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I

It is increasingly likely that eircom will experience its fifth change
of ownership in seven years. Since the potential bidder owns a
large stake already, we think there is virtually no chance of a
counter-bid or an increase in the indicative terms. The shares are
trading at a ¢4% discount to the indicative offer — effectively the
time value of the current limbo plus a three month completion
period. We are at the point where it makes sense to sell in the
market since we believe the offer more than fully values the
business and the market is not discounting any regulatory or
process risk in the deal, although we think there is only a 5-10%
chance of an offer not materialising. Owners of eircom face a
deteriorating regulatory and margin environment.

For those who chose to wait for the deal to complete we would
advocate accepting the cash alternative,  assuming the proposed
terms are confirmed.

We have kept our target price at fair value of ~ €1.9/share. Our advice
is now to sell; we downgrade our recommendation from Hold/ High
Risk (2H) to Sell/ High Risk (3H).

The offer

B&B/ESOT's joint ‘proposed’ offer for eircom is €2.20 in cash per ordinary
share (together with the right to receive a dividend which is expected to be
approximately €0.052 per ordinary share, if any such dividend is declared) and
a preference share alternative entitling ordinary shareholders to receive unlisted
preference shares in the offered bidding vehicle.

The regulatory environment: toughening

Unlike the eleventh century King Canute, eircom’s twenty-first century
management has done a remarkable job halting a rising tide of political pressure,
regulatory change and competition. By exploiting legal loopholes the company has
been able to frustrate both regulatory changes and competition. However, things
may finally be changing. Two Bills, both designed to enhance ComReg’s powers
to enforce change, are currently on the legislative agenda. If passed many of the
loopholes that have been so ably exploited by eircom could be closed. The net
effect would likely be a sharp increase in competitive pressure, an acceleration of
market share loss and a marked deterioration in eircom’s fundamentals.

The corporate market: buying share

The past 12 months have seen eircom strengthen its hold on the Irish market. The
company has retained its dominance of the SME and broadband markets while re-
invigorating its position in the Irish corporate market with some notable success.
However, its main tactic has been discounting, which has played a part in the
decline in eircom’s margins and faces also risks of increased regulatory policing.

Our recommendation

B&B/ESOT control 55% of the ordinary shares (assuming conversion of prefs).
We believe that there is virtually no chance of a counter bid or upward revision
in the offer price. The probability that the offer is formalised at the ‘proposed’
level exceeds 90% in our view. The offer coincides with a renewed attempt on
the part of Irish policy makers to break eircom’s stranglehold on the market.
eircom’s fundamentals could decline sharply as a consequence. Assuming the
terms are confirmed we would recommend acceptingdtfeoffer which in

our view represents a c20% premium to fair value. The current share price
means that selling in the market is a slightly more attractive alternative.
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eircom has strengthened

its grip on the Irish

market over the past 12
months

Finally ComReg could be
on the verge of securing
the powers necessary
top make it effective

Investment Thesis

Stock looks fundamentally overvalued but still discounts value of
‘proposed’ offer from B&B/ESOT by 4%

Virtually no chance of a counter bid or upward revision to terms.
Highly probable that ‘proposed’ offer formalises, in our view

While eircom has increased its grip on the Irish market in the past 12
months, regulatory changes could boost competition.

B&B/ESOT approach looks to present a timely exit for investors —
we would recommend selling in the market. Those that chose to wait
for the deal to complete should take the cash alternative

We change our recommendation to Sell (3H) from Hold (2H) and
maintain our target price of €1.90

Ilncreased grip on the market

Fundamentally the structure of the Irish telecoms market has remained unchanged in
the past year. As anticipated in our last major sttiy Irish regulator (ComReg)

remains essentially toothless. As a consequence key elements of the regulatory
framework necessary to facilitate competition remain absent. In the meantime eircom
has maintained its grip on the SME and Consumer markets (e.qg. in broadband eircom
continues to win 4 out of 5 DSL additions) while redoubling its efforts in the large
corporate market with some notable success. If anything eircom has enhanced its
position in the Irish market over the past 12 months, albeit at the cost of some margin
pressure as sales and marketing costs rise. The addition of Meteor has added another
pillar to the story and early signs about the scope to take share are encouraging.

IBut things could be about to get much tougher

Two Bills — a Statutory Instrument and Miscellaneous Provisions Bill — are
designed to empower ComReg, the Irish regulator, to drive through structural change
and competitor-friendly policies. If passed these Bills could see the loopholes that
have enabled eircom to frustrate competition so successfully in the past few years
(e.g. the dysfunctional ULL process), rapidly close. The concentrated nature of the
Irish market, combined with generally high retail prices, make it an attractive target
for competition. The implementation of a pro-competition regulatory framework

could trigger a rapid and material deterioration in eircom’s economics in our view.

! Please refer t@rust in the luck of the Irish, Citigroup Investment Research, 3 August 2005.
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5 owners in 7 years?

Going private (again)

The Australian investment firm Babcock & Brown has teamed up with the
company’s Employee Share Ownership Trust (ESOT) to bid for eircom. In aggregate
the two control c55% of the company’s Ordinary Shares. The ‘proposed’ offer is
€2.20/share plus the right to receive the final dividend (estimated at €0.052/share). It
looks highly likely that the company is on the verge of experiencind'ith&nge of
ownership in 7 years.

