driver for the enterprise value was consumers increased demand for faster broadband 

services and bundled packages. However, the emergence of new Internet based services is also severely 

impacting the long-term profitability of the telecommunication sector. By incorporating the values of 

synergies the maximum acquisition price is found to be £24,979 million as of 1st of May 2015, which 

suggests a maximum acquisition premium of 51.1%. The key synergy drivers are operational synergies 

through cost savings and improved churn. Further, substantial financial synergies are possible through tax 

savings.  
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Part I – Introduction 
Introduction  

The telecommunication sector is of vital importance for the society as an enabler of growth in productivity 

and lifestyle by changing the way we are connected with each other. Therefore, the sector in Europe started 

as an industry with one state-owned monopoly in each country, similar to other systemic important industries 

such as the railway and electricity industry (Henten, 2013). The sector was liberalized throughout Europe in 

the 1980s-1990s but, due to its importance for society, it is still heavily regulated through sector specific 

regulators in each European country (Blackman & Srivastava, 2011). The telecommunication sector is 

characterized by significant economies of scale and scope due to a high level of fixed cost, and very limited 

variable costs. Further, consumer demands have changed drastically from primarily being fixed telephony to 

also include high-speed broadband, mobile and TV (including video on demand and over-the-top services 

such as Netflix). As a result of this there is an advantage of being large and offer multiple services in the 

telecommunication industry, which has driven consolidation in the sector.   

Vodafone is one of the world’s largest mobile network operators, but have very limited footprint in the 

broadband, fixed telephony and TV markets. Vodafone originates from the UK, which is still their largest 

market (Vodafone Group, 2014a). However, recent events have drastically changed their position in the UK 

telecom market. BT, the market leader and former state-owned company, has traditionally offered broadband, 

fixed telephony and TV, but not mobile services. The 5th of February 2015 it was announced that BT had 

acquired EE, one of UK’s largest mobile operators, to enter the mobile market and broaden their scope to 

offer all four services to consumers (BT, 2015a). Additionally, two of Vodafone’s largest competitors, Three 

and O2, decided to merge the 24th of March 2015 to create a new market leading UK mobile operator (O2, 

2015).  

The changed competitive landscape forces Vodafone to reflect on their competitive response, and the CEO 

of Vodafone stated in November 2014 that “If BT comes more into mobile then we will go more into 

consumer broadband,” (Thomas, 2014b). Vodafone have recently entered the consumer cable market in 

Germany and Spain via acquisitions, and have previous shown interest in acquiring Liberty Global, a cable 

company and the owner of Virgin Media, “for the right price” (Thomson & Moritz, 2014; Vodafone Group, 

2013, 2014b). The two announced acquisitions are pressuring Vodafone in their home market, and Virgin 

Media is the most obvious acquisition candidate given their strong footprint in the cable market. Acquiring 

Virgin Media would enable Vodafone to compete with the other major telecom operators in the UK, and 

provide significant synergies through improved economies of scale and scope. However, the question 

remains - what is the “right price”?  
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Thesis Statement 
This thesis will attempt to answer the following problem statement: 

What maximum price should Vodafone pay to acquire Virgin Media given the value of the company 

and the potential synergies as of 1st of May 2015? 

In order to determine an acquisition price, two separate analyses are required. The standalone value of Virgin 

Media must be determined through a valuation, and the synergies of combining Vodafone and Virgin Media 

must be quantified and added to the standalone value to find the acquisition price. In order to ensure a 

thorough analysis, the following structure will be used in the thesis:  

 

Part II - Industry Overview: This section will describe the unique features of the telecommunication sector, 

which is different from most sectors due to the economies of scale and scope, the industry structure, and the 

strict regulations in the sector. Further, the section will provide an introduction to Virgin Media. The section 

is important to get the necessary foundation to fully understand the strategic and financial developments in 

the sector.  

Part III - Strategic Analysis: This section will describe the macroeconomic, industry and company specific 

factors that influence Virgin Media, and will thus provide an overview of their strategic situation. This 

section will give important input to both the operational synergy analysis and the forecasting section.  

Part IV - Financial Analysis: The financial analysis will analyze the historical growth, profitability and 

credit risk of Virgin Media. Understanding the past drivers of growth, profitability and credit risk gives 

valuable insight into the company’s ability to grow in the future.  
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Part V - Valuation: This section will determine the cost of capital, forecast the value drivers, and calculate 

the intrinsic value of Virgin Media through a discounted cash flow model supported by a relative valuation.  

Part VI – Synergies: This section will describe and quantify the financial and operational synergies from 

combining Vodafone and Virgin Media. The synergies will be quantified based on the strategic, financial 

and valuation analysis. Finally, the acquisition price will be determined by combining the intrinsic value of 

Virgin Media with the value of the synergies. 

Methodology and sources 
The thesis uses of both a deductive and inductive research method to determine the acquisition price of 

Virgin Media. First, a deductive approach is used as the value of Virgin is calculated by applying general 

frameworks.  The conclusion of the thesis is therefore highly sensitive to the chosen frameworks, and a 

thorough literature review is conducted to find the appropriate valuation framework. Synergies are very 

industry and company specific, and as no general frameworks exists on valuing synergies in the 

telecommunication sector, an inductive approach is used. Combining the two research methods ensure that 

the thesis is consistent with academic best practice, but also has the necessary flexibility to account for 

company specific factors.  

The thesis is based on external data as no interviews with Virgin Media or Vodafone have been conducted. 

Judging if this is the best research approach depends on the view on market efficiency. The strong efficient 

market hypothesis advocates that the market reflects all public and private information, and thus the benefit 

of conducting interviews would be limited. The semi-strong efficient market hypothesis states that the 

market reflects all public, but not private information, which implies that interviews could have value for the 

thesis. Finally, the weak efficient market hypothesis states that only market information is reflected in 

market prices, which implies that interviews would have aided in valuing the acquisition price, but also that 

comprehensively studying all available public information can create value. Empirical evidence suggests that 

the market efficiency closest resembles the semi-strong efficient market. (Bodie, Kane, & Marcus, 2011) In a 

semi-strong efficient market only private information is not reflected in the market. As the thesis is about a 

potential acquisition all company considerations are highly confidential and of material proprietary nature. 

Thus, company representatives are not allowed to provide specific guidance on potential synergies. 

The data utilized in the thesis is a combination of academic literature and company-specific, publically 

available sources. The academic literature is a combination of articles on valuation and synergies in M&A 

transactions, and textbooks on different valuation frameworks. The company specific data used is a 

combination of financial reports by Virgin Media and Vodafone, webcasts from investor presentations, 

conferences and conference calls available from the companies’ web page, and broker reports. A wide 

variety of sources is used as it gives better reliability of the data (Blumberg, Cooper, & Schindler, 2011).  
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Literature review 
This section will review the theoretical reasoning behind conducting a fundamental analysis, and discus the 

various valuation models that can be used. There are many different ways of valuing a company and 

subsequently a vast amount of valuation models exist. An extensive review of all valuation models will not 

be conduced, as depth of the analysis has been prioritized. Figure 1.2 shows an overview of the most 

common valuation methods.  

 

The Fundamental Analysis 

Valuing a company correctly is a vital part of a potential acquisition (Penman, 2009). Ideally, the balance 

sheet should reflect the value of the company as it depicts all their assets. However, the book value of a 

company rarely reflects the market value, which creates the need for other valuation methods (Penman, 

2009). A company can either be analyzed through a technical or a fundamental valuation. The technical 

analysis is conducted by analyzing patterns in the price and volume of trading of a company’s shares to 

predict the future share price (Damodaran, 2006). The underlying assumption is that the volume of supply 

and demand rather than the intrinsic value of company determines the future share price (Clatworthy, 2004). 

In order for technical analysis to be useful the assumption is that markets are not efficient, as the weak 

efficient market hypothesis state that the share price reflects all market information (Bodie et al., 2011). The 

fundamental value is calculated by analyzing the strategic and financial situation of a company, and uses it to 

forecast the future performance (Penman, 2009). The economic assumption behind this theory is that the 

market might reflect all market information, but not all-public available information. It thus relies on the 

weak market hypothesis, as it violates the assumptions of the semi-strong efficient market hypothesis (Bodie 

Valuation Approach Model Advantage Limitations
Enterprise Discounted Cash Flow Based on cash flows Few inputs materially changes result (WACC, g)

Effect of tax-benefits is seperated Companies are "punished" for investments
Based on fundamental value drivers Terminal value represents large value

Economic Value Added Focus on value creation Few inputs materiale changes output (WACC, g)
Account for earnings manipulation Requires diligent accounting analysis 

Rely on clean surplus assumption

Accounting Based Residual Income Terminal value less important than in EDCF Easy to manipulate
Does not require stable cash flows Rely on cost of equity
Focus on economic value Rely on clean surplus assumption

Dividend discount Very simple Dividend payout required
Limited link to key value drivers
Discounted with cost ef equity

Multiples Various different multiples Easy and quick to conduct Very simple to value a company based on one number
Comparison with competitors Static
Popular among investors Accounting policy matters
Rely on market information Based on historic data

Asset-based Liquidation Value Focus on Assets Value of intangiblels and synergies excluded
Establish minimum value of firm Bad estimate of going-on concerns

Contingent Claim Valuation Real Options Captures the value of option Complex
Good at valuing uncertain projects Rarely used in practice

Source: Own Creation based on Penman (2009) and Plenborg (2010)

Figure 1.2: Comparison of Valuation Models
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et al., 2011). Both fundamental and technical analyses have found to have predictive power, but as Virgin 

Media is not a publically traded company it is not possible to conduct a technical analysis of the company 

(Clatworthy, 2004; Virgin Media, 2015a). Fundamental analysis is also found to better reflect the long-term 

value of a company, as it does not react to short-term share price fluctuations. Therefore it is deemed the 

most appropriate valuation method for an acquisition (Penman, 2009). Consequently, only a fundamental 

analysis will be conducted.   

There are four basic fundamental valuation approaches depicted in figure 1.2. The dividend discount model, 

the liquidation model and the contingent claim valuation method will not be employed in this thesis. The 

dividend discount model is dismissed as Virgin Media does not pay dividends, which is the fundamental of 

the model (Plenborg & Petersen, 2012; Virgin Media, 2015a). The liquidation value is best at analyzing 

companies that are nearing distress, and as Virgin Media is not assessed to be in that category, the model will 

not be preferable (Plenborg & Petersen, 2012). The contingent claim valuation method is good at valuing 

new project launches because of its flexibility (Copeland & Antikarov Vlademir, 2003). The model allows 

for incorporating the value of the option to abandon a project, which can be applicable in the “Project 

Lightning” launched by Virgin Media. Despite the theoretical appeal of the real option method, it is rarely 

used in practice. The reason is the high complexity of the model, and that the EDCF is a proven method 

(Block, 2007). Hence, the contingent claim valuation is deemed out of the scope for this thesis.  

Enterprise Discounted Cash Flow 

The enterprise discounted cash flow model (EDCF from now on), the Residual Income model (RI), and the 

Economic-Value Added model (EVA) are all accounting based valuation approaches that forecast value 

drivers, and then discount them back with an appropriate discount rate (Plenborg & Petersen, 2012). The 

three valuation models will give the same results when the same inputs are used, implying that the choice of 

valuation model should not change the calculated enterprise value (Koller, 2010; Penman, 2009; Plenborg & 

Petersen, 2012). Therefore only one of the valuation models will be conducted due to capacity constraints. 

The EDCF model is the most used among practitioners because it focus on cash-flows rather than earnings, 

and will therefore be used in this thesis (Bodie et al., 2011; Damodaran, 2006; Koller, 2010; Plenborg & 

Petersen, 2012). The EDCF discounts back cash flows available to all investors (from now on FCF) with the 

weighted average cost of capital (from now on WACC) to calculate the value of the enterprise (Bodie et al., 

2011). This approach is illustrated by the following formula: 

!"#$%&%'($!!"#$% ! !"!
!! !!"##!!

!

!!!
! 
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The EDCF is a two-stage model that consist of a forecasting and a terminal period (Plenborg & Petersen, 

2012). The forecasting period is the length of time the value drivers are estimated before the company is 

reaching its steady state (Koller, 2010). A forecasting period of 6-years is used in this thesis.  

The terminal period represents the value created as the firm has reached its steady state. The idea is that the 

firm will reach a level of constant growth after the forecasting period. This assumption can be questioned, 

but “…is a pragmatic solution to a tedious and time-consuming projection of (dividends) to infinity” 

(Plenborg & Petersen, 2012. p. 214). While Plenberg & Petersen are referring to the dividend discount model 

in the quote, the exact same argument can be used for the EDCF model. The terminal value will be 

calculated by using the Gordon’s growth formula:  

!"#$%&'(!!"#$% ! ! !"!!!!!
!!"## ! !! !

!
!! !!"##!! 

One of the advantages with the EDCF model is that it focuses on future rather than historic performance of 

the company. A potential acquirer of Virgin Media will pay for the cash flows they expect to receive when 

they have acquired the company, rather than its historical performance (Penman, 2009). Another advantage 

of the model is that the effect of the tax shield is incorporated in the calculation of the WACC by the 

following formula:  

!"## ! !
! ! !! ! ! ! ! ! !! ! !! 

The separation of tax shield and operations eases the comparison of the operational performance across time 

(Koller, 2010).  However, the EDCF model also has some drawbacks, especially that the enterprise value is 

highly sensitive to the WACC and the growth rate used. These issues will be further discussed in relation to 

Virgin Media in the Valuation section. The terminal value often constitute the majority of the value in the 

EDCF model, which means diligent care must be taken in assessing the terminal value(Plenborg & Petersen, 

2012). When using the EDCF model the saying: “Garbage in, garbage out” is highly applicable (Penman, 

2009). The output of the valuation model is only as good as the input, which is why all the inputs must be 

closely tied to the strategic and financial analysis.  

Multiples Valuation 

The multiples valuation model is the easiest and fastest valuation model to conduct (Plenborg & Petersen, 

2012). The underlying assumption behind the model is the law of one price, and that the assets of 

comparable firms should be trade at the same price (Damodaran, 2006). Multiples can either be calculated on 

the basis of the enterprise or the equity value (Bodie et al., 2011). Equity based multiples are sensitive to 

different capital structures and accounting differences between firm, thus enterprise value multiples will be 
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used in this thesis as they are more robust (Koller, 2010). Virgin Media is not a public traded company, and 

their enterprise value therefore cannot be extracted from external sources. Hence, the multiples will be used 

as a sanity check to evaluate the intrinsic value calculated in the EDCF with how the market is pricing 

Virgin’s peers. This gives an indication if Virgin can be considered “cheap” or “expensive” compared to 

their peers, albeit the method does not account for if the entire industry is “cheap” or “expensive” 

(Damodaran, 2006). Therefore, while the EDCF yields the absolute value of Virgin Media, the multiples 

valuation indicates if this is cheap or expensive relative to the selected peer group. 

Delimitation and Assumptions 
As this thesis is not solely a traditional valuation of a company, due to the emphasis on quantifying synergies, 

certain limitations have deemed necessary to ensure a thorough analysis can be conducted given the capacity 

constraints. These limitations are given to keep focus on the most crucial issues.  

• The thesis has an external focus, and will only rely on public available information 

• The two recent transactions in the UK telecommunication space, BT-EE and O2-Three, are still 

pending regulatory approval. Research analysts expect that both deals will be approved, and it will 

therefore be assumed in this thesis that the regulators will not block the deals 

• Potential regulatory reactions to a Vodafone-Virgin Media deal will not be assessed extensively as it 

is beyond the scope of the thesis 

• After an acquisition, Vodafone could potentially sell some of the “non-core” assets of Virgin Media 

to free up cash and aid in gaining regulatory approval. However, due to uncertainty on which 

divisions they would sell, and what price they can sell them for, this is not included in the analysis 

• An exhaustive analysis on how to finance the acquisition and how to ensure organizational 

integration will not be conducted due to capacity constraints.  

• No information after the 1st of May will be taken into consideration 
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Part II - Industry Overview 
Introduction 

This section will give a brief overview of the history of the telecommunication sector, and a detailed 

description of the different services offered by telecommunication companies in order to provide a better 

understanding of the strategic and financial drivers. Further, the operations, ownership and competitive 

situation for Virgin Media will be introduced to create a foundation for the strategic analysis.  

History of the telecommunication industry 
The telecommunication industry throughout Europe initiated as a sector with one state-owned monopoly in 

each European country, and thereby the national governments determined the accessibility, availability and 

affordability of the telecommunication services (Blackman & Srivastava, 2011). The governments took this 

role because of communications importance for the development of the society. An efficient telecom sector 

enables better connectivity throughout the country, higher productivity, competitiveness, and thereby general 

wealth creation. (Blackman & Srivastava, 2011) 

From the 1990s to 2000s most of Europe went through a liberalization process of many of their state-owned 

industries such as electricity, railway, energy and the telecommunication sector. This was largely due to a 

political motivation to create a EU single market through increased liberalization and economic integration 

(Henten, 2013). Additionally, creating a telecom sector based on free competition was believed to lead to 

lower prices, higher quality, more variety and increased innovation in the sector. (Henten, 2013) The state-

owned companies in the telecommunication sector were therefore privatized, and the former state-owned 

companies are today known as the incumbents (Kelly & Maria Rosotto, 2012). As the telecommunication 

sector has advanced and new services such as mobile and broadband have developed, new market players 

have emerged. These new players such as Vodafone, Three, Netflix, and Skype have changed the 

telecommunication landscape and the previous unquestioned dominance of the market incumbents (OfCom, 

2015). 

Telecom industry today 
The telecommunication sector today consists of four services that can be offered by operators: voice, 

television, broadband, and mobile services. Some operators offer multiple services such as quadruple play 

operators who offers all four services, or triple play operators who offer voice, TV and broadband. Other 

market players only offer one of the services (which is most often mobile).  
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Voice 

Voice or fixed telephony is the traditional service offered by telecommunication operators. Providing voice 

services is associated with large investments in building networks, as direct access lines connecting users is 

required. The value chain for voice consists of two elements; Network and Customer Service (Cave, 2006). 

Network includes all factors that enable fixed voice; undersea cables, communication satellites, cellar 

networks, microwave transmission links, fiber optic cables, and telephone lines (Business Communications 

Solutions, 2014). The combination of theses elements are called circuit networks, and the most commonly 

used are PSTN/ISDN1. While building a network requires significant investments, only providing customer 

service does not require any major investments, as entrants can purchase access to customers from 

incumbents at regulated prices (OfCom, 2014a). New entrants can thereby compete with incumbents on price 

and customer service, without having to build their own network (Cave, 2006).  

The last couple of years, a new service have emerged to use the Internet to provide voice services 

(Frederiksen, 2006). This service is known as Voice-over-Internet-Protocol (VoIP), and it is operators such 

as Skype that offers this service. VoIP only requires access to the Internet to provide phone service, and is 

therefore less capital intensive than traditional PSTN/ISDN services, thus making entrance easier for new 

market players. However, for existing operators that already have invested in PSTN infrastructure, it is a 

threat as they have difficulties with achieving a return on their investments, as VoIP cannibalize PSTN 

(OECD, 2006). Overall the maturity of the highly penetrated market for fixed voice in Europe, and growing 

demand for mobile and VoIP services, have resulted in limited organic growth prospects in the fixed voice 

market (European Commision, 2013; Northstream, 2007). 

 

 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
1 While these systems are often used interchangeable they are not exactly similar. PSTN is analog while ISDN is digital. 
Additionally, on PSTN there is one access line meaning there can only be one phone call at a time. ISDN allows 
multiple channels, and thereby multiple calls simultaneously (TelcoTalk, 2011) 
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TV  

TV is today the most used 

communication activity in Europe as 

seen on figure 2.2. The value chain of 

TV consists of three elements; 

backbone network with access to 

customers, content and customer 

service (Ford, 2014). Traditionally, it 

has been cable TV operators (CATV) and telecommunication operators that have competed in this market. 

The CATV operators have had activities in all parts of the value chain, while the telecommunication 

operators have supplied the backbone network and the customer service part of the value chain, and 

purchased the contents from other producers of content (Ford, 2014). In addition to reaching customers 

through cable, it is today also possible to use satellite. Satellite television works by having an antenna that 

receives a signal and through a receiver (also called set-top box) transmit the signal into television (Patten, 

1993). Today, the television market has consolidated significantly, and the UK television market consist of 

only three traditional CATV providers and two satellite TV providers (Cable.co.uk, 2015a, 2015b). The 

telecommunication players have also recently initiated vertical integration into the content space exemplified 

by Virgin’s acquisition of All3Media and Comcast’s acquisition of NBC Universal (Comcast, 2013; 

Discovery Communications, 2014).! 

The development of the Internet has lead to new market players emerging in the television space. Over-the-

top players (OTT-players) offer content through the Internet, meaning there is no need for access to 

customers through fiber or coax cables, as long as the user is connected to the Internet. Netflix is an example 

of this, and consumer can watch movies or series on their mobile, computer or tablet. Another trend is 

Video-on-Demand services, which allow consumers to watch television content whenever they want 

(Frederiksen, 2006). As a response to these technological developments, many telecom operators have 

increased their offerings to also offer OTT and VoD services (Roos, 2014). 

Broadband 

Broadband is the connection from users to the Internet with a download speed (also called bandwidth) of 

more than 256 kbit/s (Kelly & Maria Rosotto, 2012), and is today the most common way to access the 

Internet. The value chain for broadband consist of four elements; International Connectivity, National 

Backbone, Metropolitan Access and Local Access networks (Kelly & Maria Rosotto, 2012).  

The International Connectivity and National Backbone networks are managed by so-called Internet backbone 

providers, which consist of a few, US-dominated companies (Kelly & Maria Rosotto, 2012). The Internet 
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backbone providers ensure international connectivity between continents by establishing international links 

(gateways) through satellite connections and undersea fiber networks (Kelly & Maria Rosotto, 2012). They 

ensure national connectivity within the countries by functioning as a “highway” for the network traffic, and 

thereby allowing fast connection between different sources and destinations across the cities. The national 

backbone links transfer data through microwaves, fiber and satellite links (Kelly & Maria Rosotto, 2012).  

Metropolitan access and Local Access networks are managed by Internet Service Providers, which includes 

telecom operators. The Metropolitan access network is links between local networks and the national 

backbone network, and a separate network within larger Metropolitan areas. It is mainly provided through 

fiber links and microwave. The Local Access Network is the direct access line connecting the end customer 

to the broadband service, also known as the “last mile” (Kelly & Maria Rosotto, 2012).  

There are two broadband access technologies that customers can use - wireline and wireless. Wireline 

connection is through copper (the most common is ADSL), coax or fiber lines. Copper was the first wireline 

technology used to reach customers, and was originally laid out by telecom operators. Coax lines was 

initiated by CATV providers to provider cable TV services, and later to supply broadband. Fiber is the 

newest technology within wireline, and can either be used as a direct access line to customers, Fiber-to-the-

Home (FTTH), or combined with copper, Fiber-to-the-curb (FTTC), where fiber gets close to the houses, 

and VDSL copper lines are connecting to the end-user (Kelly & Maria Rosotto, 2012). The broadband speed 

end-users can use with these lines differs substantially, with copper providing up to 100 mBit/s (by 

combining VDSL with fiber), coax up to 150 mBit/s, and fiber up to 200 mBit/s (Kelly & Maria Rosotto, 

2012). The majority of subscribers to wireless connections are using mobile wireless, which is 2G, 3G or 4G 

(LTE). The bandwidth provided by wireless connection is substantially lower than wireline connections, 

with 4G providing up to 15 mBit/s (Kelly & Maria Rosotto, 2012). The limited bandwidth available via 

wireless means that wireless connection should be seen as a complementary, and not a supplementary 

product to wireline.  

An important concept in broadband is the local loop. The local loop is the line (copper, coax or fiber) 

between the local exchange (the backbone network) and the customers premise. The incumbents typically 

own the copper lines, while the CATV operators own most of the cable lines (Kelly & Maria Rosotto, 2012). 

Fiber lines can be owned by both dependent on who made the investment. In order to provide fair 

competition, it is regulated that access to customers should be free for all market players, through unbundling 

the local loops from the local exchanges (OfCom, 2014a). This process is called Local Loop Unbundling 

(LLU), and it enables customers to change broadband provider without having to get new cables installed in 

the premises.  
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Mobile 

The mobile or cellular phone is a devise that use a specific part of the radio frequency spectrum, the ultra 

high frequency, to receive and send signals. Spectrum is a scarce, finite resource that cannot be stored 

(Blackman & Srivastava, 2011). The spectrum is allocated by the national governments, and is today mainly 

conducted through an auction process in Europe (Bauer, 2003). The value chain of mobile consists of four 

elements; Backbone network, billing, customer care, and sales & marketing (Raynor & Verlinden, 2004).  

The backbone network consists of transmission of radio signals to the nearest base station, which then sends 

the signal to a core network. The core network is then routing the call to the receiver (Vodafone Group, 

2008). The operators that have invested in spectrum and the entire infrastructure of the backbone network, 

are known as Mobile Network Operators (MNOs). In addition to these MNO there are operators that only 

offer the billing, customer care and sales & marketing part of the value chain. These operators are known as 

Mobile Virtual Network Operators (MVNOs) (Raynor & Verlinden, 2004). These operators are then able to 

provide mobile services by purchasing access to the network from the MNOs. As building the infrastructure 

is very capital-intensive, and the mobile spectrums are often expensive and only offered to a limited number 

of operators, there are very few MNO’s (most common is three to four in each European country), while 

there can be numerous MVNOs. (Vodafone Group, 2014a).  

Mobile operators generate revenue from calls, texts or the use of mobile broadband. Today, customers can be 

on a postpaid or pre-pay agreement. In the postpaid agreement you subscribe to a certain limit on calls, text 

and data, and then pay a fixed amount after each consumption period (typically a month). If your 

consumption for the period exceeds the limit, you will pay an extra fee. Customers can also be on a prepaid 

agreement, where you purchase credit in advance, and then can use your phone while it still has credit. 

According to Vodafone, data accounted for 13% of global mobile revenue in 2009 and 28% in 2013, and 

they expect this trend to continue in the future as forecasted in figure 2.3 (Vodafone Group, 2014a).!!

 

72% 69% 66% 64% 61% 

28% 31% 34% 36% 39% 

2013 2014e 2015e 2016e 2017e 

Figure 2.3: Global Telecom Mobile Service Revenue Split 

Voice and Text Data 
Source: Vodafone 2014 Annual Report 
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Virgin Media at a Glance 

History 
Virgin Media was established in 2006 after a merger between NTL and Virgin Mobile UK. NTL was a UK 

cable company that offered fixed telephony, broadband and TV services (BBC News, 2006). Virgin Mobile 

UK was a mobile operator, and started as a joint venture between Richard Branson’s Virgin group and T-

Mobile in 1999. When Virgin Mobile was established they were the first MVNO company in the UK (BBC 

News, 2002, 2006). Following the merger with NTL, Virgin Media became the first quad-play operator in 

the UK (BBC News, 2006). Liberty Global then acquired Virgin Media in June 2013 creating the worlds 

largest international cable company with more than 25 million subscribers (Reuters, 2013). As of December 

31st 2013, Liberty Global employs 14,259 people (Virgin Media, 2013a).  

Operations of Virgin Media 
Virgin Media offers broadband, fixed telephony, TV and mobile services throughout the UK.  The 

distribution of the four services based on number of subscribers and revenue can be seen on figure 2.4 and 

2.5. The figures reveal that mobile is the smallest segment measured by subscribers and by revenue, and that 

wireline services are generating a significant higher average per user than mobile.  

 

In broadband Virgin offer ultra-fast (defined as more than 30 Mbps by OfCom) fiber connection with speed 

up to 152 Mbps to half of the UK population, making it the fastest available Internet connection in the UK. 

The fastest broadband service offered by Virgin has more than twice the speed of its closest competitor, 

which is evident on figure 2.6. Virgin Media have announced plans to invest in the fiber network to expand 

its reach to 17 million premises by 2020, which is about two/thirds of the UK population (Virgin Media, 

2015d).  
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consumer segment 
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Virgin Media’s market share in the broadband market is 20% making it the 2nd largest provider of broadband 

solutions to retail and SME’s together with Sky. Virgin has consistently been the 2nd largest provider for the 

last 6 years as shown in figure 2.7.  

