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Strategic Alliance with Telstra Corporation Limited

PCCW announces that, subject to definitive agreements and all necessary regulatory, shareholders' and third party approvals, PCCW and Telstra have reached agreement in principle on the principal matters relating to their strategic alliance which was announced on 13 April 2000. 

The Alliance involves (i) the issue to Telstra by PCCW of a US$1.5 billion convertible bond, (ii) the purchase by Telstra of a 40% stake in the wireless communications business of PCCW for US$1.5 billion, (iii) a merger of some of the businesses and assets of PCCW and Telstra to create a 50:50 joint venture operating a global IP backbone business, (iv) a 50:50 Internet data centre joint venture that will own and operate a network of Internet data centres throughout the Asia Pacific region, and (v) a broadband distribution and production arrangement for PCCW's NOW broadband channel and Internet offerings in Australia.

The arrangements comprising the Alliance are conditional upon the completion and satisfaction of certain legal, regulatory and commercial requirements and third party consents.  Therefore, there can be no assurance that definitive legally binding agreements, which give effect to the terms, arrangements and provisions of the MOU and Alliance, will be executed or, if executed, that the transactions will be completed. At the time of definitive agreements, PCCW will comply in full with the relevant requirements as prescribed by the Listing Rules of the Stock Exchange.

The board of directors of Pacific Century CyberWorks Limited ("PCCW") announces that, subject to definitive agreements and all necessary regulatory, shareholders' and third party approvals and consents, PCCW and Telstra Corporation Limited of Australia ("Telstra") (the "Parties") have reached agreement in principle on the principal matters relating to their strategic alliance (the "Alliance") announced on 13 April 2000.  This announcement follows completion of the acquisition by PCCW of the entire issued share capital of Cable & Wireless HKT Limited ("HKT") on 17 August 2000, which was a condition precedent to the proposed Alliance.  The Alliance reconfirms the key indicative intentions and understandings between the Parties set out in the memorandum of understanding ("MOU") as detailed in PCCW's announcement on 13 April 2000.  

The Parties currently expect to sign definitive documents in September/October 2000 and are targeting completion of the transactions described below by the end of the year.  

The Parties have reached in principle agreement on the following aspects of the Alliance:

1.   a merger of some of the businesses and assets of PCCW and Telstra to create a 50:50 joint venture operating a global Internet Protocol ("IP")  backbone business ("IP Backbone Co").  PCCW and Telstra will inject debt of up to US$1.125 billion and US$625 million respectively into the IP Backbone Co.  The IP Backbone Co is intended to be the sole vehicle for the worldwide execution of PCCW's and Telstra's cross-border connectivity infrastructure;

2.   the purchase by Telstra of a 40% stake in Cable & Wireless HKT CSL Limited, the wireless communications business of PCCW, for US$1.5 billion ("Regional Wireless Co"). Regional Wireless Co is intended to be the primary vehicle for the execution of PCCW's and Telstra's mobile wireless operations in Asia;

3.   a 50:50 Internet data centre joint venture ("IDC Co") that will own and operate a network of Internet data centres throughout the Asia Pacific region.  IDC Co will be a non-exclusive vehicle for the execution of PCCW's and Telstra's Internet data centre strategy outside the home markets of Hong Kong and Australia and will focus initially on core hosting services including co-location, dedicated server, shared server and custom/complex hosting;

4.   a broadband distribution and production arrangement ("Broadband Alliance") for PCCW's Network of the World ("NOW") broadband channel and Internet offerings in Australia; and

5.   the issue to Telstra by PCCW of a US$1.5 billion subordinated convertible bond. 

The agreement in principle covers the terms of the relationships and is set out below.

Strategic Rationale

Extensive negotiations and due diligence, particularly in connection with the businesses and assets to be injected into IP Backbone Co and the wireless communications business of PCCW, have confirmed that the strategic rationale for the Alliance as announced on 13 April 2000, remains unchanged.

The Parties have been encouraged by the extent of the compatibility not only in terms of the existing businesses but also with respect to the vision that each party has for IP backbone business, mobile communications services and data centres in the Asia Pacific region.  Each party brings to the relationship, scale-building and complementary businesses, ventures and partnerships, which they believe provide immediate critical mass for implementation of their pan-Asian strategy and which is intended to position the businesses as a partner of choice in Asia. 

