% FORSYTH BARR

NEW ZEALAND EQUITY RESEARCH TELECOMMUNICATIONS FIXED, MOBILE, IT
18 FEBRUARY 2020

Spark NZ
1H20 Preview — Steady Performer

MATT HENRY CFA ASHTON OLDS
matthew.henry@forsythbarr.co.nz ashton.olds@forsythbarr.co.nz
+64 9 3680115 +64 9 3680127
OUTPERFORM

Spark (SPK) reports its 1H20 result on 19 February — there should be no material surprises after November’s reiteration of
guidance. We are forecasting a +3.7% lift in EBITDA, and expect no material change in key operating trends — growth in
mobile and cloud/security, plus labour savings, to outpace the ongoing decline in legacy voice. Any insight into the net cost
of the Rugby World Cup, and Spark Sport economics will be of interest.

NZX Code SPK  Financials: Jun/ 19A 20E 21E 22E  Valuation (x) 19A 20E 21E 22E
Share price NZ$4.76 NPAT* (NZ$m) 409.0 413.6 4149 4239 EV/EBITDA 9.0 8.9 8.9 8.9
Target price NZ$4.55 EPS* (NZc) 223 225 226 231 EV/EBIT 16.1 158 158 15.6
Risk rating Medium EPS growth* (%) 2.2 1.1 0.3 2.2 PE 214 212 211 206
Issued shares 1836.2m DPS (NZc) 250 250 250 250 Price / NTA 183 18,5 20.7 207
Market cap NZ$8,749m Imputation (%) 75 83 99 100 Cash divyld (%) 5.2 5.2 5.2 5.2
Avg daily turnover 3,456k (NZ$13,920k) *Based on normalised profits Gross div yld (%) 6.8 6.9 7.3 7.3

Key issues to watch for
= Modest earnings growth: We expect EBITDA growth through: (1) mobile (prepaid to postpaid transition, prepaid data growth,

customers trading up to higher tier plans, lower handset subsidies) and IT services growth, and (2) labour cost reductions (with
sharp reductions in 2H19 providing a strong run-rate entering FY20), offsetting (3) continued declines in high-margin legacy voice
and managed data. Given stable competition and pricing in both mobile and fixed line, we see limited scope for material surprises in
these businesses.

= Alook inside the IT Services black box is always of interest: Insight into SPK's IT services business CCL is always helpful given the
contrasting pressures of growth in cloud migration, cyber security and IT outsourcing vs. price pressures from commoditisation/
competition. There is an inherently higher margin of error in any CCL forecast — SPK has guided to FY20 revenue up +8-10%.

= Any insight into SPK's media commitments: We're interested in any insight into (1) the net cost of Spark Sport through the Rugby
World Cup, (2) the ongoing economics of Spark Sport including SPK's acquisition of NZ Cricket rights from next summer, and (3)
SPK's ongoing commitment to Lightbox following its sale to Sky TV.

Investor briefing
Conference call: 10:00am (NZ time), NZ 083035, AU 1800 007 094, USA 1800 6518 618. Passcode: 3366408.

Figure 1. SPK 1H20E forecasts

NZ$m 1H19 1H20E % chg
Revenue 1,754 1,789 2.0%
EBITDA 489 507 3.7%
EBIT 244 264 8.1%
Underlying profit 153 172 12.4%
Underlying EPS (cps) 8.3 9.4 12.3%
Dividend (cps) 12.5 12.5 0.0%

Source: Forsyth Barr analysis

This publication is not for reproduction, public circulation or the use of any third party (whether in whole or in part) without the prior written consent of Forsyth Barr Limited.
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Spark NZ Ltd (SPK)

Priced as at 17 Feb 2020 (NZ$)

12-month target price (NZ$)*
Expected share price return
Net dividend yield

Estimated 12-month return

Key WACC assumptions
Risk free rate

Equity beta

WACC

Terminal growth

Profit and Loss Account (NZ$m)
Sales revenue

Normalised EBITDA
Depreciation and amortisation
Normalised EBIT

Net interest

Associate income

Tax

Minority interests

Normalised NPAT
Abnormals/other

Reported NPAT

Normalised EPS (cps)

DPS (cps)

Growth Rates
Revenue (%)

EBITDA (%)

EBIT (%)

Normalised NPAT (%)
Normalised EPS (%)
Ordinary DPS (%)

