BT’S THIRD QUARTER RESULTS
7 FEBRUARY 2008
Ben Verwaayen
Good morning everybody, thank you for coming. You know this slide it is your
favourite and that’s why we show it to you each and every time and I am sure
that you will study it in detail, it’s interesting reading. It’s maybe as interesting
as looking to this chart because this gives the headline numbers for this
quarter. If you look to this slide you can say well what does it mean. It means
the sixteenth consecutive year over year growth for revenue. It means the
eighth consecutive growth for EBITDA, the seventh for operating profit and
the twenty third for earnings per share. So you can see trends, habits in the
numbers, but that wouldn’t be the real story why this is a very significant
quarter.
This is a significant quarter because a few things have happened and we will
go in to that. But first, let’s look to the composition of our revenue and that
hasn’t changed too much over the last four quarters. You can see 25% is in
consumer business, you can see that we are doing roughly half of our
business as a B to B and you can see that we are really growing that part of
the business and as we go in to the details we are going to discuss the
highlights of the quarter and the trends, because in today’s environment it is
very very important to understand the trends.
Let’s look to corporate. The significance of this quarter is the delivery of what
we promised on margin improvement on Global Services. A 140 basis points
improvement and it’s not at the expense of not growing. It goes hand in hand
with a very robust growth all across the board in every segment of Global
Services. It goes hand in hand with the capabilities for us to enlarge our
global capabilities so we make investments. We invest in where we need to
operate, we invest in the depths of our service portfolio and at the same time
we are now making margin improvements here to stay. So the journey that
we promised in the second half of this year starts in Q3 and we will go on from
here. That’s significant especially in today’s economic environment. To
understand why it is that we are doing so well and why we think we continue
to do so well. When the economy is bullish people want to go to new markets
they want to expand their platforms. They want to reach out to other parts of
the world, what you need for that is networks and platforms. But in times that
the economy is not so bullish what do people want? They want consolidation
and costs improvements and what do you need for that, you need networks
and platforms. You may go to globalisation with a different agenda in mind
but still that’s what you need. You need to be able to take the full benefit of
convergence and that’s what we provide. You can see our pipeline is
stronger than ever before, 30% growth year over year when it comes to
prospects. You can see that what we deliver underpins core business for our
customers. It means a key capability for our customers and that’s why you
see growth. That’s why you will see us able to look to that business and take

costs out in a way that we couldn’t do before. Look to the maturity of
contracts and at the same time a very strong growth in new contracts.
There is a similar story but on a different level when you go to BT Business,
7% growth in the UK. We talked about it last quarter and I told you the market
in which we operate is larger than ever before. It’s not just a classical
communications market it’s also the IT part of it. Small business have the
same agenda, if times are tougher what do they want, they want to be good in
what they do. They want the hassle out and they want a supplier they can
rely on, they want more value added services than ever before. You can see
the number on screen 38% it’s a great number for value calls take-up to give
some colour to value add we talked about Trade-space last time, 45,000
customers on Trade-space doing eBusiness that they couldn’t do before. We
have 15,000 customers every week tracking and tracing where the business
is. We have 300 customers a day signing up for OneBill. We are booming in
this business because what we deliver here is the value that is crucial for the
SMEs to survive in the market. There is some decline when it comes to the
boxes (hardware) business as you will have heard. But what we deliver is not
the box, we deliver the solution and that is vital for the SME business.
So let’s look at the consumer business. That business has been transformed
over the last four or five quarters and you can see that here, 24% growth in
new wave revenue tells you the story. What we deliver is no longer lines and
calls. It’s a broadband platform and broadband reality which is essential to
our customer base. You can see evidence of that because we haven’t seen
any rise in people not being able to pay their bills. We have not seen anything
in the market other than a market that is going for broadband 512,000 new
additions in the quarter, 35% market share for BT, a very strong performance
there. Important in the consumer market is bundling, so getting your self in to
a position that you can add new services every single time is a very very
strong part of the dynamics of servicing the market.
Now our carrier business, there are two stories there.
The first one is Openreach. Openreach is very steady, it has that utility feel
around it, very much focussed on cost reduction. But besides cost reduction it
does a great job in bringing new services to the market and you can see
backhaul for example growing very fast. On LLU there is a market slow down
on the expansion of the footprint of LLU. What you see in LLU now is more
filling in the existing footprint. At the same time we have invested in
Openreach and that investment has paid off tremendously. A 50%
improvement in performance on provision and repair is an extraordinary
result. It’s exactly why we started Openreach, it’s exactly what the design
was. That was the design of the TSR, the Telecommunications Strategic
Review, do you remember? Create a transparent end to end equivalent
organisation that will focus on its efficiency on one hand and its service’s on
the other hand. But the same part of that equation was of course that we got
returns and we would get returns of 10%. Therefore we will have some
discussion on the pricing review that is going on with OFCOM when it comes