Certain of the existing business operations and assets of PCCW and Telstra will be merged to form IP Backbone Co to provide a strong base in Asia and a globally significant business in cross-border connectivity infrastructure. IP Backbone Co is intended to provide a platform for expansion of cross-border connectivity infrastructure in offshore markets.

PCCW's wireless communications business is a leading mobile operator in the Asia Pacific region and it provides a base for Regional Wireless Co to build a regional business through strategic acquisitions and alliances with wireless communications operators in Asia.  Telstra and Regional Wireless Co will seek to leverage their combined scale and capabilities to capture purchasing and infrastructure savings and to provide leading edge Wireless Application Protocol ("WAP") and 3rd Generation ("3G") infrastructure, content and applications.

The formation of the data centre joint venture is intended to enable the Parties to capitalise on the perceived significant unmet demand for data centres in the Asia Pacific region. IP Backbone Co will provide backbone capacity to IDC Co on arm's length commercial terms and this relationship is expected to deliver significant synergistic benefits to both businesses.

The Broadband Alliance will enable the delivery of PCCW's NOW services to Australia, broadening the distribution of NOW and providing Telstra with narrowband and broadband content.

Telstra's investment in the US$1.5 billion subordinated convertible bond will underpin its strategic alliance with PCCW.  

Debt Reduction

The US$3.0 billion in cash funding received by PCCW comprising sale proceeds of US$1.5 billion from the sale of a stake in Regional Wireless Co and US$1.5 billion from the convertible bond will be used for the refinancing of PCCW's debt facilities.  In addition, PCCW intends to arrange for up to US$1.125 billion (subject to a minimum amount of US$1.0 billion) of its existing debt to be contributed to IP Backbone Co or one of its subsidiaries.

PCCW is to receive the US$1.5 billion in cash on completion of the sale of a 40% stake in Regional Wireless Co.  This is not conditional on completion of the remainder of the Alliance.  PCCW is to receive the US$1.5 billion cash upon subscription by Telstra of the convertible bond on completion of the formation of the three joint ventures.

The arrangements comprising the Alliance are conditional upon the completion and satisfaction of certain legal, regulatory and commercial requirements and third party consents.  Therefore, there can be no assurance that definitive legally binding agreements, which give effect to the terms, arrangements and provisions of the MOU and Alliance, will be executed or, if executed, that the transactions will be completed. At the time of definitive agreements, PCCW will comply in full with the relevant requirements as prescribed by the Listing Rules of the Stock Exchange.

IP BACKBONE CO

Scope of business

IP Backbone Co will be a major global provider of wholesale connectivity services, initially focused on the Asia Pacific region (including Japan).  However, the Parties wish to leverage this Asian platform to expand IP Backbone Co into a global company with significant services in all major markets. IP Backbone Co will provide global connectivity through both terrestrial and non-terrestrial delivery platforms and intends to invest directly in cable and satellite capacity as appropriate.  IP Backbone Co may also operate a carrier hotel (facilities management) business to supplement its connectivity business.   

IP Backbone Co will be headquartered in Hong Kong and will operate a set of worldwide points of presence ("POPs") with an Asian focus.  The business will be built on the base of staff from both PCCW and Telstra.

IP Backbone Co is intended to be the sole vehicle for the worldwide execution of PCCW's and Telstra's cross-border connectivity infrastructure. 

IP Backbone Co's core value proposition will be the provision of connectivity, although it also intends to sell carriage, capacity and higher levels of value-added products to support and extend its wholesale customers business, as dictated by the market. Its primary objectives will be to provide the best products and services to PCCW, Telstra, and a wide range of wholesale customers; to grow existing businesses and to aggressively focus on new business outside its home markets.  Initially, the aim is to increase IP Backbone Co's market share of wholesale telecommunications services in Asia and from Asia to the rest of the world.  IP Backbone Co will also aim to develop a significant market share of incoming wholesale services to Asia.

IP Backbone Co's wholesale customers will initially include PCCW and Telstra and their associates, other carriers, service providers and the emerging group of competitive local access service providers.  IP Backbone Co will be providing city-to-city services where so permitted by the local regulatory environment, with the business offering connectivity between markets and networks rather than simply countries.  

