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On the one hand we argue that Meteor, the mobile business being 
acquired by eircom, has an opportunity to take share and build 
scale; on the other, we argue that eircom’s dominant position in 
fixed line will remain robust. This apparent contradiction is no 
accident. ComReg lacks the power to force through regulatory 
change, and competition – in all but the large corporate market – 
lacks potency and is hamstrung by the current market structure. 
We maintain our Buy rating while reducing our price target to €€ 2.10 
from €€ 2.30 and increasing our risk rating from Medium to High.  

Market proxy to benefit from continued market expansion 
eircom is a proxy for the Irish market; changes in market size frame the 
investment decision. Continued robust growth in GDP is fuelling an expanding 
population, which in turn is driving strong demand for new housing. These 
factors continue to drive incremental demand for eircom’s services. 

Meteor acquisition set to surprise on the upside 
eircom is re-entering the domestic mobile market through the acquisition of 
Meteor (Ireland’s #3 operator) for €€ 420m, to be funded through a rights issue  
in late August. In our view, Meteor has the potential to surprise on the upside 
near-term and to shake up the oligopoly that appears to exist between 02 and 
Vodafone (which in combination control 90% market share) in the medium term.  
The opportunity to grow the businesses in one of the highest ARPU markets  
in Europe underlines the attractiveness of the asset. Add that the €€ 420m price  
tag appears to be fair and we conclude that Meteor should be a good deal for 
shareholders. 

Stuttering attempts to kick-start competition 
eircom is delivering a master class in how to play the regulatory game – 
effectively stymieing ComReg at every turn. In our view there are inconsistencies 
in the relative pricing of services within the wholesale DSL portfolio that skew 
the market and limit competition. Add the fact that the public sector investment 
in infrastructure (the government funded metro and long distance build) appears 
to have major short-comings and eircom’s position looks robust.    

Main risk: eircom overplays its hand 
eircom has won the most recent regulatory battles, but the war goes on. The 
definition of a consistent and workable regulatory framework must only be a 
matter of time – the issue is too high-profile for the current stalemate to continue.  
In our view eircom should approach negotiations constructively, use its proven 
ability to frustrate the process to strengthen its negotiating hand, and work  
hard to ensure a settlement that it can live with. The alternative could be a 
regulatory/political backlash – probably the biggest risk to the investment case.   

Valuation attractive and yield support 
Our reduced price target of €€ 2.10/share (previously €€ 2.30) reflects the adoption 
of a return-on-capital fade DCF as our core valuation methodology. The 6.4% 
dividend yield provides some downside protection in the stock. In addition we 
are increasing our risk rating from Medium to High, reflecting the significant 
change in the investment case associated with the move back into mobile and 
the heightened risk of a regulatory backlash. 
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➤ Irish economy provides positive backdrop. 

➤ Meteor acquisition sound and valuation fair. 

➤ Resilient market position: competition lacks potency and regulatory 
policy makers lack power. 

➤ Risk that the regulatory logjam bursts present the main threat to 
eircom’s market position. 

➤ Valuation attractive, yield support strong, maintain Buy rating while 
reducing target price to €€ 2.10 and increasing risk rating from Medium 
to High, reflecting both the changing investment case and the sense 
that regulatory issues are coming to a head. 

Three factors have a major influence on the investment potential of any incumbent: 

➤ the macro backdrop (and specifically population expansion and growth in house 
building),  

➤ the competitive landscape and 

➤ the regulatory environment 

In this report we assess these factors in detail in relation to eircom, the Irish 
incumbent. We also consider the economic merits – strategic and financial – of the 
proposed acquisition of Meteor. 

Strong market position reinforces investment case 
In the residential and SME markets eircom’s principal competitors are BT Ireland 
and Smart Telecom with a supporting cast of voice resellers (cable has had little 
impact to date). In the corporate market the list of competitors is more extensive – 
BT Ireland, MCI, Smart Telecom, C&W, COLT, Energis, Equant and Global 
Crossing are all represented. In addition, government utilities and government 
sponsored networks are attempting to lower the barriers to market entry. Figure 1 
illustrates approximate market shares. 

Figure 1.  Fixed line market share 
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Source: Smith Barney 
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We conclude that eircom has a strong position in an attractive market and that the 
Meteor deal makes both strategic and financial sense. The main risk to eircom’s market 
position is that the regulatory log jam bursts resulting in a wave of competitor-friendly 
policy decisions. Given the current level of hostilities, such an eventuality cannot  
be ruled out. In our view management should engage constructively with ComReg, 
using its proven ability to frustrate the regulatory process to strengthen its hand in 
negotiations. The definition of a consistent and workable regulatory framework must 
only be a matter of time. Therefore the objective for management should be to ensure 
that the details are as favourable as possible for eircom stakeholders, this can best be 
achieved through engaging with the regulator. 

An economic helping hand (page 10) 
The Irish economy is forecast to grow at c.5% CAGR to 2010. The Irish population 
is expected to grow by 25% over the next 15 years. And growth in house building is 
approximately 5x faster in Ireland than in the UK. All helpful factors from eircom’s 
perspective in driving increased demand for its service portfolio.  

Figure 2. The Irish success story (%) 
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Back into mobile (page 12)  
Having sold its mobile business (Eircell) to Vodafone in May 2001, eircom has 
announced its long-awaited return to the mobile market via the proposed acquisition  
of Meteor – Ireland’s #3 operator. In our view, the move will prove to be both 
strategically and financially sound provided the business can double its customer base 
over the next 3 years. At €€ 330m (adjusting for the NPV of the tax asset) the business is 
being acquired on a market multiple to March 2008. The transaction is subject to 
shareholder and regulatory approval – it is expected to close at the end of 2005. 

The timing of customer growth during the last financial year provides scope for the 
business to surprise on the upside in the current year. In H205 Meteor added 130,000 
subs vs 50,000 in H1, effectively doubling its subscriber base during the course of  
the year. While this growth must in part reflect the fact that the company was being 
dressed up for the shop window, it also coincides with the signing of the 02 roaming 
agreement – effectively solving Meteors coverage limitations. This subscriber 
growth should feed through into a sharp acceleration in revenue and EBITDA in  
the current year. 

Figure 3.  EV/EBITDA multiple progression at €€ 420m price tag 

0

2

4

6

8

10

12

14

16

18

20

2006E 2007E 2008E 2009E 2010E

0

20

40

60

80

100

120

EV/EBITDA EBITDA

Source: Smith Barney 

The attraction of the acquisition is further enhanced by the opportunity to: 

➤ shake up the oligopoly between 02 and Vodafone, 

➤ benefit from high ARPUs prevalent in the market and 

➤ move into post-pay 

We estimate that the acquisition will accrete eircom’s earnings by 5% in the first full 
year (i.e., YTM 2007) and will become cash positive in the following year pre 3G 
investment. It follows that we believe investors should take-up their rights when the 
deal is launched towards the end of this month. 

Deal struck on market 
multiple YTM2008 
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Measure to kick-start competition flawed (page 21) 
In an attempt to diversify the economy away from Dublin and kick-start competition 
the Irish government is ploughing €€ 350m into metro networks and long distance 
capability. However, a number of factors continue to limit the potency of these 
investments: 

➤ the limited integration with eircom’s local access network 

➤ the failure to enforce distant colocation and 

➤ the incorrect specification of back-haul requirements 

Add the fact that inconsistencies appear to exist in the pricing of services within 
eircom’s wholesale DSL portfolio, which skew the market, and we believe competition 
is going to continue finding life tough going in Ireland. eircom’s market position 
appears to us to be strong and resilient.  

ComReg stymied at every turn (page 30) 
Trench warfare characterises the ComReg/eircom relationship as the regulator attempts 
to engineer a boost to nascent competition. However, ComReg’s inability to enforce 
structural change – as a result of the appeals process and right to Judicial Review – has 
enabled eircom to reinforce its market position. The list of ongoing regulatory reviews, 
consultation and appeals is long and far ranging. However, as the recent Judicial 
Review aptly demonstrated, eircom is well equipped to repel its boarders. We review  
a number of the main regulatory issues in some detail and conclude that real risks exist 
if the current logjam bursts. We would encourage management to use its market power 
and strong negotiating position to engage in constructive dialogue with the regulator.  

Figure 4.  ULL prices (€€ /month)  
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Valuation undemanding, yield support reinforced  
We value eircom using our Return on Invested Capital fade approach to DCF. A post 
tax WACC of 7.5% combined with a long-term cash flow profile derived by driving 
return on capital towards cost of capital produces our target price of €€ 2.10/share.  
Add the fact that the Meteor price tag looks fair and hence is neutral to the valuation 
of the Group and eircom’s valuation looks appealing. 

Figure 5. DCF and Economic Profit Valuation  

DCF valuation       
+ PV 35 year cash flow  3,376   92.8%
+ PV terminal value  261   7.2%
= Enterprise value  3,637   100.0%
- Balance sheet provisions  (242)    
- Minorities       
- Net debt  (1,822)    
= Equity value  1,573    
Value per share  2.12    
        
Economic profit valuation       
+ Opening balance sheet (excl. financial assets)  1,997   54.9%
+ PV 35 year economic profit  1,580   43.4%
+ PV terminal value (ex investment)  40   1.1%
+ PV terminal value (incremental investments)  20   0.6%
= Enterprise value  3,637   100.0%
- Balance sheet provisions  (242)    
+ Associates  0    
- Minorities  0    
- Net debt  (1,822)    
= Equity value  1,573    
Value per share  2.12    

Source: Smith Barney 

We also use relative valuations as a way of sense testing our DCF. Figure 6 
illustrates that eircom looks attractive on P/E, Dividend Yield and FCF Yield while 
looking fairly valued on EV/EBITDA. Clearly the high level of debt within eircom’s 
capital structure combined with the low corporate tax rate in Ireland has an influence 
over these relative metrics. 

Figure 6. Relative multiples (YT December) 

  2005E 2006E  

 EV/EBITDA (x) P/E     (x) 
Divi      Yield 

(%)
FCF           Yield 

(%) EV/EBITDA (x) P/E       (x) 
Divi 

Yield   (%) 
FCF          Yield 

(%)

eircom 6.0 9.0 6.4 10.9 5.6 8.1 6.4 12.5
BT 4.7 12.6 4.9 7.4 4.6 11.0 5.7 8.8
Belgacom 5.6 11.5 5.2 9.2 5.7 12.1 4.9 8.6
Swisscom 6.4 11.8 4.1 6.3 6.9 11.9 3.9 6.0
France Telecom 6.2 13.6 4.0 12.9 6.0 13.3 4.8 11.7
Deutsche Telecom 5.4 9.0 4.1 10.8 5.2 8.3 4.6 11.9
Incumbent average 6.0 13.4 4.6 9.2 5.8 11.3 5.1 11.0

Source: Smith Barney 

Yield to be maintained 
through rights, and 

distributable resources 
enhanced 
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Dividend support look robust 
Management has committed to maintaining the yield implied by an  €€ 0.11 p.a. 
dividend through the rights issue process as a base level of dividend distribution going 
forward. The stock is currently trading with a perspective yield of at least 6.4% and 
this yield will be preserved through the rights issue (refer to page 19 for details).  
The fact that the structure of the transaction will also enhance distributable reserves 
improves the level of comfort in the company’s ability to honour its dividend 
commitments. 