to certain of our products in that mix. Because if you deliver on one side of
course you expect the same delivery on the other side of the deal.
Then the bigger prize going forward from a regulatory point of view is to get
ourselves out of the hundreds of pages of detailed regulation into a principled
regulated environment. One where you give building blocks of achievements
and give freedom for people to get to those building blocks, get to those
targets and give Openreach the opportunity to really fulfil it’s role in the
market. I am very confident that the logic of that approach will be appealing to
the market and to the regulator.
So the other part of carrier is Wholesale. There are three elements to it. The
first is transit business. Transit business flows through very very low margin,
2 or 3% or something. That is basically to connect one network to another
network while using our cables in the meantime. Now there is a trend in the
market especially with the mobile operators to connect directly outside the BT
network. In a way that’s fine, it works the numbers out of our numbers but as
I said, very low margin and it will take a few more quarters to get that out.
The second point is what we have said all along and that’s the migration to
LLU. That’s fine, because that’s in the plan, we knew exactly that would be
coming. You will also see that in the numbers as well.
And the third element is the exciting element for us that’s the growth of
Managed Services. Openreach has 455 customers and when I saw that I
thought my goodness 455 people who are in the do-it-yourself mode, they buy
components and they do it themselves. In this particular market there is of
course a compelling argument to go to your core business, sell to your
customers and leave the hassle to a wholesaler and that’s exactly what you
see happening. You have seen the flow of press releases, one even as late
as yesterday where people say “ok, why don’t you manage the services for
us” and it goes even to the extent that people are now interested in managed
LLU. Now for those who are absolutely focussed on regulation that must be
the ultimate, managed LLU. You create LLU and then you go back and you
ask the same person to go and manage it. But we will do it, that’s fine,
whatever you want we will do it for you. That business is an exciting business
because that adds value. So I think you will see a replacement over time from
low value to high value in our wholesale market.
Where we can freely compete, we do excellent and that’s the important thing.
We add value to our customers and even in today’s economic environment
we see that people really want us to help them out and deliver our service
capabilities. So for us that’s a massive opportunity to keep growing our
business.
In order to do that on a profitable basis we have to look to our costs constantly
as we have done in the past. But we are in better shape to look to our costs
and our cost transformation and I tell you why.

First of all what have we done year to date, this is the number and everybody
always asks, alright you have a gross number, in this case £468m you know
that the target is £600m for this year. So £468m what are you ploughing back
in to your organisation and what for. Now here you see the number £240m,
for very good reasons it’s to help us to position ourselves. We take cost out
so we have the opportunity to do two things. Either you drop it on the bottom
line or you take it and re-invest it into the business. You can see here this as
a very deliberate way of running your organisation. You give yourself options
and the strength in the BT story is that on every single line of the P&L we
have options. We can go after business or not and we look to the profitability
of that and then we decide. We can go after new opportunities new
investments or not. We can make CAPEX investment decisions or not. The
only way that you can do that is if you are very strong on your costs. You
make sure that you have enough costs on the table to make those decisions
and you can see how we have done that. I think this is a prudent way of
running an organisation like BT. Every year making your budget you give
yourself space to make the necessary investments and we don’t run it on a
day to day basis or even on a quarter to quarter basis. We make those
investments decisions on a yearly basis, so we know where we are going as a
business.
And why am I optimistic here. Well we have made some transformation in BT
that is truly important. We created two organisations BT Design and BT
Operate. For the first time we have the ability to look truly end to end through
the organisation, and have the ability to do better with less. That’s the whole
story behind it. It’s better with less. You do not have to give up the flexibility
because more and more of what we do is software and not hardware. You
don’t have to hardwire your decisions any more you can make them in a
software basis. If you make them in a software basis you can be very specific
to support Global Services when we go with 21CN around the world. You can
go and help BT Retail when they want to go very specific, BT Vision product
by the way, doubled almost over the last three months, and you can do a lot
of stuff very very focussed. But the hard underlining decision that you take
you take end to end. The design of the organisation therefore becomes an
end to end design and the operations in the organisation are where they are
most practical and most efficient. Vertical organisations do not optimise their
cost base, horizontally organised organisations do. Therefore what we do
with BT Design and BT Operate is instrumental to look to these things.
There are two lines here that I would like to draw your attention to. The one
that is at the end, where we say we are on track to exceed our £600 million
cost target for the year and the other one is Right First Time. Right First Time
is a no brainer. Of course you always want to be right first time, you pick up
the phone you want to get the right answer the first time and not have to come
back. But in organisations like ours to have the ability to be Right First Time
throughout processes end to end would make a massive difference with a
massive payback. therefore for the coming year it will be the number one
criteria for investment on CAPEX and OPEX. And a number one for how we
are going to measure success of our own people. Right First Time will
transform the way our customers will see us. It will address issues that we

have as a service organisation. It will also drive us to have consistency in the
way that we make investment decisions and I think it will transform the way
you look to BT.
Now one of the projects that we have been talking about a long time is 21C.
We have talked about it on the stage when it was a philosophy and was a
great philosophy and great to talk about. Then we talked about a phase when
we had the implementation, the first phase and we knew that we could give
the market specifications around boxes and we had a design and all that
stands, it’s still there. If you want to go to California to see start ups they talk
about 21C and all the specifications there.
But now it’s what do you do with it, and how do you go to deploy it in a way
that is absolutely optimum, not maximum but optimum. Here we have made a
shift and the shift we have made was that we were perhaps as an
organisation very focussed on the technology transfer because that delivers
for us cost savings. It makes it easier to operate. But it isn’t customer led so
we made a shift and said “wait a minute” why do we do this. Well we do it at
one end to ensure that our cost base is better then we as a company have an
NGA lead and that’s helpful. But actually why you do it is because you give
benefits to customers. You are able to deliver much more to them than
anyone else can do and you can do it on a basis of a better cost and therefore
better margin.
So what we have changed is not the what of 21C. The box manufacturers are
still making boxes and the design is still the design. What we have changed
is, instead of a kind of industrial roll out in a mechanical way, we have given
the lead to the services. So we will bring 21C to the market immediately with
benefits for our customers. Those who choose to have it. So instead of a
force migration it is a voluntarily migration which has some nice financial
benefits as well, as you can imagine. But the most important thing is that we
start with our roll out of 24MB in a couple of months time. We also have our
next generation Ethernet in the market. We will have a wider spread I think
than anybody else, and we get those new services in the slip stream of the
new technology. Then you get your people on board and then in the next
phase those who are not yet convinced you may have forced migration to the
network. It delivers the same at the end, I think smarter and better and I have
absolutely a 100% conviction that this 21C is not just a UK operation. We are
in 160 plus countries, Francois will tell you exactly how many countries 167?
Yes 168, alright, 168 countries around the globe. They care about the
capability to bring services to the corporate market as well, with the same
philosophy behind it. I think you will see the same benefits in a much better
way than we have seen before.
So what’s the summary. To be honest I think this was for us a crucial quarter.
We had to prove to the market and to ourselves that we can grow a global
business. Keep growing a global business not holding back, put the foot on
the accelerator there. And at the same time improve our margins and we
have proven that and we know that we can continue to do that. That is a very