 

Virgin provides local, national and regional fixed telephony services through a copper network (Virgin 

Media, 2015a). In the UK they have the 3rd highest market share of fixed voice calls in the UK with 17% of 

the call volumes. BT has a significant market share in this market as the former incumbent as evident on 

figure 2.8 
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Virgin Media provides TV services to about 3.7 million 

residents, and offer more than 195 television channels 

and pay-per-view services. They also have a video-on-

demand service called “Virgin TV On Demand” and a 

cloud based entertainment service “Virgin TV Anywhere” 

(Virgin Media, 2013a). Virgin Media does not currently 

produce the content to it’s TV channels, and they are 

therefore purchasing access to live broadcasting and entertainment programs from content producers like BT, 

Discovery Communications and Sky (Virgin Media, 2015a).  

In mobile Virgin Media is operating as a MVNO through EE’s network. Through EE’s network Virgin are 

offering 2G, 3G and 4G network to their customers. Virgin has about 3 million subscribers, and about 

two/thirds of these customers are on a postpaid agreement (Virgin Media, 2013a).  

Ownership and organizational structure 
Virgin Media is a subsidiary of Liberty Global, which is the world’s largest international cable company by 

number of subscribers (Liberty Global, 2015). Liberty Global is a public traded company on the NASDAQ 

exchange. The stocks of Liberty Global are traded under three different share classes all with different voting 

rights. Data from Bloomberg reveals that Liberty Global Class A shares have 1 vote per share and has 215.2 

million shares outstanding. Liberty Global Class B shares have 10 votes per share and have 10.1 million 

shares outstanding. Finally, Liberty Global Class C share have no voting power and 555.2 million shares 

outstanding. This means that effectively Class A shares has more than two/thirds of the votes in Liberty 

Global, and Class B shares has under one/third of the votes, as illustrated in Figure 2.9. However, the 

ownership of Class A shares is very disperse, and the class B shares are mainly owned by billionaire John 

Malone, who owns 87% of the Class B shares. He therefore controls 28% of the voting power of Liberty 

Global (See data extracted from Bloomberg in Appendix A).! 

Under English law special 

resolutions, such as changing 

the article of associations, or 

approving an acquisition 

proposal through a Scheme of 

Arrangement 2 , require more 

than 75% shareholder approval (Levy, Kutner, Little, & Scargill, 2014; Slaughter & May, 2015). Therefore, 

a potential transaction involving Liberty Global effectively requires the approval of John Malone. 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
#!A Scheme of Arrangement is a takeover strategy that requires court approval and 75% of the shareholders approval. If 
the Scheme is successful, the remaining shareholders are required to sell their shares to the bidder. !

Share Class
Class A 
Shares

Class B 
Shares

Class C 
Shares

Voting power 1 10 0
Shares Outstanding, mil 215.2 10.1 555.2
Total votes 215.2 101 0
% voting power 68.1% 31.9% 0%
Source: Bloomberg from the 1st of May 2015 and Virgin Media Annual Report 2014 

Figure 2.9: Voting Power in Virgin Media
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Competitive landscape 

Figure 2.10 shows what services the largest telecom operators in the UK offer today. The table reflects the 

services that consumer can buy today, and does therefore not take into account planned ventures into other 

services in the future. This means that Vodafone’s plans to enter the broadband and TV market, or Sky’s 

considerations of entering the mobile market will not be included in the table. BT will be able to offer all 

four services after their acquisition of EE, but as it is not expected to receive regulatory approval/dismissal 

before 2016, they are not considered in this overview (Mance, 2015; Thomas, 2015a).  

EE offer all four services and therefore appears to be a quad-play operator. However, they only have a 

significant market share in the mobile space, and therefore have not been able to offer a successful quad-play 

service yet (EE, 2015). Therefore, it is in reality only Virgin Media and Talk Talk that offer a competitive 

quad-play package to the consumers. The table also reveals that Vodafone is significantly larger than the 

other operators. This reflects that Vodafone is a large market player in multiple markets, while the other 

operators are primarily operating within the UK (Vodafone Group, 2014a)  

 

 

Company Virgin Media BT Sky Vodafone TalkTalk EE O2

Revenue, £m 4,214 18,287 7,632 44,445 1,727 6,327 5,025     
Home Country UK UK UK UK UK France/Germany Spain
Mobile? ! " " ! ! ! !
TV? ! ! ! " ! ! "
Broadband? ! ! ! " ! ! "
Voice? ! ! ! " ! ! "
Source: Annual Reports, Bloomberg
Note: EUR/Pound rate of 0.732929 as of 1st of May 2015
Note: EE is owned by Deutsche Telecom and Orange. O2 is owned by Telefonica

Figure 2.10: Overview of largest players in UK Telecom 
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Part III – Strategic Analysis 
Introduction 

The strategic analysis is essential for the forecasting of key value drivers and determining the operational 

synergies, and is thus vital for deciding the acquisition price. The strategic analysis needs to include both 

internal and external factors to be sufficiently comprehensive. However, no existing strategic frameworks 

exhaustively include all relevant factors, and therefore the strategic analysis will be three-fold. It will consist 

of a macro-economic, industry, and company specific analysis to ensure a coherent and thorough analysis. 

First, the macro-economic environment will be analyzed through the PEST analysis. This model describes 

how the external environment creates opportunities and threats for the telecom operators. The model has 

been extended to include environmental and legal factors, but as environmental factors are not relevant for 

this sector, and the legislative factors have been incorporated in the political analysis, the original model will 

be used. The PEST has been criticized for being static, and not factoring in company and industry specific 

effects. Focusing on the trends and tendencies of the different elements rather than the status quo will 

mitigate the lack of dynamic.   

The industry will be analyzed through the Porters Five Forces Framework, which is still one of the most used 

frameworks by practitioners despite being published in 1979 (Porter, 1979). Similarly to the PEST analysis 

the Five Forces have been criticized for its lack of dynamic and ignoring competitive interaction between 

firms. The latter is especially an issue in the telecommunication sector in the UK, where the competitive 

landscape is currently changing dramatically in lieu of the many mergers and acquisitions. Analyzing the 

market from a game theory perspective would have enabled a better capturing of the industry dynamics 

effects, and would provide a theoretical answer to how market participants ought to react (Johnson, 

Whittington, & Scholes, 2011). However, while game theory provides theoretical competition equilibriums it 

rarely reflects what happens in reality (Mahoney, 2005). Thus, it will not be exploited further in this thesis.  

Finally, the company-specific factors will be analyzed through Barney’s VRIN framework, which analysis 

the competitiveness of the firm’s internal resources. The framework has been criticized for ignoring external 

factors, and being a very simplified version of reality (Priem & Butler, 2001). The best way of easing the 

impact of these drawbacks is to use the model in combination with an external analysis (Johnson et al., 2011).  

 As depicted, none of the models are independently sufficient for analyzing the strategic situation of a 

company. However, collectively they supplement each other and thus provide the foundation for a thorough 

analysis of the strategic situation for Virgin Media.  
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PEST 

Political environment 

The telecommunication sector is privatized, but is heavily regulated both on a national and EU level (Henten, 

2013). The sector has the characteristics of a natural monopoly with large economies of scale and scope, and 

with limited economic rational in duplicating investments made by owners of the access to customers 

(Blackman & Srivastava, 2011). It is inefficient and associated with high fixed costs for market players to 

duplicate the investments made by the other operators, and it is inconvenient for consumers if they need to 

build new cables to their premises every time they want to change internet service provider. This means that 

the service providers are dependent on the access network owned by a competitor in order to provide their 

service to their customers. If the sector was completely liberalized, economic theory would suggests that the 

owner of the network would have an incentive to set the wholesale price, (the price the service provider pay 

for access to the customers) at an unreasonable high price forcing competitors to exit the market (Blackman 

& Srivastava, 2011). As a result of this, the governments have decided to create a sector specific regulator in 

each European country to ensure there is no abuse of market power by the owner of the networks. In the UK 

the sector specific regulator is the Office of Communication (OfCom), which was created in 2003 (OfCom, 

2014d). In addition to the sector specific regulators, EU has set out a number of directives regarding the 

telecommunication sector that the sector specific regulator is responsible for enforcing.  A list of regulations 

that Virgin Media is subject to, both on a EU and UK level, can be found in Appendix B.  

Current regulation that impacts Virgin Media 

OfCom is responsible for regulating the behavior of telecom operators that have significant market power. 

Significant market power is defined as a player that “…enjoys a position equivalent to dominance, that is to 

say a position of economic strength affording it the power to behave to an appreciable extent independently 

of competitors, customers and ultimately consumers” (OfCom, 2012a, p.308). Generally, a market share 

exceeding 40% will suggest dominance according to OfCom, but lower market share can also result in 

dominance dependent on the competitors market share. However a large market share is not sufficient to be 

considered SMP, and other factors such as profitability, control of infrastructure, economies of scale and 

scope, entry barriers, buyer power and prospect for competition must also be taken into account (OfCom, 

2012a, p.310). OfCom have defined four markets in fixed telephony and three markets in the broadband 

market, which they check for SMP. They found that BT has SMP on the wholesale market for all four fixed 

telephony markets, and in one of the three broadband wholesale markets (covering 9.6% of UK premises) 

(OfCom, 2013b, 2014a). See Appendix C for a summary of their findings and a description of the defined 

markets. OfCom have imposed remedies on BT in these markets in order to enable fair competition. These 

remedies include a requirement to provide network access on reasonable request, meet a defined minimum 
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standard of service, no discrimination in pricing or service on a Equivalence of Inputs basis3, accounting 

separation, and price control to avoid margin squeeze and excessive pricing.  In order to live up to these 

remedies, the wholesale division of BT is separated into a subsidiary called Openreach, which operate 

independent of BT (BT, 2015c).  These remedies and obligations are in place to ensure that BT is not taking 

advantage of their market power to squeeze out competitors such as Virgin Media. Effectively the remedies 

mean that BT cannot decide their own prices or service offered on a wholesale level.  

The UK government has an ambition of supplying the entire country with fast broadband speed, and have 

therefore invested more than £1 billion in total on three projects: the Superfast Broadband Program, the 

SuperConnected Cities Program, and the Mobile Infrastructure Project (Government Digital Service, 2013, 

2014, 2015). The Superfast Broadband Program is aimed at providing access to broadband speeds of 

23Mbps or more to at least 95% of UK premises by 2017. It is therefore mainly a program aimed at 

stimulating investments in the rural part of the UK (Government Digital Service, 2015). The 

SuperConnected Cities program is a  £150 million investment in improving the digital infrastructure and 

connectivity of the 22 largest cities with the aim of attracting investors, business and visitors to the cities 

(Government Digital Service, 2014). The Mobile Infrastructure project is a  £150 million investment in 

coverage for voice and text for the UK premises that is not covered currently, which is approximately 0.3%-

0.4% of premises (Government Digital Service, 2013). The programs work as a subsidy, where telecom 

operators can receive compensation for investing in the pre-defined areas. The political ambitions and 

projects such as the The SuperConnected Cities program, is therefore impacting the development of the 

telecommunication sector as it will lead to a higher accessible market of broadband customers.  

In the television market Sky is the market leader with more than 10 million subscribers (Sky, 2014). OfCom 

has concluded that Sky has significant market power in the television market, and has therefore imposed 

remedies on Sky to avoid abuse of market power. OfCom has regulated the access to Sky’s platform by 

regulating the prices that Sky can charge for services such as pay-per-view, geographical masking and 

electronic programming guide4. Thereby ensuring other broadcasters are able to access Sky’s platform and 

customers “fair, reasonable and non-discriminatory” (OfCom, 2006, p.2). This regulation would impact 

Virgin Media if they decided to vertically integrate and start producing content, as it enables easier access to 

Sky’s customers.   

At the retail level OfCom find that Sky has market power in the premium sports market, and require Sky to 

offer Sky Sport 1 and 2 to retailers at the retailers platform at prices determined by OfCom (OfCom, 2010). 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
3  Equivalence of Input means BT is obliged to provide same services and products to all telecom operators (including 
its own retail divisions) in: “the same timescales, terms and conditions (including price and service levels), by means of 
the same systems and processes and by providing the same information” (OfCom, 2013) 
%!Geographical masking: Ability to restrict channels to certain geographic locations. Electronic programming guide: 
Ability to change channels, and browse through program schedules 
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Prior to this agreement Virgin Media already offered these channels to their customers through a commercial 

agreement with Sky, as the only other television service provider (Virgin Media, 2013a). However, 

according to OfCom, the price Virgin paid for access to these channels was very high and effectively 

disabled effective competition (OfCom, 2010). For Virgin Media this regulation therefore means they are 

able to offer consumers premium channels at much more attractive prices.  

What future regulation might occur?  

The telecommunication sector is constantly evolving and the development of new services, such as Netflix 

and Skype, require the regulators to consider if the current regulation is sufficient to ensuring fair 

competition. OfCom announced the 12th of March 2015 that in lieu of the sectors advancements, they would 

review their entire strategic framework for regulating. The review is expected to be concluded by the end of 

2015, and will include “fixed and wireless networks and services and take account of alternative services 

delivered over the internet (“over-the-top”)” (OfCom, 2015, p.2). The first strategic review conducted by 

OfCom was 10 years ago, and resulted in BT being forced to separate their wholesale and retail divisions, 

and thus create Openreach (OfCom, 2007). The outcome of the review is yet to be determined, but Sky and 

Talk Talk have advocated for a complete separation of BT and Openreach, and other issues such as 

deregulation in the fixed voice market is also expected to be considered (Williams, 2015).  

On a broader scale there are several issues regarding the current telecom regulation in Europe and the United 

States that are being discussed. Some of the most important for the UK telecommunication market is the 

discussion on net neutrality and retransmission fees, which might materially impact their business of Virgin 

Media in the near future, and thus these subjects will be elaborated.  

 

Net Neutrality 

Net neutrality concerns the level of quality of service that Internet Service Providers (ISPs) give to content 

providers and other users of their network. Net neutrality means that all traffic on the ISPs network is treated 

equally regardless of the sender, the content or the receiver (The European Parliament, 2011). OfCom have 

defined two forms of net neutrality: “Best-Efforts” and “Managed Services”. Best-efforts net neutrality 

means that all traffic is treated equally, and no services are being hindered or blocked. “Managed Services” 

means that network operators can prioritize certain services over others (OfCom, 2011b). OfCom encourages 

the co-existence of “Best-Efforts” and “Managed Services” which means that ISPs are obliged to perform 

“Best-Efforts” and ensure a certain minimum degree of quality of service (which is not quantitated), but are 

able to prioritize certain traffic. Currently, net neutrality is not regulated in the UK and works through a 
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voluntary agreement, the Broadband Stakeholders Group, which all the large ISPs have signed5 (Broadband 

Stakeholder Group, 2011).  OfCom have stated that they discourage the blocking of content, but do not find 

any issues in the current level of quality of service provided by ISPs (OfCom, 2011b). 

However, EU voted in April 2014 to enforce “Best-Efforts” net neutrality and hinder the use of “Managed 

Services” throughout Europe (BBC, 2014; The European Parliament, 2014). The legislation still needs to be 

approved by national regulators, and is therefore not enforced in the UK. The impact of this potential 

regulation for ISPs such as Virgin Media is that they lose the right to prioritize their traffic. This can be an 

issue because certain content providers, such as Netflix, require the use of a lot of bandwidth. Higher usage 

of these services increase the demand for bandwidth, and the ISPs might be required to invest in new 

networks. Building these new networks is associated with high costs, and the content providers are not 

paying any of these new investment cost. In February 2014 the largest U.S. cable company Comcast made a 

“Managed Service” Net Neutrality agreement with Netflix, who pays a fee to Comcast to get faster and 

direct access to their customers(Wall Street Journal, 2014b). This way of getting content providers to pay for 

their usage of the Internet will not be allowed under the new proposed regulation. This means that potential 

new investments following increased bandwidth demand would either have to be paid by ISPs or be passed 

on to consumers.  

Retransmission fees 

In September 2014 the UK Secretary of State for Culture, Media and Sport, Sajid Javid, announced that he 

would consider if Sky and Virgin Media should pay a retransmission fee to public service broadcasters BBC, 

ITV, Channel 4 and Channel 5 for broadcasting their channels (The Guardian, 2014). Public service 

broadcasters do not currently receive any fee in the UK, unlike in the U.S. where a retransmission fee was 

introduced in 1992 (ITV, 2014). The retransmission fee in the U.S. have grown with a CAGR of 39% from 

2006-2013, and as a percentage of pay TV operators revenue it has increased from 0.3% to 3.4% as seen on 

figure 3.1 and 3.2.   

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
5 Signed by: Virgin Media, BT, Sky, EE, O2, Vodafone, Three, TalkTalk, Tesco Mobile, Plusnet, KCOM, giffgaff,  
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Figure 3.1 Broadcast retransmission fee in the U.S 

Source: SNL Kagan 2012 
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The retransmission fees are expected to reach $9.3Bn in the U.S. by 2020 according to the financial analyst 

firm SNL Kagan (FierceCable, 2014). The potential introduction of a retransmission fee in the UK would 

therefore potentially lead to the same development as in the U.S. where there has been a gradually increasing 

transfer of value from pay TV operators such as Virgin and Sky to the public service broadcasters. ITV, one 

of the public service broadcasters, made a report investigating the impact of retransmission fees in the U.S. 

together with NERA Economic Consulting, and concluded that the retransmission fees had “little or no 

impact on Pay-TV prices” (ITV, 2014). This indicates that it is the Pay-TV operators that must incur the cost. 

The potential introduction of a retransmission fee in the UK would therefore serve as a significant threat to 

the profitability of Virgin Media.  

Economic 
The global economy has been through a financial crisis with limited growth since 2007. The 

telecommunication sector in the developed world is a non-cyclical sector, and is thus not very sensitive to the 

economic development (Booz & Co., 2008). Regardless of the economic development, people will continue 

to use their phone, connect to the Internet and watch television. However, people’s consumption of these 

goods can change. They can for instance purchase less broadband data, select smaller mobile service 

packages, or cheaper TV-packages with fewer channels. Interestingly, the contrary have occurred in the UK, 

where superfast broadband penetration has increased from less than 1 % of connections to 27% from 2010-

2014, 4G penetration 

increased from 0.4% of 

subscribers to 8% from 2012-

2013, and the average number 

of TV-channels that represent 

75% of viewing increased 

from 18 to 26 channels from 

2007-2013 (OfCom, 2014d). 

These trends show that the 

economic development has 

not affected the usage of telecommunication services in the UK market.  

While the financial crisis have had limited impact on the telecommunication usage by consumer, it has 

substantially impacted both the equity and debt markets. Virgin Media is owned by a public traded company, 

and have a high level of debt. Therefore the development of the equity and debt market impact the value of 

their business.  

 

0% 
2% 

6% 

18% 

27% 

0% 

5% 

10% 

15% 

20% 

25% 

30% 

2010 Q1 2011 Q1 2012 Q1 2013 Q1 2014 Q1 Su
pe

rf
as

t B
ro

ad
ba

nd
 %

 o
f a

ll 
C

on
ne

ct
io

ns
 

Figure 3.3: Superfast Broadband Connection Penetration 
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The debt market development impacts Virgin Media’s financing abilities. The debt market in Europe has 

experienced extreme fluctuations in the last couple of months with the European Central Bank, Sweden, 

Denmark and Switzerland introducing negative interest rates, and the ECB’s decision to start a quantitative 

easing program in Europe (Meakin, Julius, & Worrachate, 2015; The Economist, 2015). The impact on the 

risk free rate in the UK has been severe, which will be further discussed in the cost of capital section. Virgin 

Media has £8,382.8 million in interest bearing debt6, of which  £8,150.8 million can be refinanced according 

to their annual report (Virgin Media, 2013a). The ability to refinance their loans at a lower interest rate will 

mean the interest expense is decreased, which will impact the net profits.  

Socioeconomic 
The most prevalent consumer trend in the UK is the higher use of broadband as a result of an increased 

bandwidth demand. Today, consumers are using more Internet based services such as VoIP, IPTV, Video-

on-Demand, and mobile applications that require access to the Internet. The increased use of these services 

provides both opportunities and threats for Virgin Media. The higher use of bandwidth will lead to more 

broadband revenue for Virgin as more consumers will sign up for higher broadband speed, which is also the 

development we saw in Figure 3.3.  

However, the use of VoIP and IPTV services can cannibalize Virgin’s existing fixed telephony, mobile and 

cable TV services. An example of this is the effect of the increased use of online-based instant messenger 

systems such as WhatsApp, on the volume of SMS and MMS messages. The volume declined by almost 

25% from 2012-2013 as shown in figure 3.4. Additionally, the higher bandwidth demand eventually leads to 

expensive investment in more broadband networks for Virgin, as they will have to cope with the the growing 

demand.  
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Figure 3.4: Volume of SMS and MMS messages in the UK 

Source: OfCom 2014 
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Another consumer trend is the need for being connected at all times. Consumers want to be able to always 

check their email, look up facts on Google or check in on their favorite social media sites. The success of 

services such as Netflix and Youtube also shows an increasing desire to be able to watch what they want, 

when they want, on the devise they want. The demand for individualization of telecommunication services 

and increased use of multiple devises has led to an increased demand of bundled services provided by one 

operator. Figure 3.5 shows that the UK proportion of households that have at least two-bundled services have 

increased with a CAGR of 9% from 2005-2014.  

 

Technological factors 
The way we use digital technology have changed drastically the last 10 years. There has been a change from 

analog to digital TV, from narrowband to broadband, and the introduction of IP-services to cover TV, voice 

and texts. This development is not just in the consumer industry but also for business that are increasingly 

using IP-services to make conference calls, and government institutions who are using digital services in the 

public health care, administration and postal services (Vannieuwenborg, Kirtava, & Lambrinos, 2012). The 

technological developments have facilitated the socioeconomic changes described earlier, as the introduction 

of new devises and new usage of these devises has changed how people communicate. For instance, the 

development of 3G and 4G wireless connections have improved the functionality, and thereby potential 

penetration, of smartphones (Kelly & Maria Rosotto, 2012).  

Technology constantly lead to new application of existing devises such as making purchases in stores by 

only using your smartphone, to Smart-TV’s with video-on-demand services and the possibility of connecting 

to the Internet through your TV. Additionally, there is a constant development of new devises, such as the 

tablet and the smart-watch. Common for all these new applications and devises is that they require access to 

the Internet. It is expected that this development will continue, and that more devises in the future will be 
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connected to the Internet. This phenomenon has been named the “Internet-of-things”, and includes things 

such as driverless-cars, washing machines and electricity measures (Thomas, 2014a). The IT-research 

company Gartner, expects the market for “Internet-of-Things” to grow from 0.9 billion global units to 29 

billion units from 2009-2020 (Gartner, 2013). The increased amount of devises that can get connected to the 

Internet will lead to higher broadband demand, and thereby broadband will drive the revenue in the future. 

However, it will also force Virgin Media and other operators to invest significantly more in network capacity.  

The technological change therefore plays an important role for Virgin Media as it helps drive socioeconomic 

change, and thereby the demand of their consumers.  

Conclusion 
The telecommunication sector is highly regulated in order to ensure fair competition. OfCom regulates the 

incumbent operator, BT, in the wholesale telephone market, and part of the broadband market. BT therefore 

has to supply access to their access lines at a price determined, and at a pre-determined level of quality. In 

the television market, Sky is required to offer other operators’ access to Sky sport 1 and 2 at a wholesale 

price determined by OfCom. All these regulations are ensuring Virgin Media is able to offer competitive 

price and quality to their customers, by ensuring BT and Sky is not abusing their dominant market power. 

The regulatory landscape is constantly evolving, and the current debates on net neutrality and retransmission 

fee can potentially impact Virgin Media’s future business substantially.  

The telecom sector is a non-cyclical industry, and usage of telecom services have increased throughout the 

financial crisis. However, the economic environment affects Virgin Medias ability to finance themselves as it 

effects the cost of equity and debt. The usage of telecommunication services have changed drastically the 

last couple of years as more people today are using internet based services to connect with people. 

Additionally, people have more devices and are therefore increasingly demanding bundled services. The 

driving force of this development has been the technological change in the telecom space, which is 

anticipated to continue in the future.  
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Porters Five forces 

Barriers to Entry 
As argued in the industry overview, the telecommunication sector is characterized by very high fixed costs in 

building a network, and very low variable cost in adding one more customer after the network is build. 

Combined with the lack of economic rationale in duplicating investments in access to customers, this means 

the sector has a natural monopoly. The barriers to entry therefore ought to be very high. However, as shown 

in the PEST-analysis the telecom sector has regulated the network operators in certain markets, and requires 

they provide access to their network at a regulated wholesale price.  

In mobile, Virgin Media is a MVNO and is therefore dependent on the mobile network infrastructure and 

spectrum from the MNOs. Operating as a MVNO is not capital intensive as the variables costs in telecom are 

very low, and the fixed costs of building network and buying spectrum is incurred by the MNOs. On the 

other hand, the MVNO’s have no control on the mobile network investments, and thus they cannot directly 

influence the reachability and mobile broadband speed they can offer their customers (Kelly & Maria 

Rosotto, 2012).  As a result of the cost structure the barriers to enter the MVNO space is very low, which 

explains why there are currently 48 MVNOs, and only 3-4 MNOs in the UK (dependent on the regulatory 

approval of the Three/O2 merger) (Ford, 2015; MVNO Directory, 2014).  

In wireline (TV, fixed telephony and broadband) Virgin owns it own network, and is therefore not dependent 

on a third-party to serve their customers. OfCom have not regulated Virgin in TV, fixed telephony or 

broadband, and Virgin is therefore not required to open their networks to new market entrants.  

In the television market Sky is required to provide access to their platform and two of their channels at 

regulated prices, and BT are regulated in both the fixed telephony and part of their broadband market. In 

order for a new market entrant to enter the television market they would either have to produce their own 

content, or make agreements with the main content providers. Virgin Media has an agreement with 11 

broadcasters, and offer 230+ channels in their largest packages (Bernstein Research, 2014; Virgin Media, 

2015b). It is unlikely that a new entrant would be able to make an agreement with that amount of 

broadcasters within a short-time frame, and the threat of a new entrant of significant size into the TV market 

is therefore limited.  

In broadband, no operator is required to provide access to their network in the areas Virgin Media operate. 

New potential entrants would therefore need to build their own broadband network to compete with Virgin. 

This is very capital intensive, and it takes years to build the network. The threat of new entrants is therefore 

also low here.  
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In fixed telephony the barriers to entry are low given BT are required to provide access to their network at 

regulated prices. However, the market is matured and the established market player has a significant foothold 

(See to figure 2.8). Hence, it is unlikely that a new player will enter this market.  

For Virgin Media this means that the barriers to entry is low in the mobile market, and high in the TV and 

broadband market. The fixed telephony market has low barriers to entry, but it is unlikely that a new market 

player will enter.  

 

 

Bargaining power for suppliers 
Virgin Media has many different suppliers all over the world, but the main suppliers can be divided into 

three groups: The suppliers of material required to build their network, suppliers of content to their TV 

platform, and the supplier of spectrum to enable mobile usage.  

For the supply of material required to build their network, Virgin Media has many suppliers spread all over 

the world, as equipment for telecommunication networks is a specialized industry (Virgin Media, 2015a). 

Given the specialization of the telecommunication equipment industry there are few global suppliers that are 

able to provide extensive and reliable equipment in the quantity required by Virgin Media (Marketline, 

2015a).  According to Infonetics, an international market research and consulting firm, the 6 largest suppliers 

of telecom equipment are: Huawei, Ericsson, Nokia, Alcatel- Lucent, Cisco and ZTE (Infonetics Research, 

2013). An overview of their top 20 customers can be found in Appendix D. Figure 3.7 shows a summary and 

reveals that the bargaining power of all the 6 suppliers is very strong against their largest customers. The 

figure shows that they constitute a higher share of their customers’ capital expenditure than the suppliers 

receive in revenue. This means their customers are relatively more dependent on the large suppliers than the 

other way around.  Virgin has worked with 5 of theses 6 operators within the last three years, but Virgin is 

not among the top 20 customers for neither of them as evidence in appendix D (BBC News, 2012; Cisco, 

2012; Ericsson, 2014; FierceWirelessTech, 

2012; Virgin Media, 2013b).  

