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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.Wer egard STCOs
confused, and think that Mobily in particular has taken
advantage of STCOs
position in the domestic market.

Implications

overseas

ditsstr ac

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 driv e
mobile penetration towards 22 0% within f ive years. There are risks, but it is
too early to prep are for a slowdown. S T Cférsign 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, butis hobbled by excessive deb.

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 opportuni tdisegacted. Gompatisons with historical overseas
investment plans in the telecoms sector cast doubt on severalasp ct s o f
expansion str at eg ynayb®3tgronh inithe futars, bunrightt s
now we think it haslost its way at home. Mobily is proving the near -term winner

in Saudi telecoms; Zain is growing fast but remains in clear third place.

STC

Stock conclusions. STC is inexpensiveand its financial stability and d ividend
yield of 6.5% offer support; however, it lacks catalysts for performance. Werate
STC Neutral and set a price target of SARI6.4. Mobily offers strong near-term
growth and is not expensive for a fast-growing operator on a PE of 93x. We rate
Mobily O verweight and set a target price of SARG4.9, implying 39% upside
potential. With net debt 2.4x 2010 sales, we think fair value for Zain is more
than 20% belowthe 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

1,800 A

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
to rise towards 200% within five

years
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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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Page
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/ca pita 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 voi ce 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 tocut
prices further. We think Zain would be most affected by steep price falls in the near term.

17 New opportunities: donot b
17 STC: expansion abroad a costly distraction
STCds growth strategy invol ves mpargansvath t i
historical foreign investment plans in the telecoms sector cast doubt on several aspects of
STCds strategy. STC6s investments may bo:

slightly lost its way at home.

23 Mobily versus Zain: Mobily better-placed
Zainbdbs imaginative tariff pac¥emngogeosth.-have
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

Mobil yés results stand out

STCds results 2009 results were disapp.oi
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 offersvalue, yi el d i s
chief attraction
31 STC

We value STC using both longrun 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 fastgrowing 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 impressie 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 ETELEY
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 From a stradegnc per sfipepti ve, kebhhasnBichtodi t el ec
GDP/capita very favourable 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 servicg this is one of the factors behind the
countryds high |l evels of ARPU (average revenu

High market concentration is
also positive

It is also important to note that the Saudi telecoms market is quite concentrated. Market
concentration is often measured using the Herfindahl -Hirschman Inde x 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. 4
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Figure 5.1 Saudi mobile market share (12/09 est.) Figure 5.2 HHI Index
Company Sum of square of mkt. shares
STC 2,154
Mobily 1,618
Zain 179
HHI score 3,950
B STC " Mobily ®Zain
Source: Company data, Al Rajhi Capital Source: Company data, Al Rajhi Capital
We expect strong penetration However, a slightly closer look at the market reveals potential grounds for concern. Probably
growth in Saudi Arabia to the key issue for the Saudi telecoms operators is the outlook for the domestic mobile market,
continue, though a sudden which has been the predaminant source of growth in the sector over the past few years. By

our estimate, domestic SIM penetration stood at 154% at the end 0f2009, 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 th ere is
clearly a risk of asudden, sharp slowdown.

slowdown cannot be ruled out

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.
Saudi telecoms operators face The combination of high reported penetration and the possibility of significant pressure on
a strategic dilemma prices confronts the Saudi operators with a strategic dilemma. Should they focus onboosting

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 havechosen the first path, while we would argue
that STChas chosenthe secondwith a strategy focused on expansion through international

expansion and acquisition. The second section
strategies, but with a particular focusonthest r engt hs and weaknesses C
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. T he 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. comparisms
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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Poor information complicates
analysis of the Saudi telecoms
market

But there is no doubt that
recent growth in mobile service
has been very strong

Figure 6. Growth in subscriptions

Mobile market:
data can drive growth further

Mobile data to push penetration towards 220%

Any discussion of the Saudi telecoms market must start with the warning that paucity of
information complicates analysis. This is not simply a facile statement: disclosure of
operating data by the Saudi telecoms operators is the poorest that tte 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

This caveat notwithstanding, there is little doubt that recent growth in the Saudi telec oms
market has been brisk. This growth has been driven by mobile service, which now accounts
for a substantially greater portion of the overall telecoms market than fixed -line service. As
reported by the national regulator, the CITC (Communications and Inf ormation Technology
Commission), there were 41.2mn mobile accounts in Saudi Arabia at the end of Q3 2009,
more than double the level of 19.7mn atthe 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
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.

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
smaller than mobile

While the fixed -line market is more important in terms of value than its share of
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 SAR10.1bnin 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 CITCb6s figures correspond r eariehontarbal v wel |
Aibot-upmm basis, i.e. from data pupbstimasohethe by t h
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. Howeverit 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 STCi the only one of
the three Saudi operators with material fixed -line operations i 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 i 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 revenuesr e f | ect s STCOs
higher-value postpaid segment of the market.

domi

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 bottomup basis we estimate the value of the mobile marketin 2008

at SAR38. 0bn, whi ch i s v er \estimdteofshe value of thehfieed-C|1 T C
line marketinthatyearishi gher than the CITC6s. We do not
possibly be that the CIl Fo€Z089, wkedtimateithe fotal malueof c | ud

the Saudi telecoms market at SAR58bn, split between mobile on SAR43bn and fixed line
(including data) on SAR13bn. Overall we believethat mobile commu nications accounts for
74-75% of the Saudi telecoms market by value. Broadband DSL revenues seems to have
grown strongly in 2009, offset ting 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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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 Q37 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 1 particularly for mobile broadband service - seems to have been an important
factor in the strong Q3 2009 revenuesreported 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 isthe basis of our estimate of 154% penetration by the end of

2009.
Penetration is based on SIM Penetration figures are, of course, based on numbers of SIM cards, not numbers of people;
cards, not on human users this is the reason why throughout this report we refer to mobile subscri ptions or accounts,

rather than subscribers. If mobile penetration exceeds 159%, 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 8% prepaid). The
second explanation is that subscriptions data are dubious, and that active subscriptions are
well below the headline figure.