The Parties will enter into commercial agreements with IP Backbone Co, in accordance with an agreed set of principles and in accordance with applicable regulatory rules.

Unaudited Pro-forma financial information for IP Backbone Co for the year ended 30 June 2000

Pro forma
Telstra
PCCW
Combined

Year ended 30 June 2000




(US$m)









Gross Revenue
832
1,097
1,929

EBITDA


493

Depreciation


(132)

EBIT


361

Capital Expenditure


(146)

Net Assets


750

Note:   Approximate numbers only.  Prepared on the basis of unaudited combined management accounts based on the 12 months to 31 March 2000 for PCCW and the 12 months to 30 June 2000 for Telstra.  Does not include any impact of synergies, cost reduction or possible revenue duplication

Key Performance Indicators
Combined

Year ended 30 June 2000





Total Voice Volume Outbound (million minutes)
2,710

Total Voice Volume Inbound (million minutes)
2,434

Transit (Refile and Traditional) (million minutes)
1,319

IPLC + Internet + Data (Mbps)
2,912

Expansion through strategic alliance/partnership and investment

In order to create a more extensive Asian network, the Parties intend to explore and will seek to implement the most attractive mechanisms for gaining a significant wholesale position in key markets in Asia.

The Parties also intend that IP Backbone Co will explore wider global partnership opportunities with North American and European connectivity players, on the basis of its Asian strength.

Board and management

PCCW and Telstra will exercise joint management control through equal representation on the board of directors and through management rights.

Telstra will have the right to appoint the first Chairman, who will have an initial term of two years, and PCCW will have the right to appoint the first Deputy Chairman.  Neither the Chairman nor the Deputy Chairman will have a casting vote. The right to appoint the Chairman and the Deputy Chairman will rotate at the end of two years.

The headquarters of IP Backbone Co will be located in Hong Kong.

Other matters

IP Backbone Co is targeting initial debt of US$1.75 billion subject to a minimum  of US$1.5 billion.  It is intended that IP Backbone Co will be developed as an independent company and that its dependence on support services from Telstra and PCCW will be progressively reduced in light of the current intention to float the company when reasonably practicable.

REGIONAL WIRELESS CO

Scope of business

Regional Wireless Co will own, manage and operate PCCW's existing wireless operations. Regional Wireless Co will own its own portal WAP services but may also participate in joint portal projects which add value to Regional Wireless Co.  

The Parties intend that Regional Wireless Co will become a leader in the development and bringing to market of wireless data products and services.

Unaudited financial information for Regional Wireless Co for the year ended 31 March 2000

Profit & Loss
(US$m)
Year ended 31 March 2000




Revenue
638

Cost of Sales and Service
328

Gross Profit
310

Margin
48.6%

Operational Expenses
(187)

EBITDA
123

Margin
19.3%

Depreciation
(51)

EBIT
72







Capital Expenditure
75

Net Assets
280

Key Performance Indicators


As at 31 March 2000




Hong Kong market penetration (%)
60

Market share (%)
23

Total subscribers ('000)
958

Postpaid average revenue per user ("ARPU")
US$56

Churn rate (post paid) (%)
3.1

Strategic acquisitions of and alliances with Asian Wireless Operators

PCCW and Telstra intend to use Regional Wireless Co as the primary vehicle for further strategic acquisitions of, and alliances with, wireless operators in Asian markets with the objective of creating an extensive pan-Asian wireless franchise.

In addition, the Parties will consider bidding for 3G licences in partnership with local operators, as well as acting as a service provider/reseller to branded wireless retailers.

Regional Wireless Co services strategy

PCCW and Telstra intend that Regional Wireless Co will leverage the existing wireless expertise of PCCW and Telstra to provide management and other support services to future Regional Wireless Co investee operators and other partner operators and to develop a common  operational model.

These services would include joint product and services development, the provision of common systems and platforms, a portfolio of regional services, as well as access to any future portal offerings.

Equalisation

Telstra will have the right to equalise its stake in Regional Wireless Co upon an initial public offering ("IPO") or in any event no later than 18 months from the date of definitive agreements.  

