Europe’s telecommunication/ICT markets and trends 2003/2004

EUROPE & CIS’S TELECOMMUNICATION/ICT MARKETS AND TRENDS
1. Liberalized, private & competitive

Europe & CIS has developed into the region with the highest degree of liberalization, privatization
and competition in its telecommunication sector. While by 2004 the majority of countries (54
percent of countries worldwide) had opened up their basic telecom service markets to competition,
Europe & CIS took the lead. Competition to the European incumbents is the norm and some 85
percent of local markets, 73 percent of long distance markets and 74 percent of international
markets are open to other operators* (Figure 1, top left). At the same time Europe & CIS leads in
terms of privatization and has the highest percentage of partly or fully private incumbents (Figure
1, top right).

Europe & CIS also leads in the generally more liberalized telecommunication markets. By 2004,
ninety-four percent of the region’s cellular mobile services had been opened to competition,
compared to 92 percent in Africa, 75 percent in the Americas, and 69 percent in Asia-Pacific and
the Arab States (Figure 1, bottom left). Europe & CIS remains the only region in the world with a
one hundred percent competitive ISP market (Figure 1, bottom right).

Figure 1: Europe takes the lead: liberalization, privatization & competition

Level of competition for basic services, by global region, 2004 (top left) and percentage of countries with partly or fully
private incumbents, by global region, 2004 (top right). Level of competition in cellular mobile services, 2004 (bottom
left) and Internet services, 2003 (bottom rig_;ht).
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Source: ITU World Telecommunication Regulatory Database. Note: Europe refers to Europe & CIS.

1 ITU. Trends in Telecommunication Reform 2004/2005.
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2. Fixed line stagnation...

The total number of main telephone lines in Europe & CIS has shown a minimal growth rate -
below one percent - for several years and the number of main lines reached its peak in the Baltic
States and Western Europe in 2001, when it stood at 223 million (Figure 2, left). Between 2001
and 2003 a total of 22 states (42 percent of all those in Europe & CIS) registered a negative growth
rate in fixed lines and only eight countries had growth rates of more than four percent. Despite
these developments the region remains the global leader in terms of fixed line penetration.

In a number of countries stagnation in the fixed line market is partly due to saturation. In Western
Europe, overall fixed line penetration rate stands at 56 percent, with most households owning a
telephone line (Figure 2, right).

An important issue, and a potential threat to fixed line operators, is the fixed to mobile substitution
(FMS), that is, the use of mobile phones instead of fixed phones for calls or access. FMS may take
different forms, and is not always clearly measurable (unless through household surveys), and
interpretations and predictions about its scale and impact vary. Although the relatively stable
number of fixed lines in Western Europe suggests that few users are actually ‘cutting the cord’, a
recent EU commissioned survey suggests that some new European users are going ‘straight to
mobile’. According to the 2003/04 survey “an increasing number of households have one or more
mobile phones without owning any fixed line: while the average of households without any fixed
line is 15%, this proportion reaches 33% in Finland and Portugal’®>. FMS seems to be an even
greater issue in the lower-income regions of Europe & CIS and fixed line growth rates remain low
even in countries where penetration levels have not reached saturation. The Commonwealth of
Independent States (CIS), which at a modest 3.8 percent in 2003, showed the highest fixed line
growth rate, had only 21 fixed lines per 100 inhabitants. Much higher growth rates in the mobile
market, 89 percent in CIS in 2003, suggest that many users choose to have access to a mobile
phone only. In the Baltic States mobile overtook fixed in the year 2002. Since then fixed line
penetration has stood at some 30 percent and actually decreased by almost eight percent in 2003.
Mobile growth rates, in contrast, remained strong at some 30 percent in 2003, with penetration
exceeding 62 percent.

Figure 2: Fixed line stagnation
Fixed line penetration over time (1993-2003) by global region( left) and percentage of households with telephone
\Western Europe, 2003
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Source: ITU World Telecommunication Indicators Database.