Cash Flow (NZ$m)

EBITDA

Working capital change
Interest & tax paid

Other

Operating cash flow

Capital expenditure
(Acquisitions)/divestments
Other

Funding available/(required)
Dividends paid

Equity raised/(returned)
(Increase)/decrease in net debt

Balance Sheet (NZ$m)
Working capital
Fixed assets
Intangibles

Right of use asset
Other assets

Total funds employed
Net debt/(cash)
Lease liability

Other liabilities
Shareholder's funds
Minority interests
Total funding sources

2018A
3,533.0
1,030.0
(481.0)
5490
(42.0)
47.0
(154.0)
0
400.0
(35.0)
365.0
218
25.0

2018A
14
4.4
87
6.7
6.5
0.0

2018A
1,030.0
(46.0)
(201.0)
86.0
869.0
(422.0)
(42.0)
(47.0)
358.0
(458.0)
0
(100.0)

2018A
246.0
1,039.0
956.0
658.0
409.0
3,308.0
1,1420
474.0
209.0
1,483.0
0
3,308.0

2019A
3,533.0
1,090.0
(477.0)
6130
(48.0)
14.0
(170.0)
0
409.0
0
409.0
22.3
250

2019A
0.0

5.8
117
2.3

22

0.0

2019A
1,090.0
(122.0)
(179.0)
(12.0)
7770
(423.0)
1.0
(47.0)
308.0
(459.0)
0
(151.0)

2019A
408.0
1,0120
987.0
680.0
507.0
3,5940
1,341.0
490.0
298.0
1,465.0
0
3,594.0

2020E
3,557.7
1,115.1
(486.2)
628.9
(45.9)
(1.0)
(168.5)
0
4136
0
4136
225
250

2020A
0.7

23

2.6

11

11
13.6

2020E
1,115.1
(45.0)
(214.3)
0
855.7
(373.9)
0
(48.9)
432.8
(459.0)
0
(26.2)

2020E
4530
1,0135
952.6
683.2
506.0
3,608.4
1,367.2
520.6
295.1
1,425.6
0
3,608.4

2021E
3,554.7
11124
(485.1)
627.3
(41.6)
(1.0)
(169.9)
0
414.9
0
414.9
226
250

2021A
-0.1
-0.2
-0.3
03
0.3
0.0

2021E
11124
(38.3)
(211.4)
0
862.7
(502.8)
0
(49.2)
310.6
(459.0)
0
(148.4)

2021E
4913
1,099.0
965.0
686.5
505.0
3,746.8
15156
549.7
294.1
1,387.4
0
3,746.8

477

4.55
-4.6%
5.2%
0.6%

2.00%
0.84
7.2%
1.5%

2022E
3,585.1
1,119.8
(483.9)
635.9
(44.1)
4.0
(171.9)
0
423.9
0
423.9
231
25.0

2022A
0.9
0.7
14
22
22
0.0

2022E
1,119.8
(43.1)
(216.0)
50
865.7
(380.0)
0
(50.4)
435.2
(459.0)
0
(23.8)

2022E
534.4
1,104.9
936.1
689.9
504.0
3,769.2
1,539.4
577.4
294.1
1,358.3
0
3,769.2

* Forsyth Barr target prices reflect valuation rolled forward at cost of equity less the next 12-

months dividend

Spot valuations (NZ$)
1.DCF

2. Sector peer relative
3. Market relative

DCF valuation summary (NZ$m)
Total firm value

(Net debt)/cash

Less: Capitalised operating leases
Value of equity

Valuation Ratios
EV/EBITDA (x)

EV/EBIT (x)

PE (x)

Price/NTA (x)

Free cash flow yield (%)
Net dividend yield (%)
Gross dividend yield (%)

Capital Structure
Interest cover EBIT (x)
Interest cover EBITDA (x)
Net debt/ND+E (%)

Net debt/EBITDA (x)

Key Ratios

Return on assets (%)

Return on equity (%)

Return on funds employed (%)
EBITDA margin (%)

EBIT margin (%)

Capex to sales (%)

Capex to depreciation (%)
Imputation (%)

Pay-out ratio (%)

Operating Performance
Gross margin (NZ$m)