With the acquisition of Alcatel-Lucent by 

Nokia the telecommunication equipment 

sector is getting even more concentrated, 

further increasing their bargaining power  

(Nokia, 2015). 

Table 3.6: Barriers to Entry 

Mobile 

Wireline 
Source: Authors´own creation 

Top 20 customers' 
average share of 
suppliers revenue

Suppliers average 
share of top 20 
customers' 
CAPEX

Huwei 2.00% 5.39%
Ericsson 3.08% 13.53%
Nokia 2.66% 6.19%
Alcatel - Lucent 3.59% 7.00%
Ciscon Systems 1.05% 5.16%
ZTE 2.60% 3.21%
Source: Bloomberg as of 1st of May 2015

Figure 3.7: Network suppliers bargaining power
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Virgin Media can leverage the bargaining power of Liberty Global in dealing with their suppliers, and 

thereby purchase supplies in bulk for the entire Liberty Global organization.  Given the scale of Virgin 

Media and Liberty Global, they are often one of the larger clients for these suppliers, and Virgin Media 

therefore constitute a significant part of their revenue. The relationship between Virgin Media and the 

suppliers is therefore more interdependent than for many other cable companies. On the other hand, if the 

quality of the suppliers’ product is insufficient it will affect Virgin’s customers’ perception of Virgin Media, 

and they might choose a different cable provider. Additionally, building new infrastructure is a long, multi-

year process, and if the suppliers are delivering their products late it might delay the entire process and thus 

be costly for Virgin. Given the structure with few large suppliers of telecommunication equipment their 

bargaining power is strong against Virgin Media. However, the significant size of Liberty Global increases 

the suppliers’ interdependence with Virgin Media, and the bargaining power of the suppliers is therefore 

overall considered moderate-high.  

In June 2010 Virgin Media decided to sell their content producing unit, Virgin Media TV, to Sky and 

exclusively purchase television content from third party suppliers, thus relying more on agreement with 

content providers such as Sky, Discovery, and ViaCom (BBC News, 2010). The agreements between Virgin 

Media and the content providers are typically multi-year agreements, such as the recent 5-year agreement 

between Virgin Media and Sky announced in May 2014 (Virgin Media, 2014). As Virgin is not producing 

their own content, they are dependent on their ability to renegotiate these contracts with the content 

providers to offer their customers an attractive TV package.  

Sky has the most popular subscription channels in in the UK, especially due to their strong offerings in 

sports and film (OfCom, 2010). This makes them the most significant content supplier for Virgin Media. 

According to the agreement between Sky and Virgin, Sky can change the rate card terms on a 60 days notice 

(Virgin Media, 2014). Additionally, Sky only offers their HD channels to satellite consumers, meaning that 

the Virgin Media customers on coax connected TV cannot access the HD channels. In the UK, sport is the 

most demanded service on television, as evident on figure 3.8. In addition to being the service in highest 

demand, the revenue 

generated from broadcasting 

sports also had the highest 

year-on-year growth from 

2012-2013 with 13% (OfCom, 

2014d). Given the high 

demand for live sports, 

offering sport as a part of the 

TV-package is of vital 

Sports 
43% 

Entertainment 
29% 

Film 
15% 

Other 
13% 

Figure 3.8 : Revenue by multichannel broadcasters in 
UK, 2013 

Source: OfCom 2014 
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importance for Virgin Media.  Up until the launch of BT Sport in August 2013, the UK TV-sport market was 

dominated by Sky, who had exclusive rights to show Premier League, and half the UEFA Champions 

League and European League games (BBC News, 2013; The Guardian, 2013). The introduction of BT Sport 

has lead to a substantial increase in the level of competition in obtaining these sport rights, which have lead 

to higher prices. BT Sport acquired the three-year right to all the Champions League and European League 

games for approximately £1 billion, and thereby increased the previous two three-year deals of £400 million 

with 2.5 times (The Guardian, 2011b, 2013).  

For Premier League rights, the result of the negotiations ending in February 2015 can be found in appendix E. 

The total price for the rights of £5,136 million is more than a 70% increase from the price of the 2013-2016 

agreement. For both Sky and BT this have lead to an increase in the average price per game they are paying, 

which is evident in the comparison in table 3.10. The Premier League rights have increased every third year 

since 2004, and have increased with more 

than 4x in that time span. With the 

introduction of BT Sport, and the 

subsequent increases in Premier League, 

Champions League and European League 

prices, it is highly unlikely that the trend 

of increasing prices will stop in the future. 

This is of high significance for Virgin 

Media as they are dependent on their 

ability to offer live sport to their 

customers. While the wholesale price of Sky Sports 1 and 2 is regulated, BT Sport is not regulated. The 

introduction of BT Sport has lead to a significant increase in the programming cost for Virgin Media, and it 

therefore seems that the increased price for football rights BT Sport are paying are passed on to Virgin 

Media, who therefore either have to push it on to the consumer or incur the cost increase (Virgin Media, 

2015a). 

 

No. Games 1st Picks Price in million £ Price per season Price per game in million
BT Total 42 12 960 320 7.6
Sky Total 126 26 4176 1392 11.0

No. Games 1st Picks Price in million £ Price per season Price per game in million
BT Total 38 18 738 246 6.5
Sky Total 116 20 2280 760 6.6
Source: The Guardian 2015

2016-2019 Premier League Rights

2013-2016 Premier League Rights

Figure 3.10: Price of Premier League Rights for last two auctions
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For producers of TV-content that do not sell their own bundled TV-packages (Discovery, ViaCom, Disney 

ect), they are much more dependent on cable TV providers than Sky and BT are. These content providers are 

not able to distribute their own content out to the broad population, and are therefore dependent on 

agreements with cable or satellite providers that can offer nationwide coverage. Since the content producing 

industry is highly consolidated, Virgin however also depends on few content providers to supply the most 

popular TV-programs. The relationship with these content producers is therefore more interdependent than 

Virgins relationship with BT and Sky, but Virgin is still more reliant on the content providers as they are not 

producing any content themselves. 

In the mobile market Virgin Media is renting access to EE’s network for its consumer and business 

customers. Virgin Media have used EE (previous T-Mobile) as a supplier of network access since Virgin 

Media was established as an MVNO in 1999, and decided to extend the agreement with EE in October 2013 

(EE, 2013). EE is the largest provider of 4G frequencies in the UK, and owns the most spectrums of all the 

mobile network operators.  

In the UK, there are 3 types of frequencies that are able to carry 4G services: 800MHz, 1.8GHz and 2.6GHz. 

The difference between the frequencies is that low frequency bands are better able to cover over long 

distances and pass through walls and buildings than high frequency bands. However, the low frequency 

bands are worse at dealing with high usage as it has low capacity (Kelly & Maria Rosotto, 2012). Therefore, 

the 800MHz frequency will be best in rural areas, as it has broader coverage. On the other hand the 2.6GHz 

frequency will be best in urban areas where thousands of people are connected to the same mast due to its 

higher capacity. The 1.8 GHz frequency is a mixture between the 800MHz and 2.6 GHz frequency (OfCom, 

2012b).  

OfCom auction the frequencies in a process, where each mobile network operator can bid for a certain 

amount of frequency. The last spectrum auction was for the 800Mhz and 2.6GHz 4G connections. The 

auction consisted of more than 50 rounds of bidding, and ended up with a total price of more than £2.3 

billion (OfCom, 2013a). An overview of the current spectrum allocation can be found on figure 3.11. In 

addition to the auctioned 800MHz and 2.6GHz frequencies, EE and Three are offering 4G services on their 

1.8GHz frequencies. The 1.8GHz frequency was not auctioned as EE already had the frequency, and was 

then allowed to use it for 4G purpose by OfCom if they divested part of their frequency – which was then 

purchased by Three (OfCom, 2012b; Telecoms, 2012).  
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As evident on table 3.11 EE is in the strongest position among the MNO’s as they are the only mobile 

operator that offer all three frequencies to supply 4G, and they offer significantly most aggregated MHz of 

the mobile operators. If the frequencies that are not able to carry 4G are included in the analysis, EE is still 

the largest provider, but Vodafone is due to their strong position in 900 MHz closer to EE. 

 

 

EE are therefore in a very strong position when they are negotiating with MVNOs, as they are by far the 

largest supplier of 4G. EE is the sole supplier of spectrum for Virgin Media, while EE has 31 MVNO 

partnerships (Nomura Research, 2015). However, EE has 3.7 million customers through their MVNO 

agreements, and Virgin Media’s 3.05 million customers therefore constitute 82% of EE’s total customer 

subscribers through their MVNO agreements (EE, 2015; Virgin Media, 2015a). EE and Virgin Media is 

therefore highly interdependent. The newly signed agreement between them signed in October 2013 does not 

disclosure the amount of years the contract is valid, and it does not disclosed if there is a break-up clause 

given a change in the ownership of EE that might be triggered by the acquisition by BT. At Deutsche Banks 

2015 Media, Internet & Telecom Conference in March 2015 the Senior Vice President of Investor Relations 

and Corporate Communications of Liberty Global, Rick Westerman, stated that he expected there to be no 

change to their current agreement with EE following the merger with BT (Deutsche Bank, 2015).  Therefore, 

800 MHz 1.8GHz 2.6 GHz Total MHz
EE 2*5 MHz 2*45 MHz 2*35 MHz 260
Three 2*5 MHz 2*15 MHz 40
O2 2*10 MHz 20
Vodafone 2*10 MHz 2*20 MHz + 1*25 MHz 85
BT 2*15MHZ + 1*20 MHz 50
Source: OfCom 2015

Figure 3.11: Overview of Spectrum Frequency Allocation for 4G
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it is assumed that the deal will still be valid in the short-mid term. However, the deal might affect Virgin’s 

willingness to renegotiate a new deal with EE  

All factors taken into account, the strong interdependence between EE, the best provider of 4G mobile 

network, and Virgin Media, the largest MVNO for EE, the bargaining power for network spectrum is 

medium.  

 

 

Bargaining power of Customers 
The UK telecom sector has few operators that offer telecommunication services, and a large group of 

customers that are demanding the service. Combining all the consumer markets, Virgin Media has more than 

8 million customer relationships7, and additionally have approximately 50,000 B2B customers (Virgin Media, 

2015a). Given the significant amount of customer relationships, Virgin is not dependent on a single customer 

or business. Therefore the loss of a single customer would not have any material impact on Virgin’s results. 

Additionally, the product offered by telecommunication operators is non-substitutional for the customers. 

Consumers cannot substitute the value of access to the Internet or their mobile phone, as it has become an 

inherent part of their everyday life. Similarly, many businesses cannot operate without access to the Internet 

and a fixed telephone or mobile phone subscription. The very inelastic demand for telecommunication 

services makes the bargaining power of customers towards the telecom industry extremely low.  

However, at the company level the bargaining power for the consumers are better, as they have multiple 

telecom operators to choose from. The bargaining power of customers differs in mobile from voice, TV and 

broadband.  

In mobile, there are multiple MNO’s and MVNO’s that offer very similar products. All operators offer 

packages that includes voice, text and data services. The operators differ in what they offer in terms of price, 

service, data accessibility and speed, but with more than 48 MVNO’s in the UK today, there are a lot of 

different options for the consumers (MVNO Directory, 2014). The customer loyalty in the mobile space is 

thus low and buyers are very price driven. The churn in the mobile space is generally high compared to the 

rest of the telecom industry, and the switching costs are mainly dependent on the longevity of contracts, and 

costs associated with switching mobile provider (Marketline, 2015b). OfCom have regulated the longevity of 

contracts for both mobile and broadband consumers, and have reduced the maximum longevity of the 

contracts from three to two years (The Guardian, 2011a). If a consumer wants to exit a contract early, there is 

likely a termination fee, which differs between operators, and is dependent on the specific contract. OfCom 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
(!Customer Relationships is defined as number of premises that receive at least one service from Virgin Media.  

Source: Authors´own creation 

Table 3.13: Barganing Power of 
Suppliers 

Wireline 

Mobile 
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have also enforced that consumers must be able to keep their mobile phone number when switching mobile 

provider, and that this transition should not take longer than a day (OfCom, 2014c). Some mobile phones are 

locked to a specific network, and thus require a fee to unlock the phone to switch provider. The level of fee 

depends on which mobile provider you have, and if you are on a pay-as-you go or monthly subscription deal. 

An overview can be found on figure 3.14.  

The many MVNO’s offering multiple options 

for consumers increase their bargaining power 

against Virgin as it has lead to higher churn. 

Additionally, the regulators have increased 

consumers bargaining power by limiting the 

operators ability to lock-in customers by 

reducing the lengthy contracts and ensuring 

the ability to keep your mobile number. The charge for unlocking your mobile phone does increase the 

ability to lock-in customers, but as the charge is at a relative low price, the bargaining power for consumers 

is generally high in the mobile space.  

While the mobile market is very fragmented, there are only five significant players in the broadband market 

(and only two large players in superfast broadband), three in TV, and four in fixed voice.The consumers 

therefore have significant fewer options to chose from compared to mobile, which decreases their bargaining 

power. The bargaining power depends on the demand of the consumers. If they live in an urban area and 

demand fast (but not superfast) broadband and a regular TV-package, there are multiple providers that can 

offer this, and OfCom have decreased the switching cost by banning automatic renewable contracts for fixed 

voice and broadband customers (OfCom, 2011a). These customers therefore have a relative high bargaining 

power. If the consumers have specific demands, such as superfast broadband, they can only chose between 

BT and Virgin Media (see figure 2.6). Virgin Media has a broadband reach of about half of UK households, 

so for many consumers who want superfast broadband there is no alternative to BT. Similarly, all the main 

operators have something unique to offer their potential customers. BT is offering their BT sport channel 

free of charge for BT broadband subscribers, Sky channels are only available in HD for satellite providers 

(and Sky is the only large satellite provider), and Virgin is the only channel to offer both BT Sport and Sky 

Sports in addition to having the fastest broadband network (BT, 2014; Sky, 2014; Virgin Media, 2015a) . 

The few amount of operators make the bargaining power of consumers in 

the broadband, voice and TV market (wireline) less than moderate. 

Combined with the consumers’ strong bargaining power in mobile, the 

total bargaining power of consumers is therefore moderate.  

Mobile Provider Charge
Virgin Media £15.32
EE £20.42
O2 £15
Three No Charge
Vodafona £19.99
Source: OfCom 
Note: No charge for O2 monthly subscription, and Vodafone has
 no charge for their monthly subscription if hold more than a year

Figure: 3.14: Charge for unlocking mobile phone

Table 3.15: Bargaining power of 
customers 

Mobile 

Wireline 

Source: Authors´own creation 
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Competition in Industry 
The telecommunication operators mainly compete on price and service as investments in a new network that 

leads to faster Internet or better 4G connections is capital-intensive and time-consuming. The telecom 

operators are competing on the quality of their network in the long run, but as their network quality is fixed 

in the short-run, they will have to compete on price and service instead to attract new customers (Cabral, 

2000).  

At an absolute level, prices in the UK are low compared to other European countries, and the average 

broadband speed is among the highest, as shown on figure 3.16 and 3.17. The figures show that despite the 

UK is having a relative high stand-alone fixed voice price, and above average TV prices, the UK market has 

very low mobile and broadband prices on a stand-alone basis compared to it’s European peers and the US. 

Looking at bundled packages, only France is cheaper than the UK for an average “connected family”.  The 

connected family is defined as a household of two parents and two teenagers each with a mobile handset. 

The adults have more voice on their handset, while the teenagers have more data and SMS available. They 

are heavy users of broadband and fixed telephony, and have a standard HD-TV package (OfCom, 2014b. p 

34). 

 

 The very low broadband prices relative to other European countries in the UK could indicate that broadband 

speed or service is compensated. However, this is not the case as shown in figure 3.18 and 3.19.  
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Figure 3.18 shows that 90% of the subscribers in the UK and France have broadband speed that exceed 8 

Mbit/s. Additionally, only the USA has a higher proportion of superfast broadband subscribers (at least 

30Mbit/s) than the UK, but at twice the average broadband price. In terms of service level, the UK 

broadband subscribers have a customer satisfaction rate, which is on par with France and the US, and 

substantially higher than German, Italy and Spain.  The relative low prices in the UK market, and the high 

broadband speed and service compared to peers indicate a market with fierce competition that has driven 

prices down, while maintaining a competitive level of service and quality.  

One of the explanations for the low prices in mobile is the many MVNO’s in the UK. The implication of the 

cost structure of the MVNO’s with very low marginal cost, and very limited fixed costs, is that adding one 

low ARPU customer is almost always profitable. This has lead to price wars and increased promotional 

activities to attract customers(OfCom, 2014d). The impact of these price wars and promotional activities, 

which has especially focused on voice and text deals, is that customers in the mobile space are able to get 

more for less, leading to more people signing up for cheaper subscriptions. As shown on figure 3.20 the 

monthly contract price for the smallest package has increased as a proportion of sales by a CAGR of 24% 

from 2009-2014.  
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In the fixed wireline business, prices are increasing in the UK market. According to the Senior Vice 

President of Investor Relations and Corporate Communications at Liberty Global, Rick Westerman, prices 

have been growing mid-to-high single digits for all major operators (Deutsche Bank, 2015).  He also stated 

that the market have experienced less promotional activity in the first quarter of 2015 compared to the last 

quarter of 2014. The rationale for the price increases in the fixed wireline market is the structure of the 

competition. Unlike in the mobile market, there are few fixed line operators in the UK, and they are all very 

dependent on this market. TalkTalk, EE and BT are only present in the UK market, and it is the largest 

market for both Sky and Liberty Global. Additionally, Virgin Media only covers about half of the UK 

market, while BT is covering nearly 100%. However, as TalkTalk, EE and Sky all have wholesale 

agreements with BT, they are also able to provide services in the areas that BT is covering (BT, 2014; Virgin 

Media, 2015a).  Given the importance of the UK market for the market players, entering into price 

competition and squeezing margins would not be rational in the fixed wireline market, and combined with 

the low reachability of Virgin, this explains the lower level of competition in fixed wireline.  

Generally, competition in the UK market is high compared to other 

European markets, and especially the competition in the mobile market is 

fierce due to the many MVNO’s. There is less competition in the fixed 

wireline markets as there are fewer operators that are all dependent on the 

UK market development.  

Threat of substitute products 
In the telecommunication space the main threats are Internet based services replacing the television and fixed 

voice revenues, and the threat of Internet being provided by third parties, such as Facebook and Google in 

the future.  

The increased usage of the Internet have lead to higher broadband usage among customers, which is good for 

telecommunication companies, but also lead to technological disruptions in the way people are 

communication over the internet. The so-called OTT players have challenged the way people are consuming 

television, fixed and mobile voice, and serve as a severe threat for telecommunication operators. An example 

of this is Netflix, which offers on demand movies and television shows for a fixed monthly subscription over 

the Internet. Netflix today has more than 57m subscribers, and is expected to increase their international 

expansion in the next two years (Netflix, 2015; Wall Street Journal, 2015c). In the UK, Netflix has a 

penetration rate of 10% of the broadband households (Telegraph, 2014). Netflix and similar services 

therefore serves as a significant threat to television providers as a subscriber to Netflix might either cut cable 

television (these are called cord-cutters), or purchase a smaller TV-package, leading to lower ARPU and 

Table 21: Industry Competition 

Mobile 

Wireline 
Source: Authors´own creation 
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margins for cable TV providers. Generally, the advantage of traditional Pay-TV for consumers is the bundle 

of channels you are able to receive, and the ability to watch live television. Some channels today offer 

unbundling live television over the Internet, but a subscriber to for instance HBO Now or Sky Go Monthly, 

are only able to watch HBO or Sky TV. The majority of households will subsequently need to purchase 

multiple unbundled Internet based subscriptions to cover their needs, which often result in higher prices than 

simply purchasing one cable/satellite subscription (Wall Street Journal, 2015e). Netflix and similar services 

offer a wide range of entertainment from multiple channels. However, you are not able to watch live news or 

sport, and for some series and movies there is a significant delay before they become available on Netflix.  

Bernstein published a report in March 2015 were they looked at focus groups of people that are “at risk cord 

cutters”, meaning they have stated they are highly likely to cut cable within the next 6 months. The 

conclusion of the research was that no of the likely cord cutters would actually cut cable within the next 6 

months. For the sport fans it was due to the lack of availability of sports, while for the non-sport fans the lack 

of particular shows online that discouraged them from cutting cable (Bernstein Research, 2015a, 2015b).  

The lack of live channels and bundling packages means that the current web-based television offerings are 

not a perfect substitute for cable/satellite TV. This is also evident on a recent survey on the UK OTT market, 

which showed that two-thirds of the Netflix subscribers also had a subscription to Sky or cable TV 

(Broadcasters’ Audience Research Board, 2014). However, it is relevant to discuss the future threat as web-

based television offerings continue to evolve. Internet based TV services has a higher penetration in the USA 

than in other countries, and as telecom trends from the USA tend to migrate into the European markets, it is 

relevant to discuss the recent development in the US OTT market for television.  

Sony launched a web-TV service in March 2015 through their PlayStation called PlayStation Vue. Vue 

offers around 80 channels, including NBC, CBS, CNN, FOX, and MTV, but not ABC or ESPN, and requires 

the customer to own a PlayStation (Wall Street Journal, 2015d). Apple is rumored to launch a web-TV 

service that offers a bundle of 25 channels in September 2015. The exact content of the packages has not 

been revealed yet, but it is expected to include channels such as CBS, ESPN, and FOX, but not NBC (Wall 

Street Journal, 2015a).  

In the US, the TV-sport industry is large, and is expected to continue to be the main driver of Pay-TV 

subscribers in the USA and UK in the future (Deloitte, 2014b). Therefore, the ability for a web-TV service to 

offer live sports will make it substantially more attractive for the consumers. In the US, the four biggest 

sports are the National Football League (NFL), National Basketball Association (NBA), Major League 

Baseball (MLB) and the National Hockey League (NHL) (Deloitte, 2014b).  CBS, ESPN and Fox have the 

rights to broadcast NFL, which is the most popular sport in the USA with more than 200 million unique 

viewers for the regular season (NFL, 2015). ESPN and CBS have rights to the Monday Night and Thursday 

Night football games, which are generally popular games. However, NBC has the exclusive right to the 
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Sunday night game, which in 2014 was the most 

watched primetime program in the USA for the 

fifth consecutive year with 21.3 million average 

viewers (Kansas City Chiefs, 2015). In addition to 

the NFL rights, ESPN have the right to broadcast 

NBA games, and FOX has the right to broadcast 

MLB. However, NBC has exclusive right to show 

games from the NHL. Given the high amount of viewers for these sports, Apple and Sony’s ability to 

negotiate a deal to include them in their TV-package is of high significance for the potential success of their 

TV-packages. By having CBS, ESPN and Fox in their package Apple will significantly increase the value of 

their product for their consumers, as they cover a lot of the demanded sport content. PlayStation Vue does 

not have ESPN, which is a major drawback in their sports coverage given their coverage of NBA and MLB. 

Some hard-core sport fans might dismiss both Apple and Sony because they cannot view all the sport content 

that they can on cable/satellite. This illustrates the challenge for web-based TV-services, as the consumers 

are use to having a wide range of channels, which is difficult to sustain for these new operators within a 

reasonable price. A similar analysis could be conducted for entertainment shows, which has the same 

dispersion across different networks as sport, and thus provide the same challlengens for web-based services 

in offering a exchaustive package (TvGuide, 2014).  

Vue costs between $50-$70 a month, and additionally consumer would need to purchase broadband. The 

national average price for a basic broadband connection in the USA is $64.41 (Federal Communications 

Commision, 2014). At a total price range of approximately $115-$135, Vue is not cheaper than most 

broadband +TV bundles provided by current cable/satellite providers (Wall Street Journal, 2015d). Apple’s 

bundle of channels is slimmer than Vue’s as it only consist of 25 channels. This enables them to charge a 

lower price for their product. The price range is expected to be $30-$40, which would make it cheaper than 

most broadband + TV packages available in the USA today (Wall Street Journal, 2015a) 

In the UK there are typically fewer channels in a TV-package than in the US, and there are fewer content 

providers. This means fewer agreements with content providers are required to offer a competitive Internet 

based TV-package. However, it also means that the bargaining power of the content providers is bigger, 

meaning it might be more expensive to purchase access to their channels. If Apple or Vue’s service proves 

successful in the US, there is a high likelihood that they, or similar producers would copy the initiative in the 

UK.  

 

 

 

NFL NBA MLB NHL
CBS ! " " "
ESPN ! ! ! "
FOX ! " ! "
NBC ! " " !
Source: Company websites

Figure 3.22: TV-Coverage of American top 4 sports
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Internet based services have also changed the fixed and mobile voice market significantly. The usage of 

VoIP services have increased with a CAGR of almost 24% from 2009-2014, and now constitute more than a 

third of UK consumers, according to an OfCom survey (OfCom, 2014d). It is the emergence of services such 

as Skype and Viber that have resulted in this development, which is cannibalizing the voice revenues of the 

telecom operators. However, using voice over the Internet also drives higher broadband use especially for 

mobile broadband. Therefore, for telecommunication operators that also offer mobile services, this trend 

would merely mean a shift of revenue from voice to data. As a result of this, the threat of IP based services to 

substituting the traditional fixed and mobile voice is large, but it does not severely impact mulit-play telecom 

operators, as they will receive higher revenue from broadband.   

 

Google and Facebook have both started investing in initiatives that could potentially disrupt the current 

broadband market. Facebook and Google have an ambition of connection all of the world to the Internet, and 

are testing different applications of drones to help reach rural and currently uncovered territories. Facebook 

has estimated that between 1.1 and 2.8 billion people are without access to the Internet, and is among other 

things in its Internet.org initiative, testing ways of “beaming” Internet down from the sky (Wall Street 

Journal, 2014a). They are going to test a solar-powered drone that is able to beam Internet down from the 

sky during the summer of 2015 (Wall Street Journal, 2015b). Google is experimenting sending balloons with 

network connectivity up in the stratosphere, so devises can connect to the network everywhere in the world 

(Google, 2015). The Facebook and Google projects are still in the testing phase, and it is difficult to estimate 

when they will be able to launch, and how it will impact the industry. The projects are aimed at areas 

currently not supplied by telecom operators, mainly in the developing world and rural areas, and thus would 

not impact the telecom operators current operations. However, as 

uncovered areas are a potential future growth opportunity for telecom 

operators, these initiatives might prove to hurt the long-term growth 

opportunities for the operators.! 
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Figure 3.23: VoIP  users in the UK 

Source: OfCom 2014 
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Table 3.24: Threat of substitutes 

Wireline 

Mobile 
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Conclusion: 
When asesing the market attractiveness of the telecommunication sector, it is necessary to distinguish 

between wireline and mobile, as there are significant differences in their strategic outlooks. The wireline 

market is overall considered attractive, while the mobile market is overall unattractive. In wireline the strong 

barriers to entry, especially in the broadband and TV market, increase the industry’s attractiveness. This is 

especially due to the fixed cost in setting up broadband, and negotiating TV rights with all the different 

content providers in TV. The bargaining power of suppliers is high given the strong bargaining power of 

content providers in TV, in particular Sky and BT with their exclusive sport coverage. The few competitors 

in the wireline market further makes the bargaining power of consumers low, and decreases the competitive 

intensity. In mobile, the barriers to entry are very low for MVNO’ as there is low fixed costs, the bargaining 

power is moderate and the industry competition is fierce given the many competitors. However, the threat of 

substitutes is low, and the bargaining power of suppliers is limited.  