Equalisation in conjunction with an IPO may be by PCCW selling shares to Telstra or to a strategic shareholder, by selling down into the IPO or by Telstra being allocated new shares in Regional Wireless Co.  Equalisation will be at a 5% discount to the IPO price.

If equalisation occurs otherwise than at the time of the IPO, equalisation will be either by allocation of new shares for cash or assets contributed by Telstra to Regional Wireless Co or by sale of shares in Regional Wireless Co by PCCW to Telstra.  The price will be as agreed between PCCW and Telstra or at a 5% discount to the market value as determined by an independent expert.

Board and management

PCCW and Telstra will have equal board representation and management rights in Regional Wireless Co at all times up to the time of its listing, notwithstanding the different economic interests of the Parties.  Prior to the IPO of Regional Wireless Co or an equalisation of interest by Telstra, PCCW will have the right to appoint the Chairman and the Chairman will have the casting vote in the event of a deadlock. Telstra will have a right of veto in respect of the appointment of the Chairman and minority protection rights including the right to approve company strategy and business plans, major capital and operating expenditure, and appointment of the chief executive officer and other senior management.

The headquarters of Regional Wireless Co will be located in Hong Kong.

IDC CO

Scope

IDC Co will own and operate a network of Internet Data Centres ("IDCs") throughout the Asia Pacific region, and potentially globally.  Wherever practicable, IDCs will be co-located with IP Backbone Co's POPs/carrier hotels to take maximum advantage of synergies between the businesses.  

The initial geographic focus of IDC Co will be the Asia Pacific region, outside each of PCCW's and Telstra's "home markets". Proposed key markets to be jointly developed through the venture include but are not limited to: China, Japan, New Zealand, Singapore, South Korea and Taiwan.

IDC Co will focus initially on core hosting services including co-location, dedicated server, shared server and custom/complex hosting to enterprise customers, application service providers and dot.com companies. 

IDC Co will review opportunities to provide a range of higher value services from the IDCs.  These may include but are not limited to managed services, professional services, Application Service Provider ("ASP") services or other related services.

IDC Co also intends to review opportunities to expand beyond the initial geographic scope to include other locations worldwide, particularly where there is also an IP Backbone Co presence.

Other alliances/partnerships

In conjunction with PCCW's and Telstra's home market operations, IDC Co intends to explore alliances and partnerships with specialist IDC partners that are able to provide access to skills, processes, know-how, resources and/or access to a substantial customer base. 

Local partners may also be needed to expedite the establishment and effectiveness of local distribution channels, particularly to the small and medium enterprise markets.

BROADBAND DISTRIBUTION AND PRODUCTION IN AUSTRALIA

Carriage of NOW on telstra.com

PCCW and Telstra have agreed, subject to entry into commercial agreements and compliance with applicable regulatory requirements, to enter into arrangements for their mutual benefit governing distribution and delivery of the NOW Internet services (both broadband and narrowband) in Australia.  Telstra has agreed to arrange for the NOW Internet services to be accessed via Telstra's HFC high speed Internet service, DSL high speed Internet services and satellite high speed Internet services.

During the next 6 months, the Parties will negotiate agreements to govern their long term relationship.  Such agreements will cover terms including financial arrangements, marketing and merchandising, distribution and access and information exchange.  As a first step and pending the commencement of these longer term arrangements, the NOW services will be able to be accessed via a button prominently displayed on the telstra.com home page. 

Telstra intends to provide broadband services to 90% of the Australian population, who will have broadband access within 24 months.  Access will be in one of three ways:

*   delivered via Telstra's state-of-the-art hybrid fibre coax ("HFC") cable which currently passes 2.5 million homes or about 40% of Australian households.  It is this cable which carries Telstra's pay TV services;

*   ADSL - Asymmetric Digital Subscriber Line, which provides high speed data services over the copper network through a new technology employed by Telstra; and

*   delivered via satellite in the regional and remote areas of Australia.

These arrangements cover NOW's Internet services and do not cover the analogue television distribution of NOW's television services.

OTHER MATTERS

Business Service Opportunities

PCCW and Telstra intend to continue to work together to pursue other opportunities in business services.  These opportunities will be examined on their own merits as they arise.