Voice

Broadband

Managed data and networks
Mobile

IT services

Other

Total gross margin

Operating expenses (NZ$m)
Labour

Other

Total operating expenses

Subscribers (000)
Postpaid mobile
Prepaid mobile
Broadband

ARPU (NZ$/month)
Postpaid mobile
Prepaid mobile
Broadband

2018A
94
17.7
219
16.6
51

52

6.8

2018A
131
24.5
435
11

2018A
14.3
27.0
14.3
29.2
155
11.9
128
75
115

2018A

369.0
315.0
111.0
7320
355.0
59.0
1,941.0

5130
398.0
9110

1,189.0
1,236.0
700.0

438
122
79.9

2019A
2.0
16.1
214
18.3
4.0

52

6.8

2019A
128
22.7
47.8
12

2019A
15.0
27.9
153
30.9
174
12.0
132
75
112

2019A

310.0
344.0
104.0
775.0
370.0
66.0
1,969.0

475.0
404.0
879.0

1,251.0
1,2320
695.0

426
125
84.3

2020E
8.9
15.8
212
185
5.5
52
6.9

2020E
137
24.3
49.0
12

2020E
153
29.0
15.5
313
17.7
10.5
116
83
111

2020E

2571
352.9
96.3
797.8
389.6
66.2
1,959.8

463.8
381.0
844.8

1,305.3
1,213.9
683.9

422
127
87.0

2021E
8.9
15.9
211
20.7
41
52
7.3

2021E
151
26.8
522
14

2021E
14.8
29.9
15.2
313
17.6
14.1
156
99
111

2021E

212.8
354.8
88.8
814.2
410.2
68.7
1,949.6

462.4
374.7
837.2

1,356.1
1,1915
677.1

418
130
87.3

401
377
442

9,223
(1,341)
(521)
7,361

2022E
8.9
15.6
20.7
20.7
55
52
7.3

2022E
144
254
53.1
14

2022E
14.9
31.2
15.1
31.2
17.7
10.6
118
100
108

2022E

1730
355.5
818
842.6
4247
714
1,949.1

460.6
368.7
829.2

1,405.2
1,166.5
674.0

422
131
87.5
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Earnings forecasts
Figure 2. 1H20E earnings forecasts
NZ$m 1H19 1H20E % chg
Revenue
Fixed
Voice 250 215 -14.0%
Broadband 344 344 0.1%
Managed data 96 93 -3.6%
Total fixed 690 652 -5.5%
Mobile 622 647 4.0%
Cloud, security and service mgmt 195 211 8.0%
Procurement and partners 191 190 -0.4%
Other 56 90 60.3%
Other gains 0 0 n.a.
Total revenue 1,754 1,789 2.0%

Gross margin

Fixed
Voice 158 131 -17.1%
Broadband 168 172 2.6%
Managed data 51 47 -7.4%
Total fixed 377 351 -7.0%
Mobile 376 387 2.9%
Cloud, security and service mgmt 163 168 3.0%
Procurement and partners 18 18 -0.2%
Other 25 20 -18.8%
Other gains 0 0 n.a.
Total gross margin 959 944 -1.6%

Operating expenses

Labour (250) (243) -2.9%

Restructuring costs 0 0 n.a.

Other (220) (194) -11.7%
Total operating expenses (470) (437) -7.0%
EBITDA 489 507 3.7%
Depreciation & amortisation (245) (243) -0.8%
EBIT 244 264 8.1%
Interest (22) (22) 0.1%
Net profit before tax 222 242 8.9%
Tax (69) (70) 1.3%
Equity accounted earnings 0 0 n.a.
Reported NPAT 153 172 12.4%
Underlying profit 153 172 12.4%
Underlying EPS (cps) 8.3 9.4 12.3%
Dividend (cps) 12.5 12.5 0.0%

Source: Company reports, Forsyth Barr analysis
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Investment Summary

In a world hungry for yield SPK offers an attractive income relative to other defensive NZ stocks, global telco peers, and fixed
income. Valuation metrics are robust, we believe SPK can maintain earnings growth led by mobile, cloud, and cost savings, and
the company has a strong track record on execution, consistently outperforming market expectations. SPK’s defensive appeal is
supported by its strong, A- rated balance sheet. OUTPERFORM.

Business quality
= Legacy challenges: As the incumbent, SPK still has a significant exposure to declining voice and managed data. Additionally, NZ's

industry structure with a separate wholesale network operator (Chorus), and standardised network input costs fuels intense
broadband competition (>80 competitors).