Figure 1. Share Price Evolution in last 12 Months: eircom vs. Sector
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Fundamental value €1.90
on a standalone basis

Valuation: Fundamentally overvalued

Our fundamental valuation of eircom is €1.90/share. In our view the B&B/ESOT offer
represents a 20% premium to fair value. We use our Return on Invested Capital
(ROCI) fade approach to DCF in deriving our standalone valuation. A post tax WACC
of 7.5% combined with a long-term cash profile derived by driving return on capital
towards cost of capital by 2040E produces a fair value of €1.90/share. We test this
valuation using traditional multiples — EV/EBITDA, P/E, Dividend Yield and FCF
Yield — and this analysis also supports our standalone €1.90 target price.

Figure 2. Relative multiples (YT December) (as of 24 April 2006)

2006E 2007E

EV/EBITDA (x) Underlying P/E (x) ~ Divi Yield (%)  FCF Yield (%) Ev/EBITDA (x) Underlying P/E (x) Divi Yield (%) FCF Yield (%)
eircom 7.1 13.€ 4.6 7.3 6.6 15.7 4.6 7.4
BT 4.6 10.7 6.0 8.6 4.4 9.9 7.9 9.4
Belgacom 5.1 11.1 5.2 9.5 5.3 10.9 5.3 10.2
Swisscom 6.8 14.6 2.8 8.7 6.8 13.4 3.3 8.5
France Telecom 51 10.5 6.6 12.1 5.0 9.8 6.8 12.1
Deutsche Telecom 5.2 12.9 5.3 17 5.0 12.0 5.6 8.6
Sector average 5.7 12.€ 4.6 7.2 5.5 11.7 5.1 8.3

Source: Citigroup Investment Research estimates.
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I Recommend selling
Three factors have to be weighed up when considering what to do with eircom stock
at this juncture:

1 There is virtually no chance of a counter bid or upward revision to the offer price
in our view as the potential bidder owns already c55%

2 The probability that the offer is formalised at the ‘proposed’ level exceeds 90% in
our view

3 The current share price discounts the offer price by c4%

The offer coincides with a renewed attempt on the part of Irish policymakers to break
eircom’s strong hold on the market (which could see eircom’s fundamentals decline
sharply). With the shares trading at such a modest discount to the indicative offer
(effectively the time value of the current limbo state plus a three month completion
period), we would advocate selling in the market. Assuming the terms are confirmed,
those that choose to wait for the deal to complete should accegkkheffer, which

in our view represents a c20% premium to fair value.
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Already own 55% of the
ordinary shares

Standard conversion of
prefs scheduled to take
place over next 8 years

But accelerated
redemption clause exists
in the event of change of

control

I
All change.... Again

Formal offer from Babcock & Brown (B&B) and Employee Share
Ownership Trust (ESOT) moves another step closer

Plans to break-up business unlikely to secure ComReg concessions
Counter bid unlikely

90%+ probability of deal going through as currently proposed.

eircom looks to be on the verge of"achange of ownership in 7 years. From state
ownership, to public company, to private company, to public company and now back
to private company. In this section we outline the terms of the offer and attempt to
explain why we would recommend selling in the market today. Alternatively, those
that choose to wait for the deal to complete should take the cash offer, in our view.

I Proposed offer outlined

A full offer for eircom moved a step closer on 14 April when the company confirmed it
had received a joint proposal from Babcock & Brown (B&B) and the Employee Share
Ownership Trust (ESOT). While the proposal falls short of a formal offer it is worth

noting that B&B and ESOT together own ¢50% of the group’s ordinary shares increasing
to 55% when ESOT's preference shares are converted. This fact alone results in a high
probability of the deal reaching a conclusion. Under the proposed offer:

“eircom ordinary shareholders would be offered €2.20 in cash per ordinary share
(together with the right to receive a dividend which is expected to be approximately
€0.052 per ordinary share, if any such dividend is declared) and a preference share
alternative entitling ordinary shareholders to receive unlisted preference shares in
the offeror bidding vehicle.”

About the ESOT

The Employee Share Ownership Trust (ESOT) is the company share save scheme
that at one stage covered 13,000 employees and ran for 5 years (clearly not all
employees participated for the full 5 years). The scheme is now closed and controls
20.9% of eircom’s equity. Under the terms of the scheme it must be wound up by
2014 and €12,700 p.a. can be allocated to existing and ex employees on a tax-free
basis (although there is no obligation to allocate in any one year).

In addition the ESOT controls 173m convertible preference shares with a 12.25%
coupon (end March and end September coupon dates). There are eleven tranches,
which have the option to convert every 6 months into ordinary shares at the market
price under a defined formula. Currently there are 144m preference shares
outstanding following the conversions of last year. The preference shares are
structures to prevent the ESOT controlling more than 29.9% of the ordinary shares.
In the event of the offer there is an accelerated redemption clause that would enable
ESOT to convert its entire holding within 30 days of the offer being announced. On
conversion we estimate that ESOT would control c26% of the ordinary shares.
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What can B&B do that
eircom management
cannot?

Question the ability of
eircom to capitalise on
the opportunity

I No magic wand
B&B has publicly stated that it sees itself operating as a ‘pension fund’ type investor
prepared to make a 20-year investment in a low risk, low yield investment where it
sees value. B&B has indicated that the appeal of eircom lies in the strength of the
Irish economy, broadband and mobile growth potential and the opportunity to cut
costs through NGN deployment.

Figure 3. The Irish Economic Growth Success Story (%)
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Source: Government sources and Citigroup Investment Research.