 

Competitive Force Element Degree Impact on Virgin Media
Barriers to Entry
Wireline Barriers in Broadband High

Barriers in TV High
Barriers in Fixed Voice Low

Mobile Barriers in Mobile Medium

Bargaining Power of Suppliers
Wireline Network Material High

TV Content Medium - High

Mobile Network Spectrum Medium - High

Bargaining Power of Buyers
Wireline Wireline Medium - High

Mobile Mobile Low-Medium

Industry Competition
Wireline Wireline High

Mobile Mobile Medium - High

Threat of substitutes
Wireline IP based TV High

VoIP Low 
"Internet of Things" Medium

Mobile VoIP Low

Market Attractiveness
Wireline Wireline High 

Mobile Mobile Medium
Source: Aurther's own creation

Figure 3.25: Overview of Porters Five Forces
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VRIN 
When asked at a conference on the possible threats on the future UK telecom market, the Senior Vice 

President of Investor Relations of Liberty Global, Rick Westerman, pointed out that Virgin has an advantage 

in its fast speed DOCSIS broadband network (Deutsche Bank, 2015) In order to figure out if this advantage 

is a sustainable competitive advantage, the VRIN framework will be used.   

Valuable 
In order for a resource to be a competitive advantage it needs to be valuable. Virgin offers a superfast 

broadband connection of up to 152 Mbit/s, which is more than twice the speed of the second fastest 

broadband connection (see figure 2.6). The average broadband speed in the UK is 17.8 Mbit/s, and superfast 

broadband has a penetration rate of 26.7% (OfCom, 2014d). This indicates that the average UK consumer is 

not currently demanding the amount of broadband speed that Virgin offers. However, the market is growing 

and the superfast broadband penetration rate has increased from 0.3% to 26.7% within 5 years (see figure 

3.3), indicating that the demand is growing rapidly. As more consumers are expected to use OTT services in 

the future, the demand for superfast broadband is expected to continue to grow. Therefore, the ability to 

supply superfast broadband connection is a valuable resource.  

Rare 
A resource needs to be rare in the industry for it to be a competitive advantage. Virgin is the only broadband 

supplier in the UK that uses DOCSIS technology to provide superfast broadband (Virgin Media, 2015a). 

DOCSIS is a coax/fiber hybrid that enables cable companies to better utilizes their existing coax network to 

provide high speed broadband (Blackman & Srivastava, 2011; Virgin Media, 2015a). BT is providing 

superfast broadband through a FTTC solution, where they have build a fiber network close to the premises, 

and are then using their existing copper (VDSL) network to go the “last-mile” to the customer (BT, 

2014).Thus, the ability to leverage on an existing coax network, and build high speed broadband through 

DOCSIS is a rare resource in the industry. The ability to provide superfast broadband speed of up to 152 

Mbit/s, is also rare, as it is only Virgin that has the technical capability.  

Imperfectly imitable 
For a resource to be a sustainable competitive advantage, it needs to be imperfectly imitable. The DOCSIS 

technology is developed based on the CATV operators’ legacy coax network. Similarly, the FTTC solution 

provided by BT is based on their legacy copper network. Given the unique historical conditions of Virgin’s 

coax network, BT are not able to imitate the DOCSIS technology, as they don’t own the necessary coax 

network. Therefore, the resource of providing superfast broadband through the DOCSIS technology is 

imperfectly imitable.  
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Non-substitutional  
If a resource can be substituted by a competitor’s resource, it is not a sustainable competitive advantage, 

according to Barney (Barney, 1991). While there is currently no perfect substitute to the speed supplied by 

the DOCSIS technology, BT is investing heavily in improving the utilization of FTTC solutions, and is 

expected to start deploying their new G.Fast technology throughout the UK from 2016/2017. The G-fast 

technology is expected to be able to deliver up to 500 Mbit/s to most of the UK within the next decade, and 

200 Mbit/s by 2020, and they are also expecting to launch a premium option with up to 1GBit/s (BT, 2015b). 

Virgin Media is also investing in upgrading their network, and have been working on a new version of 

DOCSIS called DOCSIS 3.1. It will be able to deliver broadband speed of 1GBit/s, and as expected to be 

tested during 2015, and commercial deployed from 2016 (Deutsche Bank, 2015; Virgin Media, 2015a). Even 

though Virgin might be able to provide the next generation of superfast broadband before BT, the 

development of G-fast technology have significantly decreased the broadband speed gap between Virgin 

Media and BT. As a result of the development of the G-fast technology, the DOCSIS technology will be a 

substitutional resource in the future.  

Is DOCSIS a sustainable competitive advantage? 
According to Barney, a resources needs to be both valuable, rare, imperfectly imitable and non-subsitutional 

to be a sustainable competitive advantage. Given the development in consumers’ broadband usage, the 

superfast broadband supplied by Virgin Media is valuable. There are no other UK broadband suppliers that 

use the DOCSIS technology to supply superfast broadband, and the speed supplied by DOCSIS is twice as 

fast as BT’s superfast broadband, making it a rare resource. DOCSIS is based on the legacy coax network 

that Virgin has, and is therefore difficult to imitate for competitors. These factors all give Virgin a 

competitive advantage due to the DOCSIS technology. However, the competitive advantage is not 

sustainable as it is substitutional with the new G-fast technology being developed by BT.  

 

 

 

Valuable Rare
Imperfectly 
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Non-

substitutional

Sustainable 
Competitive 
Advantage?

! ! ! " "
Source: Auther's own creation based on Barney (1991)

Figure 3.26: DOCSIS Superfast Broadband in VRIN model
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Part IV - Financial Statement Analysis 
Introduction 

This section will reformulate the financial statements of Virgin Media from 2009-2014 in order to calculate 

the net operating profit less adjusted taxes (NOPLAT), and the invested capital. These financial figures are 

required in order to determine the return on invested capital (ROIC) achieved by Virgin Media. The 

historical performance of Virgin Media will then be analyzed from a growth, ROIC and credit risk 

perspective to reveal the drivers for the operating performance of Virgin.  

Reorganizing the Financial Statements   
Reformulating of the financial statements is conducted to get a better understanding of the economic 

performance of a firm. Subsequently, the financing and operating elements of the firm is separated in order 

to calculate the ROIC of Virgin Media. ROIC is calculated using the following formula:  

!"#$ ! !"#$%&
!"#$%&$'!!"#$%"& 

NOPLAT is the operating result of the firm adjusted for taxes and is derived from the income statement. 

Invested capital is the capital investments required to fund operations, and is derived from the balance sheet. 

NOPLAT 
NOPLAT is the after-tax result of the firms operations, and can be found by reorganizing the income 

statement. It does not include any non-operating items such as non-recurring restructuring cost, derivative 

gains or financial interest. Thus, while net income is the result available to equity holders, NOPLAT is the 

result available to all investors (Koller, 2010).  

For Virgin Media the NOPLAT is calculated by subtracting the operating cost, SG&A and depreciation from 

the sales to arrive at EBITA. Depreciation expense represents the loss in economic value of an asset, and 

thus depreciation expense is an operating expense. Amortization is not subtracted as notes reveal that the 

amortization expense of Virgin Media is a result of acquired intangible assets. Acquired intangibles are 

expensed and not capitalized, and are therefore not included in the NOPLAT calculation (Koller, 2010).  

Virgin Media is leasing some of their operating equipment instead of purchasing it (Virgin Media, 2015a). 

As a result of leasing accounting rules, the equipment assets does not appear as an asset or an liability on the 

balance sheet, but rather as a rental expense in the income statement, and a future lease obligation in the 

balance sheet. Subsequently, companies that buy equipment appear to have more assets than companies that 

lease. In order to adjust for the accounting discrepancy between leasing and purchasing assets, the leased 

asset need to be capitalized on the balance sheet, and the rental expense must be added back to the EBITA 

(Koller, 2010).  
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The lease is capitalized using the following formula: 

!""#$!!"#$%!!! !
!"#$%&!!"#!$%!!
!! ! !

!""#$!!"#$
 

The average asset life and interest rate for leasing is not reported for 2013 and 2014. Consequently, the 

average asset life for 2009-2012 is used as expected future asset life, and the interest rate for leasing in 2013 

and 2014 is set to the 2012 level. These assumptions are reasonable as Virgin does not report any significant 

changes to their leasing arrangements in their filings. The result can be seen in figure 4.1!!

 

Finally, the tax on the adjusted EBITA needs to be calculated. The effective tax on operations can be 

affected by various factors, such as where the earnings are earned, the tax rate in that country, and potential 

deferred taxes, which can result in future tax benefits, and thus influence the effective tax on operations 

(Damodaran, 2006). While the taxes on operations are difficult to estimate, the taxes on financial expenses is 

often more predictable, as it is closely resembles the net financial expense times the marginal tax rate. The 

tax on EBITA can thus be calculated by subtracting the total taxes paid from the taxes on financial expenses 

(Plenborg & Petersen, 2012). In the case of Virgin Media, they have experienced a tax benefit on EBITA for 

four of the last five years. This is due to the net operating losses they have accumulated over time, as a result 

of heavy network investments. These net operating losses can be use for future tax benefits. In 2014 Virgin 

Media had accumulated net operating losses of £14,370 million. Since tax loss carry forwards from net 

operating losses in the UK does not have an expiration date, it is very likely that they will be able to maintain 

this tax benefit in the future (Virgin Media, 2015a). A further note to the tax benefits needs to be addressed, 

which is the tax benefits achieved in 2012. The value of a firms deferred tax assets should reflect only the 

amount that is likely to be realized in the future. In order to adjust the value of the deferred tax assets with 

the amount that is expected to be realized, the counter account valuation allowance is established. The value 

of the valuation allowance account is highly subjective as it is based on projection on the company’s future 

earnings (Koller, 2010). In 2012 Virgin Media decided to decrease the valuation allowance account with 

£2,675.7 million, as they assessed the future business prospects had improved for the company. The decrease 

in valuation allowance is realized as an income tax benefit, and therefore explains the very high tax benefit 

on EBITA, and subsequently the very high NOPAT in 2012.  The NOPAT table can be found in table 4.2. 

Year 2010 2011 2012 2013 2014
Rental Expense £52.7 £47.1 £49.8 £49.8 £44.7
Interest rate for leasing 7.4% 6.8% 5.8% 5.8% 5.8%
Median asset life  6.14 7.79 6.79 6.91 6.91
Operating lease asset value £222.4 £239.9 £242.6 £242.6 £245.6
Implicit interest expense £16.5 £16.3 £14.1 £14.1 £14.2
Lease depreciation £36.2 £30.8 £35.7 £35.7 £30.5
Source: Auther's own Creation based on Annual Reports and Koller (2010)

Figure 4.1: Lease Adjustments, in million 
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The full rebalanced income statement, including the adjustment for non-operating income and expenses, for 

the reconciliation to the net income can be found in Appendix F.  

 

Invested Capital 
In order to determine the invested capital, the balance sheet needs to be separated into operating, non-

operating and financial activities. Invested capital is the sum of operating working capital, operating non-

current assets, and intangible assets less the non-current operating liabilities.  

Each line item in Virgin Media’s balance sheet account is categorized as one of the following: operating, 

non-operating, debt, equity, debt equivalent, equity equivalent, financial asset, financial liability or a hybrid 

security. Some of these categories require some clarification. The non-operating items are activities that are 

non-core for Virgin Media, such as excess cash. The debt equivalent category covers items such as leasing 

obligations and unfunded pension liabilities. As argued in the previous section, the balance sheet needs to 

account for the value of the capitalized lease, and the value of the capitalized lease is therefore added to both 

the assets and liabilities. The derivative instruments used by Virgin Media is categorized as financial assets 

or financial liabilities, as it is a financial instrument mainly used by Virgin Media to hedge their exposure to 

interest rates and foreign currency fluctuations (Virgin Media, 2015a). Subsequently, they are not included in 

the calculation of invested capital, but rather as a source of funding. Finally, the hybrid security is a 

convertible note on Virgin Media’s balance sheet that can be converted into equity, and is therefore also a 

source of funding. An overview of the classification of each balance sheet item can be found in Appendix G.  

Operating working capital is determined by subtracting operating current liabilities from operating current 

assets. Operating current asset should only including the operating cash required in order to fund the 

operations of Virgin Media. This figure has to be estimated, and as suggested by Koller, is determined to be 

2% of sales (Koller, 2010).  

Year 2009 2010 2011 2012 2013 2014
Revenue £3,663.9 £3,875.8 £3,991.8 £4,100.5 £4,120.4 £4,214.2
Operating Cost -£1,528.7 -£1,575.0 -£1,605.6 -£1,872.9 -£1,897.1 -£1,824.5
SG&A -£786.3 -£790.6 -£796.0 -£574.2 -£636.2 -£596.3
EBITDA £1,348.9 £1,510.2 £1,590.2 £1,653.4 £1,587.1 £1,793.4
EBITDA margins 37% 39% 40% 40% 39% 43%
Depreciation -£928.7 -£987.7 -£923.2 -£951.7 -£1,343.0 -£1,555.9
EBITA £420.2 £522.5 £667.0 £701.7 £244.1 £237.5
EBITA margins 11.5% 13.5% 16.7% 17.1% 5.9% 5.6%
Lease Adjustment £37.9 £36.2 £30.8 £35.7 £35.7 £30.5
Adjusted EBITA £458.1 £558.7 £697.8 £737.4 £279.8 £268.0
Tax on Adjusted EBITA £128.2 £255.6 £77.1 £2,747.6 -£142.2 £26.3
NOPLAT adjusted for lease £586.3 £814.3 £774.9 £3,485.0 £137.6 £294.2
NOPLAT margins 16.0% 21.0% 19.4% 85.0% 3.3% 7.0%
Source: Auther's own creation based on Annual Reports and Koller (2010)

Figure 4.2: Rebalanced Income Statement to NOPLAT, in million
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Operating working capital is then adjusted for non-current operating liabilities, which mainly consist of PPE, 

capitalization of lease, other non-current assets and deferred revenue. Invested capital is calculated both 

excluding and including goodwill and intangibles as suggested by Koller. The motivation for calculating 

invested capital excluding goodwill is to get an understanding of the operations of the underlying business, 

excluding the impact of acquisition. When comparing operating performance of companies with different 

M&A strategies, the ROIC including goodwill might give a misleading view on the companies’ effectiveness 

given the impact of acquisition premiums (Koller, 2010). However, since this thesis is not comparing the 

operational performance of Virgin Media with peers, ROIC including goodwill will be used throughout this 

thesis, as it shows the return actually received by investors. 

Virgin Media has a significant amount of deferred taxes on their balance sheet, which needs to be accounted 

for when assessing the total amount of funds invested and sourced. The deferred taxes are split into three 

categories; Tax loss carry forwards, operating deferred taxes and non-operating deferred taxes (Koller, 2010). 

Tax loss carry forwards represent the future tax benefits that can be realized due to past losses, as the 

company will receive a future tax relieve when they experience a loss. This is a non-operating deferred tax 

asset account, since it is not associated with the current profitability of the firm. The value of the tax loss 

carry forwards is the value of the net operating and capital loss carry forward adjusted for the valuation 

allowance, which was described in the previous section (Koller, 2010; Plenborg & Petersen, 2012).  

The operating deferred tax assets of Virgin Media consist of depreciation and amortization. This account 

represent the differences between the depreciation and amortization Virgin report to tax authorities, and what 

they report in their public available financial statements (Plenborg & Petersen, 2012). Companies often 

report accelerated depreciation to the tax authorities, while they, including Virgin Media, use a straight-line 

depreciation in their financial statement (Virgin Media, 2015a). This means that the tax reported in the 

financial statement is higher than the actual tax amount they have paid to the tax authorities. This difference 

is accounted for in the operating deferred tax assets, which is therefore classified as an operating asset, as it 

is directly related to the operations of Virgin Media.   

Non-operating deferred tax liabilities covers deferred taxes that cannot be directly linked to the operations of 

Virgin Media, and is not a tax loss carry forward. This is for instance tax benefits for unfunded pension 

liabilities, which is a non-operating account (Koller, 2010).!!
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After the adjustment of deferred taxes, the complete invested capital calculation can be presented in table 4.4.   

 

 

 

Year Category 2010 2011 2012 2013 2014
Tax loss carry forwards
Net operating loss and capital loss carry forward Non-operating 4,098.70 3,890.30 3,488.50 3,083.20 2,943.30
Valuation Allowance Non-operating -6,454.50 -6,103.80 -2,932.90 -2,866.60 -2,819.70
Tax loss Carry Forward Assets (liabilities) Non-operating -2,355.80 -2,213.50 555.60 216.60 123.60

Operating deferred taxes assets (Liabilities) 
Depreciation and amortization Operating 2340.7 2092.8 2034.7 1475.3 1,632.70
Operating deferred tax assets (Liabilities) Operating 2340.7 2092.8 2034.7 1475.3 1632.7

Non-operating deferred taxes
Pensions and Financial derivatives Non-operating 19.80 28.90 78.80 52.20 50.20
Other deferred tax assets Non-operating 151.8 125.7 152.8 150.7
Other deferred tax liabilities Non-operating -128.2 -33.9 -27.4 69.7 15.1
Intangibles Non-operating -31.5 0 -559.2 -466.1
Deferred tax Assets (liabilities) Non-operating 11.90 120.70 51.40 -284.50 -250.10

Net Deferred Tax Assets total 0.00 0.00 2,641.70 1,407.40 1,506.20
Net Deferred Tax Liabilities total 3.20 0.00 0.00 0.00 0.00
Source: Auther's own creation based on Annual Reports and Koller (2010)

Figure 4.3: Deferred Tax Calculation

Year Category 2010 2011 2012 2013 2014
Total funds Invested: Uses
Operating Current Assets Operating 624.12 612.24 619.21 701.71 1,305.70
Operating Current Liabilities Operating 1,077.70 1,042.80 1,056.10 1,135.20 1,159.60
Operating Working Capital -453.58 -430.56 -436.89 -433.49 146.10
Operating non-current assets, excl goodwill and intangibles Operating 5,038.20 4,893.40 4,867.50 6,508.20 6,200.47
Operating Non-current liabilities Operating 168.90 146.40 208.90 393.90 251.80
Invested Capital excl goodwill and intangibles 4,415.72 4,316.44 4,221.71 5,680.81 6,094.77
Operating goodwill and intangibles Operating 2,135.90 2,017.50 2,017.50 8,115.20 7,744.90
Invested Capital 6,551.62 6,333.94 6,239.21 13,796.01 13,839.67
Non operating Assets, including tax carry forward Non-operating 763.384 222.464 737.990 2,879.792 2,470.600
Non Operating Liabilities, incl tax carry forward Non-operating 2,355.80 2,213.50 0.00 0.00 0.00

Total Funds invested 4,959.20 4,342.90 6,977.20 16,675.80 16,310.27

Total funds Invested: Sources
Interest Bearing Debt Debt 5,310.90 5,122.30 5,233.20 8,275.60 8,554.20

Financial Liabilities Financial Liabilities 75.30 70.30 29.30 136.50 139.80
Financial Assets Financial Asset 494.00 433.10 479.20 158.10 123.00
Other Debt Instruments Debt equivalent 619.60 606.90 517.60 549.70 510.27
Total Debt and debt equivalence 5,511.80 5,366.40 5,300.90 8,803.70 9,081.27
Equity Equity 1,264.60 638.90 3,218.40 9,028.20 8,575.10
Deferred income taxes Liabilities,  operating Operating -2,340.70 -2,092.80 -2,034.70 -1,475.30 -1,632.70
Deferred income taxes Liabilities, non operating Non-operating -11.90 -120.70 -51.40 284.50 250.10
Hybrid Hybrid  Security 535.40 551.10 544.00 34.70 36.50

Total Funds invested 4,959.20 4,342.90 6,977.20 16,675.80 16,310.27
Source: Auther's own creation based on Annual Reports and Koller (2010)

Figure 4.4: Invested Capital Calculation
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Historical Financial Statement Analysis 
Introduction 

A historical financial analysis is important to assess a company’s financial performance, and is an important 

part of forecasting their future performance (Koller, 2010; Plenborg & Petersen, 2012). The most important 

drivers of firm value is return on invested capital, revenue growth and the financial health of the company 

(Koller, 2010; Plenborg & Petersen, 2012). These key drivers will be analyzed for Virgin Media for the 

period 2010-2014.  

Growth 
Growth is one of the key drivers of firm value, and will thus be discussed in this section. Virgin Media’s 

revenue has increased each year from 2010-2014 with a CAGR of 1.7%. The revenue of Virgin Media will 

be segmented into different sub-segments in order to analyze the underlying drivers for the revenue growth. 

Virgin Media sells telecommunication services to both consumers and to business. The business-to-business 

segment is different from the consumer marked as the end-consumer has more diverse demands (Large 

enterprises and SME has very different demands), and the competitive landscape is significantly smaller 

(only Virgin Media, Vodafone and BT of significant size in B2B market) (Virgin Media, 2015a). However, 

as the business segment has consistently only been around 15% of their revenues for the last five years, and 

since management have not indicated an increased focus on this segment, the majority of the thesis will 

focus on the consumer segment.  

 

The consumer segment can be further segmented into cable products, mobile and non-cable products. The 

non-cable products consist of broadband and fixed voice customers that are not serviced over Virgin’s 

network. However, Virgin expect to have mitigated these customers by April 2015 (Virgin Media, 2015a). 

85% 84% 84% 85% 85% 

15% 16% 16% 15% 15% 

0% 

20% 

40% 

60% 

80% 

100% 

2010 2011 2012 2013 2014 

Figure 4.5: Revenue split between Consumer and Business 
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Source: Annual Reports 2014-2011 
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The revenue split of the consumer segment shows that the vast majority of the consumer sales are generated 

from the cables business, which covers fixed voice, broadband and TV services. As evident in the strategy 

section, there are large differences between the mobile and cable business. Therefore, the growth analysis 

will evaluate the historic growth of the mobile and cable business separately. Given the relative size of the 

cable business, main emphasis will be on evaluating the performance of this segment.  

The cable revenue have grown with a CAGR of 2.08% from 2010-2014. In order to determine the drivers of 

the growth the cable segment has been separated into television, broadband and fixed voice. The three 

segments will be evaluated based on number of subscribers, average cable products per user and average 

revenue per user (ARPU).  

Virgin Media have only 

reported the revenue 

generated from television, 

broadband and fixed voice 

from 2012-2014, which mean 

the ARPU for each group can 

only be calculated in these years. The ARPU is calculated by dividing the revenue with the number of 

subscribers and the number of cable products per customer. From 2012-2014 the revenue from the television 

and broadband segment has increased, while the fixed voice revenue have decreased. For television the 

higher revenue is due to an increase in the ARPU as the number of subscribers has decreased from 2012-

2014. For broadband, the increase in revenue is both due to more broadband subscribers and a higher 

broadband ARPU. For fixed voice the amount of subscribers have increased, but the ARPU have decreased 

leading to a lower total fixed voice revenue.  
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These developments are well in line with the 

findings from the strategic section. In the UK 

consumers are purchasing larger TV-packages, 

which is leading to a higher television ARPU. 

However, the emergence of OTT-players such as 

Netflix has lead to more consumers cord-cutting 

their TV-subscription, which is the reason for the 

declining number of TV-subscribers. In broadband, 

consumers are demanding higher broadband speeds, and with Virgin’s unique offering of very-high speed 

broadband, this has driven the increase in both broadband subscribers and ARPU. The fixed voice ARPU 

decline can be explained by the emergence of Internet based services such as Viper and Skype, which 

decrease the attractiveness of large fixed voice subscriptions.  

The revenue generated from the mobile segment has been declining from 2010-2013, while it increased in 

2014. The mobile segment is separated into pre-pay customers and subscription based customers in order to 

analyze this development. As explained in the introduction, pre-pay customers are customers who purchase a 

fixed credit of data, voice and text and then consume, while subscription-based customers are on a monthly 

subscription plan. The last five-years the number of pre-pay customer have consistently declined, while 

subscription customers have increased. This has lead to higher ARPU for the mobile market, as Virgin’s 

subscription customers have a higher 

ARPU than the pre-pay customers 

(Virgin Media, 2015a). The growth 

driver in the mobile segment has 

therefore been the shift from pre-pay 

customers to subscription customers for 

Virgin Media.  
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Figure 4.10: Fixed Voice subscribers and ARPU 

Virgin Media fixed voice subscribers Fixed Voice ARPU 

Source: Annual Report 2014-2013 
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Figure 4.9: Broadband subscribers and ARPU 

Virgin Media Broadband subscribers Broadband ARPU 
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Figure 4.8: Television subscribers and ARPU 

Virgin Media Television subscribers Television ARPU 

Source: Annual Report 2014-2013 
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The business-to-business segment is small for Virgin Media, and is not segmented into different components. 

The segments revenues grew from 2010 to 2012, but then declined from 2012 to 2013. The significant 

decline from 2012-2013 is due to a change in accounting practices in the B2B segment following the 

acquisition of Liberty Global. Previously, Virgin recognized the installation fee from B2B customers when 

the installation was completed. In 2013 this was changed to deferring the revenue from installation fee, and 

recognizing it on a straight-line basis over the lifetime of the underlying contract (Virgin Media, 2013a). The 

impact of this accounting change is that the revenue appears lower in 2013, but over the course of the 

business contract the overall revenue will not be affected, as the recurring revenue will increase. Given the 

limited impact of the business-to-business segment on the overall revenue, this will not be examined further.  

ROIC 
ROIC is a better measurement of value creation than return on equity and return on assets, because it solely 

focuses on the profitability of the operating activities (Koller, 2010). Changes in the capital structure 

significantly influence the cost of equity, as for instance an increase in the debt level lead to higher risk for 

equity holders (Damodaran, 2006). A change in capital structure does not necessarily add value to the 

company, but does influence cost of equity. It is therefore an ineffective measurement of Virgin Media’s 

performance as they have had significant fluctuations in their capital structure the last five years. As long as 

a company generate a ROIC that is higher than their cost of capital they are generating value to their 

investors (Plenborg & Petersen, 2012) The development of ROIC can be seen in figure 4.12:  

 

ROIC is incomparably high in 2012, which is due to the change in valuation allowance described in the 

reorganization of financial statements section. The change in valuation allowance is due to changed 

expectations to future earnings, and is therefore not related to the operational performance in 2012. 

Therefore, for the purpose of evaluating the development in ROIC, the effect of the change in valuation 

allowance will be subtracted from the NOPLAT.   

Year 2010 2011 2012 2013 2014
Return on Invested Capital
Revenues £3,876 £3,992 £4,101 £4,120 £4,214
Average Invested Capital, excluding goodwill £4,565 £4,366 £4,269 £4,951 £5,888
NOPLAT £814 £775 £3,485 £138 £294

ROIC, exl goodwill 17.8% 17.7% 81.6% 2.8% 5.0%

Average Invested Capital £6,775 £6,443 £6,287 £10,018 £13,818
ROIC 12.02% 12.03% 55.44% 1.37% 2.13%
Source: Auther's own creation based on Annual Report and Koller (2010)

Figure 4.12: ROIC calculation, in million
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ROIC was more than 12% from 2010-2012, which means Virgin Media created value for their investors. 

However, from 2013-2014 they have destroyed value with a very low ROIC. In order to understand what has 

driven the change in value creation, ROIC has been decomposed into its components which is presented in 

figure 4.14 

 

From the decomposition it is evident that the positive development in ROIC from 2010-2012 was a result of 

an improved pre-tax ROIC, which can be explained by an improvement in operating margin from 13.5% to 

17.1%. The improvement in operating margin was driven by an improved gross margin from 59.4% to 

60.3%. Simultaneously, the cost of depreciation and SG/A declined as a percentage of revenue, which helped 

improving the operating margin. The invested capital required to generate revenue also improved from 2010-

2012, which was due to fewer fixed assets were used to generate revenue, which was partly offset by an 

increased in the amount of operating working capital to revenue. From 2013-2014 the ROIC decreased 

drastically, this was due to a decrease in the pre-tax ROIC, an increase in the premium over book capital, and 

an increase in the operating cash tax rate.  