Meteor changes the investment case 
Prior to the Meteor deal being announced 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. Furthermore, while eircom has been a source  
of cash for shareholders through the €€ 0.11 dividend yield, investors are now being 
asked to inject cash into the business. 

Our reduced price target of €€ 2.10/share (previously €€ 2.30) reflects the adoption of  
a return-on-capital fade DCF as our core valuation methodology. The 6.4% dividend 
yield provides some downside protection in the stock. In addition we are increasing  
our risk rating from Medium to High, reflecting the significant change in the 
investment case associated with the move back into mobile and the heightened risk  
of a regulatory backlash. 

Investment case turned 
on its head with Meteor 

acquisition 

Price target reduced and 
risk rating increased 
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➤ Anticipating continued outperformance from the Irish economy. 

➤ Growth in GDP per capita, population expansion and demand for new 
housing all bode well for a company that is a proxy for the market. 

➤ Ultimately this all adds up to increased demand for telecoms 
services  

 

In this section we look to frame our thinking on eircom with a brief discussion of the 
Irish economy.  

Economic miracle 
Since the late 1980s Ireland has been heralded as an economic success story and is 
now the third richest country in the EU-15 on a GDP per capita basis. GDP per capita 
rose from 69% of the EU-15 average in 1987 to 136% in 2003.  

Demographics are partly accountable for this success with a young, growing 
population driving its (initial) low-cost labour force advantages and attracting 
significant levels of foreign direct investment. A corresponding sharp rise in  
the female workforce has coincided with and helped drive the service sector 
contribution to GDP. Not only has Ireland outperformed in GDP growth but it  
has also cut its tax burden from one of the highest in Western Europe to one  
of the lowest. Despite a heavy dependence on foreign direct investment relative  
to other European countries GNP also caught up with the EU average. 

Figure 7. The Irish success story 

Source: Smith Barney 
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The ‘Celtic Tiger’ economy has now calmed relative to its performance over the last 
15 years with the growth rate in GDP beginning to decline (mathematically inevitably 
given the low base it has risen from in the late 1980’s). YoY GDP growth rates halved 
between 2001 and 2003 from 12.3% to 5.3% (according to the Irish Central Statistical 
Office - CSO). Inflation has declined in parallel, the Consumer Price Index falling 
from 5.6% in 2000 to 2.2% in 2004.  

As the economy has grown, so the advantage of a low-cost labour force has 
diminished. However, Ireland is now reaping the rewards of years of high investment 
in education and training that is enabling it to continue to differentiate itself to foreign 
investors. This should continue to drive growth in GDP in the medium to long term. 

A vibrant home building programme 
Another related and important growth story over the last two decades has been that 
of house construction. The number of new homes being completed increased by a 
CAGR of 10.3% between 1999 and 2003. We estimate that growth in house building 
has been approximately five times higher in Ireland than in the UK. The increase  
is at least partially explained by the growth in population over the same period  
(1.6% CAGR between 1999 and 2003). This trend is likely to continue: 

➤ There was a 31% increase in the number of planning consents for new homes  
in 2004. 

➤ The CSO predicts that the Irish population will grow by 1m over the next  
15 years. Consistent with continued strength in the Irish economy.  

Incumbents a proxy for the market 
Clearly, this growth in population and house building is a key driver of the market size 
for any incumbent – driving incremental demand for fixed and mobile connections. It 
also helps explain why ‘own work capitalised’ at eircom accounts for c.25% of Group 
capex. eircom has a policy of building out to new estates. 

Figure 8.  Continued growth in GDP per capita (€€ 1,000s) 

Source: Smith Barney. 
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➤ Meteor: positive strategic implications and valuation fair. Business 
being acquired at a mobile market multiple to YTM 2008. 

➤ Potential for near term numbers to surprise on the upside. 

➤ Enhancing to earnings (pre rights dilution) in YTM 2007. 

➤ Rights issue to enhance distributable reserves. 
 

eircom sold Eircell, its mobile business to Vodafone in May 2001. On 25th July 2005 
eircom announced plans to re-enter the mobile market via an agreement to purchase 
Meteor, the third mobile operator in Ireland for €€ 420m. The deal will be funded 
through a Rights Issue to be launched at the end of August. Prior to the Meteor deal 
being announced 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. Furthermore, while eircom has been a source of cash for shareholders through  
the €€ 0.11 dividend yield investors are now being asked to inject cash into the business. 
The key question at this point is should they jump ship or put their hand in their pocket. 
In this section we attempt to assess the merits of the deal. 

Strategically sound 
While the fixed line players have been squabbling amongst themselves and engaged in 
trench warfare with the regulator the mobile operators (specifically O2 and Vodafone) 
have been eating their lunch. As such the move back into mobile is of great strategic 
significance for eircom. Despite this we struggle with management’s recent statement 
that re-entry into mobile means they are now relaxed on the issue of minutes ‘drifting’ 
to mobile – a dominant position in the fixed market combined with a bit part in the 
mobile market hardly seems to be an antidote to minute migration.  

Whether the deal is value destructive or not will depend upon the degree to which 
eircom can shake-up the oligopoly that currently exists between O2 and Vodafone 
which in aggregate control 90% of a 94% penetrated market. While we would not 
expect either of the two market leaders to roll-over easily we do believe that the Irish 
market presents an attractive opportunity for a credible number three operator.   
 
 
 
 
 
 
 
 
 
 
 
 

  

Back into mobile 
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Figure 9.  A high ARPU market (€€ /month) 
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Sources: Company reports 

Expectations for Meteor 
Meteor has had a difficult start to life: 

➤ its initial market launch was delayed by legal challenges and 

➤ its limited network coverage (Meteor operates c.800 base stations, approximately 
40% fewer than its larger rivals) resulted in it struggling to gain traction in the 
market share battle with Vodafone and O2.  

However, its fortunes began to change following the signing of a national roaming 
agreement with O2 last year. The agreement addressed Meteor’s coverage limitations, 
with the result that there has been a discernable acceleration in market share – in the 
last financial year market share approximately doubled to 10%. Meteor’s customer 
base is 98% pre-pay vs a market split of 75% pre-pay, 25% post pay. 

Our forecasts for Meteor are admittedly based on a limited amount of disclosure. 
Key assumptions include: 

1 The customer base will approximately double to 791,000 by March 2008. This 
assumes increased growth in gross additions combined with a sharp increase in 
churn as Meteor begins to compete more aggressively and the oligopoly between 
Vodafone and O2 begins to crack. 

2 That the business remains focussed on the pre-pay market through to March  
2006 with the post-pay capability making an impact in the 2008 year.  

3 That the impact of improving mix feeds through into an upward trend in ARPU 
by 2008E (figure 10). 

4 That monthly churn increases to 2.7% (equivalent to 32% p.a.) in the March  
2008 year.  

O2 roaming agreement 
behind recent success 
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Figure 10.  Blended ARPU assumptions (€€ /month) 
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Figure 10 illustrates our expectations for Meteor based on these assumptions. Our 
forecasts imply a revenue CAGR of 28% 2005E to 2010E. With EBITDA growing 
from zero in the year to March 2005E to €€ 100m by 2010E. The sharp improvement in 
financial performance anticipated in the current year reflects the timing of subscriber 
growth through 2005. Meteor added c.50,000 subs in H1 of YTM 2005 vs 130,000 in 
H2 effectively doubling its subscriber base during the year. This performance probably 
represents the benefits of the O2 roaming agreement1 (which addressed the perception 
of poor network coverage) and the fact that the business was being dressed up for the 
shop window. While we assume churn increases in the current year on the back of the 
H2 push, a full year’s contribution from the enlarged customer base should see revenue 
increase 50% in the YTM 2006. 

Assuming Meteor absorbs capex at a run rate of €€ 45m p.a., requires €€ 20m of additional 
upfront capex in customer management systems to support the push into the post pay 
market, and absorbs £5m p.a. in working capital we estimate that the business would 
be cash positive in the March 2008 year and by 2010E would be generating €€ 50m in 
incremental FCF for the group.  

 

 

 

 

 

 

 

                                                   
1 eircom indicated that there is a 7-month break clause on the roaming agreement. O2 is understandably tight lipped on the future of 
the agreement – on balance we would expect it to remain in place as the economic merits appear sound from the perspective of both 
parties.  

Timing of subscriber 
growth creates potential 

for upside surprise 
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The full numbers are illustrated below.  

Figure 11. Assumptions and forecasts for Meteor  
  2005A 2006 Q1 2006 Q2 2006 Q3 2006 Q4 2006E 2007E 2008E 2009E 2010E

Year end individual subs ('000) 380 410 439 491 526 526 669 791 899 982
Period end subscriber growth 90.0% 7.0% 7.0% 12.0% 7.0% 38.4% 27.3% 18.1% 13.6% 9.3%
Net adds 180 30 29 53 34 146 144 121 108 84
% contract  2.0% 1.9% 1.8% 1.6% 1.6% 1.6% 1.5% 3.1% 6.6% 14.8%
Prepay subs 372 402 431 483 518 518 659 766 839 837
                
Average churn (per month) 1.7% 2.2% 2.2% 2.2% 2.2% 2.2% 2.5% 2.7% 2.5% 2.5%
Contract churn 1.5% 2.0% 2.0% 2.0% 2.0% 2.0% 2.0% 2.5% 2.0% 1.1%
Prepay churn 1.8% 2.2% 2.2% 2.2% 2.2% 2.2% 2.5% 2.7% 2.5% 2.7%
Gross adds 235 55 56 83 67 262 317 338 316 267
                
Equipment rev per gross ad (€€ ) 25 25 25 25 25 25 25 25 25 25
                
ARPU (£)               
Prepay ARPU / month 29.5 28.0 27.5 27.0 26.5 27.3 26.0 26.0 26.0 26.0
Contract ARPU / month 80.0 70.0 70.0 70.0 70.0 70.0 65.0 65.0 65.0 65.0
Blended ARPU / month 30.5 28.8 28.3 27.7 27.2 28.0 26.6 26.9 27.8 30.0
                
Revenue 100 34 35 39 41 149 189 236 282 339
SARCS per gross add 43 42 42 41 42 42 42 51 63 91
SARCS per Contract gross add 200 200 200 200 200 200 200 210 210 221
SARCS per Prepay gross add 40 40 40 40 40 40 40 42 42 44
                

EBITDA before exceptionals -1 4 5 6 8 23 42 60 80 100
EBITDA margin on total revs -0.6% 11.2% 14.1% 14.9% 20.2% 15.3% 22.4% 25.6% 28.4% 29.5%
                
Basic cash flow     
Annual 2G Capex  -7 -7 -7 -14 -35 -45 -45 -45 -45
Post pay system  -5 -5 -17   
Working capital  -1 -1 -1 -12 -5 -5 -5 -5 -5
Cash in/(out)  -4 -3 -2 -23 -22 -25 10 30 50
Source: Smith Barney 

How does the valuation stack up? 
The sharp improvement in financial performance predicted by the above analysis 
cautions against looking at near term EV/EVITDA multiples when considering the 
price tag paid for Meteor. Figure 12 illustrates how the EBITDA multiple at the deal 
price develops over time – falling from 18x in YTM2006 to 4.2x by YTM2010. 
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Figure 12.  EV/EBITDA multiple progression at €€ 420m price tag 
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Meteor is being acquired with €€ 120m of tax losses carried forward. We estimate the 
NPV of this tax asset at €€ 90m. Backing this out from the €€ 420m headline price tag 
reduced the purchase multiple (Figure 13). 