While we agree with this perspective on the Irish market, we have serious
reservations about eircom’s ability to capitalise on these opportunities given our
expectation of more competitor-friendly regulation; we expand on this in the
following section. Furthermore, it is unclear to us why B&B is in any better position
to restructure the business than the existing eircom management.
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Figure 4. A high ARPU Mariétmpnth)
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Likely elements of the B&B plan
Creating a dominant We would expect B&B to be more interventionist than its warm and cosy indications

provider of wholesale g qqest. Likely elements of the plan might include:
infrastructure

The break-up of eircom’s fixed line business into wholesale (network) and retail
(distribution) arms. A B&B-backed venture (Earthlease) approached BT in 2001
with an offer to acquire its copper local loop to form a wholesale access provider
to the rest of the industry. It seems likely that the belief in the value of the local
loop forms a key element of the appeal of eircom.

Attempt to establish the wholesale business as a de facto monopoly supplier of
infrastructure to the industry.

Dispose of selected elements of the retail business, possibly including Meteor
where the future capex investments must appear daunting.

Looking to ComReg for help....

Regulator unlikely to B&B is reported to have sought reassurances from ComReg that the transaction

grant concessions Bth would be greeted by a relaxation of regulatory pressure. Specifically B&B is
understood to have requested a de-emphasis of the importance ‘hasidd
competition, essentially safeguarding eircom’s grip on the local loop. In effect
eircom would become the de facto monopoly provider of infrastructure for the Irish
telecommunications industry. In return B&B would commit to continue investing in
the network capability.

2ULL or LLU — Local Loop Unbundling
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NGN plans could be
hampered by Civil
Servant status

Bid likely to proceed
based on current terms

10

....but unlikely to be forthcoming

The fact that ULL is a central pillar of the European New Regulatory Framework
makes it impossible to see how national policymakers can provide any form of
assurances on ULL. Furthermore if any such deal were attempted, alternative
carriers would be left with stranded assets — something the industry lobby groups
(e.g. Alto, the alternative operator lobby group) would clearly fight to avoid.

Need to address structural issues

One of the structural issues that B&B faces is that eircom’s Civil Servants were
promised jobs for life at the time of the original IPO in July 1999. The cost of
headcount reduction is a key determinant of the appeal of NGN investment. A typical
eircom employee might be male, over 40, with knowledge of the old copper/circuit
switched technologies but not of the new IP world — these people need to be
incentivised to leave. As a result eircom has been budgeting €140,000/employee to
cover severance packages. In 2005 (the last major voluntary redundancy programme)
the company reduced headcount by 668 for a cost of €72m, implying
€110,000/employee. Going forward, we would expect a higher proportion of white
collar employees to leave the business, resulting in an inevitable increase in cost per
employee ‘downsized’.

IUnIiker to be contested and could yet falter

It is unlikely that B&B/ESOT will face any competition from either financial

investors or other telecom operators in pursuit of the acquisition of eircom. This lack
of demand tension limits the probability of an upward revision to the offer price in

our view. Furthermore, with the Communications Workers Union expressing concern
about the level of dialogue with B&B and the due diligence apparently at an early
stage, there remains a chance, albeit a very slim one, that the deal could yet fail. We
would put a 90%+ probability on the transaction going ahead as currently proposed
not least because in aggregate B&B and the ESOT own ¢50% of the ordinary shares,
or 55% in the event that ESOT converts its preference shares.

We remain sceptical about the fundamental value in eircom above 190p.

Furthermore, with the probability that the deal goes ahead at the current indicative
terms exceeding 90%, and only 4% of the potential value left on the table, we would
advocate selling eircom in the market today as opposed to waiting for the deal to
complete. Those that chose to wait for the completion of the deal should use any cash
offer (as opposed to stock alternative) as a means of exiting the stock.
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A master at exploiting
regulatory loopholes

I
The Regulatory Muddle

Any hidden value left on the table? We think not

While eircom has tightened its grip on the market, ComReg may
(finally) be about to get the powers necessary to push through
change

Policymakers need to tackle root cause of the problem

The economics of eircom business look set to come under
increasing pressure going forward. We would advocate taking the
cash offer assuming terms are confirmed

Fundamentally the structure of the Irish telecoms market remains unchanged in the
past year. As anticipated in our last major stubig Irish regulator (ComReg)
essentially remains toothless. As a consequence key elements of the regulatory
framework necessary to facilitate competition remain absent.

I Regulation responsible for establishing framework
eircom’s ability to frustrate regulatory change and competition alike, a key element
of our 2005 Buy case, remains intact 12 months on. An important question for B&B
is can this staunch defence of the barricades survive in the face of an increasingly
vociferous lobby and mounting political pressure for change? If the dam bursts then
eircom’s grip on the market, and with it its economic value, risks being washed away
in a flood of competition and innovation.

Figure 5. Irish Broadband Penetration and DSL Share of Broadband
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Source: ecta

3 Please refer t@rust in the luck of the Irish, Citigroup Investment Research, 3 August 2005.
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...and things could (finally) be changing
But ComReg may be on There are signs that things are beginning to change — while there have been many
the verge of Stec,,f";]';%thi false dawns in the past there finally appears to be moves in tHelBgigned to
powerto fignt bac empower ComReg to enforce change. Two Bills currently designed to enhance
ComReg'’s powers are currently on the legislative agenda:

1 Statutory Instrument

2 Miscellaneous Provisions Bill

Statutory instrument to accelerate change

Establishing a process The Statutory Instrument is designed to reinstate ComRegs’ powers to deal with
for accelerated de;g’k"izg Directions, Appeals and breaches of Direction. The Statutory Instrument is required
to give Comreg and the Minister the legal basis to direct and enforce.