Year 2010 2011 2012 2013 2014
Return on Invested Capital
Revenues £3,876 £3,992 £4,101 £4,120 £4,214
Average Invested Capital, excluding goodwill £4,565 £4,366 £4,269 £4,951 £5,888
NOPLAT £814 £775 £809 £138 £294

ROIC, exl goodwill 17.8% 17.7% 19.0% 2.8% 5.0%

Average Invested Capital £6,775 £6,443 £6,287 £10,018 £13,818
ROIC 12.02% 12.03% 12.87% 1.37% 2.13%
Source: Auther's own creation based on Annual Report and Koller (2010)

Figure 4.13: ROIC calculation adjusted for Valuation Allowance, million

Operating Margin 2010 2011 2012 2013 2014
Gross margins 59.4% 59.8% 60.3% 54.0% 56.7%
SG&A/Revenues 20.4% 19.9% 19.9% 15.4% 14.1%
Depreciation /Revenues 25.5% 23.1% 23.2% 32.6% 36.9%

Operating Margin 13.5% 16.7% 17.1% 5.9% 5.6%

Revenue/Invested Capital
Average Operating Working Capital/Revenues-11.2% -11.1% -10.6% -10.6% -3.4%
Average Fixed Assets /Revenues129.0% 120.5% 114.7% 130.7% 143.1%

Invested Capital/Revenues117.8% 109.4% 104.1% 120.2% 139.7%
Revenues/Invested Capital 85% 91% 96% 83% 72%

Pre-tax ROIC 11.4% 15.3% 16.4% 4.9% 4.0%
Operating Cash Tax rate -55.8% -16.2% -15.3% 43.6% -23.9%

ROIC exclusive goodwill17.84% 17.75% 18.96% 2.78% 5.00%

Premium over book capital 0.33 0.32 0.32 0.51 0.57

Figure 4.14: Decomposition of ROIC

ROIC 12.02% 12.03% 12.87% 1.37% 2.13%
Source: Auther's own creation based on Koller (2010)
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The development in pre-tax 

ROIC is both due to a 

significant decline in 

operating margin, and an 

increased level of invested 

capital used to generate 

revenue. The components 

negatively affecting the pre-

tax ROIC is the development 

of the gross margins and the depreciation expense as a percentage of sales. In order to determine what drove 

the gross margin decline the cost of goods sold has been decomposed into cost of goods sold related to 

consumer products, cost of goods sold related to business-to-business products, and cost of goods sold 

related to network costs. The consumer cost of sales is linked to consumer sales, business cost of sales to 

business sale, and marginal network cost to the amount of new consumers.  

Table 4.15 reveal that the margins on consumer cost of sales, business cost of sales and networking cost all 

decreased from 2012-2013, while they also all improved from 2013-2014. It therefore seems that the 

negative development is not due to one particular line item, but rather due to the aggregated effect of 

negative development in all of the line items. The lower margins can be explained by the higher 

programming cost following the introduction of BT Sport, and the subsequent increased price of sport rights.  

The drastic development in depreciation/revenue is due to the acquisition of Virgin Media by Liberty Global. 

As a result of the acquisition, the PPE account increased with 35.5% from  £4,512.2 to  £6,112.6. The higher 

level of fixed assets led to a significant increase in the amount of depreciation from 2013-2014. The 

acquisition also resulted in a change in the premium over book capital. This account adjusts for the 

acquisition premium paid for Virgin Media in 2013 since an acquisition premium is not part of the operating 

performance of the company (Koller, 2010). The cash tax rate is changing from year to year due to the effect 

of deferred taxes, which was elaborated in the reformulating of the financial statements.   

Virgin Media was able to create value to their shareholders from 2010-2012, while they destroyed value 

from 2013-2014. The key catalysts for the drop in ROIC were a decrease in the gross margin, and the 

increase of depreciation and goodwill following the acquisition of Liberty Global. Generally, the 

telecommunication sector is associated with large amounts of invested capital, and the average ROIC of the 

sector is therefore generally lower than in most other industries (McKinsey, 2006; PwC, 2013). This is 

important to keep in mind when comparing the ROIC of Virgin Media with other companies, and when 

forecasting the future ROIC.   

Year 2010 2011 2012 2013 2014
Total Revenue £3,875.8 £3,991.8 £4,100.5 £4,120.4 £4,214.2

Cost of Sales
Consumer cost of Sales £997.8 £1,032.9 £1,015.1 £1,201.4 £1,155.5
Consumer Cost % of Consumer Sales 30.43% 30.79% 29.59% 34.15% 32.11%

Business cost of sales £184.3 £194.7 £223.1 £237.3 £228.2
Business Cost % of Business Sales 30.88% 30.55% 33.28% 39.43% 37.04%

Network cost £392.9 £378.0 £391.0 £458.4 £440.8
Network Cost % of New Customers 18.40% 18.59% 24.24% 21.21%

Total Cost of Sales £1,575.0 £1,605.6 £1,629.2 £1,897.1 £1,824.5
Gross margin 59.4% 59.8% 60.3% 54.0% 56.7%

Source: Auther's own creation based on Annual Report 2014-2011

Figure 4.15: Gross Margin decomposition
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Credit Risk 
While growth and operational performance is important when assessing a company, we also need to consider 

how they have financed their performance in order to evaluate the historic performance of the company. The 

financing plays an important role in determining the sustainability of the capital structure, and how the 

company would deal with a potential downturn (Koller, 2010). In order to assess the credit risk of Virgin 

Media, the credit risk framework from Lundholm will be used. This framework assigns different ratios into 

deciles and then yields a probability of default (Lundholm, 2007).. An overview of the framework can be 

found in Appendix H.  

The result of the credit analysis of Virgin Media is based on their 2014 figures, as we are interested in what 

their credit risk is today. The credit score reveals that they have a probability of default of 5%, which is 

exactly the same as the historical average of all firms, according to Lundholm (Lundholm, 2007).  

 

The driver of the probability of default is the score in EBIT/Int. expense, which has decreased drastically 

from 2012-2014. This is due to the increased level of debt following the acquisition of Liberty Global. The 

higher level of debt increases the probability of default on their debt, as there has not been an equal increase 

in the operational profit of the firm. The financial flexibility to increase the debt level of Virgin Media is 

therefore very limited, as it would result in an even higher default probability. This is important to keep in 

mind when discussing how to finance a potential acquisition of Virgin.  

The 2.3% sales growth of Virgin Media is decreasing their probability of default, as a growing company is 

more likely to be able to pay their future debt obligations. Also decreasing the probability of default is the 

development of the Liabilities/Asset ratio. Even though debt obligations, and thereby total liabilities, are 

increasing following the 2013 acquisition, the assets are growing more. This can be explained by the increase 

in goodwill and intangible assets following the acquisition by Liberty Global.  

The vast changes in the different credit ratios over time, especially following the 2013 acquisition, indicate 

that the current capital structure is not sustainable in the long-run, as many of the changes are resulting from 

the acquisition. This is important to bear in mind when assessing the long-term capital structure in the 

weighted average cost of capital model, and when assessing how Vodafone should finance a potential 

acquisition of Virgin Media. 

2010 2011 2012 2013 2014 Decile Default Prob

NI/Assets -1.6% 0.9% 27.0% -2.0% -0.6% 3 6%
Liabilities/Assets 86% 92% 70% 54% 55% 5 4%
EBIT/Int Expense 78% 124% 173% 57% 52% 3.5 7%
Sales Growth 5.8% 3.0% 2.7% 0.5% 2.3% 5 3%
Quick Ratio 69% 66% 68% 65% 75% 2.5 5%

Probability of Default Average 5.0%
Source: Auther's own creation based on Annual Reports 2014-2010 and Lundholm's Credit Framework

Figure 4.16: Credit Risk Analysis
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Part V - Valuation  
Introduction 

In this section the value of Virgin Media will be determined through an EDCF model. First, the cost of 

capital will be determined by calculating the WACC. The key value drivers for Virgin will then be 

forecasted in order to calculate the free cash flow in the forecast period. Lastly, the intrinsic value of Virgin 

will be calculated by discounting back the cash flows with the WACC. The intrinsic value will then be sanity 

checked by conducting a peer-group analysis to ensure the soundness of the valuation.  

Cost of Capital  
The first part of the valuation is to determine the cost of capital. The cost of capital reflects the opportunity 

cost the company faces, and is used to discount back the free cash flow of the firm. Thus, the cost of capital 

must reflect both the cost of equity and the cost of debt (Plenborg & Petersen, 2012). The cost of capital will 

therefore be determined by the use of the weighted average cost of capital (WACC), which weighs the cost 

of equity and cost of debt with an appropriate capital structure (Plenborg & Petersen, 2012). The capital 

structure should reflect the target capital structure of the company, which might differ from the current 

capital structure (Koller, 2010). The WACC can then be determined by:  

 

In this formula D is the value of debt, E is the value of equity, kd is the cost of debt, Tm is the marginal tax 

rate, and ke is the cost of equity (Koller, 2010). This model assumes that tax rates remains unchanged. In the 

UK the statutory tax rate has gradually declined from 28% to 21% from 2010-2014, which is a significant 

decrease (HM Revenue & Customs, 2015). However, as there are no announced future changes in the 

corporate tax rate, it will be assumed that the corporate tax rate will remain at 21%.    

Cost of Equity 

Measuring cost of equity is required in order to calculate the WACC. Cost of equity consists of three 

elements: The risk free rate, the market risk premium, and a company specific risk adjustment (Koller, 2010). 

There are multiple different frameworks that can be used for calculating the cost of equity. Most common is 

the CAPM, Fama-French 3-Factor model and the Arbitrage Pricing theory model. The CAPM model is 

mostly used by practitioners, but does have significant drawbacks. The model assumes all investors have the 

same time horizon for their investments, and is highly sensitive to the calculation of beta. CAPM is a 

univariate model that only considers the firm’s risk compared to the market, and is thus more sensitive to this 

input (Penman, 2009).  

WACC = D
D+E

kd 1!Tm( )+ E
D+E

ke
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Plenborg raises four issues with the calculation of beta, which are the lack of stability, the lack of liquidity, 

lack of ex-ante price observations and the lack of observations (Plenborg & Petersen, 2012). Research 

conducted by Groenewold found that the beta changed when he calculated the beta with a 23-,36-, 48-, 60-, 

72- and 84 months period, indicating that the choice of time horizon is important (Groenewold & Fraser, 

2000). A change in beta should only occur when the underlying risk of the company changes, thus the highly 

volatile beta found by Groenewold indicate measurement problems with beta. Illiquid companies would 

often have a low beta, as their shares will be less traded, and thus appear less volatile. This does not 

necessarily reflect that the company has low risk, as there can be other reasons for the low volatility 

(Plenborg & Petersen, 2012). In order to cope with this drawback of CAPM, some academics have suggested 

to add a liquidity premium to the CAPM model, that reflect the higher risk investors face when investing in 

illiquid stocks (Acharya & Pedersen, 2005). Some studies does show that a liquidity premium can improve 

the reliability of CAPM, but the current research on the liquidity premium is primarily conducted in the US, 

the liquidity premium appears to vary a lot over time, and there is no clear consistent methodology used to 

calculate the liquidity premium. As a result, few practitioners are using the liquidity premium. (Acharya & 

Pedersen, 2005; Brunnermeier, 2009; Hagströmer, Hansson, & Nilsson, 2010) The calculation of beta is 

based on the historical stock prices, and therefore assumes that the future risk will be similar to the historic. 

Hence, the beta does not account for the impact of strategic decisions that might materially impact the future 

risk of the company (Plenborg & Petersen, 2012). Finally, for a private company, who does not have an 

observable stock price, it is not possible to calculate beta. However, it is possible to circumvent this issue by 

calculating the beta of a peer group and adjusting for the difference in capital structure (Titman & Martin, 

2008).  

The Fama-French 3-Factor model takes into account the effect of size and value (measured by book to 

market) in addition to the effect of the market when assessing the cost of equity. The Fama –French model 

has strong empirical results, and is thus also used by practitioners (Koller, 2010). However, as it is merely a 

multivariate version of the CAPM, it faces the same estimation drawbacks. In the case of Virgin Media, as 

they are not a public traded company, it is not possible to calculate the book to market effect, as they have no 

observable market value. Virgin Media further has a size that is comparable to its closest peers, which means 

there is no notable size effect that must be adjusted for in the calculation of the cost of equity. As both the 

size and value effect are not relevant in the case of Virgin Media, the Fama-French model will not be used.  

The Arbitrage pricing model is similar to the Fama-French model as it is a multivariate model that takes 

multiple factors into account. These factors are often economic factors, such as the yield spreads, price of 

commodities, interest rate risk, inflation risk et cetera (Credit Suisse, 2013). As companies’ sensitivity to 

factors differ, it makes theoretically sense to include multiple factors, although in practice the model is rarely 
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used. This is because of the uncertainty on the amount of factors to use, what these factors are and how to 

measure them (Koller, 2010).  

Despite the CAPM model has drawbacks, the model will be used due to the lack of better alternatives. This 

is also what is suggested in the academic literature (Koller, 2010; Plenborg & Petersen, 2012; Titman & 

Martin, 2008). The model for CAPM is the following: 

 

With !"#$%! ,-./0! 12-! 3-143/! 5/! -64.178! 39! 12-! 3.:;! 93--! 3<1-8! =.! 12-! ,-1<! 59! -64.178! </>! ?@A! .:! 12-!

-BC-D1->!3-143/!59!12-!E<3;-1F!G/!H53>:8!12-!-BC-D1->!3-143/!5/!-64.17!.:!H2<1!-64.17!25I>-3:!D</!0-1!

935E!12-!3.:;!93--!E<3;-18!CI4:!<!D5EC-/:<1.5/!953!12-!3.:;!12-7!./D43!,7!./J-:1./0!./!-64.17F!!

Risk free rate 

The risk free rate represents the return from a risk-free asset with a beta of 0. Two assumptions are required 

for the rate to be considered risk free 1) There should be no default risk, 2) No uncertainty on the 

reinvestment rate (Damodaran, 2006). Practitioners primarily use the yield on a zero-coupon government 

bond as a proxy for the risk free rate, as the government bond is viewed as risk-free (Koller, 2010; Plenborg 

& Petersen, 2012; Titman & Martin, 2008). Furthermore, as it is a zero-coupon bond the reinvestment rate is 

zero, as there is no coupon to reinvest (Damodaran, 2006). The cash flow generated each year must be 

discounted back with a risk free rate that matches the duration of the cash flow. This means that cash flow 

generated 2-years from now must be discounted with a 2-year zero-coupon bond, cash flow generated 3-

years from now with a 3-year zero-coupon bond etcetera. This would result in a new cost of capital each year, 

and would cause difficulties with estimating the risk free rate in the terminal period. Hence, practitioners use 

one risk free-rate for the calculation of the cost of capital (Koller, 2010; Plenborg & Petersen, 2012). As 

Virgin Media only have operations in the UK, and thus is sensitive to the development of the UK market, the 

10-year UK government bond will be used. Koller, also stresses the importance of denoting the risk free rate 

in the same currency as the cash flow to dismiss the impact of inflation (Koller, 2010), which supports using 

this rate. Alternatively, the U.S. risk free rate could have been used. Liberty Global owns Virgin Media, and 

their shareholders are primarily from the U.S. It can be argued that the cost of equity should reflect the 

investors’ opportunity cost, and that the U.S. 10-year government bond is the alternative risk-free investment 

for the American investors. However, as American investors would view Virgin as a UK company rather 

than a US company, the UK risk-free rate is used.   

The current yield on the 10-Year UK government bond is 1.87% as of 1st of May 2015, according to 

Bloomberg. This reflects the rather unique financial environment we are in with very low yields on 

government bonds, default risk in Greece, low oil prices, and quantitative easing. The result of the financial 

E Ri( ) = rf +!i E Rm( )! rf"# $%
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uncertainty have been a “flight for safety” to the UK risk free rate, which has caused the yield to drop 

dramatically, and reaching its all time low the 29th of January 2015 (Moore & Wigglesworth, 2015). Given 

the current tumult in the financial markets, it is unlikely that the low interest rates will be sustainable in the 

long run. As an alternative to using the spot rate in the current economic environment, EY recommends 

using an average government yield over a selected period of time (EY, 2015). Henceforth, an average of the 

last 5-years yields have been used to better reflect the sustainable risk-free rate, while still reflecting the 

relative low yields in the current environment. The risk free rate that will be used is therefore 2.45%.  

Market risk premium 

The market risk premium represents the expected excess return of investing in the stock market instead of 

the risk-free rate: (Rm-Rf), and thus, together with beta, represents the compensation investors expect for the 

systemic risk they are taking (Titman & Martin, 2008). The underlying assumption is that investors would 

not invest in a risky portfolio without being compensated accordingly (Bodie et al., 2011). There are three 

common methods used for calculating the market risk premium: (1) The historic approach, (2) the survey 

approach, and (3) the implied approach (Koller, 2010).  

The historical approach measures the market risk premium as the difference between the returns of the stock 

market and the risk-free rate over time (Plenborg & Petersen, 2012). It then assumes that the historic market 

risk premium is a good indicator for the future risk premium. Given the development of the stock market in 

lieu of the financial crisis, it is unlikely that investors expected market risk premium has remained 

unchanged over time. As an example of the changed investor sentiment, the Equity Research team of Nordea 

announced the 18th of March 2015 that they reduced their overall required return on the stock market from 

7.8% to 7% (Nordea, 2015). Academics have also questioned the precision of historic risk premiums as an 

indicator for future risk premium (Damodaran, 2013; Penman, 2009). Additionally, determining the time-

horizon is imperative when calculating the historical market premium. Determining the time-horizon is a 

trade-off between selecting a long time period, which decreases the standard error, and selecting a short time 

period, which might better reflect current investor sentiment towards the market risk premium (Damodaran, 

2013).  While using very long time periods decreases the standard errors, it also increases the impact of 

survivorship basis in the dataset. This is because it is only the best companies that will survive throughout 

the dataset (Damodaran, 2013). Finally, both arithmetic or geometric averages can be used, and the choice 

has significant impact on the output. (Koller, 2010) Given the limited predictive power of the historical 

method and the many measurement uncertainties, the historical approach has not been used in this thesis.  

Market risk premium can also be calculated by the survey approach, where investors, academics or managers 

are asked on their expected return of investing in the equity marked (Koller, 2010). The drawbacks of this 

method is that it is sensitive to recent stock price movements and the how the questions are phrased, thus 
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different survey results can be difficult to compare (Damodaran, 2013). The advantage of the method is that 

it is forward looking, and thus reflects the actual expectations of investors, managers and experts.  

The implied valuation approach requires estimating the equity and earnings in future periods, and solve 

backwards for the implied cost of equity (Koller, 2010). The drawback of this method is that it relies on 

significant assumptions on future growth and return on capital, and is thus very sensitive to these inputs. 

However, it is the method that best 

reflects the market risk premium 

investors are actually paying.  

The used market risk premium is the 

average of the survey and implied 

method, and can be seen in figure 5.1.  

Beta 

Beta reflects the systemic risk of investing in Virgin Media, and is normally calculated by regressing the 

historical stock return of the company with the return of the stock marked (Plenborg & Petersen, 2012). 

However, as Virgin Media is not public traded this is not possible. Instead, the beta can be measured by 

calculating the beta of comparable firms, and adjust the beta for capital structure (Plenborg & Petersen, 

2012). In doing so, it is vital that the comparable companies match in risk profile, size and leverage (Penman, 

2009). The selected peer group consists of Virgin Media’s competitors Sky, BT and TalkTalk. EE and O2 

are not included in the peer group as they are not public traded. As mentioned in the introduction the 

telecommunication sector differs across European countries, and therefore other European cable companies 

have other business outlooks, risk profiles and competitive landscapes. They are therefore not deemed 

comparable with Virgin Media. However, since Liberty Global is the owner of Virgin Media they are found 

a relevant peer for Virgin Media, and are included in the peer group analysis.   

The betas of the comparable companies are all found through the same external source, Bloomberg, to ensure 

consistency. Bloomberg reports both an adjusted and a raw beta. The adjusted beta assumes that the beta of a 

company moves towards the market average over time. The calculation they use for adjusted beta is: 

!"#$%&'"!!"#$ ! !
! ! !"#!!"#$ !

!
! ! ! 

The raw beta is found by regressing the company’s stock return with the appropriate market index. The slope 

of the regression line is the raw beta, which thus represents the company’s sensitivity to the market returns. 

In the PEST-analysis, we found that the telecommunication sector is not very sensitive to economic cycles 

and the development in the general economy. The adjusted beta’s assumption on mean reversion towards a 

Pablo Fernandez 5.20%
Dimson, Marsh, Staunton 6.00%
Damodarran (Implied) 6.35%

Average Equity risk Premium 5.85%
Source: Damodaran (2015), Fernandez (2015), Dimson (2011)

Figure 5.1: Equity Risk Premium
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beta of 1 is therefore not applicable to the telecom sector. Therefore, the raw beta will be used instead of the 

adjusted.  

The beta value is highly sensitive to the time period and the frequency selected. The most common practice 

is to use 5-years of monthly data to ensure a sufficient time period, and avoid the influence of daily 

fluctuations (Koller, 2010) Subsequently, this time period and frequency has been used. 

In order to calculate the unlevered beta the statuary tax rate in the companies’ home countries is used, and 

the D/E ratios are based on market values. As cash has a beta of approximately 0, the unlevered beta needs to 

be adjusted for cash with the following formula (Damodaran, 2006):  

!!"#$%$&$'!!!!!"!!"#$"%!!"#!!"#! ! !!"#$%$&$'
!! !"#!
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In order to adjust the average peer-group beta to the beta of Virgin, it needs to be re-levered to reflect the 

capital structure of Virgin. The formula for re-levering beta is:  !

!!"#"$"% ! !!"#$%$&$' ! !! ! ! ! !"# ! !!! 

The calculated beta of Virgin Media is then estimated to 0.96.  

 

Cost of Debt 

The cost of debt is the after-tax rate a company has to pay on its loans (Titman & Martin, 2008). It can be 

calculated through the credit rating of the company or by calculating the yield to maturity on the company’s 

bonds (Damodaran, 2013; Plenborg & Petersen, 2012). However, as Virgin is not public traded it does not 

have a credit rating, and they have no corporate bonds outstanding (Virgin Media, 2015a). Thus, the book 

value of debt will be used by dividing the interest expense with the amount of interest bearing debt to 

calculate the implied paid interest (Koller, 2010).  

Peer Group

Liberty Global
Sky
BT Group
TalkTalk

Average Unlevered Beta

Virgin Media Capital Structure
Virgin Media Levered Beta
Source: Bloomberg, Company Annual Reports, Damodaran (2006)

Figure 5.2: Beta calculation based on comparables

Beta

Interest 
Bearing 

Debt
Market 

Cap
Debt/Equity 

Ratio Tax
Unlevered 

Beta Cash Firm Value 

Cash / 
Firm 
Value

Unlevered Beta 
corrected for cash

1.26 46,159 45,851 1.01 21% 0.70       1,159 90,851.1 1.28% 0.71
0.26 2,920 18,548 0.16 21% 0.23       1,082 20,386.2 5.31% 0.24
0.97 9,814 38,496 0.25 21% 0.81       695 47,615.1 1.46% 0.82
0.41 490 3,437 0.14 21% 0.37       0 3,927.3 0.00% 0.37

0.53       0.54

8,554.20 8,575.10 1.00 21%
0.96

Source: Bloomberg, Company Annual Reports, Damodaran (2006)

Figure 5.2: Beta calculation based on comparables
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The cost of debt of 5.34% will be used moving forward, as Virgin has not announced any refinancing of their 

debt since the 31st of December 2014. 

Capital Structure 

As mentioned in the introduction to this section, the capital structure selected must be a long-term 

sustainable capital structure. The reason is that changes to the capital structure throughout the period would 

result in alterations in the cost of equity and cost of debt. If the value of debt increases, the cost of equity 

increases as the inherent risk for equity holders is now higher, and they therefore require a higher return 

(Lundholm, 2007).  Virgin Media’s capital structure 

got significantly distorted after the acquisition of 

Liberty Global in 2013 as found in the credit analysis. 

It is therefore unlikely that the current capital structure 

of Virgin will be sustainable. Koller, suggests using 

the capital structure of comparables to calculate the 

target capital structure, as the capital structure of the company should converge towards an industry average 

(Koller, 2010). By using the same comparables as in the calculation of beta, the industry average D/V value 

is found to be 0.24 and the average E/V is 0.76.  

WACC 

The final element needed to calculate the WACC is the tax rate. The statutory UK tax rate of 21% is used 

since the effective tax rate fluctuates over time (Koller, 2010). By employing the extrapolated data from cost 

of capital section the WACC is calculated to be 7.13% 

.  

Year

Interest Expense

Figure 5.3: Cost of debt calculations
2010 2011 2012 2013 2014

-477.80 -440.80 -398.20 -426.10 -457.10

Figure 5.3: Cost of debt calculations

Interest bearing debt
Implied cost of debt
Source: Annual Reports 2014-2010

5,310.90 5,122.30 5,233.20 8,275.60 8,554.20
9.00% 8.61% 7.61% 5.15% 5.34%

Source: Annual Reports 2014-2010

Cost of Equity
Risk Free Rate 2.45%
Market Risk Premium 5.85%
Beta of Equity 0.96
Cost of Equity 8.05%
Cost of Debt
Cost of Debt 5.34%
Tax rate 21%

Figure 5.5:  WACC Calculation

D/V 0.24
E/V 0.76
WACC 7.13%
Source: Bloomberg, Company Annual Report,
Koller (2010)

D/E D/V E/V

Liberty Global 1.01 0.50 0.50
Sky 0.16 0.14 0.86
BT Group 0.25 0.20 0.80
TalkTalk 0.14 0.12 0.88

Average 0.39 0.24 0.76
Source: Bloomberg, Company Annual Reports

Figure 5.4: Comparables Capital Structure
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Valuation 
By using the strategic and financial analysis, the valuation for Virgin Media will now be determined. 

Multiple valuation models are available to conduct a valuation as elaborated in the methodology section. The 

EDCF- model will be used as the valuation model, and as the other discount models would yield the same 

result, this will also be the only valuation model used. However, the implied value by the EDCF-model will 

be compared to the multiples of comparables to evaluate if the intrinsic value of the EDCF-model is in line 

with the market valuations of the industry.  

Forecast value drivers 

The valuation model will consist of a forecast period and a terminal period. The key value driver for the 

financial model is the development of revenue, as many of the remaining line items are calculated as a % of 

revenue, as suggested by academics (Koller, 2010; Penman, 2009; Plenborg & Petersen, 2012). Virgin 

recently announced project Lightning, which is an ambitious £3 billion investment in extending their 

wireline network reach. This will have significant impact on their capital expenditure, as their total CAPEX 

in 2014 was £1,240 million (Virgin Media, 2015a). As the investment is into new areas in the UK, where 

Virgin is currently not present, there is no risk of overlapping with their current customers. Thus, the project 

will be evaluated as a stand-alone project. 

The revenue forecast will focus on the consumer cable segment, as it constitutes the vast majority of the total 

sales (see figure 4.6). The cable segment is segmented into television, broadband and fixed voice as in the 

financial analysis. Revenue can grow by increasing the amount of subscribers or increasing the revenue per 

subscriber. The underlying assumption is that the amount of UK households will continue to increase by 

0.5% annually, which is the average growth rate for the last five years (Office for National Statistics, 2015). 

Virgin can gain more subscribers by maintaining their market share in a growing market (more people buy 

broadband), or by increases their market share8. The market size and the penetration rate are therefore the 

drivers of the amount of subscribers.   

In television, the total market has been growing from 2011-2013, and this trend is expected to continue in the 

short run  (data from 2014 have not been released from OfCom). However, given the emergence of Netflix 

and similar OTT players, it is expected that the growth of pay-tv subscribers will dampen and eventually 

decline as new OTT-services materialize. The growth of pay-tv subscribers is therefore modeled to fade to a 

0% growth in 2015, and is then expected to decrease as more attractive alternatives to pay-tv are expected to 

gain foothold, such as the web-based Apple service. Virgin Media’s penetration rate in this market is 

expected to increase from about 28% in 2013 to 32% in 2020. The reason for the increased penetration is that 

!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!
8 Note that the market shares of fixed voice and broadband do not correspond with figure 2.7 and 2.8. Figure 2.7 
includes SME while the market share in the model is for the consumer segment only. Figure 2.8 is extracted from BT’s 
annual report, and as they have not disclosed a methodology the reason for the misalignment cannot be determined 
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consumers, who opt for pay-tv despite of the cheaper online solutions, are driven by a demand for specific 

content. As revealed in the Bernstein survey of potential cord-cutters in the U.S, availability of specific 

content can determine the purchasing decisions of consumer. Virgin has agreements with the majority of the 

broadcasters and their ability to offer broad TV-packages will be an advantage.  