important point to make, this is here to stay. We have said all along but you
know we can say whatever we want to say, we have to prove it.
The second point is we are very well positioned in a growing market for
business here in the UK. It’s an important part of what we do and if you see
the new space we are in and the new service that we sell I am very positive.
We have done a bang up job to be honest on Broadband. Our consumer
market has done a fantastic job and I know that at a certain point in time you
take it for granted. But if you just stay back and see where we were in our
consumer business only two years ago and where we are today that has been
a marked improvement.
In Openreach the service performance is spectacular, I think that if you look to
the cost savings that they have and the further cost savings that are in the
pipeline it’s very important. We need to have a robust debate with the market
and with the regulator about the other part of the bargain so to say.
If you look to Wholesale, I think it’s a healthy process to walk away from low
margin flow through business and to concentrate on the business where you
do make a difference where you do get value.
That’s why I am very confident to give you an outlook for Q4 where we are. I
know that people want to know all those elements, it’s of course grow
revenue, EBITDA, it is EPS, it’s dividend and it’s a significant inflow of cash.
Hanif.
Group Finance Director – Hanif Lalani
Thank you Ben.
Good morning.
Ben walked you through the Q3 headlines. He shared with you the Q4
outlook and this is I think the first quarter that we are reporting the new
organisational structure.
This phase of transformation for BT is about moving to a software driven
company. It’s about delivering faster more resilient, more cost effective
service levels to our customers. It’s about bringing together our network, our
IT departments into one area allowing us to drive out cost of failure and, for
me, it’s also about reducing the amount of internal trading that we do in this
organisation. Therefore, providing clear line of sight of the end to end
profitability for each line of business downstream of Openreach.
Also on this chart, what you see is that 79% of our revenue comes from
providing services to our end customers directly through our sales channels
and through our LoBs. The 21% comes from selling products and services to
other communication providers here in the UK.

If we look at the Q3 results, revenue grew by 1% year on year with New Wave
growth of 7% more than offsetting the decline in traditional revenue of 3%.
Gross costs savings in the quarter were £193m that took the year to date
gross savings to £468m. Cost savings revenue growth combination obviously
gave us an EBITDA growth of 2% year on year.
If we look across the lines of business, Global Services saw a margin
expansion of well over 100 basis points in this quarter on a year on year basis
and as we look forward, I expect to see EBITDA margin continue to expand
throughout the next year on our way to the 15% medium term target.
If I look at BT Retail, EBITDA increased year on year for the Q3 12% and I
expect the EBITDA to continue to grow on a year on year basis not only in Q4
but also throughout the next year.
BT Wholesale saw revenue and EBITDA decline as Ben mentioned as a
result of transit and migration from IP stream to LLU. As I look forward, I
expect revenue and EBITDA to decline for a few more quarters.
Openreach - a very stable performance. It sells products and services not
only to BT but to the whole communications industry here in the UK.
Let’s look at the lines of business in a little bit more detail. Global services
41% of Global Services’ revenue comes from outside of the UK and we are
experiencing strong growth rates in each and every region. Asia Pac is
growing at 70%, the Americas at 40%, Europe at 13%. Within each and every
one of these geographies, we have customers in different sectors,
Government, Health, Oil, Financial Services and Banks. So any combination
of geography and sector means that we are not over reliant on any particular
market or particular sector.
I am sure you have read all the paper cuttings and blogs about Davos. About
the economic forum in India, the constant talk about globalisation of national
brands becoming global brands and the aspiration of everyone to actually
want to do business around the globe to target their products and services
around the globe. For us that translates into Global Services seeing a year on
year growth of 30% in their prospects pipeline, which now stands at £29bn. In
addition to that, we have signed £8.6bn worth of contracts in the last
12 months of which £1.9bn came in the quarter.
And as I look into Q4, I see a strong sales order pipeline. So we are not just
growing EBITDA at the expense of lower sales, or lower sales order intake we
are expanding EBITDA margins and growing sales revenue and growing
sales order intake.
You have heard us talk very openly about EBITDA margin expansion in the
second half of the year. This chart shows you that EBITDA margins
increased from 9.5% to 10.9%. That’s 140 basis points increase year on
year. Under the old organisational model that would have been 110 basis

points and that expansion has happened in the quarter driven by two main
factors.
First, maturity of contracts. 60% of our top 100 contracts have now entered
the second half of their lives and that 60% increases to two thirds by the year
end.
The second factor, costs savings and cost transformation. We’ve had over a
1,000 managers leave Global Services to date. De-layering and also pushing
autonomy and accountability much closer to where our customers want it to
the front end. We are recruiting people to deal with service for our customers
at the front end. We are also taking our process and our supply chain and we
are delivering 24 x 7 service to our customers through our global delivery
centres and not through the UK. Again, that drives a huge amount of cost out
of the business for us.
Finally, we are looking at rationalisation of our billing; of our systems; of our
application; of our networks in all geographies around the global. What that
does do for us is drive cost reduction not only in Q3 and in Q4 but also
throughout the next few years. So cost transformation will continue to deliver
into the next few years.
If I move on to BT Retail. Retail as you know is made up of a number of
business units - Consumer, BT Business, BT Enterprise, BT Ireland. All of
these together have driven revenue growth of 2% in the quarter.
All of these businesses have margin management in their DNA. Margin
management means an expansion of gross margin by 1.6 percentage points
in BT Retail in the quarter.
If I look at EBITDA, all business units grew their EBITDA year on year.
Significant growth in BT Business, in BT Enterprise and in BT Ireland. All of
them saw double digit EBITDA growth.
BT Retail and its broadband position 4.3m customers and the number one
ISP in the UK. Market share in the quarter of the installed base as well as the
net adds was 35%.
If we look at BT Vision. BT Vision beat its target with more customers than
the 100,000 we had targeted for Christmas and if I look at our current position,
we have more than doubled the numbers using BT Vision than we had at this
time three months ago. We shared that with you on stage.
BT Wholesale. BT Wholesale’s profit numbers under the new organisation
reflects its external sales. Now that’s an important thing to bear in mind! But
if you look at the revenue numbers, as Ben shared with you, revenues decline
is because of low margin transit and it is because of the migration from IP
stream to LLU. We have therefore had to work hard on cost management.
We’ve had to eliminate costs in our SG&A. The change in mix and the cost