Figure 13.  Multiples adjusted for tax shield 
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Source: Smith Barney 

It is worth contrasting this forward multiple progression with our forecast multiples 
for the mobile sector over the next 5 years (Figure 14). This shows that eircom is 
effectively paying a market multiple YTM 2008E – this appears to be a fair 
reflection of the superior growth potential of the business being acquired in our view.  

 

 

 

 

Adjusting for NPV of 
tax shield Meteor being 

acquired on 7.8x 
multiple YTM 2007 
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Figure 14.  Meteor valuation vs sector 
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Shares over estimating value destruction 
Adjusting for the tax asset the deal has been struck at €€ 330m (i.e. €€ 90m lower than 
the headline) equivalent to an EV/EBITDA multiple YTM 2007 of 7.8x – given  
the growth potential of the business we feel this modest premium to the peer group  
is acceptable. It is worth noting that since the announcement eircom’s shares have 
fallen €€ 0.08/share (adjusting for the ex-dividend €€ 0.06) – equivalent to a loss of 
value of €€ 60m (a 5% fall in market value). On reflection we argue that this loss of 
value fails to appreciate the potential of Meteor in the context of the Irish market. 

Need to also consider the cost of 3G 

Clearly we need to consider the potential additional expenditure of rolling out 3G. 
eircom will, we believe, submit a proposal as part of the 3G beauty parade that kicks 
off in August and is due to conclude in October. If successful the additional 
expenditure would include: 

➤ €€ 140m on the licence - €€ 44m paid up front, followed by a three year break, and 
then annual payments of c. €€ 5m p.a.  

➤ Commitment to network roll-out. eircom estimates that it would cost c. €€ 60m to 
€€ 70m to emulate Vodafone’s existing level of 3G coverage. 
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Proforma impact of eircom forecasts 
Figure 15 illustrates our thoughts on some simple proforma numbers for the enlarged 
eircom. Key assumptions include: 

➤ Cost synergies of €€ 5m in the first full year post acquisition (YTM 2007), rising 
to €€ 10m the following year. These savings fall through to the bottom line. 

➤ A step change in depreciation YTM 2007E associated with increased network 
capex and the upfront investment is post-pay billing systems. 

➤ Tax losses carried forward of €€ 120m utilised against Meteor pretax reducing 
eircom’s effective tax charge beyond 2006. 

The net effect of these assumptions is that we believe Meteor would dilute net 
income by 7% in the current year (proforma) but would enhance net income beyond 
that point. Clearly the rights issue dilutes eps but that is a whole other subject that is 
considered in detail below. 

Figure 15. Proforma expectations for eircom post Meteor acquisition 

 YTM 2006 2007 2008 2009

Revenue  
- Eircom 1,595 1,591 1,597 1,596
- Meteor 149 189 211 282
- Adjustment 0 0 0 0
Total 1,744 1,780 1,808 1,879
Growth 2.1% 1.6% 3.9%
  
EBITDA  
- Eircom (headline) 530 566 581 577
- Meteor 23 42 60 80
- Synergies 0 5 10 10

Total 553 614 651 668
  
Depreciation  
- Eircom  -290 -278 -268 -259
- Meteor -30 -40 -42 -44
- Synergies 0 0 0 0
Total -320 -318 -310 -303
  
EBIT  
- Eircom  242 290 315 320
- Meteor -7 2 18 36
- Synergies 0 5 10 10
Total 235 297 343 366
  
Interest -115 -105 -94 -83
PBT 120 193 249 283
Tax charge -25.5 -37.1 -44.2 -47.3
Effective tax rate 21.2% 19.2% 17.7% 16.7%
PAT 94.8 155.6 205.0 235.6
  
Net income  
- Current forecast 101.9 148.4 176.8 189.3
- New net income 94.8 155.6 205.0 235.6
(Dilution)/accretion -7.0% 4.9% 16.0% 24.5%
Source: Smith Barney 

Accretive to earnings in 
first full year of 

consolidation (YTM 2007) 
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➤ The acquisition of Meteor to be funded through a rights issue. 

➤ Prospectus to be launched in late August. 

➤ Importantly the dividend yield associated with managements 
commitment to a 11cent base level of dividend will be maintained on 
the enlarged number of shares in issue. 

➤ Distributable reserves enhanced. 

➤ Cash cost of dividend distribution will increase by c.€€ 30m. 

Funding through equity 
As the company with the most levered Balance Sheet and highest dividend2 yield 
within our stock universe eircom’s financial flexibility to embark on M&A is limited. 
This is reflected in the decision to fund the acquisition of Meteor through a deeply 
discounted and fully underwritten rights issue to raise €€ 420m in new money. 

Full prospectus for the issue is due in late August and management has indicated that 
the rights issue price will not be less than €€ 1.1/share, implying one new share for every 
two held. 

Rights dynamics 
For completeness it is worth just remembering that a rights issue in itself does not 
dilute economic value. A rights issue gives existing owners of a business the right,  
but not the obligation, to invest additional capital into a business. If they chose not to 
participate they can sell their rights in the market. As such while the rights issue dilutes 
EPS it does not in itself change the economic interest in the business – it is the use of 
the cash raised that ultimately determines the creation of destruction of value.  

Figure 16. A simple example of how economic interest maintains  

Shares in issue        1,000 

Share price             10 

Market value       10,000 

3 for 5 rights issue at 5 to raise 3,000 in new money 
New shares           600 

Rights price               5 

New money raised        3,000 

New market value       13,000 

Ex rights share price            8.1 

Initial holding              50 

Value           500 

Economic interest pre rights 5.0%

Post rights holding              80 

Value           650 

Economic interest post rights 5.0%

Source: Smith Barney 

                                                   
2 With the one exception of TeliaSonera, which yields over 9% when the special dividend is included. 

  

Yield maintained through rights 
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Safeguarding the yield 
Figure 17 below aims to provide a reference for the likely ex-rights price based on a 
range of pre – rights share prices at the time the Prospectus is published in late August. 
Management had committed to a base level of dividend distribution of €€ 0.11/share 
prior to announcing this deal. The dividend will be adjusted to take account of the 
rights issue. Our interpretation of the adjustment is as follows: 

➤ The objective of the adjustment is to maintain the implicit yield immediately 
before the rights issue is launched. 

➤ Clearly as the stock falls so the yield increases. At the current price of 
€€ 1.73/share the stock is trading on a yield of 6.4%. 

➤ We expect this yield to be maintained on the ex-rights share price and enlarged 
number of shares in issue. 

➤ Assuming the current share price is the prevailing price at the time the issue is 
launched in August, we would estimate that eircom would pay €€ 0.097/share in 
dividends for the year. 

➤ This will effectively result in the cash cost of the dividend increasing by c.€€ 27m 
p.a. to c.€€ 110m p.a.  

Figure 17. Maintaining the dividend yield through the rights issue 

Opening share price  1.80 1.70 1.60  1.50 
Current shares  751  751    751 751 
Market capitalisation 1,352 1,277 1,202 1,127 
Meteor price tag 420  420     420  420 
Minimum rights issue price 1.10  1.10   1.10 1.10 
New shares issued 382   382    382 382 
New market capitalisation 1,772 1,697 1,622 1,547 
Ex-rights share price 1.56 1.50   1.43  1.37 
  
Current dividend 0.11  0.11   0.11 0.11 
Cash cost of dividend 83 83     83  83 
Implied yield 6.1% 6.5% 6.9% 7.3%
Implied new cost of dividend to maintain yield 108  110   112   113 
Implied dividend per share 0.096  0.097   0.098 0.100 
Source: Smith Barney 

…and dividend paying capacity has been enhanced 
One of the key concerns amongst investors in recent years has been the company’s 
ability to pay a dividend to shareholders – the concern arises due to the deficit in P&L 
reserves on the Group Balance Sheet. In reality eircom has €€ 159m of distributable 
reserves on the Company Balance sheet – sufficient to cover the dividend for 
approximately one and a half years. Clearly the P&L element of these reserves can be 
replenished through the generation of post dividend net income. 

One side effect of the rights issue is that eircom is using a structure that will enable 
the share premium account generated on the new shares to be distributable. In effect 
this creates a buffer that should provide greater confidence in the long-term dividend 
paying capability of the company. 

 

Distributable reserves 
enhanced, improving 

confidence in the 
company’s dividend 

paying capacity 
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➤ Irish market broadband market untapped potential – opportunity and 
threat to eircom. 

➤ Economic and regulatory model holding back competition. 

➤ Not clear that the ULL model stacks up on a stand-alone basis. 

 

The Irish broadband market has been slow to take off, clearly held back by high  
prices and lack of innovation. While this is an opportunity for eircom it also poses a 
significant risk – others may begin to eat eircom’s lunch.  This risk is particularly acute 
if the regulatory logjam that has enabled eircom to frustrate the definition of a process 
to support ULL suddenly breaks. A number of companies are clearly attempting to tap 
the under-penetrated nature of the Irish broadband market – notably BT Ireland and 
Smart Telecom.  

An untapped market 
If Ireland was at the EU average in terms of broadband penetration there would be 
450,000 Broadband customers today – in reality there is less than 35% of this figure, 
equivalent to population penetration of 4.4%.  While internet penetration is relatively 
modest at 48% of households (c.650,000 households) it still indicates a considerable 
untapped market opportunity. eircom’s attempt to balance growth in broadband  
with the managed cannibalisation of its own dial-up internet base goes a long way to 
explaining this lacklustre development – this is a different and potentially dangerous 
balancing act.  

Figure 18.  Broadband penetration 

 

 

 

 

 

 

 

 

 

 

 

Source: Smith Barney 
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Recent new product initiatives suggest eircom is looking to kick-start the market. 
The company is targeting 500,000 DSL customers by December 2007 (from 150,000 
at end Q1) implying a sustained acceleration in net adds from recent levels. In pursuit 
of this target eircom announced revisions to its broadband portfolio on 16 June: 

➤ Launching a time based 1mbps service at a promotional price of €€ 19.99/month 
inc. vat for new customers to 31 March 2006 and €€ 24.99 for existing customers. 
The service is capped at 20 hours usage/month with a 4cents/min charge after 
20hrs and a maximum charge of  €€ 49.99. 

➤ A new promotional price on Broadband Home Starter of €€ 29.99 inc vat for new 
customers signing up between July and September 2005. The promotion runs to 
31st March 2006. 