In broadband, the market penetration is expected to increase as more people get access to broadband services 

through the government subsidies (Government Digital Service, 2015). The market has grown by 2.98% on 

average the last 5-years, which is expected to continue towards 2020. As demand increases for superfast 

broadband, and Virgin is the provider that offers the fastest broadband speed, they are anticipated to increase 

their penetration rate of the broadband market. However, this growth is expected to dampen from 2018, 

when BT is anticipated to launch a new fast broadband system with comparable speed to Virgin’s.  

Finally, in fixed voice the market has decreased by an average of 0.29% the last 5-years. This decline is 

expected to continue moving forward, as few new consumers are subscribing to fixed voice services. 

Similarly, the penetration rate of Virgin is not expected to change in the fixed voice market moving forward, 

as they have primarily focused on improving their TV and broadband services.  

The other driver of cable revenue is the average revenue per user. For television the ARPU is expected to 

decrease, as some consumers will likely move towards smaller, but more focused customized bundle 

packages in the future. This enables consumers to combine Netflix or similar services with a smaller TV-

package from Virgin, driving the overall ARPU down. For broadband the ARPU has increased drastically 

the last two years, and given the projected continuation of demand for superfast broadband, the increase is 

estimated to continue. In fixed voice, the ARPU is expected to decline as more consumers move towards 

Skype and similar OTT services. This mean they will opt for smaller voice packages in their fixed voice 

subscription. These trends result in Virgin’s revenue being more reliant on their broadband business in the 

future both in terms of number of subscribers, and in revenue as shown in figure 5.6 and 5.7. This 

development is consistent with the overall trends in the market found in the strategic analysis. An overview 

of the entire revenue forecast can be found in Appendix I 
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Figure 5.6: Development in cable subscriber split 

Television subscribers Broadband subscribers Fixed Voice subscribers 
Source: Annual Reports 2014-2011 and auther's estimates 
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For the mobile segment the development found in the financial analysis is projected to continue. More 

consumers will shift to subscription services, which yields a higher ARPU for Virgin and thus the overall 

ARPU will increase. Contrary, the pre-pay mobile market is expected to continue its decline.  

 

Finally, the business-to-business segment is estimated to grow with the average growth rate of the last 5-

years, as no material investments are made in growing the business segment.  The average growth rate is 

1.03%.  

The entire income statement and balance sheets are forecasted according to the methodology suggested by 

Koller (Koller, 2010). For the entire forecasted income statement and balance sheets refer to Appendix J. 

However, a few of the line items need some elaboration.  

Cost of sales and churn 

In estimating cost of sales, Koller suggests linking it to the revenue of the company. Since Virgin provide 

disaggregated information on the cost of sales, it is possible to link it directly to the associated revenue driver. 

Henceforth, the consumer cost of sales is linked to consumer sales, and business cost of sales is linked to 

business sales. The final element of cost of sales, network cost, covers the installment and networking cost 

associate with a new customer (Virgin Media, 2015a). Hence, this ought to be linked to the amount of new 

customers for each period. More specifically, as Virgin only owns network in their cable business, this must 

be linked to the amount of new cable customers. Virgin does not disclose how many new cable subscribes 

they get each year, but this can be derived from their disclosure of the % of cable churn. By multiplying the 

amount of customers with the yearly churn, we can estimate how many customers they lost that particular 

year. In the 2015 Citigroup Global Internet, Media and Telecommunications conference, the president and 

CEO of Liberty Media, Greg Maffei, revealed the churn rates of the different bundled cable products 

(Citigroup, 2015). He stated that triple play products churn approximately 10% and double play bundles 

churn 15%.  Virgin discloses the total cable churn, and the penetration rate of each bundled package, and 

thus the churn for single play bundles can be estimated to be 32.5%. Given this information, it is now 

possible to adjust the cable churn in the forecast period by adjusting the penetration rate of the different 
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Figure 5.8: Development in mobile subscriber split 

Pre-Pay Mobile customers Subscription mobile Customers 
Source: Annual Reports 2014-2011 and auther's estimates 
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bundled services. This impacts the amount of new customers, and thus the gross margin through the network 

cost of sales. Greg Maffei also mentioned that the annual churn rate for Virgin’s quadruple play customers is 

5% - implying that an average customer is a subscriber for 20 years, as oppose to 3 years on average for 

single play customers.  

 In the forecast model it is assumed that Virgin is able to sustain their current churn ratio. Virgin has a strong 

triple play penetration rate, which is primarily a result of their strong offering in broadband and television. 

However, their relative weak position in the mobile market compared to Vodafone, EE and O2 disables them 

from offering an attractive quadruple play service to customers.   

The capital expenditure in the forecasted balance sheet is based on the method suggested by Koller, and is 

calculated by adding depreciation to the change in PPE (Koller, 2010). Since PPE is calculated as a % of 

revenue, CAPEX is being driven by revenue. This model suits many industries, but the telecom industry is 

associated with large up-front capital investments in new networks, which drives future revenue. Therefore, 

the CAPEX calculated in the model represents the replacement CAPEX required to keep the ongoing 

operations, while the project Lightning, will represent the investment in future growth.  

Project Lightning 
Project Lightning was revealed at the Q4 2014 earnings call 

for Liberty Global the 25th of February 2015, and is a £3 

billion investment over 5-years in the UK cable business 

(Virgin Media, 2015c). The assumptions for the calculations 

on the project are based on the announcements at the earnings 

presentation, and the details provided at the Deutsche Bank 

2015 Media, Internet and Telecom Conference presented by 

Greg Maffei, CEO of Liberty Media (Deutsche Bank, 2015). 

The main assumptions behind the calculations can be seen on 

figure 5.9.  

The working capital/sales ratio of the project is estimated to 

equal the level achieved in 2014. The long-term growth rate is estimated to match the long-term growth rate 

of the company of 2%, and the project will be discounted with the WACC found in the cost of capital section. 

The investments in networks are anticipated to occur gradually with limited networks investments the first 

two years and the bulk of the investments occurring thereafter.  

Home passed, in mil. 4
Duration of investments, Years 5
Total Cost, mil £3,000
Network cost, mil £2,400
Varable/installation cost, mil £600
Contribution margin 60%
Vendor Financing 50%
Short term ARPU, yearly £540
Long term ARPU, yearly £600
Fixed cost pr household £600
Average installation cost per customer £157.3
Working capital/sales 3.5%
Growth in terminal value 2%
Cost of capital 7.13%
Source: Virgin Media (2015), Deutsche Bank (2015), 

author's estimates

Figure 5.9: Project Lightning assumptions
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The penetration and churn rates are 

based on three trials deployed by 

Virgin Media prior to the launch of the 

project (Deutsche Bank, 2015). Based 

on the trials it is expected that it require three years to reach the long-run penetration and churn rates. The 

capital expenditure is divided into network related and installation related CAPEX. The network related 

CAPEX is linked to the amount of new households they reach in each period, and is thus continuing until the 

end of the project in 2019. The installation CAPEX is related to the amount of new customers added, and 

will thus continue after 2019 as they are adding more customers. This explains the large drop in CAPEX 

from 2019-2020 in the model. Additionally, 50% of the CAPEX is vendor financed, which mean they can 

defer the cash payment for the investment. It is assumed that the payment can be deferred one year, as the 

company have not guided on the specifics of the vendor agreement.  

In total the project yields a £ 3,159 million net present value, which must be added to the value of Virgin 

Media. Interestingly the present value of the forecast period is negative, and the project is generating 

negative cash flows the first 6 years, which suggests that the project is risky. It is therefore possible to 

advocate using a higher discount rate to compensate for the risk. However, this project has the option to 

abandon the project with limited economic loss due to the reduced investments in the first two years. The 

option of abandonment decreases the project risk, and therefore the WACC from the firm is used (Koller, 

2010). The complete model for project Lightning can be found in Appendix K.  

 

 

 

 

 

 

 

Year 2015 2016 2017 2018 2019 2020 2021
EBIT £21 £82 £199 £351 £522 £521 £674
CAPEX -£101 -£327 -£578 -£743 -£821 -£559 -£290
Net working capital -£1.2 -£4.8 -£11.5 -£20.3 -£30.2 -£30.1 -£39.0
Free cash flow -£82 -£249 -£391 -£412 -£329 -£67 £345
PV of FCFF -£75 -£230 -£362 -£381 -£302 -£57 £329

PV of forecast period -£1,078
PV of terminal period £4,237

Market Value of project £3,159
Source: Virgin Media (2015), Deutsche Bank (2015),Author's estimates

Figure 5.11: Free Cash Flow Valuation of Project Lightning, million

Year 1 Year 2 Year 3
Penetration rate 20% 35% 45%
Churn 5% 10% 14.60%
Source: Deutsche Bank (2015)

Figure 5.10: Penetration and churn assumptions based on trials



Abel Chernet Determining the “Right Price” Part V – Valuation 
  

Master Thesis  
'(!

Determining the value of Virgin Media 

As all components of the valuation model have been conducted, the DCF model of Virgin Media can be 

presented. Table 5.12 shows the development of the FCFF discounted back with the calculated WACC. The 

terminal value is determined by the Gordon’s growth formula:  

!"!!! ! !! ! !!
!!"## ! !!
!! !!"##!!  

The long-term growth rate used is 2%, which matches the long-term inflation rate (Penman, 2009).             

The present value of Project Lightning is then added to the present value of the forecast and terminal period 

to estimate the enterprise value. (Koller, 2010; Plenborg & Petersen, 2012) Finally, the timing difference 

between the reporting date and the acquisition date must be accounted for (Koller, 2010). Virgin Media latest 

reported figures reflect their value at the 31st of December 2014. The thesis assumes an acquisition date of 1st 

of May 2015, and the value accretion over these months must therefore be added. The value accretion is 

calculated by using the WACC as a measure for how much the company is growing in one year, and then 

growing the enterprise with the fraction of a year that has passed (Koller, 2010).  It is illustrated in the 

following equations: 

!"##$%$&'$!!"!!"#$% ! !!"#$!!"!!"#$%&%'%() ! !"#$!!"!!"#$%&'()!"#  

!"#$%&%'($!!"#$%!"#$%&%'%()!!"#$ ! !"#$%&%'($!!"#$%!"#$%&'()!!"#$ ! !! !!"##!!"##$%$&'$!!"!!"#$% 

 Virgin Media is analyzed as a potential acquisition target and it is therefore the enterprise value, and not the 

equity value, that is of interest. This is because Vodafone would acquire the entire company, and not just an 

equity stake (Penman, 2009). The valuation yields an intrinsic value of Virgin Media of  £16,529 million as 

of the 1st of May 2015. 

 

Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
NOPLAT £814.3 £774.9 £809.4 £137.6 £294.2 £619.1 £783.1 £799.2 £821.7 £839.1 £852.6

Depreciation £987.7 £923.2 £951.7 £1,343.0 £1,555.9 £1,159.2 £1,070.3 £1,102.4 £1,132.4 £1,160.3 £1,186.7

! Net working capital -£23.0 £6.3 -£3.4 -£579.6 -£96.9 -£7.1 -£7.1 -£8.1 -£7.5 -£7.4
- CAPEX -£762.8 -£861.2 -£2,943.4 -£1,239.5 -£714.4 -£1,231.1 -£1,252.0 -£1,272.2 -£1,292.0 -£1,306.5

FCFF £912.3 £906.2 -£1,466.2 £31.0 £967.0 £615.1 £642.5 £673.8 £699.9 £725.5
PV of FCFF £902.7 £536.0 £522.6 £511.6 £496.0 £479.9

WACC 7.13% 7.1% 7.1% 7.1% 7.1% 7.1% 7.1% 7.1% 7.1% 7.1% 7.1%
g 2.00%

PV of FCFF forecast periode £3,449
PV of FCFF Terminal Periode £9,543
PV of Project Lightning £3,159

Enterprise Value as of 31. December 2014 £16,151
Date of Reporting 31/12/14
Date of Acquisition 01/05/15
Difference in dates 0.3361111

Enterprise Value at Acquisition date £16,529
Source: Annual Reports, Bloomberg, Author's estimates, Koller (2010)

Figure 5. 12: Free Cash flow Valuation of Virgin Media, in million
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Figure 5.13 illustrates the breakdown of drivers of the enterprise value. It shows that the terminal value is 

59% of the enterprise value, which is consistent with findings of academics (Koller, 2010; Plenborg & 

Petersen, 2012; Titman & Martin, 2008).  

 

The financial analysis revealed that Virgin Media was destroying value, as their ROIC was lower than the 

WACC from 2013-2014. The ROIC of Virgin Media will gradually converge towards the cost of capital as 

they are reaching the steady state. This is consistent with theory that suggests ROIC should fade towards 

WACC in the terminal period unless the company has a sustainable competitive advantage or disadvantage 

(Koller, 2010; Rogers, 2013). The VRIN analysis in the strategy section dismissed that Virgin Media have a 

sustainable competitive advantage, and the assumption of fading towards WACC is therefore applicable for 

Virgin. The development of ROIC shows that Virgin Media is still destroying value from 2015-2020, but 

their ROIC is increasing, especially from 2013-2016. This is due to an improved operating margin driven by 

higher gross margin and lower depreciation/revenue. The improved margins can be explained by the 

increased ARPU of broadband customers as they are purchasing more broadband, and the improved ARPU 

in mobile driven by more customers on monthly subscription plans. See Appendix L for the forecasted 

decomposition of ROIC.  
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Figure 5.13: Breakdown of valuation drivers 

Source: Authors own creation based on valuation  

0% 

2% 

4% 

6% 

8% 

10% 

12% 

14% 

£3,600 

£3,800 

£4,000 

£4,200 

£4,400 

£4,600 

£4,800 

£5,000 

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 

%
 R

O
IC

 a
nd

 W
A

C
C

 

R
ev

en
ue

 in
 m

ill
io

n 

Figure 5.14: Development of Key value drivers 
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Source: Author's own creation based on valuation 
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Figure 5.15: Drivers of improvement in ROIC 
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Peer-group analysis 
As mentioned in the literature review valuing a company through multiples is popular among practitioners, 

due to its ease of use and it’s applicability as a sanity check of the EDCF model (Plenborg & Petersen, 2012). 

To ensure the validity of the peer group analysis it is vital to use the right multiple, calculate it in a consistent 

matter, and use an appropriate peer group (Koller, 2010). Multiples can be conducted based on enterprise 

values and equity values. Enterprise value multiples could be EV/EBITDA, EV/EBIT or EV/Sales. Equity 

value multiples is for example P/E or P/B. The advantage of using enterprise based multiples is that they are 

less prone to accounting differences, less affected by non-operating gains (losses), and are not affected by the 

capital structure (Penman, 2009).  Thus, enterprise multiples will be used.  

The two most common used enterprise multiples are EV/EBIT and EV/EBTIDA (Penman, 2009). The 

advantage of using EV/EBITDA is that it is unaffected by differences in depreciation and amortization. 

Depreciation is a non-cash item, and reflects the value of previous, and not future investments (Koller, 2010). 

Furthermore, given the high level of investments in the telecommunication sector, differences in accounting 

policy and timing of investments might significantly distort the multiple. Amortization is related to the price 

paid for previous acquisitions, and therefore does not reflect future expected cash flow. These factors 

suggests using the EV/EBITDA multiple. To ensure a focus on future cash flows, rather than historic, a 

forward EBITDA will be used (Koller, 2010). The multiples will be calculated by using data from solely one 

external source, Bloomberg, to ensure consistency. They also provide estimates on future EBITDA for 

companies based on multiple analyst recommendations. Finally, the peer group needs to be carefully selected. 

The peer group selected is consistent with the peer group used for calculating beta. In order to avoid 

repetition, refer to section on beta for an explanation of the selected peer group. The average EV/EBITDA 

for the peer group is 10.74x, which implies an enterprise value of  £ 17,840 million for Virgin Media. This 

suggests that Virgin is valued at an 8% discount compared to their peers.  

One need to be careful when evaluating multiples, and there can be multiple reasons for the lower valuation 

multiple of Virgin Media (Plenborg & Petersen, 2012). As the purpose of the multiples valuation was to get 

an indication of the relative value of Virgin compare to its peers, and assessing the soundness of the EDCF 

model, these reasons will not be examined further. The conclusion is that Virgin appears relative cheap 

compared to competitors, and that the EDCF does not yield an unreasonable valuation.  

Company Name Market Cap Net Interest Bearing Debt Enterprise Value EBITDA EV/EBITDA
Liberty Global $45,851 $45,001 $90,851 $8,706 10.44x
Sky £18,548 £1,838 £20,386 £1,955 10.43x
BT £38,496 £9,119 £47,615 £6,848 6.95x
Talk Talk £3,437 £490 £3,927 £259 15.15x
Average 10.74x

Virgin Media £16,529 £1,661 9.95x
Implied Value of Virgin Media £17,840
Discount (Premium) 8%
Source: Bloomberg, Company Annual Reports

Figure 5.16: Relative Valuation
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Part VI - Synergies 
Introduction 

As mentioned in the industry overview section the telecom sector is characterized by significant M&A 

activity, due to the benefits of economies of scale and scope. An important part of determining how much to 

pay for a company is valuing the synergies of combining the two firms. Synergies, often illustrated by 

“1+1=3”, is the additional value created by combining two companies, that the two companies could not 

achieve independently (Damodaran, 2005). This section will determine the synergies Vodafone could obtain 

by acquiring Virgin Media, and by adding this to the enterprise value found in the previous section, 

determine the maximum acquisition price Vodafone should pay for Virgin Media.  

Motivation for M&A 
First, the motivation for Vodafone of acquiring Virgin Media must be determined. The common theoretical 

and practical motivations for engaging in M&A activities will be discussed and applied to the case of 

Vodafone. The common motivations for M&A that will be discussed are: Growth, cost savings, acquisition 

of skills/technology, and competitive motivation (Brakman, Garita, Garretsen, & Van, 2008; Finkelstein, 

Haleblian, & Kim, 2011; Hitt, Michael A Krishnan, Hema King, David Makri, Marianna Schijven, 2009; 

Krishnan, Hitt, & Park, 2007).  

Growth is a common measurement used by shareholders and investors to value a business, and it plays an 

important part in the evaluation of management performance (Koller, 2010). This motivates managements to 

pursue growth opportunities organically or through M&A. The lack of organic growth for a company can 

thus lead to increased incentive to engage in M&A activities (Finkelstein et al., 2011). For Vodafone they 

have experienced lackluster growth the last two years with a CAGR of -0.61% from 2012-2014 (Vodafone 

Group, 2014a). The Porters Five Forces revealed that while the cable industry was attractive, the mobile 

industry is unattractive given the fierce competition. The competition is largely fostered by the MVNO 

players that can offer low price products, because of their low fixed costs and the lack of differentiation 

between services. Additionally, the industry overview and PEST section showed a move towards quad-play 

products in the UK is likely in the future. Vodafone has realized this development, and have thus revealed 

plans on offering wireline services through BT’s network by the end of 2015 (Thomas, 2015c). As the 

mobile industry has experienced low growth and has an unattractive outlook, the growth motivation for 

Vodafone to enter the wireline industry is high.  

M&A premiums are often justified by the cost savings resulting from the increased economies of scale by 

merging the two companies (Krishnan et al., 2007). In the telecommunication sector the economies of scale 

are generally significant, which should also be the case in an acquisition of Virgin Media. The specific cost 

savings for Virgin Media would be lower administration costs and a saving of the spectrum-licensing fee. 
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The administration savings are a result of reduction in billings, customer service and fixed assets. Since 

Vodafone is a MNO, Virgin Media would be able to change from using EE’s spectrum to Vodafone’s, thus 

eliminating the spectrum-licensing fee they are paying EE. Additionally, given the larger size of the 

combined entity, they would have a stronger bargaining power against suppliers. The increased purchasing 

power will impact the bargaining power against network materials, as there is a overlap between some of the 

suppliers to Vodafone and Virgin Media. The bargaining power against the TV content producers will likely 

remain unchanged, as Vodafone does not currently offer a television service. Collectively, there are 

significant cost savings associated with combining the two companies, and Vodafone’s motivation for 

purchasing Virgin Media from a cost perspective is therefore high.  

Companies also motivate their M&A activities by the importance of acquiring skills, and technical know-

how, especially in the technology industry (Rossi, Yedidia Tarba, & Raviv, 2013). While the 

telecommunication sector is not a high-tech industry there are still significant organizational know-how 

associated with CAPEX planning, marketing, customer service and knowledge on consumer preferences. As 

Vodafone has not offered wireline services in the UK before this know-how could be valuable. However, 

Vodafone offers wireline services in other countries, and can utilize cross-organizational knowledge 

spillovers on operating as a wireline operator. Vodafone is a UK company, and their knowledge on the UK 

consumers is thus expected to be high. The motivation of acquiring skills and technical know-how from 

Virgin Media is therefore limited.  

Finally, M&A activities can be motivated by strategic objections to improve the company’s competitive 

situation. Consolidation in an industry leads to less competition, and gives the remaining players an 

opportunity to increase their profits (Brakman et al., 2008). There have been significant M&A activities in 

the UK market during the last 6 months, which will impact the competitive situation for Vodafone. The 5th of 

February 2015 it was announced that BT would acquire EE, and the 24th of March 2015 it was announced 

that O2 and Three would merge. The immediate implications on Vodafone’s market share in mobile can be 

seen in figure 6.1 and 6.2. 

 

O2/Three, 41% 

EE, 29% 

Vodafone, 23% 

Other, 7% 

Figure 6.2: UK mobile market share post mergers 

EE, 29% 

O2, 29% 

Vodafone, 23% 

Three, 
12% 

Other, 7% 

Figure 6.1: UK mobile market share pre mergers 

Source: BBC (2015) 
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Vodafone will still have a market share of 23%, but is now in a significant worse position. In mobile the 

market leader O2/Three has a substantial market share advantage compared to the rest of the players, 

contrary to before where the three major players had fairly similar market shares. A market’s industry 

concentration can be measured by the Herfindahl index, which measures the concentration by squaring the 

market shares of all market players (Cabral, 2000). According to the U.S. Federal Department of Justice, a 

score less than 1,500 is a disperse market, between 1,500 and 2,500 is a moderate concentrated market, and 

above 2,500 is a concentrated marked (The United States Department of Justice, 2015). By squaring the 

market shares in the U.K. market before and after the mergers, it is evident that the Herfindahl index has 

increased from 2,404 to 3,100. This suggests that the UK mobile market has moved from a moderately 

concentrated market to a highly concentrated market following the mergers.  

Additionally, EE’s mobile business will become more attractive for consumers following the deal with BT. 

Since BT is the market leader in the wireline industry, combining it with the EE mobile business will offer a 

very strong quad-play operator. The immediate presence of a strong quad-play operator will make it difficult 

for Vodafone to penetrate the quad-play market by organically building it from scratch, as it takes substantial 

time to build a market share of scale organically (Finkelstein et al., 2011). Henceforth, the competitive 

motivation for acquiring Virgin Media is extremely strong for Vodafone.  

Valuation of Synergies 
Research has found that growth through M&A often has created limited value for the acquiring company 

(Damodaran, 2005). The main reason has been stated to be the premium paid, which reflects overestimation 

of the synergies of combining the two firms (Hitt, Michael A Krishnan, Hema King, David Makri, Marianna 

Schijven, 2009). Estimating synergies is a delicate matter, as it requires estimations on a combined company 

that does not exist yet, thus it cannot take departure in historical performance. The synergies will be divided 

into financial and operational synergies, as suggested by Damodaran (Damodaran, 2005) .  

Financial Synergies 
Financial synergies represent the financial improvements of the combined firm that can either improve the 

generated cash flow or the discount rate (Damodaran, 2005). The financial synergies can arise from a lower 

cost of capital given an increased debt capacity or refinancing of debt. If the merged company is able to 

generate higher earnings and more stable cash flow, they might be able to increase their debt capacity. The 

higher leverage will subsequently lead to a lower cost of capital (Damodaran, 2005). If the acquiring 

company has a higher credit rating, and thus is able to lend at a lower rate than the target company, the 

acquirer can refinance the debt of the target company, and achieve a lower cost of capital (Damodaran, 2005). 

Lower cost of capital will not increase the cash flow generated by the firm, but will result in a higher 

enterprise value. Since Vodafone is investment graded, and has a significant larger scale they can achieve a 

lower cost of debt.  
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Financial synergies can also occur if the target company has significant tax loss carry forwards that the 

acquirer can exploit. This is highly relevant in the case of Virgin Media, as they have accumulated tax loss 

carry forwards of £14,367 million (Virgin Media, 2015a).  

Finally, firms can add financial synergies through diversification. This is a very controversial subject, as 

investors can replicate the diversification themselves, without paying a premium. Contrary, empirical 

evidence has shown that diversified companies trade at a discount, as investors are reluctant to pay for 

diversification (Lang & Stulz, 1994). Subsequently, this effect will not be elaborated further.  

Valuing the financial synergies 

The current yield on Vodafone’s bonds can be found through the database TRACE (Trade Reporting and 

Compliance Engine), which is published by The Financial Industry Regulatory Authority in the United 

States of America. As of 1st of May 2015 the yield on the Vodafone 2043 bond is 4.61% (FINRA, 2015). 

This is the corporate bond with the longest maturity while still remaining liquid, and should thus be used as a 

proxy for the cost of debt (Koller, 2010). The pre-tax cost of debt for Virgin was estimated to 5.34% in the 

cost of capital section. The value of refinancing the debt of Virgin with Vodafone’s cost of debt can be found 

by adjusting the cost of debt in Virgin Media’s cost of capital calculation.  

Virgin Media has a total of £14,367 million in tax loss carry forwards as of December 31st 2014. In the 

financial forecast Virgin has pre-tax profit of £138.5 million in 2020, which indicate that Virgin Media will 

not use their full tax benefits in the near term. Virgin denote in their annual report that: “Most of the tax loss 

carryforwards shown in the above table are not expected to be realized”(Virgin Media, 2015 p. 68). Thus, it 

will be assumed that they are not able to realize any of these tax benefits. The tax regulations in the UK 

allow the transfer of tax loss carry forwards when a company is acquired (Deloitte, 2014a; Taxand, 2013). 

However, tax loss carry forwards can only be utilized within the same jurisdiction (KPMG, 2014). This 

means that Virgin Media’s tax loss carry forward can only be exploited by profits earned in the UK. 

Vodafone sold their stake in Verizon Wireless in 2014 for £76.7 billion before tax and transaction costs 

(Vodafone Group, 2014a). Vodafone was therefore able to report profits of more than £59 billion in 2014 

(Vodafone Group, 2014a). However, the amount of profits reported in the UK for Vodafone is not disclosed. 

It will be assumed that they can report pre-tax profit of £14,367 million in the UK, and Vodafone would 

therefore be able to take advantage of the full tax loss carry forward immediately. The value of the tax 

savings is calculated by multiplying the tax rate with the value of the tax loss carry forwards (Koller, 2010). 