= Effective strategic/management pivot: Despite these challenges, SPK has pivoted its focus to mobile and cloud which now
represent c.56% of gross margin. NZ’s three-player mobile market continues to successfully balance return with customer price
and service. SPK’s investment in IT services has enabled it to benefit from companies’ rapid migration to the cloud, escalating focus
on cyber security, and growth in IT outsourcing.

Earnings and cashflow outlook
= Track record of successful execution: We expect SPK will likely continue to deliver modest medium-term EPS with mobile and IT

Services revenue, and cost savings offsetting legacy product declines. From FY20 cash flow will be boosted by (1) lower capex (c.NZ
$40m pa) through the medium-term post completion of major IT projects, and (2) a slowing in working capital growth.

Financial structure
= Gearing: SPK has a strong balance sheet with a policy to maintain net debt/EBITDA <1.4x (1.2x at FY19 year-end), and A- S&P

credit rating.

Risk factors
= Delivery of cost savings: It is difficult to have insight into deliverability; however, we take comfort from SPK's investment in

simplifying/digitalising systems, processes, and products, and its execution track record.
= Competitive pressures or slowing growth in mobile and IT services.
= Rising interest rates: SPK is largely owned by income-seeking investors.

Figure 3. SPK revenue and EBITDA margin Figure 4. SPK EPS, DPS and debt
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Figure 5. Price performance Figure 6. Substantial shareholders
Shareholder Latest Holding
$5.00 1.50 BlackRock Investment Management 7.5%
$4.80 ~ 140  The Vanguard Group 5.2%
$4.6() [ 1.30 Source: NZX, Forsyth Barr analysis, NOTE: based on SSH notices only
$4.40 1.20
$4.20 1.10
$4.00 1.00
$3.80 0.90
$3.60 0.80
$3.40 / 0.70
$3.20 0.60
$3.00 0.50
Feb17 Feb18 Feb19 Feb20
—Price -=--Relative to S&P/NZX 50
Source: Forsyth Barr analysis
Figure 7. International valuation comparisons
Company Code Price Mkt Cap PE EV/EBITDA EV/EBIT Cash YId
(metrics re-weighted to reflect SPK's balance date - June) (m) 2020E 2021E 2020E 2021E 2020E 2021E 2021E
Spark NZ SPKNZ NZ$4.77 NZ$8,749 21.2x 21.1x 9.0x 9.1x 16.0x 16.1x 5.2%
Telstra Corp TLSAT A$3.72 A$44,243 18.5x  18.8x 7.1x 7.4x 15.5x  15.8x 4.3%
Singapore Telecommunications STSP S$$3.21 S$$52,415 18.9x  16.9x 14.1x  14.2x 29.5x  28.4x 5.3%
BT Group PLC BT/ALN £1.54 £15,193 6.6x 6.5x 4.4x 4.4x 9.5x 9.4x 7.4%
Vodafone Group PLC VOD LN €1.82 €40,457 21.3x  16.4x 6.6x 6.4x 19.7x  17.4x 5.2%
Orange SA ORAFP €13.39 €35,605 12.8x  12.2x 4.8x 4.9x 11.2x  11.2x 5.6%
Deutsche Telekom AG DTE GR €15.68 €74,650 15.1x  13.6x 6.0x 5.7x 14.2x  12.7x 4.4%
Swisscom AG SCMN SW CHF572.40 CHF29,651 18.8x  19.8x 8.9x 8.9x 19.8x  19.6x 3.9%
Verizon Communications Inc VZ US US$58.51 US$241,997 12.2x  11.6x 7.8x 7.6x 12.0x  11.6x 4.2%
AT&T Inc TUS US$38.25 US$277,504 15.4x  10.3x 7.8x 7.5x 15.2x  13.8x 5.5%
BCE Inc BCECN C$64.33 C$58,148 18.5x  17.5x 8.3x 8.0x 15.0x  14.7x 5.3%
TPG Telecom TPM AT A$8.04 A$7,460 29.9x  29.9x 12.2x  12.1x 21.4x  23.4x 0.7%
Compco Average: 17.1x  15.8x 8.0x 7.9x 16.6x  16.2x 4.7%
EV = Current Market Cap + Actual Net Debt SPK Relative: 24% 34% 13% 15% -4% -1% 11%

Source: *Forsyth Barr analysis, Bloomberg Consensus, Compco metrics re-weighted to reflect headline (SPK) companies fiscal year end

Figure 8. Consensus EPS momentum (NZ$) Figure 9. One year forward PE (x)
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Analyst certification: The research analyst(s) primarily responsible for the preparation and content of this publication ("Analysts") are named on the first page of this
publication. Each such Analyst certifies (other than in relation to content or views expressly attributed to another analyst) that (i) the views expressed in this publication
accurately reflect their personal views about each issuer and financial product referenced and were prepared in an independent manner, including with respect to Forsyth
Barr Limited and its related companies; and (ii) no part of the Analyst's compensation was, is, or will be, directly or indirectly, related to the specific recommendations or
views expressed by that Analyst in this report.