Many Saudi residents hold Actually in Saudi Arabia we think that both explanations are valid. It seems clear that many
several mobile accounts; Saudi residents have more than one mobile account. This includes both wealthy Saudi
equally so, inactive accounts 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 08.5G mobile service as an alternative to
copper-basedfixed-lineDSL( Aidi gi t al s ubscr ifdleome Hroadbandyseis e c h 1
another factor behind multiplication of S IM 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 accurateb ut t heir rivalsdé figures are n
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 overal,STC&é s hi gh
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

Zainbdbs new tariff paquddityggsers suggesting thdt inactwec t | ower
subscriptions could increase.

are clearly high

Even if active penetration is below 100%- and we doubt that the figure is this low i 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



Telecoms T Integrated/Mobile

25 January, 2010 Al Rajhi Capital

Saudi Telecoms Sector aAdloJl cnanlll &

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 coin cidence 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 hig h 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 amo ng 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 Arahia, of competition from a fourth licensed mobile operator or

from MVNOs (fAimobile virtual network operators
in Oman), we think it unlikely that the first of these factors alone can push penetration up to,

say, 1786 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 45% per annum over the past few years. In
our market forecasts we have conservatively assumed that population growth slows to 34%
per annum over the next fiveyears. However, such a growth rate is sufficient tohelp 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 t o 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 iphone and similar so-called smartphones are

certainly popular in Saudi Arabia; the author of this report can testify to how quickly

i-phones selloutassen as they appear in mobile operator
even in a wealthy market like Saudi Arabia, we expect demand from the likely purchasers of
additional mobile devices i wealthy businessmen and high-end consumersi to prove

relatively limit ed. 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 o f

new mobile devices at the high end of the mar
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 potential driver of broadband i or, more specifically, in 3.5G HSPA sewice, 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. Fi xed-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, bot h DSL and mobile broadband have grownstrongly over the past
couple of years, especially recently. Indeed, mobile broadband subscriptionsappear 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 an d other services.

Hi storically, the CITCés figures for DSL tall"
quarterly and annual results. Based on the official figures from the CITC and indications from

all three Saudi operators, we accept that therewere indeed around 1.84mn broadband

accounts in Saudi Arabia at the end of H1 2009, split between DSL on 1.16mn and all other

services (mostly 3.5G mobile) on 0.68mn. However, according to the statement
accompanying the r el eas Baud stockeickadge, th® Bompaayshadl t s
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

ofQ31 compared t o t hego7eannToCtBesvholeimgrketl e o

We cannot explain the discrepancy between the
and the other operators. Nevertheless, we believe that mobile broadband accounts surged in

Q3, and suspect t hatrstatehmmbilchroadbang acdount attheendaf n d e
both H1 and Q3. Mobily reported 600,000 HSPA subscriptions for the end of H1 and

800,000 for the end of Q3. STC doesseem to have made a big push in mobile broadband in
recent months, while for its part Zain KSAstaged 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 Zainb6s | aunch of a popular new i
mobil e broadband subscriptions also grew stro
per day broadband service on 12th December wil 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.

Disclosures Please refer to the important disclosures at the back of this report. 10
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We expect strong latent
demand for broadband service
in Saudi Arabia to be met
primarily by 3.5G mobile

We forecast headline mobile
penetration of 217% within five
years

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 ilustrates,

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.

How fast can mobile broadband service continue to grow? In Saudi Arabia, we believe that it

can grow much further, principally because fixed -line DSL is still relatively underdeveloped.

By our calculation, there were 1.25mn DSL connections at the end of Q3 2009, a figure which

is very close to the CITC data; we estimate that DSL accounts reached 1.41mn by thend of
Q4(an estimate which appears to be suppor

ted b

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 rathe 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 camnections 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.

It seems quite reasonable to compare Saudi Arabia with the other countries of the GCC
region. According to Zain KSA, mobile penetration rates in the major GCC countries at the
end of Q32009 varied between 122% for Saudi Arabia at the bottom and 262% forQatar at
the top. We have commented on the reasons for widely varying estimates of mobile
penetration in Saudi Arabiaand regardZai nds f i gur easfoolow Motea t

mar k e

important, in our view, are the penetration rates for the other countries. By co mparison 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 202 and to 217®% by the end of 2014
(i.e. five years from now), before slowing gradually to reach 225% by 2020. In absolute term

S,

this implies an increase in mobile accounts from 41.4mn at the end of Q3 2009to 76.7mn by
2014, and t0 92.3mn by 2020. We expect mobile broadband to be one of the most important

drivers behind this growth.

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



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

dlollgranll &
Al Rajhi Capital

We expect 3.5G to create
incremental growth in the
mobile market; however, it may
cannibalise fixed-line DSL

STC6s i nvest men-
line technology should
eventually create new growth
opportunitieseé

eébut for the ne
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, fcannibalisati
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 fixedline 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 inthe fixed-l i ne mar ket by i rgeneratibnme nt
net wor k 0This NGINes phased replacement ofexisting fixed-line infrastructure over

a four year period between 2009 and by 2012. On completion, the NGN should permit

substantial operating cost savings asthe new network equipment will require less

expenditure on repairs. It should also facilitate both the delivery of faster broadband speeds

T potentially up to 100 gigabytes per secondi 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 STCshould remain the
telecoms provider of choice for large business and publicsector 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 IPTV for the next few years. We
expect the domestic fixed-line voice market to shrink steadily astraffic 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 m aterialise 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.

Disclosures Please refer to the important disclosures at the back of this report. 12
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We expect mobile market
ARPU to decline over the next
few years

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 resul t in dilution of ARPU. This contrasts with growth in
headline penetration achieved through proliferation of SIM cards at the low end of the mobile

mar ket . In this case, one customerd0s wusage
that ARPU is diluted and that total market value is unchanged.

That said, we do expect aggregate mobile market ARPU to decline over th next few years.
We expect thecontribution from mobile broadband and mod est volume growth in voice
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 4% growth for 2009 over 2008. However, we expect
growth in accounts and price reductions to push down ARPU from our estimate s 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 standards of developing
markets

Source: Company data, CITC, Al Rajhi Capital

The discussion of ARPU leads us to another important issue: Saudi mobile pricing is high by
the standards of developing markets. Mobile pricing is traditionally measured by ARP U, and
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 perSIM rather than a
per-user basis. As noted, we estimate aggregate ARPU for the Saudi tetoms market at
SAR100 (US$26.7) for 2008 and at SAR91L (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 Qataf the
country with the second highest GDP per capita in the world after Liechtenstein on a
purchasing power parity basis i to 2.2% in China. Globally, ARPU/GDP per capita ratios
have converged as telecoms tariffs have fallen, especially in emerging marketsthree or four
years ago, the ratio might have been 45% or even higher in a number of developing markets,
e.g. Indonesia. Based on our estimate of 2009 ARPU data, the ratio for Saudi Arabia was
1.4%, which is slightly above the line of best fit in the chart of ARPU versus GDP per capita by
country below (see chart 9). This is a prima facie indication that Saudi mobile tariffs still have
room to fall, though not b y a great degree.