reductions have meant that the EBITDA margins have grown by 60 basis
points year on year.
Openreach. External revenue increased by 15%. Volumes migrations from
our internal to external channels and in particular on WLR and in LLU
products.
If you look at operating costs, much more efficient effective processes have
meant that operating costs have come down £17m and has enabled EBITDA
margins to increase by 2 percentage points.
You have heard me talk about investments in service, each and every quarter
for at least the last four quarters and you can see the impact of that.
Significant superior levels of service being delivered to the industry, lead
times coming down both on provision and in repair.
I just want to go back to the group profit and loss numbers. On this chart I
have got a revenue number on a like for like basis, last year to this year but I
have also shown you a revenue number net of POLOs. The reason I have
done that is, I think that better reflects the revenue progression that drives the
profitability of it. So POLOs are the payments that we make to other licensed
operators and in a transit product which is a very low margin product what you
do see is the majority of the costs are actually payments that we make to
other licensed operators.
I talked about gross costs savings of £193m in the quarter. That has really
enabled us to keep our operating costs of £4.5bn broadly flat year on year for
the first time in five years. That has meant that our operating margins have
expanded to 14.3%. 70 basis point increase year on year for the fourth
consecutive quarter.
Finance costs have increased year on year really driven by a couple of things.
Firstly a higher average net debt, higher interest rates and a £26m increase
associated with a short term tax efficient borrowing for which there is an equal
and opposite benefit on the tax line. So, if you look at the effective tax rate for
the quarter, it’s 20.7% and I expect the effective tax rate for the full year to be
23.5%.
Let’s move on to free cash flow. There was an outflow of free cash in the
quarter of £221m and, as I look to Q4, I expect a significant increase and
inflow in free cash. I shared with you the seasonality that we have in our
business and that will translate itself into the following numbers. If you look at
interest and tax payments in Q4, I expect the interest and tax payments in Q4
to be between £200-£300m better than what you see in Q3.
If we look at capital expenditure, I expect capital expenditure in the full year to
be at a similar level to last year, £3.2bn. Therefore, I expect capital
expenditure in Q4 to be around £200m lower than the number you see here
for Q3.

If I look at working capital, I expect to see a significant inflow of working
capital of around £1bn in Q4. The combination of those items and EBITDA
growth means that there will be significant improvement in free cash flow in
the quarter.
Balance sheet, pensions. The pension position under IAS19 at the end of
December was a surplus of £0.9bn and for those of you who track it on a
regular basis at the end of Friday last week our pension surplus increased to
around a £1bn. The Scheme Trustees and the Scheme itself has over the
year been slowing moving from equities to alternative assets reducing our
exposure to the equities as a portfolio.
These alternative assets are high return seeking assets and have negative
correlation to equities.
On Buy Back, I expect the Buy Back programme of £2.5bn to complete by
March 2009 and year to date we have executed around £1bn of share Buy
Back.
Liquidity you’ll have seen us enter the long term debt markets in the last
quarter and we have raised a very attractive rate of money both on the Euro
and the Dollar market. We also have a £1.5bn five year rolling committed
bank facility available to us.
So overall solid performance, a winning strategy revenue EBITDA growth
continues and that has enabled us to achieve our 23rd quarter of year on year
EPS growth.
With that I think we go to Q & S.
Ben
Thank you very much. Right questions, let’s start over there.

QUESTIONS AND ANSWERS
Question 1
Hannes Wittig – JP Morgan
I have a question regarding your dividends in the years beyond this year.
Obviously I have heard what you have had to say about the Q4 cash flow
generation and also your dividend plans for this year but clearly there is some
concerns now that cash flow is potentially not sufficient to sustain the current
level of dividend in years to come on that basis. I can already see Ben not
agreeing with the implication so maybe that’s the answer, but surely it would
be helpful to have some statement from you that you feel confident that in
future years you can still be able to achieve at least the current level of
dividend. Thank you.

Ben
Do you want to answer first.
Hanif
I think our dividend policy is very clear it talks about progressive dividend, it
talks about reflecting EPS growth, it talks about reflecting our free cash flow
growth. You’ve heard me talk about Q4, if we look in to next year and future
years you know, we are not talking about increase in CAPEX, we are not
talking about it. You have seen us grow our EPS, you have seen us grow our
EBITDA. If I look at the tax rate in future years it will be slightly higher than
the 23.5% but nothing significantly higher, so if I look at the individual lines I
don’t see anything that causes me any concern and therefore if you look at
dividend guidance I think it’s very very clear. EPS growth and if you look at
market consensus has both free cash flow and EPS growth and it does well.
Ben
So one of the additional things I would like to say is that if you look to this year
there is a particularly high dependency on Q4 and I understand that
sometimes it makes people nervous and the reason for that is if you see to
the way that we have built up our contracts over time you will see that the
dependency on that specific quarter will ease because the business in Global
Services will have a different profile when it comes to the cash flow.
Alright over there.
Question 2
Daren Ward – Liberum Capital
I just want to ask about the Buy Back. Presumably after today’s reactions you
think your shares are pretty cheap, you’ve got a stated £1.5bn to do over the
next five quarters, your cost of new debt must be very similar to your dividend
yield. I just wonder why you don’t accelerate the Buy Back quite sharply.
Hanif
I think the rate and pace at which we Buy Back is at the discretion of the
Group Finance Director and you wouldn’t really want me to share that with
you would you, so I think what we will continue to do is ….
Ben
It’s not a stupid suggestion let me put it that way ….

