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Key themes

We expect the Saudi mobile market to continue to
outperform fixed line, driven primarily by mobile data.
Consequently we expect robust growth for the next
few years, despite the risk of increased pressure on
prices. We regard STC'’s overseas expansion as
confused, and think that Mobily in particular has taken
advantage of STC’s distraction to strengthen its
position in the domestic market.

Implications

Our preferred stock in the sector is Mobily, which we
rate as Overweight. Mobily is performing well
operationally and offers strong growth in the near term
at a reasonable valuation. STC (Neutral) lacks
catalysts for share price performance, although it is
modestly valued and offers a generous yield of 6.5%.
Zain KSA (Underweight) is performing well for a third
operator, but is hobbled by a high debt burden. Even
in our most optimistic scenario we regard Zain as
overvalued.

What do we think?

Stock Rating Price Target
STC Neutral SAR46.4
Mobily Overweight SAR64.9
Zain KSA Underweight SARS8.0

Why do we think it?

Stock 3 year EBITDA CAGR 2010 EV/EBITDA

STC 7% 5.1x
Mobily 13% 6.8x
Zain KSA 107% 69.3x

* 2009-12 for STC and Mobily, 2010-13 for Zain KSA. Source:
Al Rajhi Capital
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Saudi Telecoms Sector:

We prefer jam today

The Saudi telecoms market is still booming: we expect 3.5G data to help drive
mobile penetration towards 220% within five years. There are risks, but it is
too early to prepare for a slowdown. STC’s foreign investments thus seem a
distraction, even if they may bear fruit in the long run. We prefer Mobily,
which is the leader in mobile data and is delivering strong growth. Zain is
performing well for a no.3 player, but is hobbled by excessive debt.

Saudi telecoms market: attractive overall. From a top-down perspective, the
Saudi telecoms market is attractive. The country benefits from a young and fast
growing population and from high GDP/capita. The mobile market, which

accounts for 74% of the total, is growing fast and is also relatively concentrated.

Mobile market: data can drive growth further. We expect mobile broadband
to help drive mobile penetration in Saudi Arabia towards 220% within five years.
We think mobile broadband will fuel incremental growth, rather than replace
existing voice revenues; however, it may threaten fixed-line DSL. In our core
scenario mobile ARPU only declines modestly, but with RPM high by the
standards of emerging markets there is a risk of sharper price falls.

New opportunities: don’t be distracted. Comparisons with historical overseas
investment plans in the telecoms sector cast doubt on several aspects of STC’s
expansion strategy. STC’s investments may boost growth in the future, but right
now we think it has lost its way at home. Mobily is proving the near-term winner
in Saudi telecoms; Zain is growing fast but remains in clear third place.

Stock conclusions. STC is inexpensive and its financial stability and dividend
yield of 6.5% offer support; however, it lacks catalysts for performance. We rate
STC Neutral and set a price target of SAR46.4. Mobily offers strong near-term
growth and is not expensive for a fast-growing operator on a PE of 9.3x. We rate
Mobily Overweight and set a target price of SAR64.9, implying 39% upside
potential. With net debt 2.4x 2010 sales, we think fair value for Zain is more
than 20% below the current price and rate it Underweight.

Disclosures Please refer to the important disclosures at the back of this report.
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Mobile broadband accounts
urging, and set to overtake
fixed-line DSL 2000 7
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Figure 1. Combined fixed-line and mobile broadband subscriptions in KSA
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We expect mobile penetration Figure 2. Saudi mobile market: forecasts for penetration and accounts
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) . Figure 3. Saudi mobile market: forecasts for revenues and ARPU
But mobile prices are set to fall
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4 Saudi telecoms: attractive overall

Initiating coverage

In this new report we launch coverage of the three leading Saudi telecoms operators. The
demographic profile and high GDP/capita of the Saudi market are favourable; high market
concentration is also positive. Strong mobile penetration growth should continue.

6 Mobile: data can drive growth further

Mobile data to push penetration towards 220%

Mobile penetration in Saudi Arabia is 154%. However, mobile data is surging and will, we
think, help drive penetration to 217% by 2014. We expect mobile data to fuel incremental
growth, rather than replace existing voice revenues, though it threatens fixed-line DSL.

13 High RPM means prices are at risk
We have assumed rising pressure on ARPU in our Saudi mobile forecasts, but with ARPU
and RPM high by the standards of emerging markets, the operators may be tempted to cut
prices further. We think Zain would be most affected by steep price falls in the near term.

17 New opportunities: don’t be distracted

17 STC: expansion abroad a costly distraction
STC’s growth strategy involves acquisition and investment abroad. Comparisons with
historical foreign investment plans in the telecoms sector cast doubt on several aspects of
STC’s strategy. STC’s investments may boost future growth, but right now we think it has
slightly lost its way at home.