This gives a synergy value of tax savings of £ 3,018 million.  
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Operating synergies 
The operational synergies are associated with the business operations of the company, and impacts the cash 

flow generated by the combined firm (Damodaran, 2005). Operational synergies must be divided into 

revenue and cost synergies to conduct a comprehensive analysis. The revenue synergies are related to growth 

in new or existing markets, and could be realized by utilizing the brand, the distribution system of the 

acquired firm, or by broadening the scope of the product offerings (Schweiger & Very, 2003). These 

synergies are hard to quantify, which have lead to some academics arguing for excluding them from the 

valuation model (Ficery, Herd, & Pursche, 2007). Their view on the revenue synergies are best captured by 

the following quote by Damodaran:  

“ (They) argue(s) that synergy is too nebulous to be valued and that any systematic attempt to do so requires 

so many assumptions that it is pointless” (Damodaran, 2005, page 6) 

The risk of overpaying for revenue synergies must be mitigated by diligently reviewing the potential of 

realizing the synergies, and carefully evaluate their influence on cash flows (Ficery et al., 2007). For 

Vodafone the revenue synergies are materialized through a more compelling bundling offer to their 

customers. By leveraging the strong position of Virgin Media in the fixed wireline market, they will be able 

to attract more customers to quad-play services, which lead to lower churn. However, attracting customers to 

bundled packages requires given them a bundle discount compared to the price of each individual service. 

Thus, it is expected that the move towards bundled packages will lead to a lower ARPU on each individual 

telecom service.  

The cost synergies of merging two companies in the same industry are economies of scale and improved 

pricing power. The economies of scale is especially inherent in horizontal mergers, and result from an 

improved cost-efficiency in the combined firm (Damodaran, 2005). Vodafone and Virgin Media both have 

significant operations in the UK, and thus cost savings on network cost, administration and IT is expected. 

Finally, an improved market power of the acquired company can result in operational synergy effects. The 

increased market power can materialize in higher pricing power against suppliers and increased customer-

lock in (Cabral, 2000; Schweiger & Very, 2003). In merging Vodafone and Virgin Media, they will have a 

higher bargaining power against their network suppliers, albeit not all network costs are shared between 

wireline and wireless operators. Given the strong bargaining power of these suppliers found in Porter’s Five 

Forces, the higher pricing power effect is limited. The ability to offer a bundled package can immensely 

impact the customer-lock in, measured by churn, by the combined firm. As described in the forecasting 

section the churn of bundled packages is significantly lower than for single products, and thus by moving 

more customers towards bundled packages should improve the churn of Virgin Media.  
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Valuing the operating synergies 

The negative ARPU effect of offering bundled products will be accounted for by reducing the growth of 

each of the cable products ARPU. The underlying assumption is that consumer will only prefer to purchase a 

bundle if it is cheaper than buying services from different providers. This also corresponds with the 

expectation of the CEO of Three (Thomas, 2015b). In the valuation model a 2% decline in the growth of 

consumer ARPU is applied to each of the cable products.  

The effect of savings on operating expenditure has been calculated by applying a comparison approach. 

Vodafone have recently made two acquisitions that are very similar in the Spanish and German market. In 

both cases they acquired a cable operator in order to enter the wireline market and offer quad-play services 

(Vodafone Group, 2013, 2014b). In the press releases from the acquisitions they revealed the expected cost 

synergies to be respectively 240 and 300 million euro of operating expenses. The average annual synergy 

savings is then calculated to be 23.55% of the total operating expenses for the companies. Vodafone expect 

the synergies to be fully realized after three-years, which is applied to the case of Virgin Media. 

Lastly, the value of the improved market power must be determined. It is expected that the move towards 

quad-play will lead to a lower churn. The intuition is that consumers that are subscribed to multiple products 

are less likely to end their subscription, as the switching cost increases. Thus, the bundled package has a 

higher lock-in effect on consumers. This is also evident from the data provided by the CEO of Liberty Media 

at the 2015 Deutsche Bank Media, Internet and Telecom Conference. He stated that the average churn rate 

for double play customers was 15%, for triple play customers 10% and for quad play customers 5% 

(Deutsche Bank, 2015). Henceforth, it is reasonable to expect the churn rate for the merged entity to decline, 

as it will have a more appealing multi-play service offering. The churn is expected to reach 12% after three-

years, which is an approximately 2.5%-points improved churn from the current 14.6% level.  
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Determining the Acquisition Price  
The maximum acquisition price Vodafone should pay Virgin Media must reflect the value of the company 

plus the synergies they expect to realize. The maximum acquisition price is found to be £24,979 million, 

which represents a 51.1% premium to the fair value of Virgin Media found in the valuation section. A 

breakdown of the drivers for this acquisition price can be found in figure 6.3. It is evident that the majority of 

the synergies are operational synergies derived from the cost savings and the improved churn. 

 

When a valuation model is conducted, it can be beneficial to conduct a sensitivity analysis to stress-test the 

key inputs of the model (Koller, 2010). The key drivers in the EDCF model that are subject to the greatest 

uncertainty are the long-term growth rate and the market risk premium. For the synergies, the operational 

synergies were deemed the most difficult to estimate, and given their impact on the acquisition price, a 

sensitivity analysis on them has been included. Interestingly, the sensitivity analysis reveals that it is the 

market risk premium that has the most significant impact on the acquisition price. Despite the great concern 

of valuing the operating synergies, getting them exactly right have limited impact on the total acquisition 

price.
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Market Risk Premium -14% -8% 0% 9% 20%
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Financing the acquisition 
Finally, the financing of the acquisition needs to be discussed. Vodafone has a cash balance of  £10,112 

million as of 31st of December 2014 (Vodafone Group, 2014a). If 2% is assumed to be operational cash, the 

remaining excess cash can be used to finance the acquisition (Koller, 2010). As the excess cash balance is 

not sufficient to finance the acquisition, Vodafone would need to raise new funds. The financing of an 

acquisition is typically conducted in cash, stock or by a financial instrument (Koller, 2010). In order to 

maintain simplicity, the acquisition of Virgin Media will be financed through stock and cash only. The target 

D/E ratio of Virgin Media, which is the industry ratio used in the calculation of beta, will determine the 

financing split between cash and stock. The target D/E ratio of 0.39 implies issuing  £10,538 in new equity 

and  £4,532 in new debt. Vodafone has a share price of  £230 as of 1st of May 2015, which means they must 

issue 29 million new shares. Vodafone has 26,682 million shares outstanding, so issuing 29 million new 

shares will have minimal dilutive impact on their current shareholders (Vodafone Group, 2014a). An 

overview of the financing of the acquisition can be seen in figure 6.4. As mentioned in the ownership and 

organizational overview section, John Malone is a key stakeholder in any attempt to acquire Virgin Media. 

In order for this financial structure to work, John Malone would need to receive some Vodafone shares as 

payment for his stake in Virgin Media. This is worth to keep in mind when assessing how to finance the 

acquisition, but the probability of John Malone accepting such a deal will not be discussed any further in this 

thesis.  

 

 

 

 

 

Vodafone Cash balance £10,112 Acquisition Price £24,979
Vodafone operation cash £202
Vodafone excess cash £9,910 Virgin Media Capital Struture
New capital required £15,070 Interest bearing debt £8,554

Previous Equity Value (book value) £8,575
New Equity issued £10,538 Previous D/E value (book value) 1.00
New Debt issued £4,532

New equity value £33,555
Share Price £230 New debt value £13,086
New Shares issued 46 New D/E value 0.39
Current Shares Outstanding 26,682
New shares outstanding 26,728 Industry average D/E value 0.39
Source: Auther's own creation

Figure 6.4: Financing the acquisition, in million
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Post-merger integration  
When evaluating the acquisition price it is important to keep in mind that it assumes all synergies are 

realized at their full potential. The integration process of a merger is crucial in realizing the synergies, and is 

often found to be the critical part in post-evaluation of the success of an acquisition (Gates & Very, 2003). 

Some of the vital factors that influence the firms’ ability to realize synergies are found to be organizational 

fit, speed of integration, and retaining the top management. Haspeslagh & Jemison argue that the strategic fit 

is the driver of the potential value of the acquisition, but the organizational fit is what determines the 

difficulty of implementation the synergies (Haspeslagh & Jemison, 1991). Angwin (2004) denotes the speed 

of the integration process to be vital in the success of the integration process. He finds empirical evidence for 

a negative relation between prolonged implementation processes, and executives perception of success of a 

merger (Angwin, 2004). Angwin argues for two reasons why the speed of the integration process is 

important. First, a prolonged implementation phase is costly due to time value of money. This is an 

economic argument as the return on investment is realized faster in a short process. He also finds that a 

shorter implementation phase has organizational benefits as the level of uncertainty of employees is reduced 

(Angwin, 2004).  

Lastly, the human resource process of evaluating employee retention can also influence the success of the 

implementation plan. Siehl & Smith found that it is important that the acquiring firm figure out who the key 

employees in the target are, and are able to retain them to avoid losing valuable organizational knowledge 

(Siehl & Smith, 1991).  

The scope of this thesis does not allow a thorough discussion of a potential integration plan for Vodafone in 

acquiring Virgin Media, but it is important to keep in mind that the integration process is a crucial part in 

determining the success of an acquisition. 
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Part VII - Conclusion 
Vodafone is in a challenging situation as two recent mergers have substantially altered their market position 

in the UK telecommunication market. A competitive response to this threat could be an acquisition of Virgin 

Media, which will enable them to be a strong quad-play operator in the UK market. This thesis aimed at 

determining what maximum acquisition price Vodafone should pay for Virgin Media given their stand-alone 

value and the synergies of combining the two companies. The value of Virgin Media was found by using an 

EDCF model based on a strategic and financial analysis.  

The strategic analysis concluded that the telecommunication sector is highly regulated due to its societal 

importance. Hence, several restrictions are put on the operators in order to foster competition and ensure 

high consumer satisfaction. The overall trends in the market showed an attractive wireline market driven by 

high entry barriers, increased demand for fast broadband services, and an enhanced appetite for quad-play. 

Contrary, the mobile market is characterized by low barriers to enter, high bargaining power of customers, 

and severe competition initiated by the many MVNO’s that have entered the market. Virgin Media was 

found to have a competitive advantage in the superfast broadband market, albeit it is not sustainable.  

The estimated intrinsic value of Virgin Media is £16,529 as of 1st of May 2015. The result of the model was 

then sanity checked against the competitors in a multiple analysis, and found that the relative valuation was 

well in line with the industry average. The primary driver of this value is the consumer demand for superfast 

broadband services, driving the ARPU and market penetration in the broadband market. Further, the market 

share in television is expected to grow given an increased individualization of demand for television 

packages, although the total television market is challenged by OTT services such as Netflix. Also, a 

substantial part of the value is derived from the newly announced £3 billion network investment, Project 

Lightning.  

The synergies of combining Vodafone and Virgin Media supports a premium of 51.1% The main driver of 

the synergies are operational synergies generated by reducing operating costs, and the churn benefits of 

attracting more customers to bundled products. Additionally, substantial financial synergies are gained by 

utilizing the deferred tax losses of Virgin Media to offset future tax payments for Vodafone.  

The maximum acquisition price Vodafone should pay is therefore £24,979, which reflects the intrinsic value 

of the company, and the full benefit of the synergies of combining the companies.  
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Effective voting power Class A shares Effective voting power Class B shares
Top 20 Shareholders % Class A shares % voting power Shareholder % Class B shares % Voting Power
CAPITAL GROUP COMPANY 11.80% 8% MALONE JOHN C 86.67% 28%
BLACKROCK 6.40% 4% BENNETT ROBERT R 9.68% 3%
FIDELITY MANAGEMENT 5.20% 4% GOULD PAUL A 0.51% 0%
DODGE & COX 4.40% 3% FIC CAPITAL INC 0.13% 0%
BERKSHIRE HATHAWAY 4.10% 3% FIDUCIARY TRUST COMP 0.08% 0%
ARTISAN PARTNERS LTD 3.50% 2% CSS LLC 0.07% 0%
CASCADE INVESTMENT L 3.50% 2% DIMENSIONAL FUND ADV 0.02% 0%
MANNING & NAPIER ADV 2.70% 2% UBS AG 0.01% 0%
T ROWE PRICE GROUP I 2.00% 1% FIDELITY MANAGEMENT 0.01% 0%
EGERTON CAPITAL LIMI 1.90% 1% INVESCO LTD <0.01% 0%
COATUE MANAGEMENT LL 1.90% 1% BLACKROCK <0.01% 0%
GLENVIEW CAPITAL MAN 1.70% 1% CLAYMORE INVESTMENTS <0.01% 0%
NORGES BANK 1.60% 1% ROYAL ALLIANCE ASSOC <0.01% 0%
VIKING GLOBAL INVEST 1.50% 1% POWERSHARES GLOBAL F <0.01% 0%
D E SHAW & COMPANY I 1.40% 1% MORGAN STANLEY CAPIT <0.01% 0%
BRAHMAN CAPITAL CORP 1.30% 1% TOWER RESEARCH CAPIT <0.01% 0%
TYBOURNE CAPITAL MAN 1.30% 1% BANK OF AMERICA CORP <0.01% 0%
ALKEN ASSET MANAGEME 1.10% 1% PERELLA WEINBERG PAR <0.01% 0%
AMERIPRISE FIN GRP 1.10% 1% COLUMBIA MANAGEMENT <0.01% 0%
INVESCO LTD 1.00% 1%
Total % voting power of top 20 shareholder 40%
Source: Bloomberg from the 1st of May 2015

Appendix A: Top 20 Shareholders in Class A and Class B Shares
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Legislator Law Content of law
EU Directive 2002/21 General regulatory framework for electronic communications networks and services
EU Directive 2002/20 Authorization of electronic communications networks and services
EU Directive 2002/19 Network Access
EU Directive 2002/22 Universal service and users rights to electronic communications networks and services
EU Directive 2002/58 Personal data safety and the protection of privacy in the electronic communications sector
UK Communications Act 2003 Regulation on all forms of communications technology
UK Wireless Telegraphy Act 2006 Radio communications (Spectrum, licensing, usage conditions and charges, license bidding ect.)
UK Privacy and Electronic Communications Regulations 2003 Personal data safety and the protection of privacy in the electronic communications sector
UK U.K. Broadcasting Acts 1990 On Broadcasting content
UK Audiovisual Media Services Directive On-demand programming
Source: Virgin Media Annual Report 2014

Appendix B: Overview of main telecom Regulations for Virgin Media
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Market Definition/most common use Significant Market Power?
WFAEL Analog telephone service BT
ISDN30 Multiple telephone lines to large business sites BT
ISDN2 Single telephone lines to small business BT at wholesale level only
WLA Telephony, broadband (standard and superfast), ISDN2 and ISDN 30 BT
Note: Hull Area is exlcluded from this analysis, as this is a small area only covered by KCOM

Market Definition !"#$%&'(&)*&+$%,-.%. Significant Market Power?
Market A Markets with 1 or 2 potential significant wholesale broadband providers present 9.60% BT
Market B Effective Competition 89.70% No
Market C Hull Area /01/2 KCOM
Note: Hull Area is exlcluded from this analysis, as this is a small area only covered by KCOM
Source: OfCom 2014

 Fixed Telephony Significant Market Power

 Broadband Wholesale Access Significant Market Power

Appendix C: OfCom investigation on significant market power
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Company Name

Share of 
Huwei's 
revenue

Share of 
Buyer 

CAPEX Company Name

Share of 
Ericsson's 
revenue

Share of 
Buyer 

CAPEX Company Name

Share of 
Ericsson's 
revenue

Share of 
Buyer 

CAPEX
China Mobile 7.64% 12.82% AT&T 7.65% 11.25% Telefonica 5.27% 5.82%
China Unicom 4.98% 17.77% Verizon 6.98% 12.22% Sprint 4.08% 7.18%
Vodafone 4.29% 3.77% Telefonica 6.66% 13.26% China Mobile 4.00% 2.43%
Deutsche Telekom 4.19% 3.39% Sprint 4.09% 12.82% Softbank 3.39% 4.30%
America Movil 3.80% 3.75% Vodafone 3.97% 18.64% Vodafone 3.13% 7.68%
China Telecom 3.59% 13.49% Bharti Airtel 3.74% 35.77% America Movil 3.08% 6.90%
Orange 2.47% 2.06% China Unicom 3.63% 7.19% Deutsche Telecom 2.92% 5.19%
Telefonica 1.52% 4.62% Orange 3.23% 11.54% SK Telecom 2.88% 4.15%
Telenor 1.28% 3.54% T-Mobile 2.77% 18.08% KDDI Corp 2.62% 10.20%
Bharti Aitel 1.08% 3.34% China Mobile 2.23% 2.61% AT&T 2.57% 2.06%
BT Group 0.89% 1.49% China Telecom 2.04% 3.84% Bharti Aitel 2.31% 12.37%
Telecom Italia 0.81% 2.53% MTN Group 2.02% 34.99% Verizon 2.24% 2.20%
Tim Participacoes 0.60% 9.76% Softbank 1.89% 4.31% China Unicom 2.18% 2.42%
Telefonica Deutschland 0.54% 3.13% Global Telecom 1.87% 11.07% NTT Docomo 2.16% 9.45%
VimpelCom 0.52% 4.00% Telstra 1.57% 19.49% T-Mobile 2.09% 7.66%
BCE 0.45% 1.15% Deutsche Telecom 1.52% 4.98% Mobile Telesystems 1.90% 10.68%
PCCW 0.35% 7.81% Telekom Indonesia 1.52% 4.98% Orange 1.82% 3.59%
Oi 0.34% 1.49% America Movil 1.41% 5.63% China Telecom 1.82% 1.89%
Turkcell 0.33% 3.71% Singapore Telecom 1.40% 23.85% Telecom Indonesia 1.41% 11.30%
Emirates Telecom 0.33% 4.20% Emirates Telecom 1.35% 14.04% VimpelCom 1.36% 6.23%

Average top 20 2.00% 5.39% Average top 20 3.08% 13.53% Average top 20 2.66% 6.19%

Company Name

Share of 
Ericsson's 
revenue

Share of 
Buyer 
CAPEX Company Name

Share of 
Ericsson's 
revenue

Share of 
Buyer 
CAPEX Company Name

Share of 
Ericsson's 
revenue

Share of 
Buyer 
CAPEX

Verizon 14.00% 14.23% Verizon 2.16% 6.39% China Mobile 22.05% 11.44%
AT&T 11.00% 9.07% Google 2.15% 7.24% China Telecom 8.20% 7.51%
Sprint 10.00% 32.10% Nippon Telegraph 1.57% 6.20% China Unicom 8.19% 9.04%
China Telecom 5.13% 6.14% Telefonica 1.42% 6.39% Telefonica 1.48% 1.49%
China Unicom 4.04% 6.14% America Movil 1.24% 6.39% Deutsche Telekom 1.43% 2.17%
Orange 3.53% 8.01% China Telecom 1.23% 5.85% Vodafone 1.30% 2.70%
Telefonica 3.09% 3.93% AT&T 1.23% 2.87% VimpelCom 1.05% 4.40%
America Movil 2.80% 3.69% Tech Data 1.19% 2.28% Telenor 0.95% 4.17%
Vodafone 2.40% 6.77% Best Buy 1.07% 1.80% Bharti Airtel 0.83% 4.39%
Softbank 1.84% 2.68% Orange 1.03% 6.39% Tech Data 0.77% 0.37%
SK Telecom 1.83% 3.04% Deutsche Telekom 0.96% 5.40% TeliaSonera 0.74% 4.51%
China Mobile 1.81% 1.19% Vodafone 0.91% 6.39% Ingram Micro 0.68% 0.24%
Deutsche Telecom 1.64% 3.35% Sprint Corp 0.84% 8.99% Hutchison Whampoa 0.67% 2.81%
WESCO International 1.54% 4.44% Softbank 0.80% 3.34% China United Network 0.67% 0.23%
Comcast 1.47% 3.01% Time Warner Cable 0.66% 6.57% AT&T 0.57% 0.39%
CenturyLink 1.40% 8.59% NTT Docomo 0.57% 5.64% PetroCHina 0.52% 0.03%
Nippon Telegraph 1.17% 1.62% KDDI 0.54% 6.33% KPN 0.51% 4.51%
Telecom Italia 1.07% 6.13% T-Mobile 0.53% 5.78% PCCW 0.44% 3.07%
Emirates Telecom 0.99% 6.59% Cap Gemini 0.49% 2.28% SoftBank 0.44% 0.50%
Bouygues 0.95% 9.32% Lockheed Martin 0.49% 0.58% Bank of China 0.42% 0.21%

Average top 20 3.59% 7.00% Average top 20 1.05% 5.16% Average top 20 2.60% 3.21%
Source: Bloomberg as of 1st of May 2015

Appendix D: Top 20 customers of the five largest suppliers of Telecommunication Equipment
Huawei Ericsson Nokia

Alcatel-Lucent Cisco Systems ZTE
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Owner Package Broadcast Times No. Games 1st pick Price in million £ Price per season Price per game in million
Sky A Saturday 12:30 28 6
BT B Saturday 17:30 28 9
Sky C Sunday 13:30 28
Sky D Sunday 16:00 28 18
Sky E Monday 20:00 & Friday 19:30 28
BT F Midweek Evening & Saturday 14 3
Sky G Bank Holiday and Sunday 14 2

Total 168 38 5,136 1712 10.2
Source: The Guardian 2015

Appendix E: Overview of the Premier League Rights 2016-2019
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Year
Revenue
Operating Cost
SG&A
EBITDA 
EBITDA margins
Depreciation
EBITA
EBITA margins
Lease Adjustment
Adjusted EBITA
Tax on Adjusted EBITA
NOPLAT adjusted for lease
NOPLAT margins
Unadjusted NOPLAT 
Unadjusted NOPLAT margins

Reconciliation with reported net income
Amortization
Impairment and restructuring 
Lease Adjustments
Debt modification
Derrivative gains
Foreign currency transactions
Other income, net
Profit before income tax
Financial Expenses 
Interest expense
Interest income
Net Financial Expense

Tax on interest expense
Net Financial Expense after tax

Profit for continuing operations
Profit before tax, margins

Discontinuing operations after tax
Profit for the period

Appendix F Rebalanced Income Statement
2010 2011 2012 2013 2014

3,875.8 3,991.8 4,100.5 4,120.4 4,214.2
-1,575.0 -1,605.6 -1,872.9 -1,897.1 -1,824.5

-790.6 -796.0 -574.2 -636.2 -596.3
1,510.2 1,590.2 1,653.4 1,587.1 1,793.4

39% 40% 40% 39% 43%
-987.7 -923.2 -951.7 -1343 -1555.9
522.5 667.0 701.7 244.1 237.5
13.5% 16.7% 17.1% 5.9% 5.6%
36.24 30.79 35.73 35.73 30.46

558.74 697.79 737.43 279.83 267.96
255.56 77.13 2,747.57 -142.21 26.25
814.30 774.92 3,485.00 137.62 294.21

21.0% 19.4% 85.0% 3.3% 7.0%
778.06 744.1 3,449.268 101.9 263.8

20.1% 18.6% 84.1% 2.5% 6.3%

-147.60 -118.40 -14.70 0.00 0.00
-53.00 -8.40 11.80 -87.70 -17.40
-36.24 -30.79 -35.73 -35.73 -30.46
-70.00 -47.20 -187.80 0.50 20.10
-65.60 -50.70 148.10 -151.60 48.60
-34.10 -2.40 -6.30 140.50 -151.90
24.00 11.40 6.80 0.80 1.40

431.76 528.43 3,407.17 4.39 164.55

-477.80 -440.80 -398.20 -426.10 -457.10
8.30 82.60 0.00 107.00 229.70

-469.50 -358.20 -398.20 -319.10 -227.40

-131.46 -93.13 -95.57 -73.39 -47.75
-600.96 -451.33 -493.77 -392.49 -275.15

-169.20 77.10 2,913.40 -388.10 -110.60
-4.37% 1.93% 71.05% -9.42% -2.62%

27.80 -1.20 0.00 0.00 0.00
-141.40 75.90 2,913.40 -388.10 -110.60

Appendix F Rebalanced Income Statement
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Year 2010 2011 2012 2013 2014
Current Assets
Operating Cash Operating 77.52 79.84 82.01 82.41 35.10
Excess Cash Non-operating 404.18 222.46 124.29 260.59 0.00
Trade receviables Operating 431.20 435.40 442.70 405.30 417.00
Other receivables Operating 0.00 0.00 0.00 88.10 745.00
Current Deferred tax assets Non-operating 0.00 0.00 58.10 29.10 24.70
Pre-paid expenses and other current Operating 115.4 97.0 94.5 125.9 108.6
Derivative Financial instruments Financial Asset 0.80 9.50 36.20 0.00 0.00

Non-current Assets
PPE Operating 4,763.10 4,602.70 4,512.20 6,112.60 5,796.20
Capitalized Leases Operating 222.40 239.90 242.60 242.60 245.57
Goodwill Operating 2,017.50 2,017.50 2,017.50 5,793.70 5,793.70
Intangible Assets Operating 118.40 0.00 0.00 2,321.50 1,951.20
Equity Investment Non-operating 359.20 0.00 0.00 0.00 0.00
Derrivative financial instruments Financial Asset 394.60 347.90 0.00 0.00 0.00
Deferred financial costs Financial Asset 98.60 75.70 0.00 0.00 0.00
Non-current deferred tax assets Non-operating 0.00 0.00 2,641.70 1,407.40 1,506.20
Other Assets - Long term derivative assets Financial Asset 0.00 0.00 443.00 158.10 123.00
Other Assets - Undisclosed Operating 52.70 50.80 112.70 153.00 158.70
Notes  receivable Non-operating 0.00 0.00 0.00 2,373.50 2,322.30

Total Assets 9,055.60 8,178.70 10,807.50 19,553.80 19,227.27

Liabilities and Equity 
Current Liabilities
Accounts Payable Operating 295.9 304.4 296.4 274.5 253.8
Deferred Revenue Operating 301.7 311.8 317.7 315.7 347
Current debt obligations Debt 222.1 76.6 77.1 159.5 333.9
Derivative instruments Financial Liabilities 13.3 16.7 29.3 136.5 139.8
Accrued interest Debt equivalent 126.5 106.8 60.3 92.4 141.7
Transactions with Liberty Global payables Operating 0 0 0 87.6 21.5
VAT payables Operating 88.6 88.4 85.1 78.1 97.4
Accrued expenses and other current liabilities Operating 391.5 338.2 356.9 379.3 439.9
Current restructuring liabilities Debt equivalent 57.6 34.9 14.6 13 3.8

Non-current liabilities
Loan Obligations Debt 5,088.80 5,045.70 5,156.10 8,116.10 8,220.30
Hybrid Securities Hybrid  Security 535.40 551.10 544.00 34.70 36.50
Leasing Obligations Debt equivalent 174.10 181.70 151.90 138.50 92.10
Capitalized Operating Lease Debt equivalent 222.40 239.90 242.60 242.60 245.57
Derrivative financial instruments Financial Liabilities 62.00 53.60 0.00 0.00 0.00
Non-current restructuring liabilities Debt equivalent 0.00 0.00 1.70 0.00 4.30
Net liability from defined benefit plan Debt equivalent 39 43.6 46.5 63.2 22.8
Deferred revenue and other LT liabilites Operating 168.90 146.40 208.90 393.90 251.80
Deferred tax liabilities Equity equivalent 3.20 0.00 0.00 0.00 0.00

Equity
Common Stock Equity 1.8 1.6 1.4 0 0
Additional Paid-in capital Equity 4375.2 3866.6 3658.9 9477.9 9232.7
Accumulated deficit Equity -3198.9 -3259.3 -436.1 -595.3 -705.9
Accumulated other comprehensive earnings Equity 86.5 30 -5.8 145.6 48.3

Total Liabilities + Shareholder Equity 9,055.60 8,178.70 10,807.50 19,553.80 19,227.27

Check 0.00 0.00 0.00 0.00 0.00

Appendix G: Balance Sheet, in million Reformulated
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Appendix H: Lundholm’s Credit Framework (Lundholm, 2007) 
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Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Cable Revenue forecast

UK Households, million 26,240,000 26,409,000 26,614,000 26,654,000 26,703,000 26,837,302.73 26,972,280.93 27,107,938.01 27,244,277.38 27,381,302.46 27,519,016.71
Growth 0.76% 0.64% 0.78% 0.15% 0.18% 0.50% 0.50% 0.50% 0.50% 0.50% 0.50%

Appendix I: Revenue Forecast

Television Forecast
Proportion owning af television Set 92.0% 94.0% 96.0% 95.0%
UK households with Television 24,140,800 24,824,460 25,549,440 25,321,300
Proportion paying for TV 52.0% 51.0% 51.0% 53.0%