2 The survey, which was carried out for the European Commission, was based on a sample of 44’219 respondents in
127 regions, being representative of the total population of the 15 pre-accession EU Member States by demographics
and regions. The interviews were carried out between the end of 2003 and the beginning of 2004. See
http://europa.eu.int/information_society/newsroom/cf/itemlongdetail.cfm?item_id=1347.

2



Europe’s telecommunication/ICT markets and trends 2003/2004

One of the main reasons why the mobile phone has challenged the fixed line has been the
dramatic drop in prices, triggered by major competition in the mobile sector. In some countries,
such as Denmark and Finland, the gap between fixed and mobile prices has considerably shrunk.®
With the decreasing difference in prices, fixed line operators are losing traffic and revenues to the
mobile sector. The trend highlighted by the majority of 2004 financial reports in the
telecommunication industry showed: lower fixed network voice telephony revenues versus higher
mobile and broadband revenues. Germany’s Deutsche Telekom AG - Europe’s largest telecom
operator — reported a 4.4 percent drop in its fixed line unit, T-Com. This loss, brought on by
stronger competition and price pressures, was offset only by strong growth in the broadband (DSL)
market.” In France, the fixed line telephony market has dropped continuously since 1998, with a
4.1 percent fall in value and 4.2 percent drop in volume (minutes) in 2003. But, according to ART,
the French regulator, ‘growth of around 12 percent in value in the mobile telephony and Internet

business easily offset the structural decline in the fixed line market”.

Similar trends can be observed in other parts of Europe. In Central and Eastern Europe, revenues
from fixed line services are generally decreasing and contrasted by growth in the mobile and
broadband market. In 2004 Cesky Telecom, the Czech incumbent, posted a 12 percent increase in
revenues from data, internet and value-added services while fixed line voice revenues dropped by
25 percent®. In Slovakia, the incumbent registered an overall decrease of revenues of 5.2 percent
in the first nine months of 2004 due to declining fixed line revenues.’

Operators are not only facing competition from the mobile sector, alone. For the first time in
several years, the EU in 2004 recorded an increasing number of new market entrants. Competition
increased particularly in the new member states, where fixed line penetration lies below the EU15
average, suggesting that operators see a business case and margins for lower prices. (Figure 3,
left). Overall these developments have led to a decline in incumbents’ market share (Figure 3,
right), a higher degree of competition, and lower prices. In Poland, for example, incumbent
Telekomunikacja Polska (TPSA) has lost one-fifth of its local and international long-distance fixed
line market since the introduction of competition and lower prices offered by new operators. TPSA
has reacted by cutting its own prices.?

These developments have generally taken place to the benefit of consumers who have seen fixed
line prices drop and customer choice and services increase. These include tailored pricing
packages and a growing number of countries that offer fixed line portability.

% Northstream. Growing the mobile voice market. November 2004.
4 Deutsche Telekom. http://www.telecomdirectnews.com/do.php/120/12093
® Autorité de Régulation des Télécommunications (ART). Annual Report 2003. Available at www.art-telecom.fr

6 Cesky Telecom. 2004 Audited Financial Results. 21.03.2005. See:
http://www.telecom.cz/infocentrum_e/tiskove centrum/tiskove zpravy/clanek.php?tz=21032005 1

7 Wood. Monthly Economic Review. Slovakia. November 2004. See:
http://www.wood.cz/report_files/Monthly%20Political%20and%20Economic%20Review%20-Oct04.pdf

8 Global News Analysis. Poland: Competition cuts call costs. 08 July 2004. See:
http://www.ebusinessforum.com/index.asp?doc_id=7074&layout=rich_story
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Figure 3: Competition from within
Estimated number of fixed operators in EU25 & EU15, 1998-2004 (left) and EU 15 incumbents’ average market share
on the voice telephony market, based on revenues, 2000-2003 (right)
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Source: European Commission.

