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Let me put this into context from an industry perspective.
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2008 =iricreasing oressiure ol ey fronts

* New regulatory environment
+ Shift from laggard to leader
* New market structure

e Access network an
increasingly shared resource

e New competition
e Challenge of scale apparent
* New investment demands

* Revenues decouple from
capex and opex

« New economic climate

» New Government agenda

2009 is a year of fundamental industry change

In 2008 Telecom’s CEO Paul Reynolds described it as a period of change on an
unprecedented scale for Telecom and the industry. He wasn’t exaggerating. It is not just
a case of NZ playing catch-up after years of being a regulatory and broadband laggard.
We are now at the leading edge of change on some fronts — operational separation: the
roll out of fibre fed cabinets to regional centres of 500 lines or more; competitive access
and co-location at the cabinet and IP interconnect. This is changing the structure of the
market. The access network was once the anchor of the Telco business model — Control
of the network is what differentiated it from competitors. Now the access network is an
increasingly shared resource. It And means a new business model where competition is
based on services — not the network. It is driving new competition, from different types of
players at both a wholesale and retail level — utilities, local authorities, 1SPs investing in
putting their own equipment into the exchange. However NZ is a small market and we
are already seeing market share aggregate among the top five players. The global shift
towards all IP networks is driving demand for new investment: but multi-billion dollar
capital investment in a market showing little revenue growth makes for a challenging
business case. Now recession is squeezing end user demand and making visibility and
planning opaque. And we have a new Government agenda for rolling out fibre nationally
which represents a new paradigm that will restructure the industry, reshape competition
and resize business models. Add these together and you have the ingredients for a
perfect storm that will change Telecommunications in NZ.
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However it must be said that many of these pressures are not new. Nor have they been
triggered by the current financial situation. The overall telecoms market has been
slowing down for some time, as Telcos grapple with a complex interplay of legacy and
emerging services.

This is apparent when we look at the overall telecoms market (excluding IT services).
Over the year we have seen 18.6% growth in BB subscribers and 7% growth in mobile
connections — yet revenue has flatlined due to pressures in the high margin core voice
and text and legacy access connectivity. Emerging growth sectors such as broadband,
mobile data and services are not yet growing fast enough to offset this.

Copyright 2007 IDC. Reproduction is forbidden unless authorized. All rights reserved.



Title of Presentation
Client

Economle crisis stells growin furirer

Telecoms insulated but not
immune

* Built into budgets
* But migration slows

* ‘More for less’ approach
* New projects reviewed

» Liquidity squeeze hits second tier
players

e Expect consolidation
* Focus shifts to customer retention

e Better managing existing services

Demand remains — but at what price?

... a transition made all the more complex by economic recession: it could hardly have
come at a tougher time.

On the plus side, core communications is treated like a utility — that gives it a degree of
insulation but not immunity. It is built into personal and business budgets — our research
shows that users will defer a hardware or device upgrade before they consider
terminating an established monthly service. But migration is slowing: in the last two
guarters of 2008, the rate of broadband subscriber growth halved. Yes it is in part
attributable to increased broadband penetration: but also for a new conservatism, with
users opting for lower value value broadband plans.

Projects are being deferred; customers are looking to better manage what they have;
renegotiate or reduce their overall bills through bundling and minimise any overage on
broadband data caps or mobile plans.

It shifts the focus to customer retention: while customers seek more for less, the industry
will look to try and deliver more for the same. The leads to pressure: we anticipate
consolidation between second tier players.
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» 18.6% broadband subscriber growth in 2008
 Rate of growth now slowing

As we can see here, New Zealand’s broadband growth is a relatively recent
phenomenon — it was only in 3Q07 that broadband overtook dial-up, taking us to 21%
penetration per 100 inhabitants. Broadband subscriber growth was 18.6% in 2008, with
particularly strong growth in the first half. It was a year when the first offers through local
loop unbundling came to market; when all Telecom’s exchanges were upgraded to
ADSL2+ and the first VDSL offerings came to market. A year of new competition
following the operational separation of Telecom.