➤ A new promotional price on Broadband Business Starter of €€ 35.00 ex vat for 
new customers signing up between July and September 2005. The promotion 
runs to 31st March 2006. 

Figure 19. DSL portfolio  

 Download speed
Download 
allowance Contention ratio 

Monthly rental (pre 
vat)

Home Starter 1mbps 8Gb 48:1 33.05
Home Plus 2mbps 16Gb 24:1 45.00
Business Starter 2mbps 20Gb 24:2 45.00
Business Plus 3mbps 40Gb 24:3 89.00
Business Enhaced 4mbps Unlimited 24:4 169.00
Time 1mbps 20hrs 48:1 20.65

Source: Smith Barney 

Looking to eat eircom’s lunch 
While Smart Telecom is the highest profile ULL operator BT Ireland is more 
advanced. BT has 40 exchanges unbundled today with plans to add a further 13 this 
year followed by an additional 47 over the next 3 years – assuming current regulatory 
issues are resolved. In contrast Smart has 12 exchanges unbundled today, with plans  
to reach 64 exchanges in the medium term. Irrespective of the number of unbundled 
exchanges the stats speak for themselves - at 31 March this year there were only 1,424 
PULL and 357 FULL lines in operation on eircom’s network – to say the market is in 
its infancy is overstating its development. 

BT Ireland: Economics of bitstream more compelling 
Given the current state of the ULL process BT Ireland appears more convinced  
about the economic returns associated with bitstream than it does with ULL.  
We understand that of the 31,000 bitstream lines in operation at the end of March 
approximately 90% were BT Ireland customers.  

Under the bitstream model eircom delivers service directly into the premise of the 
altnet via an STM1 (155mbps) circuit – the circuit is charged at €€ 100,000 p.a. on top 
of the bitstream access charge. However, because BT also operates as an unbundler, 
with colocation and hence its own fibre terminating in its colocation facility within 
the eircom exchange it has negotiated a variance on the standard means of delivery.  

Smart and BT the main 
competition in consumer 

BT appears to prefer 
economics of bitstream 

to investment in ULL 
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Rather than delivering service directly into BT’s exchange eircom has agreed to hand 
over traffic at the colocation facility within its own exchange. Consequently, for BT 
the STM1 effectively becomes a tie cable from the eircom concentrator to the BT 
colocation room. We understand that this tie cable is still charged at €€ 25,000 p.a. and 
that BT currently utilises 6 such circuits within 4 eircom exchanges. The diagram 
below helps to illustrate the configuration.  

Figure 20.  Bitstream topology 

Source: Smith Barney 

Smart: big plans 
Smart was set up in 2000 as a licensed operator offering cheap voice using carrier 
pre-select (it has over 70,000 WLR/CPS customers today). The company entered  
the corporate market in 2004 and since the beginning of this year has been active in 
broadband market. Its business model is founded on exploiting the third-party fibre – 
specifically the metropolitan access network (MAN) build and the ESB long-distance 
network – and latest generation network technology (Luminous and Huawei).  

Great job at brand awareness  
For a young upstart, Smart has done an exceptional job at raising its public profile. 
This profile appears to be translating into a strong pipeline of future demand for its 
service. The company currently has 12 exchanges unbundled, with plans to reach 64 
in the medium term – this will give them access to c.50% of households.  
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Smart has approximately 25,000 DSL customers signed up with Direct Debit mandates 
but only a few hundred of these are currently up and running. The real challenge will 
be to translate this pipeline of ‘would-be’ customers into revenue and profit generating 
customers. The company’s ability to manage platform roll-out while simultaneously 
dealing with a cumbersome (and arguably dysfunctional, page 32) unbundling process 
will be the key test of its longer term potential. The magnitude of this challenge should 
not be underestimated given: 

➤ eircom is committing to process/cut-over 50 lines/day - there is clearly a bottle 
neck at the point of service delivery. In an attempt to speed things up Smart has 
been requesting service based on batches/exchange/day with a view to optimise 
eircom’s resource utilisation. The aim has been to process 100 orders/day with 
eircom (in the exchanges in which colocation facilities are up and running).  

➤ eircom’s refusal to cut-over data and voice lines simultaneously is further 
frustrating the plan. In the mean time Smart is offering customers a service based 
on changing their telephone line – apparently over 80% have signalled their 
willingness to do so! The company’s advertising campaign has looked to exploit 
this difficulty to its advantage with the slogan “if you want free line rental, which 
eircom don’t want you to have….” 

Attempting to tap an underdeveloped market 
Smart is the first operator in Ireland to really challenge the established tariff structure. 
The company charges €€ 35/month for 2mbps broadband and voice with free connection 
and modem, and free line rental for its first 100,000 customers. An existing dial-up 
internet user can actually save money by switching to Smart’s broadband service.  

➤ Dial-up interconnect can be paid for on a local/national minute usage basis – or 
by way of a “bundle” – the lowest cost bundle is 25 hours (eircom) of off-peak 
time (weekends & evenings) for €€ 10 per month (n.b. 30 hours with BT for €€ 10). 
The monthly costs increase for higher time usage, up to a €€ 29.99 monthly cost 
for 150 hours anytime/ month. 

➤ Smart’s 2mpbs broadband service is priced at €€ 35/month including line rental. 

➤ In effect Smart’s broadband service is priced at €€ 11/month over eircom’s 
standard line rental of €€ 24/month.  

➤ Even a low user on a dial-up package can switch to broadband at no extra cost. 

➤ This compares to an equivalent price of €€ 24/month for line rental plus 
€€ 39.99/month for 2mbps broadband with eircom. 

➤ The offer appears to remain compelling from a customer perspective even after 
eircom’s recent product initiatives.  

Ambitions supported by cash resources?   
Smart started 2005 with c.€€ 4.75m and subsequently raised €€ 20m through an  
SPV based loan note to fund broadband roll-out.  €€ 10m is subscribed for  
(balance committed to) and drawdown by Smart Holdings is secured against executed 
broadband contracts in the amount of 50% of the anticipated revenues arising over the 
contract period, e.g., this is c.€€ 360 (i.e., pre-vat per residential customer signed up) and 
repayment of the drawdown occurs over the 12-month contract period.  

Changing the rules of the 
game through 

aggressive pricing 
backed up by advertising 

Loan note structured as 
revolving credit 



eircom – 3 August 2005 

 25 

Of the amounts drawn down against broadband customers c. 40% goes on the cash 
outlay associated with the actual unbundling – the balance is available for general 
funding. In effect this is a revolving credit facility - drawdown, repayment, new 
drawdown on continuous basis.  This loan note is repayable not later than 37 month 
after it was first issued.  

How do the ULL economics stack up? 
It is one thing to offer aggressive tariffs, it is another to actually make money.  
In assessing the economic potential of the ULL model we have taken Smarts tariff 
structure and added a view on the likely capex and opex requirements of deploying  
and running a platform in building up a cash payback model. Figure 21 illustrates  
our view on the likely capex costs of building a central office (CO) based on available 
information. We derive a figure of €€ 90,000 per CO.  

Figure 21. Capex breakdown per CO  

CO Capex 
- Network extension             25,000 
- Eircom site setup             25,000 
- Hardware (DSLAM, Optical ethernet etc)             28,000 
- Transmission equipment              7,000 
- Other              5,000 

Total             90,000 

Source: Smith Barney 

In addition to CO capex there is a capital investment in every customer added to the 
platform. Key elements include the modem and line card – in total ‘capitalised’ costs 
associated with customer connection total c.€€ 200/customer. 

Figure 22. Direct customer capex 

Customer Capex 

- Jumpering 59
- Modem  50
- Line card 60
- Other  30
 199

Source: Smith Barney 

In addition the ULL operator incurs monthly licence fees to eircom to cover rental of 
space, power, air-conditioning etc. A typical licence covering 1,000 lines would cost 
c.€€ 15,000 p.a. When combined with loop costs of €€ 14.65 per month and interconnect 
payments of voice traffic (assumed to be 50% of revenue) it is possible to derive a 
picture of gross margin.  

Figure 23. CO Opex  

CO Opex 
-  Licence/1000 lines (air conditioning, power, lighting etc)             15,000 
-  Licence/lines/month                 1.25 

Source: Smith Barney 
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Figure 24 illustrates that the optimum gross margin is 47.6% (i.e., assuming 1,000 
lines to fully utilise licence fee). In effect gross margin covers customer specific 
capex in a little over 7 months. 

Figure 24. Gross margin 

P&L 

Broadband (ex vat) 28.93
Voice traffic 30
Line rental  0
Total 58.93
 
Margin on calls 50%
Interconnect costs 15
ULL costs 14.65
Licence costs                1.25 
Total 30.9
 
Gross contribution 28.03
Gross margin 48%
 
Payback on customer capex (months) 7.1

Source: Smith Barney 

To complete the picture on cash-payback we need to add the fixed capex associated 
with the CO build into the equation (Figure 25).  

Figure 25. Time for gross margin to cover cash cost of deployment 

Lines 100 200 300 400 500 600 700 800 900 1,000

Revenue/month 5,893 11,786 17,679 23,572 29,465 35,358 41,251 47,144 53,037 58,930 
Direct customer opex/month 2,965 5,930 8,895 11,860 14,825 17,790 20,755 23,720 26,685 29,650 
Fixed customer opex/month   1,250    1,250      1,250    1,250 1,250 1,250 1,250 1,250 1,250 1,250 
Gross contribution 1,678 4,606 7,534 10,462 13,390 16,318 19,246 22,174 25,102 28,030 
Gross margin 28.5% 39.1% 42.6% 44.4% 45.4% 46.2% 46.7% 47.0% 47.3% 47.6%
      
Customer capex 19,900 39,800   59,700   79,600 99,500 119,400 139,300 159,200 179,100 199,000 

CO capex 90,000 90,000 90,000 90,000 90,000 90,000 90,000 90,000 90,000 90,000 
Payback (Months) 65.5 28.2 19.9 16.2 14.2 12.8 11.9  11.2  10.7 10.3 

Source: Smith Barney 

The importance of growing the line base and achieving scale is immediately 
apparent. With 100 lines per CO it takes over 5 years to recover the cash outlay,  
with 1000 lines per CO the figure falls to 10 months (Figure 26 overleaf). 
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Figure 26.  Payback on platform costs (months) 
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Source: Smith Barney 

While the headline conclusions from this analysis appear to underscore the 
attractiveness of the model it is important to remember that we have been focussing  
on gross margin covering direct costs of the platform (fixed and variable). The analysis 
ignores a number of significant cost elements, notably: 

➤ Sales, advertising and marketing expenditure 

➤ Operational costs – people, property, etc. 

➤ Churn 

The problem with these line items is how to allocate them firstly to the broadband 
business (for example Smart has a number of different lines of business, CPS, fibre, 
WiFi, etc.) and then to the individual CO. For illustrative purposes if we assume 
broadband related SG&A of €€ 10m p.a. (perhaps €€ 7m to cover headcount and €€ 3m for 
above the line advertising and brand building) and allocate it equally across 60 COs 
the picture would change as illustrated in Figure 27. The analysis illustrates more 
vividly than ever the importance of scale within this economic model. Building scale 
takes time and requires deep pockets. 