Pay TV market 12,553,216 12,660,474.60 13,030,214.40 13,420,289.00 13,512,185.30 13,580,144.83 13,580,203.94 13,512,020.51 13,376,279.53 13,174,684.41 12,909,922.82
Pay TV penetration in households 47.84% 47.94% 48.96% 50.35% 50.60% 50.60% 50.35% 49.85% 49.10% 48.12% 46.91%
Total Pay TV market penetration Growth 0.21% 2.13% 2.84% 0.50% 0.00% -0.50% -1.00% -1.50% -2.00% -2.50%

Virgin Media Television subscribers 3,778,800 3,763,100 4,179,100 3,749,600 3,760,300 3,817,004.55 3,893,361.59 3,970,659.16 4,029,039.40 4,067,525.32 4,085,427.95

Television market penetration 30.10% 29.72% 32.07% 27.94% 27.83% 28.11% 28.67% 29.39% 30.12% 30.87% 31.65%
Growth 1.000% 2.00% 2.50% 2.50% 2.50% 2.50%
Net Adds -15,700 416,000 -429,500 10,700

Broadband Forecast
UK Fixed Broadband penetration 65% 67% 72% 72% 73% 75.2% 77.4% 79.7% 82.1% 84.6% 87.1%
Total Broadband market Growth 3.08% 7.46% 0.00% 1.39% 2.98% 2.98% 2.98% 2.98% 2.98% 2.98%
UK households with broadband access 17,056,000 17,694,030 19,162,080 19,190,880 19,493,190 20,175,465.92 20,881,621.99 21,612,494.05 22,368,947.16 23,151,876.68 23,962,209.31
Virgin Media Broadband subscribers 4,011,100 4,102,900 4,272,200 4,375,700 4,536,600.00 4,812,769 5,100,769 5,400,723 5,701,547 6,019,128 6,354,398

Broadband penetration 23.52% 23.19% 22.30% 22.80% 23.27% 23.85% 24.43% 24.99% 25.49% 26.00% 26.52%
2.50% 2.40% 2.30% 2.00% 2.00% 2.00%

Net Adds 91,800 169,300 103,500 160,900 .
Fixed Voice
UK Fixed Broadband penetration 85.00% 85.00% 84.00% 84.00% 84.00% 83.75% 83.51% 83.26% 83.02% 82.77% 82.53%
Growth 0.00% -1.18% 0.00% 0.00% -0.29% -0.29% -0.29% -0.29% -0.29% -0.29%

UK Households with Fixed Voice 22,304,000.00 22,447,650.00 22,355,760.00 22,389,360.00 22,430,520.00 22,477,030.37 22,523,637.18 22,570,340.63 22,617,140.92 22,664,038.25 22,711,032.82
Virgin Media fixed voice subscribers 4,161,700.00 4,132,700.00 3,795,500.00 4,136,400.00 4,216,600.00 4,225,343.25 4,234,104.63 4,242,884.17 4,251,681.92 4,260,497.91 4,269,332.19

Fixed Voice Penetration 18.66% 18.41% 16.98% 18.47% 18.80% 18.80% 18.80% 18.80% 18.80% 18.80% 18.80%
0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

Net Adds -29,000 -337,200 340,900 80,200
Total Wireline subscribers 11,678,300 11,951,600 11,998,700 12,246,800 12,261,700 12,513,500 12,855,117 13,228,235 13,614,266 13,982,269 14,347,151 14,709,158
Growth 2.73% 2.90% 2.92% 2.70% 2.61% 2.52%
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Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Cable ARPU 
Television revenue 886.9 977 955.5 951 950 950 944 934 920
Television ARPU 531 651 634 621.2 608.7 596.6 584.6 572.9 561.5
Growth 22.53% -2.59% -2.00% -2.00% -2.00% -2.00% -2.00% -2.00%

Broadband revenue 802 873 1,024 1,162 1,306 1,438 1,563 1,684 1,795
Broadband ARPU 470 498 563 602.4 638.5 664.1 684.0 697.7 704.7
Growth 6.16% 12.95% 7.00% 6.00% 4.00% 3.00% 2.00% 1.00%

Fixed voice revenue 1,000 981 949 922 897 872 847 823 800
Fixed Voice ARPU 659 593 561 544.6 528.2 512.4 497.0 482.1 467.6
Growth -10.14% -5.27% -3.00% -3.00% -3.00% -3.00% -3.00% -3.00%

Cable products/customer 2.50 2.50 2.50 2.50 2.49 2.49 2.49 2.49 2.49 2.49 2.49
Cable products growth -0.17% 0.22% -0.17% -0.14% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

Total number of customers 11,951,600.00 11,998,700.00 12,246,800.00 12,261,700.00 12,513,500.00 12,855,116.73 13,228,234.84 13,614,266.48 13,982,268.78 14,347,151.14 14,709,157.96
Growth 0.39% 2.07% 0.12% 2.05% 2.73% 2.90% 2.92% 2.70% 2.61% 2.52%

Total Cable Revenue £2,642 £2,722 £2,803.9 £2,831.1 £2,928.4 £3,035.2 £3,152.5 £3,259.0 £3,354.9 £3,441.2 £3,515.1
Growth 3.03% 3.02% 0.97% 3.44% 3.65% 3.86% 3.38% 2.94% 2.57% 2.15%

Mobile Revenue forecast

Mobile ARPU, year £174.7 £178.9 £179.0 £174.3 £184.7 186.59 188.45 189.40 189.87 190.11 190.23
Mobile ARPU growth 2.43% 0.02% -2.60% 5.97% 1.00% 1.00% 0.50% 0.25% 0.13% 0.06%

Pre-Pay Mobile customers 1,858,100 1,513,400 1,328,600 1,111,100 943,600 796,851.59 672,925.45 568,272.26 479,894.72 405,261.62 342,235.45
Base Case -18.55% -12.21% -16.37% -15.08% -15.55% -15.55% -15.55% -15.55% -15.55% -15.55%

Subscription mobile Customers 1,210,800 1,523,900 1,708,900 1,879,100 2,109,400 2,214,870.00 2,325,613.50 2,441,894.18 2,563,988.88 2,692,188.33 2,826,797.74
Base Case 25.86% 12.14% 9.96% 12.26% 5% 5% 5% 5% 5% 5%

Total Mobile Customers 3,068,900 3,037,300 3,037,500 2,990,200 3,053,000 3,011,722 2,998,539 3,010,166 3,043,884 3,097,450 3,169,033
Growth -1.03% 0.01% -1.56% 2.10% -1.35% -0.44% 0.39% 1.12% 1.76% 2.31%

Total mobile revenue £560.0 £552.9 £554.8 £440.3 £479.9 £561.9 £565.1 £570.1 £577.9 £588.8 £602.8
Growth -1.27% 0.34% -20.64% 8.99% 17.10% 0.56% 0.89% 1.37% 1.89% 2.37%

Business to Business Revenue Forecast
Business to Business Revenue £596.8 £637.4 £670.4 £601.8 £616.0 £622.3 £628.7 £635.2 £641.7 £648.3 £654.9
Base Case 6.80% 5.18% -10.23% 2.36% 1.03% 1.03% 1.03% 1.03% 1.03% 1.03%

Total Revenue Forecast
Total Revenue £3,875.8 £3,991.8 £4,100.5 £4,120.4 £4,214.2 £4,219.5 £4,346.3 £4,464.2 £4,574.5 £4,678.3 £4,772.8
Revenue growth 2.99% 2.72% 0.49% 2.28% 0.13% 3.00% 2.71% 2.47% 2.27% 2.02%
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Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Total Revenue £3,875.8 £3,991.8 £4,100.5 £4,120.4 £4,214.2 £4,219.5 £4,346.3 £4,464.2 £4,574.5 £4,678.3 £4,772.8

Cost of Sales
Consumer cost of Sales £997.8 £1,032.9 £1,015.1 £1,201.4 £1,155.5 £1,130.0 £1,167.9 £1,202.9 £1,235.5 £1,266.0 £1,293.6
Consumer Cost % of Consumer Sales 30.43% 30.79% 29.59% 34.15% 32.11% 31.41% 31.41% 31.41% 31.41% 31.41% 31.41%

Business cost of sales £184.3 £194.7 £223.1 £237.3 £228.2 £213.1 £215.2 £217.5 £219.7 £221.9 £224.2
Business Cost % of Business Sales 30.88% 30.55% 33.28% 39.43% 37.04% 34.24% 34.24% 34.24% 34.24% 34.24% 34.24%

Network cost £392.9 £378.0 £391.0 £458.4 £440.8 £457.19 £474.91 £489.19 £496.54 £506.88 £517.18
Network Cost % of New Customers 18.40% 18.59% 24.24% 21.21% 20.61% 20.61% 20.61% 20.61% 20.61% 20.61%

Total Cost of Sales £1,575.0 £1,605.6 £1,629.2 £1,897.1 £1,824.5 £1,800.3 £1,858.0 £1,909.5 £1,951.7 £1,994.9 £2,035.0
Gross margin 59.4% 59.8% 60.3% 54.0% 56.7% 57.3% 57.3% 57.2% 57.3% 57.4% 57.4%

SG&A
Employee and Outsourcing costs £468.5 £458.9 £442.5 £362.7 £339.9 £432.4 £445.4 £457.5 £468.8 £479.5 £489.2
Employees As % of Sales 12.09% 11.50% 10.79% 8.80% 8.07% 10.25% 10.25% 10.25% 10.25% 10.25% 10.25%

Marketing costs £147.7 £157.1 £192.4 £131.4 £123.1 £156.5 £161.2 £165.6 £169.7 £173.6 £177.1
Marketing As % of Sales 3.81% 3.94% 4.69% 3.19% 2.92% 3.71% 3.71% 3.71% 3.71% 3.71% 3.71%

Facilities £57.1 £56.1 £61.6 £46.2 £43.3 £55.1 £56.8 £58.3 £59.8 £61.1 £62.3
Facilities as % of Sales 1.47% 1.41% 1.50% 1.12% 1.03% 1.31% 1.31% 1.31% 1.31% 1.31% 1.31%

Other £117.3 £123.9 £121.3 £95.9 £89.9 £114.3 £117.8 £121.0 £124.0 £126.8 £129.3
Other as % of Sales 3.03% 3.10% 2.96% 2.33% 2.13% 2.71% 2.71% 2.71% 2.71% 2.71% 2.71%

Total SG&A £790.6 £796.0 £817.8 £636.2 £596.3 £758.4 £781.2 £802.4 £822.3 £840.9 £857.9

NOPLAT
EBITDA £1,510.2 £1,590.2 £1,653.5 £1,587.1 £1,793.4 £1,660.8 £1,707.0 £1,752.3 £1,800.5 £1,842.6 £1,879.9
EBITDA margins 38.96% 39.84% 40.32% 38.52% 42.56% 39.36% 39.28% 39.25% 39.36% 39.39% 39.39%

Depreication £987.7 £923.2 £951.7 £1,343.0 £1,555.9 £1,159.2 £1,070.3 £1,102.4 £1,132.4 £1,160.3 £1,186.7

EBITA £522.5 £667.0 £701.8 £244.1 £237.5 £501.5 £636.8 £649.8 £668.2 £682.2 £693.2

Lease Adjustment £36.2 £30.8 £35.7 £35.7 £30.5 £35.2 £36.2 £37.2 £38.1 £39.0 £39.8
Lease adjustment of sales 0.94% 0.77% 0.87% 0.87% 0.72% 0.83% 0.83% 0.83% 0.83% 0.83% 0.83%

EBITA, adjusted £558.7 £697.8 £737.5 £279.8 £268.0 £536.7 £673.0 £687.0 £706.3 £721.2 £733.0
EBITA, adjusted margins 14.4% 17.5% 18.0% 6.8% 6.4% 12.7% 15.5% 15.4% 15.4% 15.4% 15.4%

Tax Benefit on EBITDA ajusted (expense) £255.6 £77.1 £71.9 -£142.2 £26.3 £82.4 £110.1 £112.2 £115.4 £117.8 £119.6

NOPLAT £814.3 £774.9 £809.4 £137.6 £294.2 £619.1 £783.1 £799.2 £821.7 £839.1 £852.6
NOPLAT margins 21.0% 19.4% 19.7% 3.3% 7.0% 14.7% 18.0% 17.9% 18.0% 17.9% 17.9%

Appendix J: Income Statement Forecast
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Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Financial Expense
Interest expense -£477.8 -£440.8 -£398.2 -£426.1 -£457.1 -£636.0 -£636.0 -£636.0 -£636.0 -£636.0 -£636.0
As % of previous year debt 8.30% 7.77% 8.14% 5.52% 7.43% 7.43% 7.43% 7.43% 7.43% 7.43%

Interest income £8.3 £82.6 £0.0 £107.0 £229.7 £199.3 £210.3 £206.9 £205.0 £204.3 £206.4

As % of last years cash + notes receivables 17.1% 0.0% 51.9% 8.5% 8.46% 8.46% 8.46% 8.46% 8.46% 8.46%

Net Financial expense -£469.5 -£358.2 -£398.2 -£319.1 -£227.4 -£436.7 -£425.7 -£429.1 -£431.0 -£431.7 -£429.6

Tax on interest expense -£131.5 -£93.1 -£95.6 -£73.4 -£47.8 -£91.7 -£89.4 -£90.1 -£90.5 -£90.7 -£90.2

Financial expense net of tax -£601.0 -£451.3 -£493.8 -£392.5 -£275.2 -£528.4 -£515.1 -£519.2 -£521.5 -£522.4 -£519.9

Non-operating adjustments
Lease Adjustments -£36.2 -£30.8 -£35.7 -£35.7 -£30.5 -£35.2 -£36.2 -£37.2 -£38.1 -£39.0 -£39.8

Amortization -147.60 -118.40 -14.70 0.00 0.00 0 0 0 0 0 0
Growth in Amortization -19.78% -87.58% -100.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

Impairment and restructuring -53.00 -8.40 11.80 -87.70 -17.40 -32.33 -33.31 -34.21 -35.05 -35.85 -36.57
% of Sales 1.37% 0.21% -0.29% 2.13% 0.41% 0.77% 0.77% 0.77% 0.77% 0.77% 0.77%

Other non-operating income (expenses) -145.70 -88.90 -39.20 -9.80 -81.80 -76.97 -79.29 -81.44 -83.45 -85.34 -87.07
As % of Sales 3.76% 2.23% 0.96% 0.24% 1.94% 1.82% 1.82% 1.82% 1.82% 1.82% 1.82%

Total Non-operating income (expense) -382.54 -246.49 -77.83 -133.23 -129.66 -144.48 -148.82 -152.86 -156.63 -160.19 -163.42

Net Income
Revenue from Discontinued operations 27.80 -1.20 0.00 0.00 0.00 0 0 0 0 0 0

Net Income -141.4 75.9 237.8 -388.1 -110.6 -53.8 119.2 127.1 143.6 156.5 169.4
Net income margins -3.65% 1.90% 5.80% -9.42% -2.62% -1.27% 2.74% 2.85% 3.14% 3.35% 3.55%

Appendix J: Income Statement Forecast



Abel Chernet Determining the “Right Price” Appendix   

Master Thesis  
!"#$

 

 

 

 

 

 

 

Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Operating working Capital
Operating Assets
Operating Cash 77.52 79.84 82.01 82.41 35.10 84.80 87.81 90.70 93.79 97.22 101.00

Trade Receivables 431.20 435.40 442.70 405.30 417.00 443.56 456.89 469.29 480.88 491.79 501.73
As % of Sales 11.13% 10.91% 10.80% 9.84% 9.90% 10.51% 10.51% 10.51% 10.51% 10.51% 10.51%

Other Receivables 0.00 0.00 0.00 88.10 745.00 745.94 768.35 789.20 808.70 827.05 843.76
As % of Sales 0.00% 0.00% 0.00% 2.14% 17.68% 17.68% 17.68% 17.68% 17.68% 17.68% 17.68%

Pre-paid expenses and other current 115.40 97.00 94.50 125.90 108.60 112.61 116.00 119.15 122.09 124.86 127.38
As % of Sales 2.98% 2.43% 2.30% 3.06% 2.58% 2.67% 2.67% 2.67% 2.67% 2.67% 2.67%

Operating Current Assets £624.1 £612.2 £619.2 £701.7 £1,305.7 £1,386.9 £1,429.0 £1,468.3 £1,505.5 £1,540.9 £1,573.9

Operating Liabilities
Accounts Payable £295.9 £304.4 £296.4 £274.5 £253.8 £303.6 £313.3 £322.0 £329.1 £336.4 £343.2
Accounts Payable of COGS 18.8% 19.0% 18.2% 14.5% 13.9% 16.86% 16.86% 16.86% 16.86% 16.86% 16.86%

Deferred Revenue £301.7 £311.8 £317.7 £315.7 £347.0 £331.1 £341.1 £350.3 £359.0 £367.1 £374.6
Deferred Revenue as % of Sales 7.78% 7.81% 7.75% 7.66% 8.23% 7.85% 7.85% 7.85% 7.85% 7.85% 7.85%

Other Payables £88.6 £88.4 £85.1 £165.7 £118.9 £113.2 £116.6 £119.8 £122.8 £125.6 £128.1
As % of Sales 2.29% 2.21% 2.08% 4.02% 2.82% 2.68% 2.68% 2.68% 2.68% 2.68% 2.68%

Accrued expenses and other current liabilities £391.5 £338.2 £356.9 £379.3 £439.9 £396.0 £407.9 £418.9 £429.3 £439.0 £447.9
As % of Sales 10.10% 8.47% 8.70% 9.21% 10.44% 9.38% 9.38% 9.38% 9.38% 9.38% 9.38%

Operating Current Liabilities £1,077.7 £1,042.8 £1,056.1 £1,135.2 £1,159.6 £1,143.9 £1,178.9 £1,211.1 £1,240.2 £1,268.1 £1,293.7

Operating Working Capital -453.58 -430.56 -436.89 -433.49 146.10 242.97 250.11 257.22 265.27 272.78 280.13

Implied Capital Expenditure
PPE £4,763.1 £4,602.7 £4,512.2 £6,112.6 £5,796.2 £5,351.4 £5,512.2 £5,661.8 £5,801.6 £5,933.3 £6,053.2
As % of Revenue 123% 115% 110% 148% 138% 127% 127% 127% 127% 127% 127%

Depreciation £987.7 £923.2 £951.7 £1,343.0 £1,555.9 £1,159.2 £1,070.3 £1,102.4 £1,132.4 £1,160.3 £1,186.7
As % of Last years PPE 19.38% 20.68% 29.76% 25.45% 20% 20% 20% 20% 20% 20%

Capital Expenditure £762.8 £861.2 £2,943.4 £1,239.5 £714.4 £1,231.1 £1,252.0 £1,272.2 £1,292.0 £1,306.5

Appendix J: Balance Sheet, in million Forecasted
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Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Operating non-current assets and liabilities, excl goodwill and intangibles
Other Operating Assets £52.7 £50.8 £112.7 £153.0 £158.7 £108.5 £111.8 £114.8 £117.7 £120.3 £122.8
As % of Sales 1.36% 1.27% 2.75% 3.71% 3.77% 2.57% 2.57% 2.57% 2.57% 2.57% 2.57%

Operating non-current liabilities £168.9 £146.4 £208.9 £393.9 £251.8 £241.8 £249.1 £255.8 £262.2 £268.1 £273.5
As % of Sales 4.36% 3.67% 5.09% 9.56% 5.98% 5.73% 5.73% 5.73% 5.73% 5.73% 5.73%

Lease Adjustment
Capitalized Lease £222.4 £239.9 £242.6 £242.6 £245.6 £247.9 £255.4 £262.3 £268.8 £274.9 £280.4
As % of Sales 5.74% 6.01% 5.92% 5.89% 5.83% 5.88% 5.88% 5.88% 5.88% 5.88% 5.88%

Goodwill and Intangibles
Goodwill 2,017.50 2,017.50 2,017.50 5,793.70 5,793.70 5793.7 5793.7 5793.7 5793.7 5793.7 5793.7
Growth in Goodwill 0% 0% 187% 0% 0% 0% 0% 0% 0% 0%

Intangibles 118.40 0.00 0.00 2,321.50 1,951.20 1951.2 1951.2 1951.2 1951.2 1951.2 1951.2
Growth in Intangibles -100% #DIV/0! #DIV/0! -16% 0% 0% 0% 0% 0% 0%

Total Goodwill and intangibles 2,135.90 2,017.50 2,017.50 8,115.20 7,744.90 7,744.90 7,744.90 7,744.90 7,744.90 7,744.90 7,744.90

Total Assets, Liabilities and Shareholders Equity
Current Assets £624.1 £612.2 £619.2 £701.7 £1,305.7 £1,386.9 £1,429.0 £1,468.3 £1,505.5 £1,540.9 £1,573.9
Excess Cash 404.18 222.46 124.29 260.59 0.00 130.41 135.43 158.34 193.89 260.85 340.25

Net PPE £4,763.1 £4,602.7 £4,512.2 £6,112.6 £5,796.2 £5,351.4 £5,512.2 £5,661.8 £5,801.6 £5,933.3 £6,053.2
Capitalized Leasing £222.4 £239.9 £242.6 £242.6 £245.6 £247.9 £255.4 £262.3 £268.8 £274.9 £280.4
Other Operating Assets £52.7 £50.8 £112.7 £153.0 £158.7 £108.5 £111.8 £114.8 £117.7 £120.3 £122.8
Other non-operating Assets £359.2 £0.0 £613.7 £2,619.2 £2,470.6 £2,420.5 £2,371.5 £2,323.5 £2,276.6 £2,230.7 £2,185.8
Goodwill and intangibles £2,135.9 £2,017.5 £2,017.5 £8,115.2 £7,744.9 £7,744.9 £7,744.9 £7,744.9 £7,744.9 £7,744.9 £7,744.9
Financial Assets £494.0 £433.1 £479.2 £158.1 £123.0 £354.8 £365.4 £375.3 £384.6 £393.3 £401.3
Deferred income tax assets £0.0 £0.0 £2,086.1 £1,190.8 £1,382.6 £1,382.6 £1,382.6 £1,382.6 £1,382.6 £1,382.6 £1,382.6

Total Assets £9,055.6 £8,178.7 £10,807.5 £19,553.8 £19,227.3 £19,127.9 £19,308.2 £19,492.0 £19,676.1 £19,881.8 £20,085.0

Total Liabilities
Operating Current Liabilities £1,077.7 £1,042.8 £1,056.1 £1,135.2 £1,159.6 £1,143.9 £1,178.9 £1,211.1 £1,240.2 £1,268.1 £1,293.7
Operating non-Current Liabilities £168.9 £146.4 £208.9 £393.9 £251.8 £241.8 £249.1 £255.8 £262.2 £268.1 £273.5
Interest Bearing Debt 5310.9 5122.3 5233.2 8275.6 8554.2 8,554.20 8,554.20 8,554.20 8,554.20 8,554.20 8,554.20
Financial Liabilities £75.3 £70.3 £29.3 £136.5 £139.8 £93.2 £96.0 £98.6 £101.1 £103.4 £105.5
Other Debt Equivalents £619.6 £606.9 £517.6 £549.7 £510.3 £536.9 £553.0 £568.0 £570.8 £583.8 £584.5
Hybrid £535.4 £551.1 £544.0 £34.7 £36.5 £36.5 £36.5 £36.5 £36.5 £36.5 £36.5
Deferred tax liability £3.2 £0.0 £0.0 £0.0 £0.0 £0.0 £0.0 £0.0 £0.0 £0.0 £0.0
Equity £1,264.6 £638.9 £3,218.4 £9,028.2 £8,575.1 £8,521.3 £8,640.5 £8,767.6 £8,911.2 £9,067.7 £9,237.1
Newly Issued Debt

Total Liabilities £9,055.6 £8,178.7 £10,807.5 £19,553.8 £19,227.3 £19,127.9 £19,308.2 £19,492.0 £19,676.1 £19,881.8 £20,085.0
Balance 0% 0% 0% 0% 0% 0.00 0.00 0.00 0.00 0.00 0.00

Appendix J: Balance Sheet, in million Forecasted
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Year 2015 2016 2017 2018 2019 2020 2021
Homes passed, mil 0.32 1.00 2.00 3.00 4.00 4.00 4.00
% Homes passed 8% 17% 25% 25% 25% 0% 0%
New customers, mil 0.32 0.68 1 1 1 0 0

Customers end of year, mil 0.064 0.248 0.582 1 1.45 1.42 1.8
Customer lost, mil 0.0 0.0 0.1 0.1 0.2 0.2 0.3
Customer added, mil 0.1 0.3 0.7 1.1 1.7 1.6 2.1

ARPU assumptions £540.0 £554.4 £569.2 £584.4 £600.0 £612.0 £624.2
Growth in ARPU 2.67% 2.67% 2.67% 2.67% 2% 2%

Revenue 34.6 137.5 331.3 584.4 870.0 869.0 1123.6
EBIT 20.7 82.5 198.8 350.6 522.0 521.4 674.2

CAPEX Calculations
Network CAPEX 192 408 600 600 600 0 0
Variable CAPEX 11 43 105 180 261 256 324
Total CAPEX 203 451 705 780 861 256 324

Vendor Financing 101 124 127 38 41 -303 34
Cash spend on CAPEX 101 327 578 743 821 559 290

Year 2015 2016 2017 2018 2019 2020 2021
EBIT £21 £82 £199 £351 £522 £521 £674
CAPEX -£101 -£327 -£578 -£743 -£821 -£559 -£290
Net working capital -£1.2 -£4.8 -£11.5 -£20.3 -£30.2 -£30.1 -£39.0
Free cash flow -£82 -£249 -£391 -£412 -£329 -£67 £345
PV of FCFF -£75 -£230 -£362 -£381 -£302 -£57 £329

PV of forecast period -£1,078
PV of terminal period £4,237

Market Value of project £3,159
Source: Virgin Media (2015), Deutsche Bank (2015),Author's estimates

Figure 5.11: Free Cash Flow Valuation of Project Lightning, million

Appendix K: Project Lightning
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Year 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Operating Margin
Gross margins 59.36% 59.78% 60.27% 53.96% 56.71% 57.33% 57.25% 57.23% 57.33% 57.36% 57.36%
SG&A/Revenues 20.40% 19.94% 19.94% 15.44% 14.15% 17.97% 17.97% 17.97% 17.97% 17.97% 17.97%
Depreciation /Revenues 25.48% 23.13% 23.21% 32.59% 36.92% 27.47% 24.63% 24.69% 24.75% 24.80% 24.86%

Operating Margin 13.48% 16.71% 17.11% 5.92% 5.64% 11.89% 14.65% 14.56% 14.61% 14.58% 14.52%

Revenue/Invested Capital
Average Operating Working Capital/Revenues -11.07% -10.58% -10.56% -3.41% 4.61% 5.67% 5.68% 5.71% 5.75% 5.79%
Average Fixed Assets /Revenues 120.45% 114.69% 130.73% 143.12% 135.26% 127.65% 127.83% 127.98% 128.10% 128.26%

Invested Capital/Revenues 109.38% 104.11% 120.16% 139.71% 139.87% 133.33% 133.51% 133.69% 133.86% 134.05%
Revenues/Invested Capital 91.43% 96.05% 83.22% 71.58% 71.49% 75.00% 74.90% 74.80% 74.71% 74.60%

Pre-tax ROIC 15.28% 16.44% 4.93% 4.03% 8.50% 10.99% 10.90% 10.93% 10.89% 10.84%
Operating Cash Tax rate -16.18% -15.33% 43.62% -23.88% -23.44% -22.98% -22.99% -22.98% -22.99% -22.99%

ROIC without goodwill 17.75% 18.96% 2.78% 5.00% 10.49% 13.51% 13.41% 13.44% 13.40% 13.33%

Premium over book capital 32.23% 32.09% 50.57% 57.39% 56.75% 57.20% 56.51% 55.88% 55.29% 54.76%

ROIC 12.03% 12.88% 1.37% 2.13% 4.54% 5.78% 5.83% 5.93% 5.99% 6.03%

Appendix L: Decomposition of ROIC 