23 Mobily versus Zain: Mobily better-placed
Zain’s imaginative tariff packages have contributed to strong near-term growth.
Nevertheless, in terms of strategy and customer perception, we see few substantive
differences between Zain and Mobily. Mobily also remains clearly in the lead in the surging
mobile data market.

27 2009 results support our stance

Mobily’s results stand out

STC’s results 2009 results were disappointing, although prospects for 2010 are better.
Mobily published strong results which augur well for this year. Zain KSA, while achieving
strong growth in market share and revenues, fell slightly short of our expectations.

31 Valuation: Mobily still offers value, yield is STC’s
chief attraction
31 STC

We value STC using both long-run discounted EVA analysis and sum-of-the-parts analysis.
We set a price target of SAR46.4 based on an average of fair value under the two methods.
We rate STC Neutral but note that it is modestly valued and offers a dividend yield of 6.5%.

36  Mobily
Mobily offers strong near-term growth and is not expensive for a fast-growing telecoms
operator on a 2010 EV/EBITDA ratio of 6.8x and a PE of 9.3x. We rate Mobily Overweight
and set a target price of SAR64.9, implying 39% upside potential.

37  Zain KSA

We expect Zain to achieve impressive gains in market share and profitability over this
decade. However, with a high debt burden (we expect net debt of 2.4x sales for 2010), we
think fair value for Zain is more than 20% below the current price and rate it Underweight.

39 Company summaries and financial data

Disclosures Please refer to the important disclosures at the back of this report. 3
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Saudi telecoms market;:
attractive overall

In this report, we launch coverage of the three important Saudi telecoms operators: the
incumbent operator STC, and its rivals Mobily and Zain KSA. STC is the largest telecoms
operator by value in the GCC region, with a market capitalisation of US$24bn (just ahead of
Etisalat of the UAE, its closest rival). However, Mobily and Zain KSA are also sizable

companies with market capitalisations of US8bn and US$4bn respectively.

Figure 4. GCC telecoms operators

Market Market

Share price No. of shares capitalisation capitalisation
Company Country (local currency) (SRm) (local curr. mn) (US$ mn) Free float (%) Bloomberg code
STC Saudi Arabia 44.10 2,000 88,200 23,520 16 STC AB
Mobily Saudi Arabia 43.40 700 30,380 8,101 36 EEC AB
Zain KSA Saudi Arabia 10.15 1,400 14,210 3,789 56 ZAINKSA AB
Etisalat UAE 11.00 7,187 79,061 19,965 40 ETISALAT UH
Q-Tel Qatar 145.10 147 21,282 5,847 3 QTEL QD
Turk Telecom Turkey 4.56 3,500 15,960 10,640 15 TTKOMTI
Orascom Telecom Egypt 25.12 899 22,593 4,123 48 ORTE EY
Mobinil Egypt 240.48 100 24,048 4,388 29 EMOB EY
Telecom Egypt Egypt 18.10 1,707 30,898 5,638 20 ETEL EY
Oman Telecom Oman 1.30 750 975 2,614 30 OTEL OM
Wataniya Telecom Kuwait 1,540.00 501 772 2,699 24 NMTC KK
Zain Kuwait Kuwait 1,020.00 4,272 4,358 15,237 64 ZAIN KK
Turk Cell Turkey 10.60 2,200 23,320 15,547 34 TCELLTI

Date: 31/12/2009

Source: Operators, CITC, Al Rajhi Capital

Demographic profile and high
GDP/capita very favourable
High market concentration is

also positive

From a strategic or “top-down” perspective, the Saudi telecoms market has much to
recommend it. The country benefits from a young and fast growing population: nearly 40% of
Saudis are under 15 years of age. Continued population growth should help ensure further
growth in demand for telecoms services, despite high headline rates of mobile penetration in
particular. Moreover, high GDP/capita of around US$20,500 in 2008, combined with the
presence of a substantial expatriate population (about 20% of the total), helps ensure that
Saudis have money to spend on telecoms services; this is one of the factors behind the

country’s high levels of ARPU (average revenue per user).

It is also important to note that the Saudi telecoms market is quite concentrated. Market
concentration is often measured using the Herfindahl-Hirschman Index Index (HHI), which
represents the sum of the squares of the market shares of the participants. While poor data
complicate analysis, we calculate the HHI score for the Saudi mobile market at around 3,950.
Although this is much less concentrated than, say, the Chinese mobile market (for which we
calculate the HHI score at over 5,900), this is more than double the level of 1,800 that is used
by the US Department of Justice as the threshold of a concentrated market in assessing M&A
transactions. The smaller Saudi fixed-line telecoms market is much more concentrated than
the mobile segment and remains heavily dominated by STC. High market concentration
usually helps to support high profit margins and returns on capital.