In the translation of the EU framework into Irish law, a critical piece of enforcement
legislation was omitted in relation to the Directive/Appeals process. The Bill looks to
address this omission and, depending how ComReg chooses to use its newfound
power, should result in more rapid decision making and enforcement.

The process works as follows:
1 ComReg issues a Direction
2 eircom almost invariably appeals

3 The Minister decides whether the appeal is valid and if so, sends it to the
Electronic Communications Appeals Panel (ECAP)

4 ECAP determines the outcome of the appeal

However, currently the above process has no basis in Irish legislation. Hence,
ComReg'’s extreme reluctance to issue any meaningful Directions in the past year, as
eircom can simply challenge the process as having no legal basis. The Statutory
Instrument aims to close this loophole and should reduce eircom’s ability to frustrate
the regulatory process and speed up decision making.

Unfortunately, even here there are signs of continued slippage as the Bill was
anticipated in November 2005 and the current timeframe remains unclear.

Miscellaneous Provisions Bill

Securing competition While the Miscellaneous Provisions Bill is unlikely to be passed before the end of

powerjﬂjg;’g’ bt; g’fiz; the year it has the potential fundamentally to change the nature of Irish Regulation.
The aim of the Bill is to give ComReg additional powers. Ideally (in the eyes of the
Other Authorised Operators OAOs), ComReg would assume powers similar to those
enjoyed by Ofcom in the UK and supported by competition law. For example,
ComReg would be empowered to challenge and change the current dysfunctional
ULL process, to police anti-competitive margin squeeze (of the type that appears to
exist within eircom’s multi-site corporate discount plan and the wholesale broadband
portfolio) and fine operators up to 10% of turnover for breaches of directives. In
effect ComReg would suddenly grow teeth.

4 Dail — Irish Parliament.

12
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Political will remains in
question

Using margin squeeze as
a competitive weapon

Mixed motivations at the Dail

It is unclear whether the election planned for next year will focus policymakers into
decisions designed to show they are honouring their existing policy pledges, of
which facilitating broadband Ireland is one, or simply result in a desire not to be seen
to be rocking the boat ahead of the election. With eircom’s strong Union lobby and a
Chairman who also owns the Irish Independent newspaper group there may be a
desire not the rattle eircom’s cage too aggressively ahead of an election year.

IA master at playing the regulation game
eircom has become a text book example of how to play the regulatory game and win.
High retail prices for line rental and broadband in Ireland create a potentially
attractive environment for competition. Yet the lack of robust regulation —
specifically a workable unbundling process — combined with ComReg’s apparent
inability to police margin squeeze continue to undermine competition.

Figure 6. Introducing more attractive DSL pricing

Product Old speed New speed Old price New Price Saving
Time 1mbps/128kbps 1mbps/128kbps €24.99 €19.99 20%
Home Starter 1mbps/128kbps 1mbps/128kbps €39.99 €29.99 25%
Home Plus 1mbps/128kbps 2mbps/256kbps €39.99 Unchanged

Home Professional New product 3mbps/128kbps  €54.45 Unchanged

Business Time 1mbps/128kbps 1mbps/128kbp£20.65 ex vat €16.52 ex vat 20%
Business Starter 2mbps/128kbps 3mbps/384kbps €45 ex vat Unchanged

Business Plus 3mbps/256kbps 4mbps/384kbps €89 ex vat Unchanged

Business Enhanced 4mbps/256kbps 5mbps/512kbps€169 ex vat Unchanged

No progress on the ULL
process in the past 12
months

Source: eircom

Minor improvement...

Minor improvements have been made to the ULL process. eircom now has an
electronic gateway to allow paperless transfer of ULL orders from unbundlers,
replacing the old fax/email based system. However behind the gateway the processes
remain manual. There is also now a plan in place for building a limited process for an
integrated ULL and number portability service. However, the process is very
cumbersome, involving manual alignment of the ULMP (Unbundled Local Metallic
Path) and the number porting processes via phone call co-ordination. It is also
limited to eircom retail PSTN lines and excludes ISDN.

Still like pulling teeth

Despite these minor improvements, progress is still glacially slow. In many ways the
ULL process has not moved forward at all in the past 12 months. For example the
terms of the ULL contract still states that it only applies to eircom retail services,
hence there is no obligation to migrate from Wit&RULL; eircom rejects orders

that involve a migration from WLR. The fact that WLR is outside the scope of the
contract is a loophole that eircom exploits. Furthermore, there is still no process for
migrating from bit-stream to ULL in an exchange where critical mass of customers
has been achieved to justify a third party investing in its own DSL capability.

5 WLR — Wholesale Line Rental

13
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Continuing to adopt
delaying tactics

Ireland lagging the rest
of Europe

14

And there is little indication that eircom is about to change is spots anytime soon.

The company recently responded to ComReg and the Industry concerning the Market
Requirement Definition (MRD) — the industry’s view on what a workable ULL
process should look like. The industry had requested eircom gear up to accommodate
4,000 ULL lines/month. In its response eircom is understood to be offering 1,200

with a max of 60 per day. Furthermore, there will be several months of investment
and development before this capability comes on stream. In addition eircom argues
that putting this temporary ‘work-around’ ingoe will actually delay the

implementation of an automated solution. It estimates that the full solution will take

a further 18 months to implement and cost €15m of investment — it expects to be
able to pass on this cost to the industry.