More significantly, STC has by far the highest ARPU of the three Saudi operators at SAR11L
(US$29.6) by our estimate for 2009, compared to SAR66 (US$176) for Mobily and SAR71

Disclosures Please refer to the important disclosures at the back of this report. 13
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(US$189) for Zain. This substanti al pr e mialuem r ef |
segment of the market. If in the chart of ARPU versus GDP per capita we were to replace

Saudi Arabia by STC, Saudi mobile prices would appear more expensive. Chartd below at

right illustrates this point.

Figure 13. ARPU as a % of GDP per capita (selected countries)
GDP/capita 2008 (purchasing power

parity basis) 2009 est. ARPU (US$) ARPU/GDP per capita (%)
Qatar 110,700 36 0.4%
Kuwait 57,400 60 1.3%
UAE 39,900 48 1.4%
UK 36,500 33 1.1%
Germany 35,400 24 0.8%
France 33,200 49 1.8%
ltaly 31,300 33 1.3%
Saudi Arabia 20,500 25 1.5%
Malaysia 15,200 15 1.2%
China 6,000 11 2.2%
Indonesia 3,900 5 1.6%
India 2,900 4 1.7%

Source: CIA World Factbook for GDP/capita, Al Rajhi Capital for ARPU estimates and calculations

Figure 14.1 ARPU versus GDP per capita (1) Figure 14.2 ARPU versus GDP per capita (2)
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Source: Companies, Al Rajhi Capital Note. We have excluded Qatar from the charts due to its outlying GDP/capita.
We prefer RPM to ARPU as a For many reasons we prefer RPM (firevenue per
guide to mobile price levels Calculating RPM for Saudi Arabia is difficult, since the operators disclose very little

information about MoU. From mar ket sources and our own estimates, we believe that
blended MoU, i.e. weighted average MoU for postpaid and prepaid subscribers, varies
between about 120 minutes and 160 minutes. We think STC is at the top of this range, since it
has the largest and longestestablished base of postpaid customers, including corporate and
other high-end subscribers. We think Mobily is at the bottom, since it has a larger base of
prepaid users than STC and, as a longefestablished operator, probably has a greater portion
of inactive users than Zain. (This helps explain why by our calculation Mobily had headline
market share by mobile accounts of 41%, but revenue market share of only 2% in Q3 2009.)
That said, the gap between the three operators does not appear to be huge; and gconsider
that it is less significant than the gap between postpaid and prepaid usage for each of the
three companies. For example, in the case of STC we estimate blended MoU in ©2009 at
154 minutes. On the assumption that prepaid usage was 80% of the Bended total, we
estimate that postpaid users generated MoU 0f295 minutes, while pr epaid users generated
MoU of 123 minutes.
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High absolute RPM means that
there is room for Saudi mobile
tariffs to fall

Figure 15. Estimated blended MoU for the three Saudi operators
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Based on our estimate of MoU for the three operators, we calculate that aggregate RPM in the
Saudi mobile market stood at around SARO0.60 in 2008, or about 16.0 US cents. By Q1 2009
we estimate that aggregate RPM had slipped to SAR0.3, or about 141 US cents, with a
significant gap between STC on around SARO0.8 and Mobily and Zain on around 0.41 (Note:
over the first three quarters of 2009, we estimate that Zain achieved RPM of SAR0.43-0.46,
which is a noticeable premium to Mobily. However, we believe that RPM for Zain declined to
SARO0.41in Q4 as a result of continuing promotional activity, e.g. its new international call
package.)Again, Saudi RPM is comparable to the levels of developed countriesand is high by
the standards of most emerging markets. To give an extreme example, we estimate thaRPM
in India f ell to around 1 US centin 2009, having been driven down by afierce price war in the
Indian mobile market.

Figure 16. RPM (US cents, 2009 est.) in various developed and developing markets
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As should be ckar from the discussion so far, the fact that Saudi RPM is 1415x Indian RPM
does not necessarily reveal anything, since Saudi GDP/capita of US20,500 is seven times
Indian GDP/capita of US$2,900. However, the fact that Saudi RPM is high in absolute terms
is another prima facie indication that there is room for prices to fall i room which an
aggressive operator may feel tempted to exploit.
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Zain and STC may have an incentive to cut prices

Zain KSA is a young operator which is currently generating substantial start-up losses, and

which i unusually for a no.3 mobile operator i does not have the lowest ARPU in the market.

As such, Zain has a strong neafterm incentive to cut prices in order to win new customers.
Zainds rivals <cl ai m t htiagpricesgaite lceavityp’ somethiigshat b e e n
Zain denies, although promotions such as its onerate roaming plan are clearly a form of

discounting. Ifprice-cut t i ng has b e ehentdsomeektantthe stratagy reay e,
paying off; Zain claims to have taken around 60% of gross additions in the Saudi mobile

market over2 0 0 9 . Paucity of d adnehardta \erys WeZeatimatdtisat ¢ | a i n
Zain won 2.29mn net additions over the first nine months of 20 09, or 43% of the market

total; takingaccount of Zainédés strong Q4, 4mnande3 i mat e
respectively for 2009 as a whole. Degpendingont h e ¢ o nthuanmoycansellation rate it is
conceivable thatZzainbs s har e of wasoorsiderablyhighet thao its shared ofnet

additions.
STC may be forced to cut Looking forward, we think that STC in particular may have an incentive to cut prices
prices to defend its prepaid significantly if it feels that its market share is under significant threat. As noted, S TC has the

highest ARPU of the three operators due to its dominance of the high-value postpaid segment
of the mobile market. STC is in little danger of losing its postpaid customers, given strong
network coverage and high attention to customer retention. H owever, we estimate that STC
also has around 16.7mn prepaid subscriptions (as at the end of Q3 2009). We further
estimate that those prepaid accounts generate ARPU of SAR7T a premium of 64% to our
estimated prepaid ARPU of SAR47 for Mobily and of 51% toour estimate of SAR51 for Zain.
Low-end prepaid customers have little brand loyalty and are highly price -sensitive; we
suspect that the main factors tying prepaid customers to STC are inertia and superior
network coverage (especially in rural or outlying p arts of the country). In other words, we
regard this segment of STCds customer base as
effective way to defend it.

customer base

But Zain would probably be If price levels in the Saudi mobile market do start to fall significantly, what will be the
most damaged by a steep fall in impact? In the medium to long run, the impact might not be negative. This is because Saudi
prices in the near term MoU of 120-160 minutes per month is modest by international standards. A few countries are

lower, e.g. Germany in which MoU is below 100, but there are plenty of developed and
developing markets with much higher usage: for example, the US, China and India all have
MoU of over about 500. Over time, we are confident that lower prices would stimu late
volume growth, although estimating elasticity of demand in the Saudi market is extremely
difficult given the scarcity of data. However, the near-term impact of a significant fall in

prices could easily be highly disruptive, with a sharp slowdown in revenue growth and
pressure on margins. In this event, we believe that Zain would be the worst affected operator,
given that the company is still suffering start -up losses. Cutting prices too heavily might
therefore prove a selfdefeating strategy.
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We are optimistic that mobile broadband service in particular can drive further significant
growth in the Saudi mobile market. However, the combination of 1) the possibility of a sharp
slowdown in penetration growth from cu rrent high reported levels and 2) the possibility of
significant pressure on mobile pricing 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 th ey will be better placed to defend their share of customers and
revenues in the event that growth slows down? Alternatively, should they look for new growth

opportunities in different sectors or markets?