Figure 27.  SG&A changes the payback picture 
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➤ Metro build appears to lower barriers to market entry. 

➤ In reality key elements of the investment could have been more 
effectively targeted. 

➤ As a consequence the impact on eircom is likely to be limited unless 
accompanied by a material shift in the supporting regulation. 

 

Under the ‘National Development Plan’ the Irish government is investing in 
telecommunications infrastructure in an attempt to:  

➤ diversify the economy beyond Dublin and 

➤ accelerate the development of the broadband enabled information economy 

At face value these investments appear to lower the barriers to market entry and 
hence represent a risk to eircom. 

Investing public money in infrastructure 
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 authority putting up the remaining 10%.  
92 MANs are planned in total (at a cost of €€ 250m), of which 19 are fully operational 
today. In addition a further €€ 100m has been ploughed into the ESB backbone to 
support demand for backhaul services. Management and marketing of the MANs  
is 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 - 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. 

But nothing is quite what it seems 
The take-up of the MANs has been disappointing – BT Ireland is the biggest user  
of the MANs today taking 11 fibre pairs spread across 8 MANs on a point-to-point 
basis – the annual spend is understood to be in the region of €€ 150k p.a. The reasons 
behind the limited demand to date include: 

➤ The dysfunctional nature of the ULL process (as defined on page 31).  

➤ The fact that the MANs that have been built to date are in business areas already 
well served by multiple infrastructure based providers, e.g., eircom, BT Ireland, 
C&W, MCI, COLT, etc. For example in Cork the blue print for the MAN was 
the BT Ireland network, i.e., there is 100% overlap. As such they have tended to 
provide limited structural advantage – arguably deployment of this type is only 
serving to artificially lower price in an already competitive area of the corporate 
market.  

  

Jigsaw pieces don’t appear to fit 
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➤ The limited integration with the local loop. The government missed the 
opportunity to mandate “distance colocation” as part of the MAN build to 
accelerate broadband competition to SME/Consumer (via ULL) and improve 
economies of scale. eircom only offers standard ULL colocation within its own 
premises. As such each operator using fibres on the MAN needs to extend the fibre 
into the eircom exchange. The MAN has a multi-service provider chambers at the 
nearest feasible point to the eircom exchange. The third-party operator looking to 
use fibre on the MAN must first construct its own footway box adjacent to MAN 
and then invest in the final dig to the eircom exchange. On average the MAN is 
90m to 100m from the eircom exchange. 

➤ Backhaul from MAN poorly defined. Similar to the previous point – fibres on  
the MAN need to be extended to reach one of two principle backbone providers – 
the ESB network or the BT Ireland network. The ESB offers backhaul to 12 of  
19 MANs, BT offers backhaul to 15 of the 19. Together they have 100% coverage. 
BT Ireland’s backhaul service was agreed with the government based on 
specifications/expectations that the unit of demand would be at multiples of 
2.5Gbps level – the agreement was structured on cost plus basis. The current 
charge average €€ 150k per annum MAN to MAN irrespective of route.  
We understand that to date none have been sold.   

While in principle we view the MAN build as positive for competition, it appears to  
us that the investment could have been better targeted on less competitive areas of the 
market and the interface with other parts of the service jigsaw better thought through. 

Bigger picture emerging 
There appears to be no shortage of infrastructure in the Irish market – in fact, in 
recent months there have even been suggestions that Aurora (gas), ESB (electric), 
CIE (rail – BT Ireland uses rail but considerable additional capacity still exists) and 
the recently created metro networks could be rolled into a new state owned national 
telecoms infrastructure provider in an attempt to further facilitate competitive access 
to the market. All these businesses are currently “semi” state-owned, i.e., operated  
as private companies but with government owning 100% of the assets. The idea is 
understood to be conceptual at this stage, as things stand today we believe that the 
threat is limited from eircom’s perspective. 
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➤ ComReg committed to enhancing competition… 

➤ …but lacks the teeth to bite and stymied by eircom at every turn. 

➤ ULL process appears dysfunctional. 

➤ Mix of wholesale pricing mechanisms skews the market to the 
detriment of investment in competing infrastructure. 

➤ eircom’s ability to fight its own corner is beyond doubt – its market 
power is considerable.  

➤ Management over-playing its hand represents the biggest risk to the 
investment case.  

 

In many ways the Irish market feels much like the UK post duopoly review (early 
1990s). At one level the regulatory issues are similar to those found in the UK today – 
equivalence, access bottleneck, consumer choice etc. However, at another level the 
dominance of eircom in the SME and consumer markets is more acute and competition 
is relatively embryonic. Ireland sought a 2-year delay to the EU inspired liberalisation 
in 1997 (this was subsequently reduced to 1 year) and hence the market was late to 
liberalise – finally doing so on 1 December 1998 – within short order the TMT bubble 
bust and embryonic competition withered on the vine (by-and-large). As such Ireland 
remains largely untouched by the normalising effect of sustainable competition. 

ComReg’s philosophy 
ComReg, the three-person Commission for Communications, sees one of its principal 
objectives as stimulating long-term sustainable competition. ComReg pursues this 
objective through relatively soft retail regulation combined with a tougher stance on 
wholesale regulation. In this way ComReg aims to squeeze structural inefficiencies  
out of eircom’s current economic model. For example, ComReg bench marks eircom 
against a basket of efficient international operators in determining what should be 
allowable costs in the assessment of eircom’s Current Cost Asset (CCA) value. The 
regulator sees the need to force stronger and more transparent separation between  
the wholesale and retail business of eircom – a consultation process on accounting 
separation is currently underway. 

One example of this philosophy in action is evident in the broadband market. Customer 
density across Ireland – 25% of the population live and work in Dublin, 50% of  
lines are serviced from 70 exchanges – appears to make a soft target for competitors 
exploiting ULL. However, in its focus on promoting ULL based competition ComReg 
appears to have no plans to allow eircom to geographically de-average the price of its 
wholesale DSL product to reflect the different scale economies available across the 
market. As such ComReg appears to be attempting to provide a boost to ULL based 
competition – the key issue in this respect is whether the ULL based model works at 
the price points as currently defined. This is a subject we will come back to. 

  

Redefining the rules of the game 
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Nothing more dangerous than a regulator scorned 
ComReg appears frustrated at its lack of power to enforce decisions and at eircom’s 
continual use of the appeals process and Judicial Review procedures as a delaying 
tactic. Rather then streamlining the process the creation of an Appeals Panel (as part  
of the EU’s New Regulatory Framework) appears to have further reduced the power  
of the regulator by allowing all decisions to be appealed and therefore delayed (note a 
right to Judicial Review is also available under Irish general administrative law). The 
danger must be that the Ministry of Communications, Marine and Natural Resources 
runs out of patience with the way the game is being played and increasingly intervenes 
in the market either by formally giving the regulator more power (which would take 
time due to the legal implications) or by simply bringing pressure to bare on eircom – 
either through the issuance of ‘policy directions’ to ComReg or possibly more subtly 
through the Government’s status as a significant customer of eircom. 

Key elements of the regulatory agenda  
There are a large number (the phrase logjam might even be appropriate) of regulatory 
factors at play in the Irish market, the outcome of which could have a significant 
impact on eircom’s economic model. In our view the most significant initiatives include: 

1 The introduction of a sub-cap on retail line rental. 

2 A range of issues surrounding ULL; the price of line-sharing, the definition of  
a workable, consistent process for unbundling.  

3 The assessment of SMP under the 18 market reviews carried out as part of the 
adoption of the New Regulatory Framework (NRF). eircom has been designated 
as having SMP in 14 markets. The only markets relevant to eircom in which the 
company is deemed not to have an SMP position are leased line over 2mbps and 
international leased lines. To date ComReg has published Final Decisions on  
5 markets relevant to eircom – 4 of which defined eircom as having SMP, three  
of these decisions have been appealed by eircom. 

Retail price cap 
In February 2003 eircom’s price cap was relaxed from CPI – 8% to CPI – 0% 
effectively saving the company c. €€ 80m p.a. One of the most significant characteristics 
of the new arrangements was the removal of a ‘safety-cap’ that limited increases in the 
price of line rental within the overall basket (previously CPI + 2%).  

Since that time eircom has aggressively rebalanced tariffs, increasing line rentals by 
over 23% – the most recent increase took place on 4 February 2004. Today eircom 
charges $19.98/month plus vat of 21% taking the charge to the consumer to a massive 
€€ 24/month. On a line base of 1.49m lines these increases equate to incremental revenue 
of €€ 70m p.a. As with all incumbents line rental has until recently represented one of 
the most robust revenue streams within the overall base – ULL (and related services) 
has the potential to begin changing all that. In effect, eircom has been able to cut call 
charges to make itself a tougher target to CPS-based players and mobile operators 
while partially offsetting the reductions through line rental increases – where it enjoys 
a virtual monopoly. The unusual degree of flexibility provided under the price cap 
mechanism has been an important factor in eircom’s ability to maintain its revenue 
base – unfortunately the party could be coming to an end. 

ComReg lacks power to 
enforce change 
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Party coming to an end? 
In March 2005 ComReg published a consultation document in which it argued that 
tariffs were now balanced. As a consequence it proposed to introduce a sub-cap of 
CPI-CPI (i.e., no increases in nominal prices) on line rental for one year, at the end of 
which the sub cap would be retained but relaxed to CPI – 0%. If this consultation is 
formally adopted we believe it will reduce eircom’s ability to offset competitive 
pressure in the calls market through line rental increase. In effect the underlying 
volume trends within eircom’s product streams would be increasingly transparent in 
the revenue derived from these product lines. In addition the ‘balancing’ of line rentals 
creates a more attractive target to those operators looking to use ULL as a means of 
competing in the access market. This opportunity can only be enhanced by the negative 
PR eircom has generated through €€ 4.50/month (inc. vat) increase consumers have 
experienced in their months bill for line rental over that past couple of years.  

Line base competition  
The introduction of Wholesale Line Rental in Ireland is symbolic but of limited 
economic impact in our view. With WLR prices set at Retail minus 10%, eircom 
retains the vast majority of the economic value for a line as is the case in all markets 
where this wholesale product exists. Of far greater potential significance is the 
development of the ULL market – high prices for line rental and broadband create a 
potentially attractive environment. In this respect a range of potential developments 
need to be considered including: 

1 the definition of a workable process for ULL 

2 the price of Partial ULL and 

3 the implication of a cut in partial ULL prices on other products in the wholesale 
broadband portfolio. 

Each of these will be considered in more detail below.  

Defining a workable ULL process 
The problem with ULL is that there are so many moving parts in the overall process 
and today in Ireland non of these parts appear to function concurrently. For example: 

➤ eircom is ‘unable’ to process a ULL request while simultaneously porting a 
telephone number effectively undermining the business case for operators like 
Smart Telecom. 

➤ The terms of the ULL contract state that it only applies to eircom retail services 
 – hence there is no obligation to migrate from WLR to ULL – 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.   

➤ There is 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. 