Figure 7. ULL Price&rhonth)

EUR/month

[taly
Greece
Portugal
France
UK
Germany
Austria
Finland
Spain
Belgium
Ireland

Netherlands

H FULL EPULL
Source: Company data

ULL strangled at birth

Currently, only 2% of Ireland’s DSL lines are unbundled versus a European average
of 16%. At the current volumes it is unlikely there will be more than 20,000
unbundled lines by end 2007, versus eircom’s stated DSL target of 500,000, which
would imply Ireland moving up to 4% of DSL lines unbundled. In parallel, it is
inevitable that the European average will have accelerated well beyond 16%.

Figure 8. ULL Lines and DSL Share in Europe
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Government continues to
attempt to circumvent
the problem

Building alternative
infrastructure

Increased financial
commitment to the plan

Management contract
could be in doubt

Promoting rural
broadband

IPoIicymakers need to tackle root cause of problem

In parallel with the ongoing eircom vs ComReg battle, the Irish Government
continues to attempt to circumvent the problem. Under the ‘National Development
Plan’ the Irish government has been investing in telecommunications infrastructure
in an attempt to:

Facilitate competition by breaking eircom’s grip on the market
Diversify the economy beyond Dublin

Accelerate the development of the broadband-enabled information economy

Facilitating competition

The Government’s decision to invest in building metro networks is similar to the City
Carrier model in Germany and the municipality networks in Sweden. The Irish Metro
build is 90% government-funded with local authorities putting up the remaining 10%.
Management and marketing of the MAN outsourced by the government to an
‘independent’ third party, Enet. Under the management agreement Enet is allowed an
economic return on the cost of its management function, while the assets themselves
remain 100% owned by the government. The price list for fibre capacity on the MANs
equates to between €3 and €5/meter/annum vs an equivalent cost of digging and
building in the region of €200 to €250 per metre. On the face of it the entry barriers to
a new player looking to compete in the Irish market appear to have been dramatically
reduced by the government’s investment. In reality the lack of a well-defined and
enforced regulatory framework undermines the impact of the investment.

Committing more public money

The Ministry recently announced an expansion of its commitment to facilitate
infrastructure base competition. 27 MANs are in operation today and plans are
underway to extend this to 120 towns and cities. eircom responded to this
announcement by pointing out that it already offers broadband in 118 of the 120
identified MAN areas (eircom has 435 exchanges unbundled covering 85% of the
population — there are ¢1,135 exchanges in total). It would appear that the government
is dissatisfied in the value eircom is currently delivering to the consumer.

To date demand for the MANSs has fallen well short of expectation with the result
that Enet lost c€4m last year. It is less than clear to us why Enet would want to bid to
manage the next 93 MANSs given that by definition they will be in second and third
tier markets where the chances of achieving economic scale are even more remote
than in the initial 27 MANSs.

Promoting rural broadband

In addition the government is promoting the deployment of broadband in more rural
areas through the Group Broadband Scheme. Under the scheme local operators
receive 55% of the capital funding necessary to deploy a broadband platform. The
ongoing operating costs are covered by customer rentals fees.

5 MAN — Metro Area Network

15
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16

Let the market decide

The government has committed a further €170m of EU money to fund these two
programmes. This appears to be largely a token gesture towards the State’s
commitment to creating Broadband Ireland when what is really needed is a workable
and enforceable framework with transparent processes, the power to police market
abuse and eliminate anti competitive practices, and the resources to do just that. In
this way free market economics would determine asset allocation, which has to be
desirable over state-determined investment in our view. ComReg maybe on the verge
of securing such powers, however the willingness to address the resourcing issue
remains less clear.
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New corporate discount
scheme aids fight-back

I
Adopting Hardball Tactics

eircom has been fighting back in the large corporate market
Suspicion of margin squeeze pricing reinforced

Remains dominant in SME and broadband despite BT (largest
competitor) pricing at a loss

In the past 12 months eircom has re-invigorated its position in the Irish Corporate
market. Approximately 9 months ago the company signalled its intent by cutting
MPLS pricing by c50%, and getting aggressive on IPVPN and Ethernet bids. It has
concentrated on its strengths, focussing on national contracts for multi-site
businesses in Southern Ireland. In recent months eircom has won-back some large
customer contracts such as ESB and AnPost. This aggressive discounting has played
a part in the recent decline experienced in eircom margins.

IFighting back in corporate voice

One of the key weapons in its armoury to win back voice has been the corporate
discount scheme that was approved by ComReg approximately 12 months ago. The
multi-site volume discount scheme allows a corporate to aggregate its expenditure
across the extended business enterprise and receive a discount on the total amount.

Policing the margin squeeze?