STC: expansion abroad a costly distraction
S T C 6 ateggi$ rather different from that of Mobily and Zain. STC describes its strategy as
FORWARD, described in the chart below. This aims to achieve growth both domestically and
internationally, with domestic growth locally coming from 3G mobile, ADSL, the NG N,
enterprise (i.e. business customers) and wholesale operations. We regard the most important
of these planks as 3G mobile, ADSL and the NGN and we have already discussed them in

varying levels of detail.

Figure 17. STC: FORWARD strategy
What it stands for? Strategy

Fulfil personal

F communication potential By broadly deploying 3.5G technology, expanding convergence offerings and providing top-class customer experience

O Offer wholesale services By pursuing wholesale growth opportunities, by expanding reach and broadening service offering in both the national and regional markets

Reinvent home By offering advanced video and information communication services through promptly introducing retail broadband to the residential sector

R1 communication via rapid deployment and multi-play applications

By achieving distinction across the business sector by broadening enterprise customer base through tailoring integrated and managed

W Win enterprise customers ~ communication solutions

By having confidence in achieving external growth through pursuing telecom-related non-organic growth opportunities inside and outside

A Achieve external growth Saudi Arabia
Re-align for customer

R2 excellence Through keenness on customer Excellence by building customer-centric operating model with aligned people, processes and systems

Derive operational

D efficiencies By optimizing costs and improve efficiency through shared services implementation, and manpower, network and IT optimization

Source: STC annual report, 2008

The aspect

purpose.

The matri x

of

STCOs

strategy

di agram below il

whi ch i

ustrates

nterests
appears to commit STC to expansion by acquisition and foreign investment. STC has already
made major overseas investments; it has also invested in new telecomsrelated ventures at
home. STC would deny that its intention in making these investments was to guard against
the possibility of significant slowdown in the domestic telecoms market, especially the mobile
market. However, we believe that, in effect, the investment strategy serves such a hedging

STCOs
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Figure 18. STC strategy for growth

International

PN ) e . 2. Acquisitions of existing telecoms
1. Telecoms licence acquisitions in operators in the Middle East, Africa and
the Middle East, Africa and Asia Asia (including privatisation)
3. Corporate level Business 4. Acquisitions in the telecomselated
Development activities to support the ICT sector to support the core busines
v core business in Saudi Arabia in Saudi Arabia
Local
A N
Greenfield ¢ v  Brownfield

Source: STC Investor Relation Presentation (September 2009)

STC has invested US$6.8bn so Whil e STCés growth strategy expressly encompa
far in overseas ventures acquisitions, so far the company has directed its attention mostlyto pur chases abr o
foreign expansion started in Q2 2007 with its investment in Binariang, the private parent
company of Maxis, the Malaysian mobile operat
purchase of 35% of Oger Telecom, another private comany whose major assets were
majority holdings in Turk Telekom and Cell C of South Africa. Altogether, STC has invested
around US$6.8bn (SAR25.5bn) in overseas ventures:

Figure 19. STC: overseas investments

Amount Amount

Time of invested (US$ invested (SAR

Ownership % Consolidation method investment Major markets mn) mn)

Binariang 25.0% Proportionate Jun 07 Malaysia, India, Indonesia 3,100 11,625

Kuwaiti Telecom Company 26.0% Full Nov 07 Kuwait 900 3,375

Oger Telecom 35.0% Proportionate Q208 Turkey, South Africa 2,560 9,600

Bahrain third mobile licence 100.0% Full Jan 09 Bahrain 230 863

Total invested 6,790 25,463

Source: STC, Al Rajhi Capital

We see five key rules for Over the past two decades or so, the global telecoms sector has provided many examples of

right and wrong strategies for international expansion. Certain telec oms operators have
invested abroad very successfully, while others have failed badly. (Companies in the latter
category include, for example, NTT DoCoMo, the Japanese mobile operator, which made
major overseas investments in the early 200s and ended up wriing off around JPY1,500bn or
over US$16bn at current exchange rates.) To state our conclusion right at the start, in our
view the historical experience suggests the following rules for success in overseas expansion:

success in overseas investment
in the telecoms sector

A Afocus on a particular region makessense
Close cultural links with the target markets nearly always help
It is always better to aim for control than for minority stakes

Operators should avoid investing in minor players

Do o o I

Synergies between the investing company and its new affiliates ae often overstated

Disclosures Please refer to the important disclosures at the back of this report. 18



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

dlollgranll &
Al Rajhi Capital

Telefonicaos
in Latin America was highly
successful

Vodafone is probably the
worl dés most
operator

gl

Case study: Telefonica

Telefonica is the incumbent telephoneoper at or i n Spain. Telefonic
one well-defined region, Latin America, providesoneof hi st oryds most succ
overseasexpansion by a telecoms operator. Starting in 1990 in Chile and Argentina, but

continuing until the mid-2000s, Telefonica steadily acquired majority ownership of

numerous operators in the major markets of Latin America, with which Spain has strong

historical, cultural and linguistic links. Telefonica acquired both mobile and fixed -line assets
effectively setting itself up as the incumbent operator in several markets. Altogether, the

company hasinvestedoer U75bn (US$101bn) in the region.
revenues and customers and the contribution that it makes to national GDP, Telefonica is
particularly important in the following countries: Peru, Chile, Venezuela and Argentina.

Figure 20. Telefonica's contribution to national GDP

Country TEF's contribution to GDP (%)
Europe

Spain 18
Czech Republic (incl. Slovakia) 17
Latin America

Peru 1.8
Chile 1.6
Venezuela 12
Argentina 11
Panama 1.0
Colombia 0.9
Ecuador 0.8
Brazil 0.8
Uruguay 0.8
Source: Telefonicads 2008 annual report

Many of the countries in which Telefonica has invested have undergone periods of severe

political and economic turmoil. Today, despite g enerally reasonably stable conditions in Latin
America, Telefonica faces strong competitive challenge in several of its markets, notably
Brazil. Neverthel ess, Tel efonicabds careful an
contributed to a history of consi stent earnings growth which has been reflected in one of the

best long-term share price performances of any European telecoms operator.