However, the rate of growth moderated in the second half of the year, due to increased
broadband penetration and New Zealand moving into recession.
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- Total broadband connections: 1.363 million by 2013
* 69% of consumer households
* Penetration increases from 21% to 32% in 2013

We are assuming, therefore, that most of the migration today is coming from dial-up,
based on 2008 population and household numbers. Dial up will decline to 187,00, but
there will be at least 12% of households that will see no need to migrate to broadband.
Our forecasts are also that 19.5% of households will never have an internet connection,
due to lack of need, financial constraints or other reasons. This is based on static

household population numbers — it is over 20% if we assume household growth over the
period.
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- PSTN connections decline 2.1% over period
» Not as steep as originally anticipated
* Accelerating pressure on calling revenues

Now let’s turn to one of the more traditional telecom markets — that of voice.

Here we see that the pressure on traditional voice revenues and connections will
continue over the period. We anticipate revenues — particularly calling revenues — will
show increasing erosion of up to 7% each year.

However we will not see the number of traditional telephony connections decline at the
rate anticipated a year ago. In other words, there will be a steady but not severe
decline in the number of users who ‘cut the cord’ on their home or business phone in
favour of an all mobile or new voice-over-IP solution over the period. This is despite
the fact that Telecom has some pretty steep milestones for migrating users away from
the traditional voice network but that the actual rate of takeup of primary line services
will not be rapid.
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« 5.5 million mobile connections

» Penetration = 127%

* W-CDMA 51% of all connections
* Mobile data = new revenues

We are also optimistic on mobile — specifically mobile data.

We currently have 110% penetration — that is the top line in the graph, showing the total
number of connections for the NZ population. Yesterday Russell Stanners spoke of
reaching 150% penetration — we are somewhat more conservative as we forecast 127%
penetration, or 5.5 million mobile connections by 2013, as the number of different types
of handsets, dongles, USB ports and 3G embedded devices grow. High speed
broadband will be 51% of all connections.

However the bars represent revenues: and here we see a much flatter picture. The silver
line is mobile data — we believe this is a new growth opportunity for Telcos, as it plays to
the operator’s core strengths, doesn’t have to be shared with content providers, doesn’t
require termination payments. Data will comprise half of all revenues by 2013 — yet the
topline growth over the period is still in the low single digit because of pressure on voice.
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Growth in emerging sectors offsets legacy revenues
» But not enough to drive new growth over the period

When | was working on these forecasts, | was carefully breaking it down by mobile, fixed
and broadband, comparing and talking to my peers internationally. | didn’t consider until
the end what the final picture might be when | added it all up together .... And found that
over the next five years, revenue growth remains absolutely flat. Now this is not seeking
to forecast any new wave services — IT, or IPTV — but it represents the core of the Telco
business. And here, we can see that there is a shift in the picture as growth sectors
offset declining legacy revenues. But only just.
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Source: IDC World Wide Telecommunications Services Database: January 2009

When | compared this to Western Europe, | found exactly the same picture — indeed a

decline over the period, due to exactly the same pressures | have outlined here.
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Total Network Capex: $4.530 billion 2008-2012
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Yet the industry is investing a significant amount of money, driven by technological
change, the need to reduce costs and continue to compete. IDC NZ recently completed
a Telecommunications Network Capital Expenditure tracker, which was based on a well-
established and very robust Asia-Pacific model and database. It shows — even just
capturing the main players — a total network capex of $4.53 billion over five years, with
the bubble in the middle representing Telecom’s existing and significant transformation,
XT and cabinetisation investment. So we have an industry worth $5.6 billion that is not
growing at all over the mid-term — yet four a a half billion of private, unsubsidised money
going into next generation networks .... And that compares to the Government’s $1.5
billion.
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International
fibre
perspectives

As we saw before the challenges of revenue and capex demands are not unique to NZ —
so how are other markets dealing with this?

| think we have to be very careful about sweeping comparisons between NZ and other
markets.

Yesterday we heard about growth of FTTP in Asia-Pacific — and some of the challenges.
My personal experience in Asia-Pacific shows these markets have environmental,
regulatory, political and indeed competitive regimes that bear absolutely no resemblance
to NZ. Indeed any international examples are very hard to draw on. We heard yesterday
of the fibre investment in some of the Scandanavian markets — but if | talk to my
colleagues there, some of that is being driven by a requirement for power companies to
underground their networks. In others, the ducting is already and established public
asset, like a sidewalk. In short there are unique factors in each market that
fundamentally change the business case.

We also need to be very aware of the scale of change in these markets.
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Competitive environment drives
deployments

Alternative players and cable
operators put pressure on telcos

Bandwidth sells!