One of the challenges for any regulator is to ensure that price points for services
within a ‘portfolio’ of related wholesale and retail offerings are consistent and fair
relative to each other. As such there should be a clear and consistent “cost stack” that
underpins the price points for services within the product family; for example in
broadband there should be an economic relationship between full unbundling
(FULL), partial unbundling (PULL), Bitstream and retail DSL pricing, or in voice
telephony there should be a relationship between wholesale interconnect payments
and retail call charges. Failure to achieve this pricing consistency can result in
anticompetitive behaviour or the market being skewed artificially towards one
business model at the expense of another.
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Use of retail minus and

cost plus creates

inconsistency and skews
the market

Making bitstream more
attractive undermines
ULL investment case

Retail price looks to be
below wholesale price
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The squeeze is on in broadband

In our previous study we highlighted how the use of different pricing formulae to set
the price of services in broadband product family threatens to continue skewing the
markef (specifically bitstream pricing being set based on retail minus formulae
while ULL prices are based on cost plus). In our view prices should be determined
on a bottom-up basis in which the cost of the metallic path forms a key input.

Figure 9. Aggressive bit stream pricing deters ULL

Product New speed Retail Wholesale Discount inc vat
Time 1mbps/128kbps €19.99 €8.45 ex vat 49%
Home Starter 1mbps/128kbps €29.99 €13.23 ex vat 47%
Home Plus 2mbps/256kbps €39.99 €19.10 ex vat 42%
Home Professional 3mbps/384kbps €54.45 €26.55 ex vat 41%
Business Time 1mbps/128kbps €16.52 ex vat €13.23 ex vat 20%
Business Starter 3mbps/384kbps €45 ex vat €26.55 ex vat 41%
Business Plus 4mbps/384kbps €89 ex vat €55 ex vat 38%
Business Enhanced 5mbps/512kbps €169 ex vat €100 ex vat 41%

Source: eircom

Since that time the wholesale prices for bitstream have generally reduced and the line
speed has been increased. New wholesale pricing for bitstream (Figure 9) only serves
to increase the suspicion of margin squeeze across the wholesale broadband
portfolio. The most acute example exists in the case of eircom’s IP pay-as-you-go
service. The retail price of this service is €19.99/month and the bitstream equivalent
is €8.45/month. In terms of bitstream, which effectively only utilises the high
frequencies in the copper access line, the equivalent ULL service is Partial ULL (or
line sharing). The PULL price has remained unchanged over the past 12 months at
€7.52/month. This leaves a gross margin of less than €1 to cover capex collocation,
backhaul, SG&A, advertising etc. In effect eircom has succeeded in frustrating the
LLU process while improving bitstream prices to makes the ULL investment case
virtually impossible to justify.

A similar tactic appears to be in evidence in the multi-site discount scheme.

Similar case to answer in the voice offering

It appears to us that the multi-site-discount plan that eircom is using as part of its
corporate win-back strategy may also be an example of margin squeeze. For
example, under the plan a corporate spending €15,000/month on calls across its
extended enterprise can benefit from daytime local call rates of €0.0255/second. We
calculate that the wholesale charge (interconnect) for an equivalent service at
€0.0267/second. If correct our analysis would suggest that ComReg fails to monitor
and enforce margin-squeeze tests, resulting in a skewing of competition across the
Irish market.

" Please refer t@rust in the luck of the Irish, Citigroup Investment Research, 3 August 2005.
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IDominance in SME and broadband
eircom appears to remain dominant in the SME market while in broadband the
company continues to win 4 out of 5 new DSL additions despite always having
higher pricing. BT Ireland today is the second biggest provider of BB with 35,000
bitstream lines, approximately half of which have WLR. In addition the company has
a further 40,000 WLR-only customers.

Figure 10. BT Ireland’s Bitstream Topology
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Source: Citigroup Investment Research.

BT Ireland has recently announced the addition of 5 ULL exchanges, taking its total
to 45. It has plans to add a further 7 near term, covering approximately 45% of its
existing bitstream base. Ultimately BT Ireland sees the need to move to 120
exchanges (approximately 10% of the total exchanges in Southern Ireland) giving it
75% population coverage.
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Playing the long game
BT adopting the high-  In the face of such a challenging environment, BT Ireland’s strategy appears to be to
risk strategy of pricing at maximise customer additions through a package of discounted line rental, broadband and
aloss  calls, with a view to migrating its customer base to ULL once a workable process is
finally established. We calculate that BT Ireland makes a negative gross margin pre-calls
(Figure 11) on its existing package. Clearly this is a loss leader designed to build volume
in the hope of enhancing returns once ULL becomes workable. The glacially slow pace
of change in Irish regulation makes this a highly risky strategy.

Figure 11. BT Ireland Broadband Pricing and Impact on Margins (Euros)

Retail price Ex VAT price Wholesale price Margin
1 mbps broadband 20.0 16.5 13.23 25%
Line rental 15.0 12.4 17.98 -31%
Calls Variable
Total 35.0 28.9 31.2 -6%
2 mbps broadband 30.0 24.8 19.1 30%
Line rental 10.0 8.3 17.98 -54%
Calls Variable
Total 40.0 33.1 371 -24%
3 mbps broadband 40.0 33.1 26.55 25%
Line rental 10.0 8.3 17.98 -54%
Calls Variable
Total 50.0 41.3 445 -30%

Source: BT, Citigroup Investment Research.
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We use fade DCF to
derive fundamental
valuation

Meteor impacts ROCI
profile

Forecasts, Valuation and Risks

Indicated offer price of €2.20 plus right to receive final dividend
represents c20% premium to our fair value.

Operational environment set to become more challenging.