Hanif
But I think Ben we will continue to buy we have accelerated the Buy Back if
you compare it on a normal run rate it is actually ahead of the normal run rate
and I think we will continue to see what the share price looks like in the
market place and then make our decisions based on that.
Ben
Alright more suggestions.
Question 3
Paul Howard – Cazenove
A couple of questions on Wholesale; would you say that you haven’t been
surprised at all by the profitability trends that it was what you expected.
And going forward if things deteriorate, how much flexibility do you have
around your cost base in that respect and I guess what I am getting at is if you
are targeting £600m of cost savings this year you have obviously gone
through a big restructuring this year, should that £600m be higher for next
year given the restructuring.
Hanif
I think Paul it’s really interesting if you look at the trend on gross cost savings I
think it started with 300 went to 400 went to 500 went to 600 over the last few
years, and if you look at the opportunity we have in terms of comparing our
cost base with best in class in each functional area, that gap used to be about
£1.5bn when we carried out the study earlier in the year it’s moved to £1.2bn.
So yes, has BT made an improvement. Have we got a huge opportunity
ahead of us without a doubt, and the other part of your question was were we
surprised I think you along with many analysts have written about the IP
Stream migration to LLU so we were expecting that. I think what we have
been very clear about is yes we expect that to happen, yes we expect that to
flow through on our revenue line and on our EBITDA line but we expect that
the growth in Global Services and the growth in Retail to more than offset that
and that’s exactly what you have seen here.
So for me there is nothing new there, if you have heard me talk about it I gave
the same explanation six months ago, a year ago, eighteen months ago and
all we are doing is playing out exactly what I have said to everybody wherever
I have been doing my briefings.
Ben
Well there was a small surprise of course that we all of a sudden have to stop
PRS around TV quiz shows, that was a small surprise. But that is not a big

impact on the margin, maybe Sally you can make some comments about
what’s the capability going forward.
Sally
Yes, thanks. Good morning everybody.
I think really that two factors are known. Transit revenue, very low margin.
We’ve seen the mobile operators as they have grown their business now
makes sense for them to do some direct interconnection with each other. It
happened in the fixed market, it’s happening now in the mobile market.
In the Broadband environment again a known movement from IP Stream and
Data Stream products in to the LLU environment. We expect those trends to
be really washing through the numbers in the next few quarters. But what we
are very clear about is that we have some fantastic opportunities within the
Wholesale Business. As Ben referred to earlier a number of operators are
now looking at what is their core differentiator, what do they really want to
operate and are now looking to outsource some of those activities to us so
you have seen deals signed with Virgin for the management of their TDM
Voice Network, with Faeroese Telecoms, for Jersey Telecoms with a number
of management of their networks and just yesterday with Southern and
Scottish Electricity for the management of their Voice and Broadband service
that they are going to be selling to consumers.
So we anticipate those types of deals accelerating in to the future and also in
the basic products of Broadband and Ethernet. We are launching our
Broadband 21CN service at the end of April. Ten CPs are currently trialling
that, speeds up to 24MB but a lot more control over speed, flexibility and
quality for CPs and end users. Also the launch of Ethernet services this month
gives a ten fold increase in speed and by the end of this year, or the next 12
months ten fold increase in reach. So a lot of opportunities, but we will see
some of these revenues in our profits flowing in the short term. Ok.
Question 4
Andrew Lee – Citigroup
A bit of a standard question for this result season so apologies for that. But
on economic sensitivity particularly for BT I wondered if you could comment
on the resilience of your value proposition in Retail to an economic downturn
but also on the resilience of Global Services to a reduction in business
CAPEX.
Ben
I have tried but I have not been successful in conveying the message so I am
going to ask Ian and Francois to try it one more time. Ian.

Ian
Simple answer: With the exception of the comment we made about selling
boxes in the SME market, we have not seen it. Business is, we are very
happy with business I mean take an example Vision we have seen Vision
increased 150,000 from 120,000 at the year end. Of course no company is
immune to a major economic downturn but from what we see in Broadband
our services are increasingly becoming absolutely core to people’s way of life
and they recognise that value is very important. Also for our SME customers
you know, actually, we can reduce a lot of cost through things like
conferencing and they recognise that as well. So we have been out there
offering them finance and Cisco Routers because may be the banks can’t do
that. We have been out there offering them, you know, great value deals so
they can get on and run their business in difficult times. So far that seems to
be working.
Francois Barrault
We are getting Global Services I will give you three examples.
We are just back from Davos and Hanif just mentioned it. There is a big
appetite for large corporation to grow the top line, the expectation for
recession in the US as an example and there is the next generation of growth
spots like India and China and I was with a CEO of a very large corporation
and their growth in China is 26 percent and because 0.5 percent is a growth in
the US they want to go to the 35 percent so they have asked us not only to
operate a Telecom but all the network. I met lots of my financial colleagues
and they will be depressed, as when I talk to them about outsourcing their
network or IT, the response was don’t touch my toy you know, it’s private - go
away. In Davos we had lots of meetings with them and the message was
come and talk to us because we need to take our calls down, we cannot
invest as much as we need to but we need to launch new products, we need
to be sarbox compliant, we need to be BASOL complaint too and you need to
help us to drive the calls down.
The last example was on merger and acquisitions. There are lots of
companies who are thinking about merger or acquisition and it’s a new
business for us – we have acquired 27 companies in the last three and a half
years - The request to us was can you help us to drive a synergy of Telecom
and IT while we are very busy with our core customers and with our people in
a culture take over phone infrastructure, drive our synergy and operate for us.
So I think I came back very bullish on the perspective on our business
because many of our large customers want to grow their top line, few in
selective area wants to accelerate the costs drive and also lots of new
opportunity for us and I am really bullish.