During the 2000s, Telefonica also expanded heavily in Europe. This process started in 2000,

when the company spent heavly on 3G licences in markets outside Spain, notably Germany.

As was the case for many other operators, this was a failure and Telefonica was forced to

write down many of its investments within a few years. More recently, in 2005, Telefonica

acquired CeskyTelecom in the Czech Republic in central Europe, while the following year it
purchased the mobile operator O2 in a major take-over. O2 had strong positions in the UK,
Germany and I reland, all of which passed unde
made a few investments in regions other than Latin America: for example, in 2005 it

acquired 5% of China Netcom. Thechief author of this report is more doubtful about the
strategic rationale behind Tel efoni caousopessec on
much closer to home, in European markets Telefonica arguably lacks the intimate cultural
understanding that it enjoys in Latin America. Nevertheless, it should be stressed that the
companyds management executi on prieethasicontmuedtor ong
perform well.

Case study: Vodafone

The history of Vodafone of the UK is probably the best known example of international

expansion in the telecoms sector. Starting in 199, Vodafone pursued a policy of first regional
(i.e., European) and then global expansion in mobile communications. Milestones in
Vodafonebs international expansion included:

A The merger with the US company AirTouch in June 1999, giving Vodafone control of a
large base of customers in the US, although its chief purpose was to take control of
AirTouchds European assets.

A The acquisition of the former Mannesmann in Germany in April 2000, through which
Vodafone gained control of both the number two mobile network in Germany and a large
operation in Italy, and raised its indirect holding in the French mobile operator SFR.
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Despite Vodaf ot
success, its expansion strategy
can be criticised on several
grounds

A The acquisition of Airtel Movil in Spain in December 2000.

A The acquisition of the mobile and fixed-line operations of the former J -Phone/Japan
Telecom group in a series of transactions between mid1999 and October 2001.

A The acquisition of Hutchison Essar, the no.3 mobile operator in India, in May 2007, as
part of a new strategy of a delivering strong growth in emerging markets while stim ulating
revenues and reducing costs in its home markets in Europe.

Today, Vodafone has ownership interests in mobile operators in 27 countries across five

continents, and has a total proportionate customer base of 323mn (as at 30 September,

2009). Vodafone is recognised as the worldds | eading
overall by customers, China Mobile.

During the early phase of its international expansion, Vodafone always strove to invest in
either the first -ranked or second-ranked operator in its new markets. Vodafone argued
strongly that scale creates major benefits in the mobile businessd for example, in terms of
spreading distribution or advertising costs across a larger base of customers, and because
within the individual markets these be nefits accrue largely to the number one and number

t wo operators. One of Vod afnkedelédysr wasevidelypegardedh a s e
as one of its biggest failures, namely the purchase of JPhone in Japan (see below). More
recently, Vodafone hasbeen willing to drop its traditional attachment to no.1 or no.2
operators in return for exposure to growth. This was the case in India, a market with seven or
eight major players, where for various reasons it would have been difficult or impossible to
purchase the no.1 or no.2 operators.

Whil e Vodafoneds internat i-d2ryealshas eprestiilsng,itihas ov er
been possible to criticise theconrpany és strategy on several grou

Lack of control.

Vodafonebs policy was generally to seek major
it succeeded. However, Vodafone was not always able to attain control, perhaps partly

because its deals wee so ambitious. In two key instances (the US and France), the company

had to settle for a large minority stake.

Inadequate strategic rationale for investment.

This applied especially tPbone/goodparfJapare\bodafopeur ¢ has
arguedthat it required a presence in what was t he
market, and that it could put the experience of mobile data that it would gain there to good

use elsewhere. However, Vodafone did not adequately explain why it could not achéve such
experience by simply buying a laboratory in Japan or by setting up some form of joint venture

with one of the existing operators, rather than by taking the risk involved in acquiring a large

business in a country culturally very different from its home markets. It is probably no

surprise that Vodafone ended up selling its Japanese operations to Softbank in 2006.

Pursuit of exaggerated global synergies?

This is an issue that arouses much debate. That significant scale benefits exist in the mobile
communications business within individual countries is widely accepted. However, Vodafone
tended to argue that it could achieve additional savings through procurement of

infrastructure equipment and mobile handsets on a global scale, together with other

synergies such as spreading the cost of development of data platforms across a larger base of
customers. Other large telecoms operators pursuing international expansion have made
similar claims. However, the evidence for such synergies is very mixed, and it has rarely been
conclusively demonstrated that large international telecoms groups enjoy tangible benefits of
this kind.

High price.

Although this is less relevant to our present discussion, it is worth adding that Vodafone had

the misfortune of making som e of its major acquisitions at the height of the global TMT

bubble of 1999-2001. As a combined result of overpayment for acquisitions and overpayment

for European 3G licences, Vodafone had to make large writedowns of intangible assets

(principally goodwil | and capitalised licence fees) in the middle years of this decade. Then

again, Vodafone paid for most of its big acquisitions with its own (with hindsight) overvalued
shares, so in cash terms the companyds | osses

Disclosures Please refer to the important disclosures at the back of this report. 20



Telecoms T Integrated/Mobile

25 January, 2010 Al Rajhi Capital

Saudi Telecoms Sector aAdloJl cnanlll &

Implications of the case studies for STC
We appl aud STC¢ Whataretheimplications of the historical case studies for STC? We would make the
markets with strong cultural following points regardingSTC6s i nternati onal expansion
links to Saudi Arabia, but in
other respects its strategy
scores poorly

Lack of regional focus.

In contrast to Telefonicabs initial expansion
regions: the Middle East (Turk Telekom through Oger and the third mobile licences in

Kuwait and Bahrain), south-east Asia (the Maxis group), and southern Africa (Cell C, again

through Oger). The key disadvantage of lack of regional focus is that it increases the

complexity of managing overseas operations, resulting in unnecessary diversion of senior

ma n a g e ntiena and &tention. In Latin America, Argentina and Venezuela, for example,

are of course clearly distinct markets, but they are probably less different than Malaysia and

South Africa.

In response to our point concerning lack of focus, STC would argue thatit has made all its
investments in locations which are among the top ten destinations for Saudis tourists, and

that there is huge traffic between Saudi Arabia and those countries, in particular Indonesia,

India and Turkey. This reflects not only tourist m ovements, but also the number of foreign
workers in the Kingdom (about 7mn in all). Ho
widely geographically spread still stands.