Disclosures Please refer to the important disclosures at the back of this report.



Saudi Telecoms Sector
Telecoms - Integrated/Mobile
25 January, 2010

dlollgranll &
Al Rajhi Capital

Figure 5.1 Saudi mobile market share (12/09 est.) Figure 5.2 HHI Index
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Source: Company data, Al Rajhi Capital

We expect strong penetration
growth in Saudi Arabia to
continue, though a sudden
slowdown cannot be ruled out

Saudi telecoms operators face
a strategic dilemma

Company Sum of square of mkt. shares
STC 2,154
Mobily 1,618
Zain 179
HHI score 3,950

Source: Company data, Al Rajhi Capital

However, a slightly closer look at the market reveals potential grounds for concern. Probably
the key issue for the Saudi telecoms operators is the outlook for the domestic mobile market,
which has been the predominant source of growth in the sector over the past few years. By
our estimate, domestic SIM penetration stood at 154% at the end of 2009, reflecting
continued strong growth in second and third SIMs and demand for 3G and mobile
broadband service. This is higher than penetration in most emerging markets and, indeed,
many developed markets, although still below some of the neighbouring countries in the GCC
region. The first section of this report asks for how long penetration in Saudi Arabia can
continue to expand. We conclude that strong penetration growth in the Saudi mobile market
can persist for several quarters, driven primarily by demand for mobile broadband service.
That said, it is very difficult to estimate the upper limit on SIM penetration and so there is
clearly a risk of a sudden, sharp slowdown.

Another important issue is the fact that Saudi mobile ARPU and RPM (revenue per minute),
though comparable to levels in many developed countries and elsewhere in the GCC region,
are high by the standards of emerging markets. To an extent this is simply a natural reflection
of high Saudi GDP/capita. However, the fact that ARPU and RPM are high compared to other
emerging markets in absolute terms means that operators have significant scope to compete
on price should they so choose, raising the spectre of a steep decline in mobile prices at some
point. In the first section of this report we also assess the scale of this risk and the damage it
might cause.

The combination of high reported penetration and the possibility of significant pressure on
prices confronts the Saudi operators with a strategic dilemma. Should they focus on boosting
market share and improving service in the domestic market, in the hope that they will be
better placed to defend their share of customers and revenues in case growth slows down?
Alternatively, should they look for new growth opportunities in different sectors or markets?
In simple terms, Mobily and Zain appear to have chosen the first path, while we would argue
that STC has chosen the second with a strategy focused on expansion through international
expansion and acquisition. The second section of the report analyses the three companies’
strategies, but with a particular focus on the strengths and weaknesses of STC’s expansion
policy.

To assess the attractions of stocks as investment opportunities, we must naturally consider
valuation as well as strategy and market position. This is the subject of the third section of
this report. The primary method of valuation that we have employed to judge the three Saudi
telecoms operators is long-run discounted economic profit valuation, which is a variation on
discounted cash flow. However, we also consider comparative valuation, i.e. comparisons
with operators in other markets and with each other, on measures such as EV/EBITDA, PE,
price/book value and dividend yield. Comparative valuation is particularly important for
STC, given the scale of its overseas operations.

Disclosures Please refer to the important disclosures at the back of this report. 5
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Mobile market:
data can drive growth further

Mobile data to push penetration towards 220%

Poor information complicates Any discussion of the Saudi telecoms market must start with the warning that paucity of

analysis of the Saudi telecoms information complicates analysis. This is not simply a facile statement: disclosure of

market operating data by the Saudi telecoms operators is the poorest that the chief author of this
report has seen in sixteen years as a telecoms analyst in markets around the world. The
operators do not even regularly publish mobile or fixed-line subscriptions, and ARPU and
MoU (minutes of use) data are still harder to find. With poor disclosure by the operators and
limited information from the regulatory authorities, analysis of the Saudi telecoms market
carries a significant margin of error.

Mobile accounts for 74-75% of the Saudi telecoms market

But there is no doubt that This caveat notwithstanding, there is little doubt that recent growth in the Saudi telecoms
recent growth in mobile service market has been brisk. This growth has been driven by mobile service, which now accounts
has been very strong for a substantially greater portion of the overall telecoms market than fixed-line service. As

reported by the national regulator, the CITC (Communications and Information Technology
Commission), there were 41.2mn mobile accounts in Saudi Arabia at the end of Q3 20009,
more than double the level of 19.7mn at the end of 2006. By contrast, fixed-line connections
grew from around 3.8mn to 4.1mn over the same period. (Note: our own estimates of
telecoms subscriptions at the end of Q3 2009 differ slightly from the CITC’s figures.) Fixed-
line growth has actually been quite respectable, considering that fixed-line connections are
stagnant or declining in many countries; nevertheless, it is clearly far below the growth rate
of mobile.