General Board, Shareholder Rights and Management

For each joint venture, so long as a party holds 35% of the shares prior to an IPO, each party has equal board representation.  After an IPO, the Parties have proportionate board representation.  Both Parties have pre-emptive rights while they have a shareholding of 20% or more and veto rights over important matters while they have a shareholding of 25% or more.  Both Parties have the benefit of certain anti-dilution provisions.  Furthermore, before an IPO, there are certain restrictions on the sale by a party of its shares.

Convertible Bond

PCCW is to issue to Telstra a convertible bond on terms which include the following:

ISSUER
PCCW

INITIAL PRINCIPAL AMOUNT
US$1.5 billion

REDEMPTION PRICE
If not previously redeemed or converted, at the end of year 6 at par plus accrued interest.

INITIAL REDEMPTION
The Issuer may redeem in full at the end of year 4, subject to holder conversion.  The holder may (provided it is then the sole holder of the bond) redeem at the end of year 4 for the lesser of 50% of the initial principal amount then registered in the name of the holder or the then outstanding principal amount registered in the name of the holder, in each case plus accrued interest, and subject to Issuer mandatory conversion.

MANDATORY REDEMPTION
If not previously redeemed or converted, at the end of year 6, subject to Issuer mandatory conversion.

MANDATORY CONVERSION
End of year 4 at the Issuer's option (in whole but not in part) if the volume weighted average market price for the 15 day period ending 7 days prior to conversion is 20% above the Conversion Price. 


End of year 6 at the Issuer's option (in whole but not in part) if the volume weighted average market price for the 15 day period ending 7 days prior to conversion is 10% above the Conversion Price.


Convertible into ordinary shares of PCCW.

OPTIONAL CONVERSION
At any time at the holder's option (in whole or integral multiples of US$100 million) at the Conversion Price up to 14 business days prior to (and excluding) the end of year 6.

RANKING
Subordinated debt ranking pari passu with all other subordinated debts of the Issuer.

INTEREST
3.0% per annum compounding quarterly in years 1-4 

A
5.0% per annum compounding quarterly in years 5-6

INTEREST PAYMENTS
Interest to be added to the principal amount and redeemable by conversion or payable in cash on the same terms as conversion or payment of the principal amount.

CONVERSION PRICE
120% of the volume weighted average market closing price for the sales of the Issuer's ordinary shares listed on the Stock Exchange over the 30 trading days prior to public announcement (as adjusted in accordance with usual adjustment events).

RIGHTS
The securities will not entitle the holder to any pre-emptive or veto rights over major corporate transactions.  No rights to block subsequent equity issues.

TRANSFERABILITY
In certain limited circumstances during the first 2 years and thereafter, in each case in integral multiples of US$500 million. PCCW has undertaken that it will disclose to the Stock Exchange any dealings by any of the substantial shareholders and directors of PCCW and its subsidiaries or any of their respective associates from time to time in the convertible bonds immediately upon PCCW becoming aware of such dealings.

LISTING RIGHTS
The shares to be issued on conversion will be listed on the Stock Exchange.

SUBORDINATED GUARANTEE
A fully subordinated guarantee in favour of the holder alone from a company in the PCCW group.

Upon full conversion of the convertible bond, Telstra is expected to hold approximately 2.8% of the enlarged share capital of PCCW.

Information on Telstra

Telstra is Australia's most significant communications carrier and is a world-class fully integrated service provider across wireline, ADSL, HFC, satellite and digital wireless networks and platforms. It is Australia's leading Internet Service Provider, has a highly accessed family of Internet portals and sites and provides entertainment and multimedia content over its broadband network and through its Pay-TV joint venture, Foxtel. Telstra has indicated its interest to expand its activities in Australia and regionally in the digital media area. Telstra also has focused its Business-2-Business and Business-2-Consumer activities in major industry growth areas, for example entertainment, health, financial services, insurance, education and travel and has a significant stake in Australia's largest e-commerce enterprise.

PCCW is advised by UBS Warburg Asia Limited


By Order of the Board


Chu Mee Lai, Helen


Company Secretary

Hong Kong, 24 August 2000
Please also refer to the published version of this announcement in the (South China Morning Post)
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