Question 5
Graham Ruck – Merrill Lynch
With the introduction of BT Operate and BT Design it seems that “other“
EBITDA took a bit of a hit this quarter. Can you just kind of talk about whether
that is a timing issue and what’s actually going on in other things.
Hanif
Sure the “other” has a couple of things to it. Firstly you are absolutely right
there’s a timing issue. Operate and Design are cost centres and their costs
get allocated across the group so you get a small timing difference. Also in
“other” we have very lumpy revenues and margins so for example things like
Fleet Car Sales when the cars get older. We’ve made a decision to extend
the life of our cars and to continue to operate them that obviously means you
have got less cash coming in less margins coming in. Licensing revenue with
third parties where you can get credits going both ways where they are using
some of your patents, so really I think other is a mixture of those kind of small
things. Timing, some lumpiness, I think if you look at the year to date and the
full year I think you will find that it kind of washes its way through.
Question 6
Jonathan Groocock – Investec
Two questions if I can. Firstly on 21CN you’ve talked about the financial
benefits of a change in the way you are rolling out. Could you perhaps
quantify the effect both on the CAPEX and then on the OPEX savings that
you would expect to come through.
Secondly do you have any update perhaps on your discussions with the
Government over fibre. Thank you.
Ben
Let’s first look to 21C and we have seen it as a the famous billion 500 and 500
as everybody recalls. If you would take it in isolation what I would say is the
timing of the one 500 and the other 500 will slightly change because you will
get more OPEX savings up front and CAPEX savings somewhat later.
But that would not do justice to the real opportunity of 21C because I think it
will be a much bigger number. But it will be a much bigger number as an
ingredient for things like right first time, customer service capabilities end to
end. To see it as the technology network platform as we have done in the
past as that one number will still be able to track that one number but the real
meaning of 21C will be a much better cost base for the organisation and
therefore I would not be satisfied with the one billion, I think it should be
looked at as a much bigger number but then it has an effect on the rest of the
business included in that. So if you want to see it short term it’s more OPEX

than CAPEX. If you want to see the bigger picture it’s much more the
ingredient for costs savings going forward and as Hanif has said we have an
enormous amount of cost opportunity in front of us and I think that the drive
that you have seen going from three to four to five to six has not a natural
ceiling.
So that’s one the second question was about regulation. I think that the
regulatory environment in which we are today is a kind of interregnum in a
way because in the beginning everything was around TSR and how will BT do
all those things, and the answer is yes, yes and yes. We have done all of
them.
Now you have to go to the next phase which is a much more principle based
regulatory environment. That will be, let’s say, a next step in transformation to
think about how regulation can better work in the market. I think we are
getting there and we are getting there probably with everybody on board
which is also important but it will be for some a transformational process to go
through.
Question 7
Steve Malcolm – Arete
A couple of questions. First on the Broadband market. It looks like the rate of
DSL growth is slowing pretty sharply and if you add up Broadband and
Narrowband subs the rate of decline is sort of even sharper. Is there any
reason to think that that sort of pace of decline in growth won’t just accelerate
as you run through all the remaining Narrowband subs going forward.
Secondly on the dreaded return on capital question on Openreach I think
OFCOM and some of your competitors suggest there is quite a lot of
efficiency savings to be garnered before you can sort of have price increases
on things like LLU. Can you give us your perspective on the efficiency
opportunity in and through Openreach. Thank you.
Ben
It’s interesting to get the negotiations ongoing here. That’s absolutely a good
point. Let me be clear on that and yes there is both, there needs to be space
for both. We don’t ask for zero efficiency in everything, in price, on the other
hand it’s only reasonable to have some in efficiency and some in price and
that balance we need to find in the right way and I am pretty sure we will get
there.
Ian
Broadband numbers. When you are looking overall it’s not surprising we go in
to some sort of “S” curve and we saw really explosive growth, we are now
seeing just very strong growth. But take the end view, Steve, I mean I think
you will see about 80% of the population having Broadband – to date, it’s 50%

I think there’s plenty of opportunity because now whether you are educating
kids, whether you want entertainment, whether you want great value calls,
you want Broadband and there’s going to be speed up lists and there’s going
to be new services and increasingly it will be a bit like asking have you got
television or have you got electricity or water and so we think the future for
growth of Broadband as you look at it at the medium term is still very good.
But of course it went through an amazing amount of growth, it was probably
the fastest growing customer product that we have seen in any sector and to
have over half of the households having Broadband today when you consider
six years ago there was a few hundred thousand people on it, that’s a
remarkable change.
Ben
And by the way you have seen the ARPU increasing so people buy more on
top of it, it’s the platform and I think that is where you will see further growth.
Alright we have already a microphone over there.
Question 8
Unknown Questioner
Right just a question on pricing power in BT Retail. We have seen some
indications of price increases going forward. Any kind of clarity there in terms
of perhaps price increases on other products and services.
Ian
Well of course the UK is one of the cheapest places to make calls and get
lines anywhere of the G8 countries, cheaper than the US, cheaper than Italy,
cheaper than France, cheaper than Germany. It’s not the normal rip off
Britain that you see, you could even say it’s great value Britain. I think that’s
going to continue and we launch free weekend calls, I think it’s going to be
really attractive to our customer base and in fact any one who wants can get
free evening and weekend calls so what we are doing is saying, go on to the
fixed packages we think that’s much better for customers, peace of mind you
can get 24 by 7 calls for £5.95 – 6% less than it was two years ago. That’s a
direction and I think that’s movement, I think paying for individual calls at one
point is going to be as odd as paying for individual emails and we have
definitely moved our customers in that direction. I think we expect to see a lot
of the value from that in retention of customers, actually in the quarter we are
in it will cost us probably about £10m in revenue for the price reductions we
have pushed through so hopefully if you are a BT customer you can look
forward to these.
(Questioner begins to respond without microphone) …subscription for fixed
components with other products and services.