We downgrade our recommendation from Hold (2H) to Sell (3H) and
maintain our €1.90 target

IAbsqute valuation methodology

We value eircom’s existing business using our Return on Invested Capital (ROCI)
fade approach to DCF. A post tax WACC of 7.5% combined with a long-term cash
profile derived by driving return on capital towards cost of capital by 2040E produces
our target price of €1.90/share. We test this valuation using traditional multiples —
EV/EBITDA, P/E, Dividend Yield and FCF Yield —and this analysis also supports
our target price.

The details behind the ROCI fade
Figure 12 illustrates the ROCI fade profile implicit within our valuation approach.
The sharp improvement in ROCI coincides with:

The cash restructuring costs associated with headcount reduction falling away
sharply from this point on

The impact of improved profitability at Meteor as the company builds market
share and begins to benefit from operational leverage

Figure 12. ROCI Fade Profile
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Source: Citigroup Investment Research estimates.

21



eircom — 25 April 2006

Increase capital Figure 13 illustrates the NOPAT and FCF trends associated with the ROCI fade
intensity near term profile above. The initial reduction in FCF and NOPAT is consistent with increased
investment in Meteor as the company builds out network to reduce its dependence on
the roaming agreement with, O his subsequently unwinds as Meteor builds scale.

Figure 13. NOPAT and FCF préfit¢ (
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Source: Citigroup Investment Research estimates.

Core valuation remains Discounting these cash flows at the cost of capital of 7.5% post tax produces an
€L.9/share  EV of €4.3bn. Backing out €2.0bn of net debt (2006E) and adjusting for €242m
of Balance Sheet provisions produces an equity value of €1.90/share. This forms
our target price for the stock.

Figure 14. DCF and Economic Profit Valuation

DCF valuation

3,901 91.8%
+ PV 35 year cash flow
+ PV terminal value 34 8.2%
. 4,25! 100.0%
= Enterprise value
. (242
- Balance sheet provisions
- Minorities
- Net debt (1,976
= Equity value 2,037
Value per share 1.9C
Economic profit valuation
+ Opening balance sheet (excl. financial assets) 2,12: 49.9%
+ PV 35 year economic profit 2,052 48.2%
+ PV terminal value (ex investment) 54 1.3%
+ PV terminal value (incremental investments) 27 0.6%
= Enterprise value 4,25¢ 100.0%
- Balance sheet provisions (242
+ Associates 0
- Minorities 0
- Net debt (1,976
= Equity value 2,03¢
Value per share 1.9C

Source: Citigroup Investment Research.
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I Relative valuation methodology
High debt and low tax

We also use relative valuations as a way of sense testing our DCF. Figure 15 puts

skews relative metrics

eircom’s P/E, Dividend Yield and FCF Yield in the context of the peer group. It should
be noted that the EV/EBITDA is influenced by the high level of debt within eircom’s
capital structure combined with the low corporate tax rate in Ireland (12.5%).

Figure 15. Relative multiples (YT December, as of 24 April 2006)

2006E 2007E

EV/EBITDA (x) Underlying P/E

Divi

(x) Divi Yield (%) FCF Yield (%) gv/EBITDA (X}Jnderlying P/E (x) Yield (%}FCF Yield (%)

eircom 13.€ 4.6 7.3 6.6 15.7 4.€ 7.4
BT 4.6 10.7 6.0 8.6 4.4 9.9 7.9 9.4
Belgacom 5.1 11.1 5.2 9.5 5.3 10.9 53 10.2
Swisscom 6.8 14.6 2.8 8.7 6.8 13.4 3.3 8.5
France Telecom 5.1 10.5 6.6 12.1 5.0 9.8 6.8 12.1
Deutsche Telecom 5.2 12.9 5.3 17 5.0 12.0 5.6 8.6
Sector average 12.¢ 4.6 7.2 5.5 11.7 5.1 8.3
Source: Citigroup Investment Research estimates.

I Risk factors

High risk situation

Prior to the Meteor deal the eircom investment case had been based on a de-
leveraging, cost reduction and cash distribution story — investment

in 2G and (probably) 3G mobile and the pursuit of growth has been added into the
investment case as a result of the Meteor deal. Our High risk rating reflects the
significant change in the investment case associated with the move back into mobile
and the heightened risk of a regulatory backlash.

We rate eircom High Risk. The risk rating on the stock is derived after consideration
of a number of factors. These factors include an assessment of industry-specific
risks, financial risk and management risk. In addition, we consider historical share
price volatility, based upon the input of the Citigroup quantitative research team, as a
possible indicator of future stock-specific risk. With regard to eircom, we argue that
we are at the point where it makes sense to sell in the market since we believe the
offer more than fully values the business and the market is not discounting any
regulatory or process risk in the deal; yet there is a risk that the offer materialises
immediately and at a higher premium than expected.
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]
Income Statement

Figure 16. eircom Income Statement (Euros in Millions unless otherwise stated)