Figure 6. Growth in subscriptions
Dec-06 Mar-07 Jun-07 Sep-07 Dec-07 Mar-08 Jun-08 Sep-08 Dec-08 Mar-09 Jun-09 Sep-09

Mobile subscriptions (mn) 19.7 21.9 24.4 27.2 28.3 29.7 31.2 33.8 35.9 37.7 39.7 41.4
Fixed-line subscriptions (mn) 3.8 3.9 3.9 4.0 4.0 4.1 4.1 41 4.1 4.1 4.2 4.2
Mobile as % of total 83.8% 84.9% 86.1% 87.3% 87.7% 87.9% 88.4% 89.1% 89.7% 90.1% 90.4% 90.8%
Fixed-line as % of total 16.2% 15.1% 13.9% 12.7% 12.3% 12.1% 11.6% 10.9% 10.3% 9.9% 9.6% 9.2%

Source: Operators, CITC, Al Rajhi Capital

Fixed-line market is clearly While the fixed-line market is more important in terms of value than its share of

smaller than mobile subscriptions would suggest, it is still clearly smaller than mobile. According to the CITC,
aggregate telecoms sector revenues in Saudi Arabia in 2008 were SAR59.9bn. Since this
figure included SAR10.1bn in overseas revenues (overwhelmingly generated by STC),
domestic telecoms revenues were SAR48.8bn (US$13.0bn), up by 28% from SAR38.0bn in
2006 and by 94% from SAR20.0bn in 2001. Mobile communications revenues amounted to
nearly SAR39bn in 2008, and so represented around 80% of total telecoms revenues in that
year. By contrast, mobile communications accounted for only about 40% of the market in
2001, although this proportion had already risen to 74% by 2006.

Disclosures Please refer to the important disclosures at the back of this report. 6
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Even for STC, mobile is rather
more important than fixed line;
and STC accounts for 70% of

the mobile market by revenues

We estimate the value of the
Saudi telecoms market at
around SAR58bn in 2009

Figure 7. Total value of Saudi telecoms market (SAR bn)
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The CITC’s figures correspond reasonably well with estimates we have carried out on a
“bottom-up” basis, i.e. from data published by the operators. Bottom-up estimation of the
value of the Saudi fixed-line and mobile markets is complicated by the fact that STC stopped
publishing a breakdown between domestic fixed and mobile revenues in 2008; it switched
instead to a segment presentation including overseas revenues. However, it is worth noting
that we estimate domestic mobile revenues net of internal interconnect expenses for STC at
SAR26.7bn in 2008, compared to combined fixed-line and data revenues of SAR12.9bn
(again net of internal interconnect expenses). In other words, even for STC — the only one of
the three Saudi operators with material fixed-line operations — mobile revenues were roughly
double fixed-line revenues in that year. We have combined our estimates for STC with total
revenues for Mobily and Zain to give bottom-up estimates of the aggregate value of the Saudi
telecoms market in 2008 and 2009 in the chart below. Note that by our calculation STC
accounted for 70% of the total mobile market by revenues in 2008 — a far higher proportion
than its 53% share of mobile subscriptions at the end of that year. For 2009, we estimate that
STC accounted for 63% of the mobile market by revenues, compared to a 46% share of
subscriptions at the year end. This higher share of revenues reflects STC’s domination of the
higher-value postpaid segment of the market.

Figure 8. Bottom-up estimated value of Saudi telecoms market (SAR bn)

FY2008 FY2009 FY2008 % of total FY2009 % of total
Mobile
STC 26.7 27.2 52.1% 46.7%
Mobily 10.8 13.1 21.1% 22.4%
Zain 0.5 3.0 1.0% 5.2%
Total mobile 38.0 43.3 74.2% 74.3%
Fixed line and data
STC 129 14.6 25.2% 25.0%
Other (est.) 0.3 04 0.6% 0.7%
Total fixed-line and data 13.2 15.0 25.8% 25.7%
Total 51.2 58.3 100.0% 100.0%

Source: Company data, Al Rajhi Capital

As the table shows, on a bottom-up basis we estimate the value of the mobile market in 2008
at SAR38.0bn, which is very close to the CITC’s figure. Our estimate of the value of the fixed-
line market in that year is higher than the CITC’s. We do not know the reason for this; it may
possibly be that the CITC’s definition excludes data. For 2009, we estimate the total value of
the Saudi telecoms market at SAR58bn, split between mobile on SAR43bn and fixed line
(including data) on SAR13bn. Overall, we believe that mobile communications accounts for
74-75% of the Saudi telecoms market by value. Broadband DSL revenues seems to have
grown strongly in 20009, offsetting stagnant or declining fixed-line voice revenues. DSL is the
main reason why combined fixed-line and data revenues grew at a similar rate to mobile in
2009. However, we have some doubt about the sustainability of strong DSL growth.