I don’t think there’s a market place where you can sort of look, I think what we
will try and do is add more and more value and hopefully be able to charge for
that value and that’s been the experience in Broadband, it’s not the individual
prices actually haven’t increased in Broadband what we have done is put
more and more value particularly in to Option 3 and seen more and more
customers taking Option 3 so everybody had in their forecast after the launch
of so call free Broadband that all our ARPU would go down. Funnily enough
actually our ARPU has held up very very nicely thank you and it’s not because
we’ve increased our prices it’s actually because we have put more value in to
higher value added options. So what we expect to get more revenue from is
adding more value in and selling the extra’s rather than just an increase in a
given price and we don’t think that’s a move forward, more value and
therefore more value to us.
Question 9
Simon Weeden – Goldman Sachs
Can I just ask on the 21C slide that you gave us whether that has any
implications for the sort of phasing of the CAPEX for the rest of the project
and whether or not that mean an easing off of the CAPEX pressures in the
next couple of years and more back loading as you kind of come back to force
migrate the later movers later on.
Hanif
I think what will happen is that we said that we would do a CAPEX envelope is
£3.2bn and I think that again we will have an affordability level that we will
work with and within that we will prioritise. I mean at any point at any time in
the business if I ask what would you like to invest in you get a list which is
twice as long. So I think the key thing here is to look at the investments, the
returns that you are getting in terms of both cash, short term and long term
and driving it from a portfolio decision making process. So that’s what we do
so I would expect the CAPEX to continue at around £3.2bn maybe fading
slightly but there is no back end phasing associated with 21CN.
Simon
Thanks do you mind if I follow up on a slightly different topic which is your
transforming the cost base chart where you have shown us the various
moving parts, including one in the middle called volume growth where you
have got an increase in costs of £300m just approximately. I just wondered
how you got to that because obviously there is quite a few areas including
transit where you should be seeing the cost setting the other way which
suggests that the sort of gross volume growth element must be quite large in
terms of its impact on the cost base.
Hanif

Yes sure. We have a very sophisticated matrix so you will get things like the
amount of activity you carry out to make LLU happen, the amount of activities
you carry out to deliver IP Stream for each and every single product. We then
cost up all of those individual products and services and components, we
multiply it through the volume so it’s cessations, it’s connections, it’s installed
base and we therefore drive the analysis of volume through that, so you will
also at any point in time have increases and decreases but also churn plays a
very significant factor in creating cost in the organisation within that as well.
So yes, there are some products that are coming down but there are others
that are going up equally in the business.
Question 10
Stephen Howard – HSBC
I just wanted to follow up on some of those 21C questions. I am just a little
nervous that if the migration process to the new platform is conducted on a
voluntary basis, where I can see there must be certain advantages to that,
does it not run the risk that the process of decommissioning the legacy
equipment is delayed and if it’s delayed then your cost savings could be
somewhat late in coming through, so I appreciate your observations on that.
Also associated with that is, there a regulatory component to this how are
your discussions with OFCOM going on the technically very thorny issue of
interconnecting with these NGAs. Thanks.
Ben
So, I think it is a much more robust programme than forced migration to be
honest, because forced migration is, you start in the North then you go to the
South then you go through the North. The timing of that is more or less [a
questions of] how you industrialise the trucks rolling forward. This is a much
more sophisticated way to do it and it may be that here and there …. Because
it’s not black and white, it’s not a decommissioning of all the networks
happening at the same second. In reality, we talk about 18 different
platforms. In certain areas maybe you can have 10 already decommissioned
much earlier than the last four, so it’s not one black and white picture, it’s a
very much more complicated picture. I think it will do [the job] better, it will do
it faster and do it cheaper because [in] forced migration, as you said, you
force other suppliers also to make investment [and] you get the question
about backwards investment [and] who is going to pay for that. All of those
things become less of an issue if you do it much more phased and much more
together with your customers and the market.
The end date, so to say, of when is this going to end, is the same question as
when are we going to end restructuring. The real answer is never, because
the end date can’t be specific. Will there be an end date for services like
ISDN at a certain point in time - absolutely. Will there be an end date of the
box? For some yes, and for others they can be reused in the more end-to-end
IP network. So the whole idea of 21CN as a kind of black and white, switchon switch-off is not the right picture to look at.

Now we will go to a full end-to-end IP network, you have seen that 35% of our
core network already is built on that new concept basis, that will go forward,
that will go forward very quickly and for the rest we will get the people on
board in this complex world of multiple networks, other people’s networks as
well - in a way that will bring, [at] around the same time, (give and take the
specifics of the services that you are talking about) the benefits in a much
better way. That’s the idea.
Question 11
Chris Fremantle – Morgan Stanley
I just want to follow up on Simon’s CAPEX point here, it does sort of slightly
feel as though you are stepping away from a £500m reduction in CAPEX.
Ben
Alright we don’t. Ok so let me be clear we don’t.
Chris
When do you think a £500m reduction in CAPEX will be achievable.
Ben
So, here again this is the question [to] make 21CN into a black and white
thing. I am not going to do that because I would misrepresent the whole
picture that I tried to portray, but it is not that it is less CAPEX [savings] going
forward. It will be less CAPEX in the core network capability that is 21CN and it will be approximately around £500m [of savings] and it will be more at
the end and less at the beginning because the savings were [more] OPEX in
the beginning. We are not stepping away. Actually, I think we have a much
better CAPEX story if you listen carefully to what Hanif has to say, because by
making sure that we look throughout the process and we don’t have to peak
anywhere because you can let the volume drive it, you probably have a better
managed process going forward.
Alright, that out of the way. Over there.
Question 12
Damien Chew – ING
Just a question on the flexibility and optionality you are talking about in the
P&L in the revenue versus cost trade off. Ben just to clarify were you referring
to the re-deploying of the £600m plus of costs savings you get this year for
example, or do you have more levers you can pull in terms of variable costs in
the business.