Few operators will have national
coverage within the next 5 years
VDSL2 in existing network Western Europe - 1G vs NG Fixed Broadband
Access Connections, 2006-2012
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IN Europe, investment in next generation access is accelerating.

DT is in the final stages of a EUR 3 Bn plan to bring FttC and VDSL to 50 cities in Germany
BT announced a GBP 1.5 Bn plan to bring NGA to 10 million homes (90% VDSL, 10% FttH)

At the moment deployment is more operator push than consumer pull. Why are operators
deploying?

1 competition: one operator moves, others follow. Simple bandwidth seems to sell.
Consumers like 50 mbps or 100 Mbps even though they do not use it. Cable operators across
Europe are in the process of upgrading to DOCSIS 3.0, which can push their offering to more
than 100 Mbps.

2 operators are preparing their networks for requirements of the future. HD IPTV
will push requirements beyond capacity of current ADSL2+ networks. HD could require up to
10Mbps per channel (in MPEGA4)

KPN is probably the only operator to reach true national coverage (95%) in next 5 years. More
typical coverage rates over the next 5 years are 30-60%
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Next Generation Access = 28 Million Connections in five years

But for all the discussion, in 2008 Next Generation Acction in Western Europe — which
includes fibre to the premises, fibre to the building, or VDSL from a cabinet or kerb, or
DOCSIS 3 technology for cable — was only 2% of total connections. We are predicting
significant growth out to 2012, to 28 million connections or 21% of all broadband. So
Western Europe’s ultra-fast broadband is growing — strongly.

But what is interesting is that this represents different flavours of fibre solutions.
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This chart shows the breakdown of Next-Generation Access across Western Europe.
Fibre-to-the-Home or premises will equal 5.7 million connections — that’s the dark blue
line. That represents less than a quarter of all next generation access connections.

Fibre to the building is in the same vicinity, with wireless or VDSL providing the in-home

connection is 17%

By contrast, the vast majority of connections are fibre-to-the-kerb or cabinet, plus VDSL,

or the cable technology DOCSIS3.

In other words, there are different flavours of fibre and deployment according to different

environments and requirements across Europe — it is not wedded to a one size fits all

strategy.
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Which brings me back to my core issues about the New Zealand Fibre programme.
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» We have an increasingly competitive
market that is already investing

* $4.6 billion in a market worth $5.6
billion showing little growth

U:

 Cabinetisation is already occuring on
a mass scale

* Government FTTP is a bold and
potentially distortionary intervention

» Potentially marginalises existing
investment

* Reshapes competition

» Get it right, and NZ benefits from FTTP
on an otherwise uneconomic scale

e Get it wrong and we get a bureaucratic
morass that stalls rather than stimulates
broadband investment.

New Zealand is a small country of limited scale. We have an increasingly effective
competitive sector that is already investing $4.5 billion over five years in a market worth
just $5.6 billion annually — without Government incentives. Cabinetisation is already
occurring on a scale unprecedented in other markets. International carriers investing
significant sums of money in NZ.

Yet the Government is planning to directly intervene, and invest in fibre at a lower cost of
capital, with a risk of overbuild rather than building on.

Now we don’t know the final shape of the programme. But based on what is proposed so
far, this programme potentially marginalises existing investment — and even worse stalls
planned and committed investment, with no certainty of the outcomes that this
intervention will deliver.

Get it right, and New Zealand gets fibre on a scale and within a timeframe that would
otherwise not be feasible. Get it wrong and we risk a bureaucratic morass which distorts
the normal functioning of the sector, stalls rather than stimulates broadband
development and takes the industry back to being political lobbyists rather than getting
on with the job of competing and delivering services.

We can't afford to get this wrong.
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For the industry, there is also a reality check within this. Our industry has been
fundamentally restructured in the past two years — we have moved from a vertically
integrated business model to one where disaggregation has occurred and we are seeing
new types of competition and new players at different market layers — and potentially
new regulatory pressure points.

We’'ve not done a good job on really driving new services: our focus is still very much on
preserving what we have rather than re-engineering our thinking, our business model
and our approaches to partnerships to prepare for this future.
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I |ndustry structures are changing

» A new, broader ecosystem emerging

I oitisation Barealiy
-» Pressures on core-voice revenues accelerating

- Overall telecoms growth picture is flat

* Yet capital expenditure pressures are growing

T
BN Requires new business models, new partnerships

» Co-operation on infrastructure: competition on services
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