Cultural links help.

In this respect, STC scores highly. Nearly all the markets inwhich STC has invested are
Islamic countries, linked to Saudi Arabia by religion, culture and language (at least in some
cases), as well as by tangible connections such as Hajj and Umrah pilgrimages by visitors
from the overseas markets. Cultural appreciation of the markets where it has invested should
help STC to make good decisions there. The chief exception in this regard is South Africa, to
which STC became exposed accidentally through its investment in Oger.

Control is best.

In this respect, STC scores poorly. STC owns 35% of Oger and 25% of Binariang. In practice,
we believe that it will be difficult for STC to assert management control over its foreign
operations without majority ownership. This does not necessarily matter as long as the

c o mp a nrgignanarkets are still experiencing significant growth (which most of them are),
but it could become a major issue in the future.

STC6s position Why do we think this? It is because S T Cpbstion in relation to its foreign affiliates is very
affiliates resembles that of different from that of Telefonica and Vodafone. Rather, it resembles the position of Singapore
Telefonica or Vodafone Telecom (SingTel), which has a portfolio of 20-50% holdings in operators in various south-
east Asian markets, notably India (Bharti), indonesia (Telkomsel) and Thailand (AIS); the
only foreign market in which SingTel has majority control is Australia through its subsidiary
Optus. While SingTel bés affiliates viewethdve co
never had the impression that SingTel enjoys significant influence over the day-to-day
running of its foreign operations other than Optus, still less veto rights regarding major
strategic decisions. As a s/l i ghalishtignissUsg4bher op
compared to US$34bn for SingTel) based in a |
affiliates view the company as a | ess importa

Our concerns on this point may be overdone.STC has shared maagement agreement with
Maxis and Oger despite only owning a ninority holding; it is represented on their boards;
and it hires some of their CEOs and CFOs. However, SingTel has similar arrangements with
many of its affiliates. We continue to believe that majority control is necessary to allow a
telecoms operator truly to create value from overseas investments.

Avoid investing in minor players.

The reason for this is that telecoms markets, especially mobile markets, tend to be dominated

by between one andthree large players (as is the case in Saudi Arabia itself). We see little

point in investing in small operators in fragmented and competitive emerging markets.

History suggests that smaller operators in such markets will either be absorbed by larger,

stronger players ori if they are lessluckyi si mply go bankrupt. How v a
operations are depends in | arge part on the m
valuable foreign markets are Malaysia, where Maxis ranks as no.1 in the moblie market, and

Turkey, where Turk Telekom ranks as no.1 in the fixed-line market and no.3 in the mobile

mar ket. We would argue that STCds position in
weak. This is especially true in Indonesia, a market with three sizable operators and a long

tail of small players which has seen price reductions of 70-90% over the past two years. We
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are also dubious about STCb6s greenfield inves
company is starting from a position behind well -established rivals with no customer base or
distribution chain.

Figure 21. STC: overseas investments (2)

ARC
No.of  assessment
Countries where ~ Segment of Mkt. subscriptio of market
Associate of STC Major subsidiary present telecoms mkt posn. ns (mn) position
Binariang Maxis Malaysia Mobile 1 115 Strong
Maxis (Aircel) India Mobile 5 25.6 Medium
Maxis (Axis) Indonesia Mobile 4 5.6 Very weak
Kuwaiti Telecom Company n/a Kuwait Mobile 3 0.6 Weak
Oger Telecom Turk Telekom Turkey Fixed line 1 16.8 Strong
Avea* Turkey Mobile 2 12.0 Medium
CellC South Africa Mobile 3 75 Weak
Babhrain third mobile licence n/a Bahrain Mobile 3 0.0** Medium
* Mobile subsidiary of Turk Telekom. ** Service not yet launched
Source: STC, Al Rajhi Capital
Synergies are often overstated.
STCds investment st r ataadble sysenges Fodexample weaecept er t a
STCds argument that overseas investment shoul
telephone traffic between Saudi Arabia and its target markets. Likewise, we accept that
overseas investment will reduce roamingchar ges bet ween Saudi Arabia
markets. However, we are much more sceptical about savings in operating expenditure
resulting from closer integration and sharing of support functions, or about savings in capital
expenditure resulting from great er economies of scale and sharing of vendor contracts. It has
been hard enough for Vodafone or SingTel to demonstrate such savings. We think it will
prove even harder for STC, especially given its limited control over its foreign operations.
We t hi nloverSeEBRL 0 s It should by now by clear that we harbour con
investments may have diverted overseas investment. Even if our doubts are mistaken or overstated, however, Ehere is a
its attention from the domestic S|mp_l er reason for concern apput _ STCO§ over seas
attention from developments in the domestic market for insufficient gain. As we discuss
market . . . i ;
further in the valwuation section @dinvastmentss r epo

representonly23% of the companyds fair enterprise val
14% of the total, and Malaysia for 6%; the other foreign markets are almost immaterial.

Figure 22. STC: breakdown of estimated fair enterprise value

6.7% 1.3%
1.3%

14.3%

76.5%

B STC Domestic Turk Telekom  ®Cell C Maxis Malaysia ™ Other Maxis (Aircel)

Source: Al Rajhi Capital. NB Turk Telecom and Maxis are shown here at estimated fair enterprise value rather than market enterprise
value.
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Note.

We have not included STCds i nvest menitaffiliales a c o
in the above chart. There are two reasons for this. Firstly, we believe that the overseas

operations are much more valuable. Secondly, we believe that these investments serve

principally to enhance thelong-r un val ue of ST GSeswhitlowebavd i ¢ bus
included in the valuation.

Despite US$7bn of investment In other words, despite nearly US$7bn of investment overseas to date, we believe that Saudi
abroad so far, we think Saudi Arabia still accounts for around three-quarters of fair value for STC. If such is the case, then
Arabia accounts for three- STCbds strategic priority should probably be t

diversion of attention abroad helps explain why, for example, STC has allowed Mobily to take
a strong initial lead in the mobile broadband market. We consider that has considerable work
to do to fight back against Mobily and Zain in the domestic mobile market, and to a lesser
extent to guard against potential new entrants in the domestic fixed-line market.