With fixed line operators currently struggling for market shares and revenues, future developments
in the sector will depend on a number of factors, including the development of new technologies,
such as converged fixed-mobile products® or other bundled services, such as TV over ADSL™.
Particularly in the near future, it will also depend on the ability of mobile networks to provide high-
speed Internet access. Until users can easily, and at comparable price and quality, access the
Internet over their mobile phone, users will not relinquish their fixed line. This is particularly true in
a region where around 90 percent of broadband is delivered over xDSL technology. However,
even where the need for fixed lines to support Internet access will limit the decline in fixed lines in
the short term, this will not prevent an aggressive battle for voice minutes between fixed and
mobile operators.

° An example for a converged fixed-mobile product is BT’s Bluephone, a single phone that will combine fixed and
mobile networks. For more information, see: http://www.btplc.com/Innovation/Mobility/everywhere/

1% TV over ADSL represents another incentive for customers to keep (or install) a fixed telephone line. This service,
provided, for example, in France, bundles video, broadband Internet, and voice services. See World Market Research
Centre. March 30, 2005. France: Operators Line Up for TV over ADSL in France

4




Europe’s telecommunication/ICT markets and trends 2003/2004

3. ...versus continued mobile growth

Europe & CIS leads the world in terms of mobile penetration rates. At the end of 2003 the most
liberalized mobile market had just over 475 million mobile subscribers and a penetration rate of
54.6 percent. This compares to 6.2 percent in Africa, 34.8 percent in Americas, and 16 percent in
Asia-Pacific (Figure 4, top left). By the end of 2003 more than three quarters of the countries in the
region had more mobiles than fixed lines and Italy and Luxembourg were the first to surpass the
theoretical saturation point of 100 percent (Table 3). Since then other countries, including Finland
and the Czech Republic, have followed. Even countries with mature penetration levels continue to
show growth, indicating that saturation levels in the mobile market might be difficult to estimate for
a number of reasons (Box 1).

The main digital (as well as economic) divide in Europe & CIS is between Europe’s Baltic States,
CEE, and Western Europe on the one hand and CIS on the other hand. In 2003 almost half of the
CIS countries - Armenia, Kyrgyzstan, Tajikistan, Turkmenistan and Uzbekistan - had penetration
levels under five percent. The CIS average remains at a very low 17.1 percent (Figure 4, top right)
and in only two CIS countries — Azerbaijan and Georgia - mobile had slightly overtaken fixed line
penetration. At the same time the region with the lowest mobile subscribers per 100 population has
by far the highest growth rates, an average of 99.4 percent. Tajikistan leads at 441 percent growth
rate between 2001 and 2003. It is also noteworthy that a number of CEE countries have mobile
penetration levels close to or even higher than those of Western Europe. In 2003 the Czech
Republic stood out with 96.5 percent, followed by Slovenia (87.1 percent) and Hungary (76.9
percent). Poland and Turkey (the two largest CEE countries in terms of populations) are still
lagging behind, with mobile penetration rates of 45.1 and 39.4 percent, respectively. Together the
two countries represent an untapped market of around 60 million potential users.

Figure 4: Europe leads in mobile penetration

Mobile penetration rates, by regions, 2003 (left) and mobile penetration rates within Europe & CIS, 2003 (right)
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Source: ITU World Telecommunication Indicators Database.

Another example for continued market opportunities is Russia. Europe’s market with the most
potential in terms of population more than doubled the number of mobile subscribers in 2004, from
36.5 million to 74.4 milion."* The country’s poor fixed line network and lack of infrastructure
investment has opened up opportunities for three large operators (representing close to 90 percent
of the market) and 60 small operators (Figure 5). High growth in 2004 has allowed Russia to
overtake Germany, France, Spain and the UK and to become the largest mobile market in Europe

11 Jason & Partners Management Consultancy. Russian Cellular Market Watch. December 2004.
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& CIS. However, the country’s overall mobile penetration rate of close to 52 percent conceals a
major national digital divide, with the majority of subscribers concentrated in urban centers.