➤ There appears to us to be inconsistencies in the current price points for different 
product within the wholesale broadband portfolio.  

…through the 
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Judicial review finds in eircom’s favour 
The current Judicial Review concluded on 29th July with a resounding victory for 
eircom. The history behind the review was that the altnet industry (BT Ireland and 
Smart) issued ULL requests for services to eircom. Their requests had been validated 
by ComReg, which in turn directed eircom to deliver the required services (services 
requested relate to migration of bitstream/WLR customers, mass automation of 
processes and integration of ULL and GNP - geographic number portability – e.g. 
jumpering, porting of number). eircom refused, citing the fact that it was unable to 
comply within the timescales directed. (As a consequence, Smart Telecom is being 
forced to ask its customers to take a new telephone number when switching to its 
DSL service – Smart claim 80% of them are happy to do so – possibly indicative of 
the degree of dissatisfaction with eircom amongst the early adopters. It is unlikely  
in our view that the mainstream percentage will be this high.)  

We understand that eircom has genuine issues with geographic number portability 
related to inventory control – the line plant and telephone number are effectively 
linked within the inventory register. eircom’s existing systems are ill-equipped to 
deal with the complexities of the ULL process make it very difficult to keep track  
of assets going forward. Compliance with ComReg’s demands may require eircom  
to complete a significant systems upgraded. 

Also a test case with far-reaching implications 
The review was essentially a test case. The substantive issue at the heart of the 
disagreement, and key to the future relationship between eircom and ComReg, was, 
can ComReg force eircom to implement a directive in parallel with pursuing an 
appeal? If ComReg had won a precedent would have been set effectively allowing the 
regulator to enforce decisions while an appeal was being considered. This would have 
seen a significant shift in power from eircom to ComReg. 

Pricing the wholesale portfolio 
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: 

➤ Retail DSL 

➤ Resale DSL 

➤ Bitstream access 

➤ Partially unbundled loops  

➤ Fully unbundled loops  

Failure to achieve this can result in anticompetitive behaviour or the market being 
skewed artificially towards one business model at the expense of another.  

eircom wins a 
resounding victory 
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potentially far reaching 
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Pricing inconsistencies 
In Ireland it appears that there is a contradiction: the price of wholesale DSL 
products (bitstream) is set based on a retail minus formulae3 (minus 40% on average 
at March 31st) while ULL prices are based on cost plus. We believe that this 
effectively acts as a deterrent to investment in the ULL model.  

Figure 28.  ULL prices in a European context 
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Source: Smith Barney 

Recent innovations in retail market illustrate the problem 
Under the regulatory structure eircom is obliged to simultaneously offer a wholesale 
equivalent of its new 1mbps timed broadband product. The equivalent wholesale 
prices translate into a 37% discount to the retail price (i.e., €€ 12.55). In addition 
eircom is offering promotional subsidies or rebates of  €€ 115 per customer to its 
wholesale distributors.  

It is impossible to see how an equivalent competitive product could be launched by 
an infrastructure based unbundler given that the bit-stream price is within c.€€ 5/month 
of the Partial ULL price (€€ 7.52/month). In effect the launch of such products by 
eircom appears to squeeze the alternative infrastructure providers and undermines  
the appetite to invest in the market 

 

                                                   
3 ComReg designated eircom as having SMP in Wholesale Bitstream DSL in February and proposed a defined monetary amount 
discount relative to the retail price – eircom has appealed this decision. 
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Explaining the squeeze 
The analysis in Figure 29 attempts to illustrate how the introduction of a timed 
1mbps service has effectively squeezed the infrastructure-based operator investing  
in ULL.  

Figure 29. The price squeeze (€€ /month) 

 

1mbps (untimed) 

Current

1mbps (untimed) 

Proposed 

1mbps (timed) 

Current 

1mbps (timed) 

Proposed

Full ULL  14.65 14.65 14.65 14.65
Partial ULL 7.52 0.39 7.52 0.39
Bitstream 20.1 20.1 12.55 12.55
Incremental margin opportunity 12.58 19.71 5.03 12.16

Source: Smith Barney 

In simple terms, the differential between the loop element within the cost stack for 
bitstream (€€ 7.52/month) and the bitstream price (€€ 20.1/month for 1mbps un-timed 
service) defines the incremental margin opportunity available to the infrastructure-
based operator over its resale-based (bitstream) competitors – this is effectively  
the incentive to invest in competing infrastructure. From this incremental margin  
the infrastructure-based player needs to cover the cost of investing in the DSLAM, 
accommodation, lighting, power backhaul plus all the associated SG&A and make  
an economic return. Even at €€ 12.58/month the incremental margin looks scant 
incentive – probably explaining the limited appetite for ULL investment.  

Now consider the impact of introducing a bitstream equivalent of the new timed 
retail service (€€ 12.55/month). As the loop element of the cost stack is fixed, the 
incremental margin opportunity available to the infrastructure base operator falls  
by 60%, to €€ 5.03/month . We find it impossible to see how the investment in the 
ULL model can be justified with this level of incremental margin opportunity.    

We believe this problem arises due to the use of retail minus and cost plus 
methodologies for setting the price of different services within the DSL portfolio. 
Under the current regulatory model, lack of transparency on the allocation of costs 
within the cost stack represents a major deterrent to ULL deployment. 

Reversing the squeeze 
ComReg believes that line rentals are fully rebalanced today. As such, the €€ 7.52/month 
PULL price currently prevailing represents an over-recovery by eircom as the cost of 
the copper loop is fully recovered through the charge to the customer for line rental 
(which eircom retains with PULL). ComReg argues that the cost of PULL should 
reflect the incremental costs of using the high frequencies on an existing line. In effect 
this is the cost of the splitter/filter plus a recovery of any opex incurred by eircom to 
deliver the service. ComReg’s proposal is that PULL price should be set at 
€€ 0.39/month. eircom has rejected these draft proposals. 

Infrastructure operators 
squeezed but… 

…ComReg is attempting 
to reverse the situation 
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Clearly, if the price of ULL falls to €€ 0.39, either the bitstream price should fall or the 
cross subsidy should be removed and the squeeze reversed. Arguably, neither event 
would be positive from eircom’s perspective. The table below illustrates the similar 
situation involving both voice and data service by comparing the bit-stream plus 
WLR solution against the FULL price point.  

Figure 30. Similar picture in FULL (€€ /month) 

 1mbps (un-timed) 1mbps (timed)

Full ULL  14.65 14.65
WLR 17.98 17.98
Bitstream 20.1 12.55
Incremental margin opportunity 23.43 15.88

Source: Smith Barney 

The Full ULL model requires investment in both a DSL platform and a voice 
platform. This is reflected by the £23.43/line/month incremental margin opportunity 
available to cover fixed and variable costs when competing at the 1mbps un-timed 
service and the £15.88/line per month available against the 1mbps timed service. 
Once again we question the attractiveness of the infrastructure-based model as 
opposed to continuing to pursue the pure resale based route for new entrants. Clearly 
eircom would prefer to sell a bitstream service to a ULL service due to the higher 
relative revenue yield.  

All part of the negotiation? 
eircom appears to be using all the loop-holes at its disposal to frustrate the definition  
of a workable ULL process. It would be easy to conclude that this is simply an attempt 
to delay for as long as possible before the floodgates eventually burst. However, in  
our view eircom is actually playing a clever game to enhance its negotiating/bargaining 
position. Ultimately, the company must know that the processes behind ULL will be 
defined – there appears to be too much commercial pressure all around for this not to 
be the case. We believe that eircom’s objective is to ensure that the economic model 
and the time frame for full adoption are as favourable as possible from its perspective. 
The danger is that eircom pushes too aggressively and that the political masters lose 
patience. The endgame for all stakeholders in the Irish market must be a portfolio  
of linked wholesale products.  
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➤ Valuation undemanding with strong yield support (6.4% yield) 
providing downside protection. 

➤ Meteor acquisition valuation neutral. 

➤ ESOT disposals represents ongoing but modest overhang. 

➤ Headcount reduction ahead of schedule but will inevitably. 

➤ We reduce our target to €€ 2.10 (previously €€ 2.30) and increase our 
risk rating from Medium to High while retaining our Buy rating. 

 

In this section we define our approach to valuation, wrap up a number of the 
idiosyncrasies specific to eircom, and present our forecast. 

Absolute 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 €€ 2.10/share. We test this valuation using traditional multiples – 
EV/EBITDA, P/E, Dividend Yield and FCF Yield. The stock looks cheap on all 
metrics relative to the sector (with perhaps the one exception of EV/EBITDA where  
it looks in line – this multiple fails to reflect the tax advantage associated with Irish 
corporate tax of 12.5%). 

What about Meteor? 
We explained earlier in this report (page 12) why we believed that the price tag for 
Meteor, when adjusted for the NPV of the tax asset, is a fair reflection of the value  
of the business. As such we argue that Meteor is essentially neutral to the valuation 
of the Group.  

  

Forecasts, valuation and risks  
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The details behind the ROCI fade 
Figure 31 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 reduction in the value of the asset base as depreciation continues to run ahead 
of capex. 

Figure 31. ROCI fade profile  
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Figure 32 illustrates the NOPAT and FCF trends associated with the ROCI fade 
profile above and clearly illustrates the underling assumption that NOPAT and FCF 
declining consistently over time.  

Figure 32. NOPAT and FCF profile  
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Discounting these cash flows at the cost of capital of 7.5% post tax produces an  
EV of €€ 3.64bn. Backing out €€ 1.8bn of net debt (2006E) and adjusting for €€ 242m  
of Balance Sheet provisions produces an equity value of €€ 2.12/share. This forms  
our price target for the stock.   

Figure 33. DCF and Economic Profit Valuation  

DCF valuation       
+ PV 35 year cash flow  3,376   92.8%
+ PV terminal value  261   7.2%
= Enterprise value  3,637   100.0%
- Balance sheet provisions  (242)    
- Minorities       
- Net debt  (1,822)    
= Equity value  1,573    
Value per share  2.12    
        
Economic profit valuation       
+ Opening balance sheet (excl. financial assets)  1,997   54.9%
+ PV 35 year economic profit  1,580   43.4%
+ PV terminal value (ex investment)  40   1.1%
+ PV terminal value (incremental investments)  20   0.6%

= Enterprise value  3,637   100.0%
- Balance sheet provisions  (242)    
+ Associates  0    
- Minorities  0    
- Net debt  (1,822)    
= Equity value  1,573    
Value per share  2.12    

Source: Smith Barney 

Dividend support looks robust 
Management has committed to maintaining the yield implied by €€ 0.11 p.a. dividend 
through the rights issue process as a base level of dividend distribution going forward. 
The stock is currently trading with a perspective yield of at least 6.4% and this yield 
will be preserved through the rights issue (refer to page 20 for details). The fact that the 
structure of the transaction will also enhance distributable reserves improves the level 
of comfort in the company’s ability to honour its dividend commitments. 