Analyst holdings: The following Analyst(s) have a threshold interest in the financial products referred to in this publication: N/A. For these purposes, a threshold interest is
defined as being a holder of more than $50,000 in value or 1% of the financial products on issue, whichever is the lesser.

Ratings distributions: As at 14 Feb 2020, Forsyth Barr's research ratings were distributed as follows: OUTPERFORM NEUTRAL UNDERPERFORM
31.4% 51.0% 17.6%

Forsyth Barr's research ratings are OUTPERFORM, NEUTRAL, and UNDERPERFORM. The ratings are relative to our other equity security recommendations across our
New Zealand market coverage and are based on risk-adjusted Estimated Total Returns for the securities in question. Risk-adjusted Estimated Total Returns are calculated
from our assessment of the risk profile, expected dividends and target price for the relevant security.

Disclosure: Forsyth Barr Limited and its related companies (and their respective directors, officers, agents and employees) ("Forsyth Barr") may have long or short
positions or otherwise have interests in the financial products referred to in this publication, and may be directors or officers of, and/or provide (or be intending to provide)
investment banking or other services to, the issuer of those financial products (and may receive fees for so acting). Forsyth Barr is not a registered bank within the
meaning of the Reserve Bank of New Zealand Act 1989. Forsyth Barr may buy or sell financial products as principal or agent, and in doing so may undertake transactions
that are not consistent with any recommendations contained in this publication. Other Forsyth Barr business units may hold views different from those in this publication;
any such views will generally not be brought to your attention. Forsyth Barr confirms no inducement has been accepted from the issuer(s) that are the subject of this
publication, whether pecuniary or otherwise, in connection with making any recommendation contained in this publication. In preparing this publication, non-financial
assistance (for example, access to staff or information) may have been provided by the issuer(s) being researched.

Investment banking engagements: Other than confidential engagements, Forsyth Barr has within the past 12 months been engaged to provide investment banking
services to the following issuers that are the subject of this publication: SPK

Not personalised financial advice: The recommendations and opinions in this publication do not take into account your personal financial situation or investment goals.
The financial products referred to in this publication may not be suitable for you. If you wish to receive personalised financial advice, please contact your Forsyth Barr
Investment Adviser. The value of financial products may go up and down and investors may not get back the full (or any) amount invested. Past performance is not
necessarily indicative of future performance. Disclosure statements for Forsyth Barr Investment Advisers are available on request and free of charge.

Disclaimer: This publication has been prepared in good faith based on information obtained from sources believed to be reliable and accurate. However, that information
has not been independently verified or investigated by Forsyth Barr. Forsyth Barr does not make any representation or warranty (express or implied) that the information
in this publication is accurate or complete, and, to the maximum extent permitted by law, excludes and disclaims any liability (including in negligence) for any loss which
may be incurred by any person acting or relying upon any information, analysis, opinion or recommendation in this publication. Forsyth Barr does not undertake to keep
current this publication; any opinions or recommendations may change without notice to you. Any analyses or valuations will typically be based on numerous assumptions;
different assumptions may yield materially different results. Nothing in this publication should be construed as a solicitation to buy or sell any financial product, or to
engage in or refrain from doing so, or to engage in any other transaction. This publication is not intended to be distributed or made available to any person in any
jurisdiction where doing so would constitute a breach of any applicable laws or regulations or would subject Forsyth Barr to any registration or licensing requirement
within such jurisdiction.

Terms of use: Copyright Forsyth Barr Limited. You may not redistribute, copy, revise, amend, create a derivative work from, extract data from, or otherwise commercially
exploit this publication in any way. By accessing this publication via an electronic platform, you agree that the platform provider may provide Forsyth Barr with
information on your readership of the publications available through that platform.