Year to Match 2004A 2005A 2006E 2007E 2008E 2009E
Total revenues 1,628 1,598 1,688 1,907 1,982 2,036
Revenue growth -3.2% -1.8% 5.7% 12.9% 3.9% 2.7%
Cost of sales (410) (378) (4112) (412) (406) (401)
Gross profit 1,218 1,220 1,277 1,495 1,576 1,636
Gross profit margin 74.8% 76.3% 75.6% 78.4% 79.5% 80.3%
Defined benefit charge -55 -55 -55 -55
Operating costs before restructuring, D&A (632) (629) (695) (880) (928) (970)
EBITDA before restructuring, pension charges 606 582 616 647 666
EBITDA before restructuring 586 591 527 561 592 611
EBITDA margin 36.0% 37.0% 31.2% 29.4% 29.9% 30.0%
Restructuring costs - (66) (20) (10) - -
EBITDA 586 525 517 551 592 611
EBITDA margin 36% 33% 31% 29% 30% 30%
Exceptionals operating (charges)/credits (24) 4 51 - -
Depreciation (368) (316) (271) (264) (262) (261)
Exceptional fixed asset impairment (38) - - - - -
Goodwill amortisation (38) - - - - -
Group operating profit pre restructuring/exceptionals 142 275 257 297 331 349
Group operating profit 118 213 298 287 331 349
Operating profit margin 7.2% 13.3% 17.6% 15.0% 16.7% 17.2%
Associates - 1 2 2 2 2

1 - - - - -
EBIT 119 214 300 289 333 351
EBIT margin 7.3% 13.4% 17.7% 15.1% 16.8% 17.3%
Interest (net) (157) 127) (131) (130) (123) (116)
Exceptional interest (net) (51) 1 - - - -
PBT (89) 88 169 159 210 236
Tax (14) 9) (34) (32) (42) 47)
Tax rate -16% 10% 20% 20% 20% 20%
PAT (103) 79 135 127 168 189
Dividend (428) (21) (117) (120) (116) (111)
Net income / loss (531) 58 18 7 52 77
EPS
Basic EPS (0.24) 0.08 0.13 0.11 0.15 0.17
Adjusted EPS per company definition (diluted) 0.03 0.14 0.09 0.11 0.15 0.17
Diluted EPS before restructuring, g/will amort. (0.12) 0.20 0.16 0.13 0.16 0.18
Dividend per share 0.73 - 0.11 0.10 0.10 0.10

Source: Company data and Citigroup Investment Research estimates
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]
Balance Sheet

Figure 17. eircom Balance Sheet (Euros in Millions unless otherwise stated)

Year to March 2004A 2005A 2006E 2007E 2008E 2009E
Tangible assets 2,140 2,032 2,141 2,125 2,121 2,104
Goodwill 669 686 886 886 886 886
Investments in associates 0 1 1 1 1 1
Financial assets at fair value thinogime statement 50 50 50 50 50
Other 118 118 118 118 118
Fixed assets 2,809 2,887 3,196 3,180 3,176 3,159
Stocks 10 11 11 11 11 11
Debtors falling due <1yr 307 303 388 420 436 448
Debtors falling due >1yr 177 190 180 181 180 180
Restricted cash at bank & in hand 70 1 1 1 1 1
Cash 352 388 549 656 795 972
Investments in associates 22 22 22 22 22
Financial assets at fair value through income statement 9 9 9
916 924 1,161 1,299 1,454 1,643
Debt due < 1 year 1 68 0 0 0 0
Creditors falling due <1yr 660 626 575 796 980 1,178
Debt due due >1yr 2,273 2,210 2,632 2,632 2,632 2,632
Provisions and grants 242 532 532 426 340 272
3,176 3,436 3,739 3,854 3,952 4,082
Net assets 549 375 618 625 678 720
Equity share capital 74 75 119 119 119 119
Non-equity share capital 122 86 0 0 0 0
Called up share capital 196 161 119 119 119 119
Share premium account 247 218 218 218 218 218
Revaluation reserve 91 0 0 0 0 0
Capital redemption reserve 33 35 35 35 35 35
Group merger reserve 180 180 100 100 100 100
Other reserves 8 0 347 347 347 312
Profit and loss account (206) (219) (201) (194) (141) (64)
Reserves 353 214 499 506 559 601
Shareholders funds 549 375 618 625 678 720

Source: Company data and Citigroup Investment Research estimates
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Cash Flow Statement

Figure 18. eircom Cash Flow Statement (Euros in Millions unless otherwise stated)

Year to March

2004A 2005A 2006E 2007E 2008E 2009E
Operating profit 118 213 298 287 331 349
Depreciation, amortisation, impairment 444 316 271 264 262 261
Pension amortisation 16 15 55 55 55 55
Restructuring and exceptional (64) (29) (70) - - -
Working capital (24) 6 31 30 30 30
Net cash inflow from operating activities 49C 521 584 63€ 677 696
Interest paid (278) 173) (131) (130) (123) (116)
Tax paid (14) (55) (6) (32) (42) (47)
Capex (209) (194) (219) (248) (258) (244)
Acquisitions and disposals @) - (363) - - -
Other investing (18) 72 - - - -
Dividends paid (400) (37) (117) (120) (116) (111)
New equity 262 (100) 393 - - -
Financing 80 - - - - -
(Decrease) / increase in cash (88 34 141 10€ 13¢ 177
Cash 389 549 656 795 972
Capex calculation
Capex (209) (194) (219) (248) (258) (244)
Capex / sales ratio 12.8% 12.1% 13.0% 13.0% 13.0% 12.0%
Capex / depreciation 57% 61% 81% 94% 98% 94%
memo: depreciation (368) (316) (271) (264) (262) (261)
Net debt
Gross debt 2310 2310 2310 2310 2310
Finance lease 127 136 136 136 136
Other 0 186 186 186 186
Net debt / (cash) 1,95¢ 2,04¢ 2,08! 1,97¢ 1,831 1,660
Average net debt 1,87¢ 2,004 2,06¢ 2,03( 1,907 1,749

Source: Company data and Citigroup Investment Research estimates
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