Yield to be maintained 
through rights issue 
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Relative valuation methodology 
We also use relative valuations as a way of sense testing our DCF. Figure 34 illustrates 
that eircom looks attractive on P/E, Dividend Yield and FCF Yield while looking fairly 
valued on EV/EBITDA. Clearly the high level of debt within eircom’s capital structure 
combined with the low corporate tax rate in Ireland has an influence over these relative 
metrics. 

Figure 34. Relative multiples (YT December) 

  2005E 2006E  

 EV/EBITDA (x) P/E     (x)
Divi      Yield 

(%)
FCF           Yield 

(%) EV/EBITDA (x) P/E       (x) 
Divi 

Yield   (%) 
FCF          Yield 

(%)

eircom 6.0 9.0 6.4 10.9 5.6 8.1 6.4 12.5
BT 4.7 12.6 4.9 7.4 4.6 11.0 5.7 8.8
Belgacom 5.6 11.5 5.2 9.2 5.7 12.1 4.9 8.6
Swisscom 6.4 11.8 4.1 6.3 6.9 11.9 3.9 6.0
France Telecom 6.6 13.8 3.9 11.4 6.0 13.5 4.7 11.5
Deutsche Telecom 5.4 9.0 4.1 10.8 5.2 8.3 4.6 11.9
Incumbent average 6.1 13.5 4.5 8.9 5.8 11.4 5.1 10.9

Source: Smith Barney 

Risk factors 
Prior to the Meteor deal being announced, 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. Furthermore, while eircom has been  
a source of cash for shareholders through the €€ 0.11 dividend yield investors are now 
being asked to inject cash into the business. We are increasing our risk rating from 
Medium to High, reflecting the significant change in the investment case associated 
with the move back into mobile and the heightened risk of a regulatory backlash. 

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 tax-free basis (although there is no 
obligation to allocate in any one year). 

In addition the ESOT controlled 173m convertible preference shares with a 12.25% 
coupon (end March and end September coupon dates). There are eleven tranches, 
which convert every 6 months into ordinary shares at the market price. Currently 
there are 159m prefs outstanding following the conversion of the first traunch earlier 
this year. The prefs are structures to prevent the ESOT controlling more than 29.9% 
of the ordinary shares.  

In effect while the ESOT winds down as result of distribution it is also topped up 
through the conversion of the preference shares. 

Share save scheme 
represents ongoing 

overhang 
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Headcount reduction  
eircom is currently aiming to cut its workforce to 7,000 by March 2008 – it ended the 
last financial year with 7,275 employees. The company ended Q1 with 7,263 showing 
little progress in the past quarter but despite this it is running well ahead of schedule. 
eircom has indicated that it will announce revised cost reduction plans towards the end 
of the current year. We anticipate the company announcing a version of BT’s 21st 
Century Network Programme – i.e., incremental capex facilitating opex savings. 

One of the structural issues facing eircom is that its Civil Servants were promised jobs 
for life at the time of the original IPO in July 1999. A typical employee might be male, 
over 40, living west of the Shannon, with skills in the old copper/circuit switched 
world as opposed to 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 company reduced head count 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’. We have assumed a further €€ 40m costs this year 
followed by €€ 10m in the March 2007 year.  

Head count reductions 
ahead of schedule and 

cheaper than planed 
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Debt and covenants 
In November 2001 Valentia Telecommunication’s offer to acquire all the shares in 
eircom became unconditional. After subsequent reorganisations the corporate structure 
outlined in Figure 35 emerged. It is worth being aware in passing that eircom Group 
plc is incorporated in England and Wales but is classified as being resident in Ireland 
for tax purposes.  

Figure 35. Holding Company structure 

Source: Smith Barney 

At 31st March eircom had €€ 2.269bn in gross debt outstanding making it one of the 
most indebted operators in Europe with net debt to EBITDA of 3.4x. Inevitably  
its Senior Credit facility (€€ 1.4bn in two tranches) carries covenents based on 
debt/EBITDA at Valentia level. Performance against these covenants have recently 
resulted in a step-down in interest rates from LIBOR +150bps to LIBOR + 125bps. 
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Figure 36. Profit & Loss forecasts (€€ m)  

 YTM YTM YTM YTM YTM YTM YTM YTM
 2003A 2004A 2005A 2006E 2007E 2008E 2009E 2010E

Access revenues 423 489 557 587 600 615 619 624
Voice traffic revenues 564 509 456 422 401 389 382 374
Advanced voice services 87 87 82 82 82 82 82 82
Total voice  651 596 538 504 483 471 464 456
Data traffic 104 112 97 97 97 97 97 97
Voice and data traffic 755 708 635 601 580 568 561 553
             
Data communications 204 195 180 173 173 173 173 173
Interconnect services 210 159 165 168 172 175 179 182
Other products & services 187 159 154 149 149 149 149 149
Gross revenue 1,779 1,710 1,691 1,679 1,675 1,681 1,680 1,682
Discounts (97) (82) (89) (84) (84) (84) (84) (84)
As % of gross revenue 5.5% 4.8% 5.3% 5.0% 5.0% 5.0% 5.0% 5.0%
Total revenues 1,682 1,628 1,602 1,595 1,591 1,597 1,596 1,598
Revenue growth -3.2% -1.6% -0.5% -0.2% 0.4% 0.0% 0.1%
             
Cost of sales (499) (410) (378) (353) (336) (329) (324) (320)
Gross profit 1,183 1,218 1,224 1,242 1,255 1,268 1,272 1,278
Gross profit margin 70.3% 74.8% 76.4% 77.9% 78.9% 79.4% 79.7% 80.0%
Defined benefit charge    -55 -55 -55 -55 -55
Operating costs before restructuring, D&A (648) (632) (624) (616) (624) (632) (640) (647)
EBITDA before restructuring, pension charges etc   615 625 631 636 632 630
EBITDA before restructuring 535 586 600 570 576 581 577 575
EBITDA margin 31.8% 36.0% 37.5% 35.8% 36.2% 36.4% 36.2% 36.0%
Restructuring costs - - (72) (40) (10) - - -
             
EBITDA 535 586 528 530 566 581 577 575
EBITDA margin 32% 36% 33% 33% 36% 36% 36% 36%
Exceptionals operating (charges)/credits (13) (24) 4 - - - - -
Depreciation (399) (368) (316) (290) (278) (268) (259) (252)
Exceptional fixed asset impairment - (38) - - - - - -
Goodwill amortisation (38) (38) (38) - - - - -
Group EBIT pre restructuring/exceptionals   313 318 323 
Group EBIT 85 118 178 240 288 313 318 323 
Operating profit margin 5.1% 7.2% 11.1% 15.1% 18.1% 19.6% 19.9% 20.2%
             
Associates - - 1 2 2 2 2 2 
Total operating profit 85 118 179 242 290 315 320 325 
Exceptional gains/(losses) on sale of subsidiaries 3 1 - - - - - -
EBIT 88 119 179 242 290 315 320 325 
EBIT margin 5.2% 7.3% 11.2% 15.2% 18.2% 19.7% 20.0% 20.4%
Interest (net) (134) (157) (128) (115) (105) (94) (83) (73)
Exceptional interest (net) - (51) 1 - - - - -
PBT (46) (89) 52 127 185 221 237 252 
Tax 6 (14) (20) (25) (37) (44) (47) (50)
Tax rate  -16% 38% 20% 20% 20% 20% 20%
PAT (40) (103) 32 102 148 177 189 202 
Dividend (22) (428) (103) (99) (94) (92) (96) (101)
Net income / loss (62) (531) (71) 3 54 84 93 101 
             
Basic EPS  (0.11) (0.24) 0.02 0.11 0.18 0.23 0.25 0.27 
Adjusted EPS per company definition (diluted) (0.03) 0.03 0.14 0.16 0.19 0.23 0.25 0.27 
Diluted EPS before restructuring, g/will amort. (0.00) (0.12) 0.19 0.19 0.21 0.24 0.25 0.27 

Source: Company reports, Smith Barney 
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Figure 37. Cash flow statement (€€ m)  

 YTM YTM YTM YTM YTM YTM YTM YTM
 2003A 2004A 2005A 2006E 2007E 2008E 2009E 2010E

Operating profit 85 118 178 240 288 313 318 323
Depreciation, amortisation, impairment 437 444 354 290 278 268 259 252
Pension amortisation 16 16 15 16 16 16 16 16 
Restructuring and exceptional (60) (64) (29) - - - - -
Working capital 19 (24) 6 - - - - -
Net cash inflow from operating activities 497 490 524 546 582 597 593 591
             
Interest paid (140) (278) (173) (115) (105) (94) (83) (73)
Tax paid 4 (14) (55) (25) (37) (44) (47) (50)
Capex (197) (209) (194) (207) (207) (208) (208) (208)
Acquisitions and disposals 185 (1) - - - - - -
Other investing (42) (18) 72 - - - - -
Dividends paid - (400) (37) (99) (94) (92) (96) (101)
New equity - 262 (100) - - - - -
Financing (182) 80 - - - - - -
(Decrease) / increase in cash 125 (88) 37 100 139 159 159 160 
             
             
Capex calculation            
Capex (197) (209) (194) (207) (207) (208) (208) (208)
Capex / sales ratio 11.7% 12.8% 12.1% 13.0% 13.0% 13.0% 13.0% 13.0%
Capex / depreciation 49% 57% 61% 72% 74% 77% 80% 82%
Memo: depreciation (399) (368) (316) (290) (278) (268) (259) (252)
             
Net debt            
Net debt / (cash) 1,791 1,959 1,922 1,822 1,683 1,524 1,365 1,206
Average net debt  1,875 1,941 1,872 1,752 1,603 1,445 1,286

Source: Company reports, Smith Barney 
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ANALYST CERTIFICATION Appendix A-1 
I, Michael Williams, hereby certify that all of the views expressed in this research report accurately reflect my personal views about any 
and all of the subject issuer(s) or securities. I also certify that no part of my compensation was, is, or will be directly or indirectly related to 
the specific recommendation(s) or view(s) in this report. 

IMPORTANT DISCLOSURES 
Citigroup Global Markets is acting as adviser to Teliasonera in the announced acquisition of a 27% stake in Turkcell, a stake of which is 
owned by Yapi Ve Kredi Bankasi. 
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Citigroup Global Markets Inc. or its affiliates has received compensation for investment banking services provided within the past 12 
months from eircom. 

Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services 
from eircom in the past 12 months. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as investment banking client(s): 
eircom. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as clients, and the services 
provided were non-investment-banking, securities-related: eircom. 

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as clients, and the services 
provided were non-investment-banking, non-securities-related: eircom. 

Citigroup Global Markets Inc. or an affiliate received compensation in the past 12 months from eircom. 

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global 
Markets Inc. and its affiliates ("the Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm 
profitability, which includes revenues from, among other business units, the Private Client Division, Institutional Equities, and Investment 
Banking. 

The Firm is a market maker in the publicly traded equity securities of eircom. 