guarters of fair value for STC

Mobily versus Zain: Mobily better placed

Mobily is operating a two-part strategy

In stark contrast to STC, Mobily has made no moves towards international expansion. This is
natural enough, for two reasons. Firstly, Mobily is much smaller than STC, with a market
capitalisation of only around US$8bn; and secondly, Mobily is a subsidiary of Etisalat of the
UAE, and so forms part of an international group in which expansion strategy is ultimately
decided at the top. Nevertheless, it is worth stating our view that Mobily has made a
conscious decision to concentrate on strengthening its position in the domestic market rather
than engaging in any form of expansion which risks diverting its attention from its core

business.
Mobily aims to offer superior In simple terms, we believe that Mobily is operating a two -part strategy. On the one hand,
choice and service to its Mobily is aiming to offer superior choice and service to its competitors, STC and Zain KSA, in
competitors in mobile the mobile market where it started business. As noted earlier in this report, a particular facet

of this strategy has been Mobilyés strong foc

Mobil e is the clear leader. Another important aspect of this strategy has been largescale
outsourcing of business operations. Traditionally, telecoms companies regarded network
operation as their core competence; incumbent operators thus often gave the impression that
they were run by engineers. Bharti, the Indian mobil e company, was one of the first large
operators to abandon this concept; Bharti regards its core competence as customer
management and entrusts management of its network to large telecoms equipment
manufacturers. Mobily too regards customer management as its core competence and has
outsourced both network operation and many distribution and support dunctions.

Mobily is also trying to position On the other hand, Mobily is trying to position itself for likely new directions in the telecoms

itself for new directions in the mar ket by modest investment outside pure mobi

overall telecoms market of Bayanat Al-Oula for SAR1.5bn in mid-2008, followed by a smaller investment in the Saudi
ISP Zajil international Telecom for US$80mn later in that year. The key attractions of
Bayanat Al-Oula for Mobily were its ownership of a fixed -line data licence and its 12,000km
national fibre optic network. The first benefit of the acquisition T and an important one 7 is
that it has helped Mobily to reduce its dependenceon STC by allowing Mobily to route a
greater portion of its mobile traffic over its own network. We believe that nearly all of
Mo b i | y dlistantedraffi is now directed over its own backbone facilities, increasing
reliability and reducing equipment rental fees paid to STC. Looking forward, we believe that
another advantage of ownership of fixed-line assets is that it will help Mobily to broaden its
service offering, and so increase its attraction to corporate customersin particular.

We do not believe that Mobily is aiming to be a full-service telecoms provider; nor do we
believe that the company should aim to become that. However, we believe that telecons
markets are steadily moving towards convergence, and that the ateady blurred distinctions
between the four major market segments (fixed voice, mobile, broadband internet, and pay-
TV and content) will eventually disappear. We thus believe that STC is right to be planning
NGN investment to facilitate provision of conver ged services; we simply do not think that

STCés investment wildl pay off for several yea
Mobile operators with no fixed- If telecoms markets do develop as we expectthen mobile operators with no fixed -line
line capability will be capability at all will be increasingly disadvantaged. Mobily is very explicit that it does not
disadvantaged intend to challenge STC in the fixed-line DSL market. This makes obvious sense, given the

high capital expenditure burden that such a move would entail. However, through t he
Bayanat Al-Oula acquisition Mobily has, for example, been able to complement its mobile
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ZanKSA6s strateg
reflects the ambitious vision of
its parent group

Zainbds strengtt
pure mobile operator

Zain has gained attention
through new tariff packages

service with a WiIMAX service offering speeds of 2 Mbps. Though hardly an impressive speed

T Mobilyds 3.5G mobile HSPA servi ceractcamosti t sel f
customers will receive considerably lower speedsi the ability to offer WiMAX strengthens
Mobilyés position in areas where mobiupiethe over

event of technical problems on its mobile network. In the fu ture, Mobily should be able to use
its data licence to offer a much broader range of services at faster speeds. This will entail
additional investment, especially on direct fibre -optic connections to large corporate
customer; however, we expect revenues fom new services to compensate for the outlay.

Zainbdbs strategy typ-mabdelopevator a young, p
Zain is the smallest of the three mobile operators in the Saudi market, having only launched

service in 2008. However, it is part of the much larger Kuwait -based Zain group of mobile

operators, which has a market capitalisation of US$15.2bn compared to $3.8bn for Zain KSA.

Any analysis of Zain KSAOGs ndingof the vesignyofits paent i r e s
company, the Zain group, and of Zain KSAO6s re

The Zain group is an emerging telecoms player operating in 24 emerging markets in the
Middle East and Africa, serving over 69.5 million active customers; it is the leading mobile
operator in 14 of its markets, while five are in second position. The group is based in Kuwait,
and is officially called Mobile Telecommunications Company (MTC) KSC. The Zain group
and consortium partners were awarded the third Saudi GSM licence in 2007 with a high bid
of SAR SAR22.9bn (USD 6.1bn). Zain KSA itself was listed by IPO in February 2008. While
Zain KSA is a very young company, it is important because it is already the largest operator
within the Zain group by reven ues.

The Zain group has a bold ambition to become one of the top ten mobile operators globally by
executing its A3x3x30 expansion plan by 2011.
player in three stages: regional, international and global. As part of a group with such a bold

overall vision, it is little surprise that Zain KSA also has bold targets. Zain KSA is targeting

market share of 30% by 2020, and aims to achieve this by capitalising on the following

perceived strengths:

A Recognition of the Zain brand (already well-known in Saudi Arabia even before Zain KSA
launched service),

A Innovative pricing plans and commercial offers,

A A highly efficient, lean distribution platform,

A The experience of the Zain group in launching greenfield mobile operations

We would add another pillar to Zain KSAG6s str

A Maximum outsourcing of operations: notably, Zain Kuwait is contracted to provide
management, technical and operational services to Zain KSA, including key management
personnel. In this respect, Zain resembles Mobily.

It is worth pointing out that several of the perceived strengths listed above are those of a pure
mobile operator. As a young company owned by a transnational mobile group, it is not
surprising that Zain KSAis concentrating more explicitly on pure mobile service than its
rivals. According to Zain, the company will consider investment in fixed -line projects, but
only where they would clearly support an existing mobile project, for example by enhancing
service to a specific large corporate customer. This implies that any fixedline investment by
Zain KSA will be very small and that it is unlikely, for example, to purchase a fixed-line data
provider in the way that Mobily has done.

We have little doubt, for example, that Zain KSA does enjoy high brand recognition, or that it

does have a lean and efficient distribution platform. However, rather more concrete
discussionisrequiredofZa ndés pricing plans and commerci al
the main tariff packages and promotional tools that Zain has used, or is using, to widen its
customer base and boost revenue. I n our vVview,
innovati ve and aggressive.

1. AOne month on youé One month on uso offer
Zainb-puwéeli ki sed |l aunch offer gave the company
(predominantly prepaid) a 50% discount on their bills. What customers spent during one
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month on total usage, Zain returned to them the following month; more simply, customers
receives a discount equivalent to their expenditure in the earlier month. This offer covered all
services provided by Zain such as local and international calls, text messages, and data
transfer without limitation. Zain reached its target of 500,000 customers in the first week of
the offer, and extended it for several weeks afterwards.