Ben
Well let me give you a live example. If you talk to transit business, at a certain
point in time you can decide that, this is so terrible and people will take it so
hard. You know you go under any circumstances to keep the customer on
board. We don’t do that stuff. That’s a choice, you can say that if you want to
launch Vision right you want to launch it more aggressive, less aggressive,
you take those decisions how you want to launch your products. Those are
deliberate decisions that you take. I think that we take the decisions always to
ensure that we create value added in the business itself. So you don’t chase
revenue for revenue’s sake you chase the business that has a future and it
will drive the top line and the bottom line.
Question 13
John Clark – Brewin Dolphin
BT Vision appears to be going perhaps a little bit better than you, and quite a
lot of people in this room feared that it might go at an early age. Could you
share the reasons for its good start and just tell us a little bit more flavour on
this.
Ben
So could you increase their fear …..
Ian
Glad to hear it is going better than some of the cynics in this room thought.
We are seeing actually with all the metrics going in the right direction, number
of customers, usage for instance, the customers that are taking subscription
use it more than once a day on average 31 times a month, which is pretty
high usage. We are seeing when we, just now we have changed and got
better, I think, at selling things that go with it and recently as we said, two
thirds of customers are taking subscription at the time of sale which I think is a
really good thing. Actually if you go on the blog sites and if you go on the
forums actually people are saying really good things about Vision which I am
quite unused to seeing on forums – people saying good things about BT and
it’s very encouraging. We’ve got some really good stuff coming up so Shrek 3
is now coming on it, we’ve got over 3,500 hours of entertainment now on it,
we’ve signed some more deals recently, and that’s going to be really critical I
think particularly for the future usage etc of Vision it’s we are going to add a
lot more interactivity. So it’s not just about on demand it’s about adding the
benefits of having Broadband in to your TV set because that’s our unique
position is the fact that we have got a Broadband line going in to your TV set
and that allows you put a lot of things around the broadcast and around the on
demand stream that could be very interesting for us so we will tell you more
about that later.
John

Where do you think the sort of competitive advantage is against sort of Sky
and Carphone Warehouse in this sort of added value Broadband?
Ian
Well different against Sky and Carphone Warehouse. Sky obviously do have
a premium service but there is lots of people who don’t want to pay £40 or
£50 a month and we think our major customer base is, certainly at the
beginning is going to be people who say I want more choice in TV I want to do
these things but I don’t want to pay that amount of money. Therefore…. you
know, half the country are pay TV refuseniks in effect and where we think very
attractive then, very attractive the second boxes against Carphone it’s a
completely different thing, they don’t have any offer but we don’t see our main
audience to be Sky customers we see them actually people who want more
but don’t want to pay the sort of price that they have to pay for Sky.
Question 13
Martin Mabbutt – Nomura
I wondered if you could give us an update on your thoughts on mobile
obviously in the wake of Fusion’s demise.
Ben
Fusion. Ian.
Ian
I think that somebody once said reports of its death are extremely
exaggerated. No Fusion is alive well and kicking and about to go next
generation by the next time we see you the next generation Fusion will be
launched on the consumer market. It’s particularly going to focus on
Broadband applications. I said last time we were here that I think one thing
we know it’s more difficult for a fixed line company to sell mobile directly in the
consumer market and the mobile companies have found as you can see from
Orange results yesterday how difficult it is sometimes to sell Broadband in the
fixed market and therefore the next generation of Fusion is very much
focussing on convergence and bringing Broadband and Voice Applications
together. I think it’s going to be very exciting. In the SME market we are
actually doing well and the corporate Fusion you will see a lot more of that
and actually our mobility revenue last quarter across the group was up 23%
so that wasn’t too shoddy. But we think actually there is a lot to go for and we
are excited about the prospects for the next generation of Fusion but it is one
of many products we will be launching mobility, BT Forum being another
example. The sales force solutions for corporate are very exciting so we will
see a lot of things on mobility.
Ben

And by the way it will not distract us from getting the £500m CAPEX out of the
there. Right go ahead the last question.
Question 14
Hannes Wittig – JP Morgan
I am going back to it’s actually a follow up question. I am just reminiscing the
days when you were guiding for like £2.5bn of CAPEX so I just wanted to may
be invite you to share a scenario with us where let’s say we assume three
years for 21C roll out is accomplished, all IP is in place. You are not investing
billions in fibre and Global Services keeps growing happily and we spend
£800m on Global Services, so wouldn’t in that happy year then CAPEX be
let’s say lower or where would it be do you think? Thank you.
Hanif
I think it’s really difficult looking at CAPEX in isolation, I think that where you
started I think is a better place to start from which is CAPEX is just as function
of looking at cash. What’s going to happen to cash and I think if you look at
the “S” curves on Global Services, you look at the investment we are making
on platforms, what all of those things do to us is we will see a cash inflow
happening as you go up through the “S” curves. So I think there will be a lot
of cash coming in to the business as a result of maturity of contracts and I
think that adds to the cash position.
In terms of investments, I will go back to my position before, investment is
about looking at the rates of return. If you are not getting good rates of return
why put the investment in, if you are getting good rates of return you want a
balanced portfolio, both in the short term and in the long term and you want it
to generate cash for you. I think what really matters to people is free cash
flow and in terms of guidance I think guidance is a year end thing. Some
Telcos have their December year end of given guidance, our year end is
March.
Ben
And that is only one of the reasons why you should look forward to our Q4
results day.
Thank you very much.