Smith Barney Equity Research Ratings Distribution    
Data current as of 30 June 2005 Buy Hold Sell
Smith Barney Global Fundamental Equity Research Coverage (2617) 42% 42% 17%

% of companies in each rating category that are investment banking clients 48% 49% 28%
Telecommunications Services -- Europe (20) 40% 60% 0%

% of companies in each rating category that are investment banking clients 75% 75% 0%
Guide to Fundamental Research Investment Ratings: 
Smith Barney's stock recommendations include a risk rating and an investment rating. 
Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L), Medium (M), High (H), and Speculative 
(S). 
Investment ratings are a function of Smith Barney's expectation of total return (forecast price appreciation and dividend yield within the 
next 12 months) and risk rating. 
For securities in developed markets (US, UK, Europe, Japan, and Australia/New Zealand), investment ratings are: Buy [1] (expected total 
return of 10% or more for Low-Risk stocks, 15% or more for Medium-Risk stocks, 20% or more for High-Risk stocks, and 35% or more for 
Speculative stocks); Hold [2] (0%-10% for Low-Risk stocks, 0%-15% for Medium-Risk stocks, 0%-20% for High-Risk stocks, and 0%-35% 
for Speculative stocks); and Sell [3] (negative total return). 
Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in risk rating, or a 
change in target price. At other times, the expected total returns may fall outside of these ranges because of price movement and/or 
volatility. Such interim deviations from specified ranges will be permitted but will become subject to review by Research Management. 
Your decision to buy or sell a security should be based upon your personal investment objectives and should be made only after 
evaluating the stock's expected performance and risk. 
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Between September 9, 2002, and September 12, 2003, Smith Barney's stock ratings were based upon expected performance over the 
following 12 to 18 months relative to the analyst's industry coverage universe at such time. An Outperform (1) rating indicated that we 
expected the stock to outperform the analyst's industry coverage universe over the coming 12-18 months. An In-line (2) rating indicated 
that we expected the stock to perform approximately in line with the analyst's coverage universe. An Underperform (3) rating indicated 
that we expected the stock to underperform the analyst's coverage universe. In emerging markets, the same ratings classifications were 
used, but the stocks were rated based upon expected performance relative to the primary market index in the region or country. Our 
complementary Risk rating system -- Low (L), Medium (M), High (H), and Speculative (S) -- took into account predictability of financial 
results and stock price volatility. Risk ratings for Asia Pacific were determined by a quantitative screen which classified stocks into the 
same four risk categories. In the major markets, our Industry rating system -- Overweight, Marketweight, and Underweight -- took into 
account each analyst's evaluation of their industry coverage as compared to the primary market index in their region over the following 12 
to 18 months. 

Prior to September 9, 2002, the Firm's stock rating system was based upon the expected total return over the next 12 to 18 months. The 
total return required for a given rating depended on the degree of risk in a stock (the higher the risk, the higher the required return). A Buy 
(1) rating indicated an expected total return ranging from +15% or greater for a Low-Risk stock to +30% or greater for a Speculative 
stock. An Outperform (2) rating indicated an expected total return ranging from +5% to +15% (Low-Risk) to +10% to +30% (Speculative). 
A Neutral (3) rating indicated an expected total return ranging from -5% to +5% (Low-Risk) to -10% to +10% (Speculative). An 
Underperform (4) rating indicated an expected total return ranging from -5% to -15% (Low-Risk) to -10% to -20% (Speculative). A Sell (5) 
rating indicated an expected total return ranging from -15% or worse (Low-Risk) to -20% or worse (Speculative). The Risk ratings were 
the same as in the current system. 

OTHER DISCLOSURES 
Within the past 5 years, Citigroup Global Markets Inc. or its affiliates has acted as manager or co manager of a public offering of equity 
securities of eircom. 

For securities recommended in this report in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial 
instruments and may act as principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments 
linked to securities that may have been recommended in this report. The Firm regularly trades in the securities of the subject 
company(ies) discussed in this report. The Firm may engage in securities transactions in a manner inconsistent with this research report 
and, with respect to securities covered by this report, will buy or sell from customers on a principal basis. 

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not 
deposits or other obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including 
the possible loss of the principal amount invested. Although information has been obtained from and is based upon sources that the Firm 
believes to be reliable, we do not guarantee its accuracy and it may be incomplete and condensed. Note, however, that the Firm has 
taken all reasonable steps to determine the accuracy and completeness of the disclosures made in the Important Disclosures section of 
this report. In producing its research reports, members of the Firm’s research department may have received assistance from the subject 
company(ies) referred to in this report. Any such assistance may have included access to sites owned, leased or otherwise operated or 
controlled by the issuers and meetings with management, employees or other parties associated with the subject company(ies). Firm 
policy prohibits research analysts from sending draft research to subject companies.  However, it should be presumed that the author of 
this report has had discussions with the subject company to ensure factual accuracy prior to publication.  All opinions, projections and 
estimates constitute the judgment of the author as of the date of the report and are subject to change without notice. Prices and 
availability of financial instruments also are subject to change without notice. Although Smith Barney does not set a predetermined 
frequency for publication, if this is a fundamental research report, it is the intention of Smith Barney to provide research coverage of 
this/these issuer(s), including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. This 
report is for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision 
to purchase securities mentioned in this research must take into account existing public information on such security or any registered 
prospectus. 

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, 
nor be subject to the reporting requirements of the U.S. Securities and Exchange Commission. There may be limited information 
available on foreign securities. Foreign companies are generally not subject to uniform audit and reporting standards, practices and 
requirements comparable to those in the U.S. Securities of some foreign companies may be less liquid and their prices more volatile than 
securities of comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an 
investment in a foreign stock and its corresponding dividend payment for U.S. investors. Net dividends to ADR investors are estimated, 
using withholding tax rates conventions, deemed accurate, but investors are urged to consult their tax advisor for exact dividend 
computations. Investors who have received this report from the Firm may be prohibited in certain states or other jurisdictions from 
purchasing securities mentioned in this report from the Firm. Please ask your Financial Consultant for additional details.  Citigroup Global 
Markets Inc. takes responsibility for this report in the United States. Any orders by non-US investors resulting from the information 
contained in this report may be placed only through Citigroup Global Markets Inc. 

This report is made available in Australia to wholesale clients through Citigroup Global Markets Australia Pty Ltd. (ABN 64 003 114 832 
and AFSL No. 240992) and to retail clients through Citigroup Wealth Advisors Pty Ltd. (ABN 19 009 145 555 and AFSL No. 240813), 
Participants of the ASX Group and regulated by the Australian Securities & Investments Commission.  If this publication is being made 
available in certain provinces of Canada by Citigroup Global Markets (Canada) Inc. ("CGM Canada"), CGM Canada has approved this 
publication.  This report may not be distributed to private clients in Germany. This report is distributed in Germany by Citigroup Global 
Markets Deutschland AG & Co. KGaA, which is regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin).  If this report is 
made available in Hong Kong by, or on behalf of, Citigroup Global Markets Asia Ltd., it is attributable to Citigroup Global Markets Asia 
Ltd., Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong.  Citigroup Global Markets Asia Ltd. is regulated by Hong Kong 
Securities and Futures Commission.  If this report is made available in Hong Kong by The Citigroup Private Bank to its clients, it is 
attributable to Citibank N.A., Citibank Tower, Citibank Plaza, 3 Garden Road, Hong Kong.  The Citigroup Private Bank and Citibank N.A. 
is regulated by the Hong Kong Monetary Authority.  This publication is made available in India by Citigroup Global Markets India Private 
Limited, which is regulated by Securities and Exchange Board of India.  If this report was prepared by Smith Barney and distributed in 
Japan by Nikko Citigroup Ltd., it is being so distributed under license.   
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Nikko Citigroup Limited is regulated by Financial Services Agency, Securities and Exchange Surveillance Commission, Japan Securities 
Dealers Association, Tokyo Stock Exchange and Osaka Securities Exchange.  This publication is made available in Korea by Citigroup 
Global Markets Korea Securities Ltd., which is regulated by Financial Supervisory Commission and the Financial Supervisory Service.  
This publication is made available in Malaysia by Citigroup Global Markets Malaysia Sdn Bhd, which is regulated by Malaysia Securities 
Commission.  This publication is made available in Mexico by Acciones y Valores Banamex, S.A. De C. V., Casa de Bolsa, which is 
regulated by Comision Nacional Bancaria y de Valores.  In New Zealand this report is made available through Citigroup Global Markets 
New Zealand Ltd., a Participant of the New Zealand Exchange Limited and regulated by the New Zealand Securities Commission.  This 
publication is made available in Poland by Dom Maklerski Banku Handlowego SA an indirect subsidiary of Citigroup Inc., which is 
regulated by Komisja Papierów Wartosciowych i Gield.  This publication is made available in the Russian Federation through ZAO 
Citibank, which is licensed to carry out banking activities in the Russian Federation in accordance with the general banking license issued 
by the Central Bank of the Russian Federation and brokerage activities in accordance with the license issued by the Federal Service for 
Financial Markets.  Neither this report nor any information contained in this report shall be considered as advertising the securities 
mentioned in this report within the territory of the Russian Federation or outside the Russian Federation.  This report does not constitute 
an appraisal within the meaning of the Federal Law of the Russian Federation of 29 July 1998 No. 135-FZ (as amended) On Appraisal 
Activities in the Russian Federation.  This publication is made available in Singapore through Citigroup Global Markets Singapore Pte. 
Ltd., a Capital Markets Services Licence holder, and regulated by Monetary Authority of Singapore.  Citigroup Global Markets (Pty) Ltd. is 
incorporated in the Republic of South Africa (company registration number 2000/025866/07) and its registered office is at 145 West 
Street, Johannesburg 2196. Citigroup Global Markets (Pty) Ltd. is regulated by JSE Securities Exchange South Africa, South African 
Reserve Bank and the Financial Services Board.  The investments and services contained herein are not available to private customers 
in South Africa.  This publication is made available in Taiwan through Citigroup Securities Investment Consulting Inc. which is regulated 
by Securities & Future Bureau.  This publication is made available in United Kingdom by Citigroup Global Markets Limited, which is 
regulated by Financial Services Authority.  This material may relate to investments or services of a person outside of the UK or to other 
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this material.  FSA rules require that a firm must establish, implement and make available a policy for managing conflicts of interest 
arising as a result of publication or distribution of investment research. The policy applicable to Citigroup's equity research products can 
be found at www.citigroupgeo.com.  This publication is made available in United States by Citigroup Global Markets Inc, which is 
regulated by NASD, NYSE and the US Securities and Exchange Commission.  Unless specified to the contrary, within EU Member 
States, this publication is made available by Citigroup Global Markets Limited, which is regulated by Financial Services Authority.  
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linked to specific transactions or recommendations.  This report may have been distributed simultaneously, in multiple formats, to the 
Firm's worldwide institutional and retail customers.  This document is not to be construed as providing investment services in any 
jurisdiction where the provision of such services would be illegal. Subject to the nature and contents of this document, the investments 
described herein are subject to fluctuations in price and/or value and investors may get back less than originally invested. Certain 
high-volatility investments can be subject to sudden and large falls in value that could equal or exceed the amount invested. Certain 
investments contained herein may have tax implications for private customers whereby levels and basis of taxation may be subject to 
change. If in doubt, investors should seek advice from a tax adviser.  This advice has been prepared without taking account of the 
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