Increased competition in the mobile market has
Figure 5: New markets in Russia: 8.3 | drastically decreased the price for mobile services
million new mobile subscribers in one | and the difference between fixed and mobile
sy . . prices has narrowed dramatically over the last
Operators’ market share of 8.3 million new mobile . . .
subscribers during December 2004 decade. In Germany a price index comparison for
fixed and mobile telecommunication services
shows that over the last decade the country’s
fixed line prices have decreased by 23 percentage
points, compared to 57 percent for mobile
services.” While the cost for mobile calls remains
higher than those made on the fixed line network*®
a longer and often more intense price war in the
mobile sectors across Europe & CIS markets has
narrowed the price gap.
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Top-7
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Despite already high penetration levels and lower
prices, mobile operators across Europe & CIS
continue to benefit from major profits and together
with the broadband sector, the mobile market was

Source: Jason & Partners Consultancy.

2003/04’s biggest subscriber growth and revenue
engine. In 2004 the European Union reported an average of seven percent growth for its member
states and revenues from mobile services exceeding those of fixed voice services™. Most
operators highlight that increasing subscriber numbers and growing average volumes per user
have helped to sustain growth rates. In 2003 the French mobile sector grew by no less than 12.6
percent in value, triggered largely by a growing call volume (up 21.2 percent in 2003)™. In the UK,
households increased their average mobile calls from 10 minutes in per household in 1999 to 27
minutes in 2003. And for the first time the average household expenditure on mobile services in
the UK exceeded those on fixed voice services.”® In Russia MTS, the country’s largest mobile
operator,ﬂadded another 7.4 million customers to its subscribers base during the first nine months
of 2004..

While many mobile operators have focused increasingly on non-voice services to enhance their
revenue, voice services still account for the lion’'s part of revenues in most European & CIS
markets. In the Dutch market, data revenues represented between 12 and 16 percent of operators’
total mobile service revenues.'® In Poland, TP Group, Poland’s leading telecoms provider, reported
SMS revenues increase by 32 percent over the year but still only amounted to 14.5 percent of
blended ARPU in the fourth quarter of 2004."

12 Statistisches Bundesamt Deutschland. See http://www.destatis.de/indicators/d/tpi001jd.htm .

13 1t should be noted that it is difficult to directly compare fixed and mobile prices, given varying pricing packages, the
bundling of services, and the provision of different services, such as SMS.

14 Commission of the European Communities. Communication from the Commission to the Council, the European
Parliament, the European Economic and Social Committee and the Committee of the Regions. European Electronic
Communications Regulation and Markets 2004.

15 Autorité de Régulation des Télécommunications (ART). Annual Report 2003. Available at www.art-telecom.fr

16 OFCOM. The Communications Market 2004 — Telecommunications. Available at:
http://www.ofcom.org.uk/research/cm/cmpdf/telecoms. pdf

1 Mobile TeleSystems (MTS). Q3 2004. Financial and Operating Results. Management Presentation. November 2004.
Available at: http://www.company.mtsgsm.com/

18 World Market Research Centre. March 24, 2005. Europe Regional: Day of Reckoning for Mobile Data

19 TP Group. Full Year Results 2004. Available at: http://www.tp-
ir.pl/files/en/TPGroup_FYO4results_20050210_ver2.pdf
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Within the data market, SMS continues to dominate, despite high expectations for MMS uptake,
which, so far, have not materialized. While in 2004 the French SFR subscribers sent six times
more MMS than in 2003 — 35 million in total — this still only amounted to less than ten percent of
the number of SMS sent by the French operator's customers.”® The overall level of MMS use and
related revenues in Europe remain small and while the number of SMS has increased dramatically
of the last few years, MMS is still in its infancy.

Box 1: Mobile penetration beyond 100267

By the end of 2003 mobile penetration in Italy and Luxembourg had passed 100 per cent, meaning that there were
more mobile phones than people. Since then other countries in Europe have followed, including Finland, Sweden and
the Czech Republic. The theoretical saturation point ought to be around 85 — 90 per cent, assuming that some children
are too young to have a mobile phone, and some people would not choose to own one. Even allowing for extraneous
factors, like tourism or migrant workers, there should be some sort of limit. Nevertheless, mobile phone ownership,
even in the most advanced economies, continues to grow. Despite already high penetration levels of above 90 percent
in 2003, Sweden and Spain continued to have two digit growth rates (10. percent and 11.2 percent, respectively) in
2003.