Disclosures Please refer to the important disclosures at the back of this report. 7
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Penetration is based on SIM
cards, not on human users

Many Saudi residents hold
several mobile accounts;
equally so, inactive accounts
are clearly high

3.5G broadband is the new growth driver in mobile

For the moment, growth in the Saudi mobile market continues. As shown in Figure 6. above,
we estimate that mobile subscriptions increased from 35.9mn at the end of 2008 to 41.4mn
at the end of Q3 — an increase of 5.4mn or 15% in just nine months. We calculate that
reported penetration increased from 128% to 143% over that period. Continuing growth in
subscriptions — particularly for mobile broadband service - seems to have been an important
factor in the strong Q3 2009 revenues reported by Mobily in particular, but by the other
operators also. As we discuss in greater detail later, we believe that mobile growth accelerated
further in Q4 2009, with total subscriptions rising to around 45.3mn and headline
penetration to 154%.

Before proceeding, we should state our opinion that penetration data for Saudi Arabia are
rather suspect. The last census was conducted in 2004, so official population figures strike us
as rather out of date. According to the official data, the population stood at 22.7mn at the end
of 2004; however, the CIA Factbook shows an estimate of 28.7mn for July 2009 (including
5.7mn resident foreign nationals). We have calculated the population by extrapolation
between the two sources. This is the basis of our estimate of 154% penetration by the end of
20009.

Penetration figures are, of course, based on numbers of SIM cards, not numbers of people;
this is the reason why throughout this report we refer to mobile subscriptions or accounts,
rather than subscribers. If mobile penetration exceeds 150%, there can be only two
explanations. The first is that subscriptions data are broadly correct, and that large numbers
of people hold more than one SIM card. This is true in many or most mobile markets around
the world, especially those where prepaid service accounts for the bulk of subscribers (as is
the case in Saudi Arabia, where we estimate that the market is about 83% prepaid). The
second explanation is that subscriptions data are dubious, and that active subscriptions are
well below the headline figure.

Actually in Saudi Arabia we think that both explanations are valid. It seems clear that many
Saudi residents have more than one mobile account. This includes both wealthy Saudi
nationals and expatriate businessmen with Blackberries and i-phones besides their standard
phones at the high end of the market, and lower-income Saudis or foreign guest workers with
several prepaid cards at the other. The emergence of 3.5G mobile service as an alternative to
copper-based fixed-line DSL (“digital subscriber line”) technology for home broadband use is
another factor behind multiplication of SIM cards; demand for mobile broadband service
really seems to have taken off over 2009. With regard to active versus inactive accounts, we
have heard claim and counter-claim from the Saudi telecoms operators about how their
subscriptions data are accurate but their rivals’ figures are not. One reputable source has
even suggested to us that active SIM penetration is below 100%, compared to our estimate of
headline penetration of 154%. We do not propose to discuss this topic in detail in this report.
However, the fact that Mobily has the lowest mobile ARPU of the three Saudi operators
suggests to us that it has the highest proportion of inactive accounts overall. STC’s high
ARPU reflects the unquestioned fact that it enjoys the greatest number of high-value postpaid
mobile subscriptions in the market; judging what proportion of its prepaid subscriptions is
inactive is very difficult. As we discuss later in this report, we are concerned that some of
Zain’s new tariff packages may attract lower-quality users, suggesting that inactive
subscriptions could increase.

Even if active penetration is below 100% - and we doubt that the figure is this low — there is
little doubt that Saudi Arabia has genuinely high mobile penetration. While no one knows for
certain what is the upper limit on mobile penetration, there are several examples of high-
penetration markets where growth has slowed down significantly. We show three below: the
UK, Hong Kong and Singapore. Current reported penetration for these three markets varies
between about 125% and 170%, and so is comparable to Saudi Arabia. As the chart below
shows, penetration growth in the UK mobile market has slowed from late 2007 onwards,
while Singapore has stagnated after strong growth in late 2007 and early 2008. Despite
having the highest penetration, the Hong Kong market continues to grow, but very slowly.

Disclosures Please refer to the important disclosures at the back of this report. 8
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Figure 9. Penetration growth in three developed mobile markets
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Three factors are necessary to One could argue that the UK, Hong Kong and Singapore are simply three developed markets

boost mobile penetration further ~ with no particular relevance to Saudi Arabia other than the coincidence of high penetration.

in Saudi Arabia However, high penetration surely is more than a coincidence. In all three markets, and
indeed in the majority of mobile markets, the reasons for high reported penetration are
similar: multiplication of mobile devices at the high end, and multiplication of SIM cards at
the low end. To be confident that reported penetration can continue to grow in Saudi Arabia
from 143% now, we think it is necessary to assume one or all of three things:

1) strong further multiplication of SIMs among low-income Saudis and guest workers,
2) significant growth in demand for new mobile devices, e.g. the i-phone and the Blackberry,

3) significant growth in the mobile broadband market, partly at the expense of fixed-line
DSL

In the absence in Saudi Arabia, of competition from a fourth licensed mobile operator or
from MVNOs (“mobile virtual network operators”, which so far in the GCC region exist only
in Oman), we think it unlikely that the first of these factors alone can push penetration up to,
say, 175% or 200%. We discuss the second and third possibilities very shortly.

It would be more legitimate, in our view, to point to continued population growth as a key
difference between Saudi Arabia and the UK, Hong Kong and Singapore. The total population
in Saudi Arabia appears to have been growing at 4-5% per annum over the past few years. In
our market forecasts we have conservatively assumed that population growth slows to 3-4%
per annum over the next fiveyears. However, such a growth rate is sufficient to help drive net
additions in the mobile market of approximately 6mn between 2009 and 2014. While on this
basis headline growth in the mobile market should remain eye-catching, growth will be
driven in part by further expansion in the youth population and to an extent also by foreign
guest workers. To ensure that mobile service is affordable in these segments, tariffs are likely
to have to fall, meaning that value growth in the market will be weaker than subscriptions
growth.

As suggested, one potential driver for further penetration growth in the Saudi mobile market
is demand for new mobile devices. The i-phone and similar so-called smartphones are
certainly popular in Saudi Arabia; the author of this report can testify to how quickly
i-phones sell out as soon as they appear in mobile operators’ outlets in Riyadh. However,
even in a wealthy market like Saudi Arabia, we expect demand from the likely purchasers of
additional mobile devices — wealthy businessmen and high-end consumers — to prove
relatively limited. While there is significant evidence from other markets that use of
smartphones contributes to strong growth in mobile data volumes, in Saudi Arabia we do not
yet have sufficient evidence to prove this. It could conceivably turn out that proliferation of
new mobile devices at the high end of the market simply spreads an existing user’s ARPU
among several SIMs, meaning that reported penetration rises but that value growth in the
market is limited.

Disclosures Please refer to the important disclosures at the back of this report. 9
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Surging mobile broadband set to overtake fixed-line DSL

: . . To our mind, the more interesting question is the potential for further growth in mobile

The biggest po_tentlal _dr'ver of broadband — or, more specifically, in 3.5G HSPA service, which offers an effective alternative

further growth is mobile to fixed-line DSL. There is strong demand for internet access in Saudi Arabia, not least

broadband, which has surged because the internet is an important medium of entertainment in a country where

over the past couple of quarters  opportunities for entertainment are few. Fixed-line broadband in Saudi Arabia is almost
exclusively DSL; there is no access via cable TV (which does not exist in the Kingdom), and
direct fibre connections are thus far confined essentially to large corporate users. While
penetration remains low, both DSL and mobile broadband have grown strongly over the past
couple of years, especially recently. Indeed, mobile broadband subscriptions appear to have
accelerated rapidly over the last couple of quarters. This is very difficult to demonstrate due
to poor disclosure of mobile broadband subscribers by the operators. Official CITC statistics
showed 1.84mn broadband accounts in Saudi Arabia at the end of H1 2009, of which fixed-
line DSL accounted for 1.16mn and broadband mobile (including WiMAX) and other services
for the remainder, i.e. for 0.68mn. By the end of Q3 2009, according to CITC data published
on 19th December, total broadband accounts had risen to 1.99mn, split between 1.24mn DSL
subscriptions and 0.75mn subscriptions to broadband mobile, WiMAX and other services.

Historically, the CITC’s figures for DSL tally well with the indications provided by STC in its
quarterly and annual results. Based on the official figures from the CITC and indications from
all three Saudi operators, we accept that there were indeed around 1.84mn broadband
accounts in Saudi Arabia at the end of H1 20009, split between DSL on 1.16mn and all other
services (mostly 3.5G mobile) on 0.68mn. However, according to the statement
accompanying the release of STC’s Q3 results to the Saudi stock exchange, the company had
2.3mn combined broadband subscriptions at the end of Q3. Even assuming significant DSL
growth, this suggests that STC had at least 1.0mn broadband mobile subscriptions by the end
of Q3 — compared to the CITC’s figure of 0.75mn for the whole market!