There are several factors at play in countries with 100 plus mobile penetration rates, causing mobiles to surpass the
supposed saturation point:

--An individual user may own more than one mobile phone (e.g., one for home use and another for business);
--An individual user may have more than one mobile service account, especially where prepaid is popular.

--Mobile phone service providers may have different policies on when a prepaid account is no longer considered active.
Thus, there may be some double counting of subscribers. Czech mobile operators, for example, include those SIM
cards from which no calls have been made for up to one year.

In the longer term, though, the saturation rate may prove to be illusory. Families in the future may own several
devices with mobile communicating ability built in. We are entering an era of pervasive computing and
communications in which the majority of calls will be made from one machine to another. Mobile communicating
devices will be used in a wide variety of fields, from healthcare, to personal security, to lifestyle convenience.

Box Figure 1: More mobiles than people

Top 10 economies ranked by mobile subscribers per 100 inhabitants, end 2003, world

Top 10 economies ranked by mobile penetration,

Taiwan, China | |110.8
Hong Kong, China | | 105.8

Czech Rep. | | 96.5
iceland | | 95.6
Israel | | 95.5

Spain | | 916

Norway | | 90.9

Portugal ] | 90.4

Source: ITU World Telecommunication Indicator Database

By 2005 third-generation (3G) high-speed networks and services have been launched in the large
majority of Europe & CIS countries. According to a report by the European Commission, the 25 EU
countries were home to 2.6 million 3G subscribers by the end of 2004, with at least 43 per cent 3G
population coverage. This represents only a fraction and less than one percent of the EU’s total
mobile subscribers. On the user side, few have yet turned their third generation cellular phones
into  minicomputers. While the technological developments allow for highly sophisticated
applications, users have encountered a number of tarriers. Devices are still not user-friendly

2 World Market Research Centre. March 24, 2005. Europe Regional: Day of Reckoning for Mobile Data
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enough and remain unreliable for customers. Other cited problems include complicated billing
systems and limited network coverage. Research undertaken by the UK'’s regulator, Ofcom,
recently revealed that only twelve percent of existing mobile phone subscribers were considering a
3G phone over the next 12 months (Figure 6).

While current statistics put the media hype
surrounding 3G somewhat into perspective,
developments may evolve rapidly, particularly
given more and more operators’ efforts to
increase the number of 3G subscribers. In

Very likely Sweden operators offered a variety of incentives
Fairly 4% N/A to increase the number of 3G subscribers and by
likely 4% November 2004, some six percent of the
8% country’s mobile subscribers were using 3G
services?

Figure 6: How likely are UK mobile phone
users to get a 3G phone?

Proportion of replies by UK adult mobile phone
owners, 2004

A recent report by Telecommunications
Management Group (TMG), analyzing countries’
uptake in using mobile handsets to download
entertainment, exchange picture messages and
Not very likely access the_ Internet shows Europe’s st_rong
likely 509% position. While Asia’s Japan and the Republic of
25% Korea take the lead, seven out of the top ten
nations in terms of mobile Internet access are
European. Within Europe, France has the highest
percentage of the population that uses a mobile phone to access the Internet. The Nordic countries
are highly represented, with Sweden, Finland, and Norway in the top ten (Figure 7, left).

Not at all

Source: Ofcom.

Europe’s strong position in the mobile world is further exemplified by the number of large operators
that it has produced. Measured by subscribers, five out of the top ten operators worldwide are from
Europe. While China Mobile is the operator with the largest number of proportionate subscribers,
the five European operators — from the UK, Germany, France, Spain and Sweden, have,
particularly through their international operations within and outside of Europe, managed to rank
amongst the top ten (see Figure 7, right).

Figure 7: European mobile Internet and mobile operators
Top ten nations by percentage of population using mobile phones to access the Internet, 2003 (left) and top ten
mobile operators by proportionate subscribers, December 2004 (right)
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