We cannot explain the discrepancy between the CITC’s figures and the indications from STC
and the other operators. Nevertheless, we believe that mobile broadband accounts surged in
Q3, and suspect that the CITC’s figures understate mobile broadband accounts at the end of
both H1 and Q3. Mobily reported 600,000 HSPA subscriptions for the end of H1 and
800,000 for the end of Q3. STC does seem to have made a big push in mobile broadband in
recent months, while for its part Zain KSA staged a soft launch of HSPA service over the
summer and we believe that it had won around 200,000 customers by the end of Q3. Based
on our estimates, combined broadband subscriptions reached 2.06mn at the end of Q2 and
2.69mn at the end of Q3, including 0.85mn and 1.40mn mobile broadband subscriptions
respectively. While DSL has continued to grow at a steady pace, mobile broadband seems to
have taken off.

We estimate that mobile We believe that the acceleration in Q3 2009 continued in Q4. Mobily announced at the end of
broadband accounts jumped December that it had reached 1.0mn mobile broadband accounts. We do not have good

from 0.85mn at end Q2 2009 to indications for STC, but estimate that it had reached the 0.6mn mark. Zain KSA, which had
2.00mn by end Q4 2009 around 4.4mn accounts at the end of Q3, must have seen very strong growth in over the first

two months of Q4, since the company announced in a statement in December that it had won
over 6.0mn subscriptions by the end of November. The key factor behind this growth appears
to have been Zain’s launch of a popular new international calling package. However, we think
mobile broadband subscriptions also grew strongly, and consider that Zain’s launch of pay
per day broadband service on 12th December will have further boosted demand. On this basis
we estimate that total mobile broadband accounts surged to 2.00mn by the end of Q4 2009,
and that combined broadband accounts including DSL and other services reached 3.45mn.
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Figure 10. Combined fixed-line and mobile broadband subscriptions in KSA
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Before proceeding, it is worth noting two points. Firstly, as Figure 10 above clearly illustrates,
we believe that mobile broadband overtook fixed-line DSL in Q3 2009, and that it pulled
further ahead in Q4. Secondly, until recently Mobily claimed market share of mobile
broadband accounts of over 80%. While Mobily remains the clear market leader, we believe
that its market share had dropped to 50-55% by the year end.

We expect strong latent How fast can mobile broadband service continue to grow? In Saudi Arabia, we believe that it
demand for broadband service can grow much further, principally because fixed-line DSL is still relatively underdeveloped.
in Saudi Arabia to be met By our calculation, there were 1.25mn DSL connections at the end of Q3 20009, a figure which

is very close to the CITC data; we estimate that DSL accounts reached 1.41mn by the end of
Q4 (an estimate which appears to be supported by STC’s recently published 2009 results).
Figure 10 above understates the importance of broadband DSL relative to broadband mobile
in one important respect, since one DSL line can serve a household rather than an individual.
Households in Saudi Arabia are large by international standards, with 5-6 members on
average, although household size appears to have been declining steadily (it was around 10
thirty years ago). Comparing our estimate of 1.41mn DSL connections currently to our
estimate of 5.11mn households in the kingdom suggests a current DSL penetration rate of
28%. While this is a much higher figure than DSL penetration relative to the population as a
whole of just 5% or so, it still means that a large segment of the population is unserved by
fixed-line broadband. We think that strong latent demand for broadband service from this
underserved market will be met primarily by 3.5G mobile.

primarily by 3.5G mobile

We forecast headline mobile It seems quite reasonable to compare Saudi Arabia with the other countries of the GCC
penetration of 217% within five region. According to Zain KSA, mobile penetration rates in the major GCC countries at the
years end of Q3 2009 varied between 122% for Saudi Arabia at the bottom and 262% for Qatar at
the top. We have commented on the reasons for widely varying estimates of mobile
penetration in Saudi Arabia and regard Zain’s figure for that market as too low. More
important, in our view, are the penetration rates for the other countries. By comparison with
those markets, we have assumed that headline penetration in Saudi Arabia can rise from our
current estimate of 142% to over 200% by the end of 2012 and to 217% by the end of 2014
(i.e. five years from now), before slowing gradually to reach 225% by 2020. In absolute terms,
this implies an increase in mobile accounts from 41.4mn at the end of Q3 2009 to 76.7mn by
2014, and to 92.3mn by 2020. We expect mobile broadband to be one of the most important
drivers behind this growth.
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We expect 3.5G to create
incremental growth in the
mobile market; however, it may
cannibalise fixed-line DSL

STC’s investment in NGN fixed-
line technology should
eventually create new growth
opportunities...

...but for the next few years we
think fixed-line service will
continue to lose ground to
mobile

Figure 11. GCC countries: mobile penetration rates according to Zain

Qatar

Bahrain
Oman
Kuwait

Saudi Arabia

0% 50% 100% 150% 200% 250% 300%

Source: Zain, WCIS 2009

A key point to stress about mobile broadband is that we expect it to create incremental
growth in the mobile market, i.e. growth that would not otherwise have materialised. In
telecoms and other industries, “cannibalisation” is the term used to describe the replacement
of revenues from one product or service by revenues from a newer product or service. We do
not expect mobile broadband to cannibalise existing voice and simple data (largely text
messaging) revenues; rather, we expect all three services to grow together. If mobile
broadband does cannibalise an existing telecoms service, it will be fixed-line DSL. The
company which has most to fear from potential slowdown in DSL is, of course, STC, which is
the only of the three large operators to offer fixed-line service in a major way.

Our argument here is contentious. STC completely dominates the fixed-line broadband
market in Saudi Arabia, and this is very unlikely to change significantly for some time.
Moreover, in common with many other incumbent telecoms operators STC has ambitious
plans to strengthen its position in the fixed-line market by investment in a “next-generation
network” (NGN). This involves phased replacement of existing fixed-line infrastructure over
a four year period between 2009 and by 2012. On completion, the NGN should permit
substantial operating cost savings as the new network equipment will require less
expenditure on repairs. It should also facilitate both the delivery of faster broadband speeds
— potentially up to 100 gigabytes per second — and the introduction of new services such as
IP-TV.

We have little doubt that the NGN will create new growth opportunities for STC from about
2012 onwards. Fixed-line technology is much better-suited than mobile technology to the
transmission of data at very high speeds, and so it will probably always be superior to mobile
for high-bandwidth applications such as video and television. Only STC, therefore, is likely to
be able to offer such applications in bulk; and this is one reason why STC should remain the
telecoms provider of choice for large business and public-sector customers and for very high-
end consumers. On the other hand, the fixed-line market today is considerably smaller than
the mobile market, and in a developing market like Saudi Arabia we see only a very limited
potential market for new and expensive services such as IP-TV for the next few years. We
expect the domestic fixed-line voice market to shrink steadily as traffic volumes are lost to
mobile; moreover, although we presently forecast strong growth in fixed-line data due to
DSL, there is a risk that this growth will not materialise if mobile broadband cannibalises
DSL sufficiently. In other words, we think prospects for the fixed-line market are more likely
to deteriorate than improve over the next few years. In the near term, we continue to see
mobile service as the winner.
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High RPM means prices are at risk

Our statement above that we expect mobile broadband to create incremental revenue growth
in the wireless segment of the telecoms market implies that we do not expect the spread of
mobile broadband in itself to result in dilution of ARPU. This contrasts with growth in
headline penetration achieved through proliferation of SIM cards at the low end of the mobile
market. In this case, one customer’s usage is simply spread among several accounts, meaning
that ARPU is diluted and that total market value is unchanged.

We expect mobile market That said, we do expect aggregate mobile market ARPU to decline over the next few years.
ARPU to decline over the next We expect the contribution from mobile broadband and modest volume growth in voice
few years service resulting from price reductions (in economic terms, elasticity of demand benefits) to

drive compound annual revenue growth of 9-10% in the Saudi mobile market between 2009
and 2014, compared to our estimate of 14% growth for 2009 over 2008. However, we expect
growth in accounts and price reductions to push down ARPU from our estimates of SAR100

and SAR91, for 2008 and 2009 respectively, to SAR82 in 2010, and from that level to SAR75

by 2014.
Figure 12.1 Saudi mobile market: forecasts for penetration and Figure 12.2 Saudi mobile market: forecasts for revenues and
accounts ARPU
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Saudi mobile pricing is high by The discussion of ARPU leads us to another important issue: Saudi mobile pricing is high by

the standards of developing the standards of developing markets. Mobile pricing is traditionally measured by ARPU, and

markets usually calculated on a monthly basis. Multiplication of SIM cards around the world has
reduced the reliability of ARPU data, since they are calculated on a per-SIM rather than a
per-user basis. As noted, we estimate aggregate ARPU for the Saudi telecoms market at
SAR100 (US$26.7) for 2008 and at SAR91 (US$24.2) for 2009. While not high by the
standards of developed countries, this is well above the level of many or most emerging
markets. For example, ARPU in China is only around US$11, while in India it is just US$4-5.
On the other hand, ARPU in the various UAE countries, Kuwait and Qatar is substantially
higher than in Saudi Arabia, at US$36-60.

High ARPU in the GCC countries naturally partly reflects high GDP per capita in the region.
The tables and charts below show the relationship between ARPU and GDP/capita in a
selection of developed and emerging markets. ARPU ranges from 0.4% of GDP in Qatar — the
country with the second highest GDP per capita in the world afte