2. "0One networko offer

Zainds fA0One net wor k o-publicises.rZairhisaable ta dffer this dsa eesult we | |
of its membership of the Zain group with its
networko plan allows Zain KSA customer roamin
calls at local rates, and to make calls at the local rates appliable to the country in which they

find themselves. The plan is available in the following countries: Jordan, Bahrain, Iraq,

Sudan, Saudi Arabia, Uganda, Burkina Faso, Republic of Congo, Democratic Republic of

Congo, Gabon, Chad, Tanzania, Kenya, Malawi, Njeria. Among these countries, Bahrain in
particular is a major destination for Saudi businessmen and tourists.

3.l nternational package: Afchoose your favourit
Zainodos i nter nat Thisisa prepaidpackagethat permits customers to connect to one favourite international
seems to have been an number in India, Bangladesh, Pakistan, the Philippines, Nepal or Indonesia at a very

favourable tariff . Launched within the last few months, this service has proved very popular
with T we assumei foreign migrant workers in particular. The success of this package
appears to be the key reason why Zain increased mobile subscriptions from around 4.3mn at
the end of Q3 2009 to around 6.0mn by the end of November.

especial success

4. iPay per dayo broadband

Zain |l aunched its fipay per dayo,2000.Caréhband ser v
subscribers can enjoy the service on their handset using their existing SIM card ; alternatively,

they can purchase a fipay per dayodata SIM to be used with a Zain USB high speed modem on

their personal computer . As the launch was so recent, Zain has not yet offered any indications

how this service is faring. I'n our opinion, h
end customers, and we have assumed in our models thathe service has already contributed

to a significant increase in broadband mobile subscriptions for Zain.

5. A0One minute on you...two minutes on uso offe
For every Saudiriyal that Zain customers spend during the weekend, Zain will return two

riyals to them to spend during weekdays (i.e. from Saturday to Wednesday). This weekend

package applies to prepaid lines only.

6. AiYou Pay... we payo prepaid

This package offers prepaid customers a full month of free usage on their Zain lines. The
value of the free usage is equal to the value spent during the month that precedes the free
month.

7. Zain sponsors Saudi Professional Football League

This is not a price offer but a deliberate promotional campaign. Zain recently signed a deal to

sponsor the Saudi professioral football league for 5 years with a value of SAR300mn. This
sponsorship is aimed at increasi folipesfedyommgs pr o
Saudi males, who constitute one of the largest population segments. HRH Hussam bin Saud

bin AbdulazizAlSaud, Chairman of Zain KSA, stated: AT
Professional Football League was a big leap for Saudi Arabian sports and a milestone in the

history of Zain in the Kingdom. o
But the key challenge for Zain To sum up our discussion onZain KSA so far, we think that the company launched service
is to differentiate itself from with bold targets and that it has devised several innovative tariff plans which are helping to
Mobily win customers. Nevertheless, wequestion how unique Zaind s s t readlytiseWhjle we are

less sure about STC, Mobily would claim many similar strengths to Zain, with the additional

benefit of being the longer-established operator with a stronger distribution chain and

broader network coverage. (This is the reasonwhyZ2i n cust omers roam on
when they are out of Zainds coverage range, a
service on 3G.)In our view, the key challenge for Zain is to differentiate itself from Mobily.

On the surface, we think that the two operators probably look quite similar to their

customers. Both companies initially targeted mass prepaid customers, and both now claim to
be trying to move upwards in the market by targeting higher -ARPU and postpaid customers.
Zai nds agitprpoeadionyattracted considerable attention and helped to push
down ARPU across the Saudi mobile market. However, we suspect thaboth Mobily and STC
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Monily has some interesting
tariff packages too

We are concerne
recent successes have been
concentrated at the low end of
the market

Mobily currently ranks ahead of
Zain by market share, revenues
and profitability; it also enjoys a
stronger position in mobile data

responded more fiercely than they are apt to claim publicly. All three operators at least
advertise heavily, as is evident to anyone driving around the streets of Riyadh.

Mobily offers several packages that are essen
fiHal a pRpadpackage matches Zainds imthatdordPyay éwe P
recharged amount of SAR10 or above, customersare entitled to receive a honus amount equal

to the sum recharged. Likewise, Mobily offers an appealing 50% discount to new postpaid

subscribers for the first three months of subscription to the following tariff pack ages:
AfKhattyo, AKhatty Pl us olfthere s &tfje dlistioctioa metiveel B1 ue Wa
Mobily and Zain on price, new customers are likely to be attracted more by considerations

such as quality of service, network coverage and network quality. On mat such measures, we

think Mobily is at least equal to Zain T and clearly superior on network coverage.

It is worth commenting further on some ofMo b i Mmgréirteresting tariff packages. Mobily

is targeting young femalesi another important population segment i wi t h it s A Naj m
package, which offers calls on Mobilyds mobil
7am with a calll price of 20 halala (SARO0.20)

package has been designed for all Mobily customers but with a special flavour for AkHilal

football club fans. This package allows AlHilal fans to make calls at a price of 20 halala per

minute, and in addition provides subscribers with free promotional offers e very time Al-Hilai

wins a match. At the top end of the market, Mobily offers a special package to very highusage
postpaidcust omers called AMobily RAQI O. Though su
monthly fee of SAR800 (US$213), it offers 2000 free minutes per month and allows

customers to transfer their free minutes forward to the next three month period. In addition,
customers need only pay 10% of their bill initially and can defer the remaining amount.

While we regard the differences between the two operatordpricing plans as modest, we think

that Mobily has a superiorimageover al | ; we also think that Mot
customers is superior. Here we should point out that someof Zai n6s moasltecestucc e s
tariff packages have been directed at theveryl ow end of the market, no

favourite number o andethetifipagl peff daiythgg br oad
companyds claims to be moving up weerhdrefora havet he n
some concerns about the quality of the subscriber base that Zain is currently attracting, and

are also starting to wonder whetherZai nés ARPU pr e miilwinimatelygnove Mo b i |
sustainable, although in our modelswe have not yet gone so far a
ARPU rises above Zainos.

In our view, Zain has greater overall media exposure than Mobily, probably due to a more
explicit focus on brand recognition and the need for the third -placed operator to increase its
customer base rapidly. Besides the Saudi professional football league, Zain has sponsored

many i mportant events such as the ASmart Citi
i Saudi z a fob @eaatidn; thencdmpany has also supported various charities on Saudi
AfiPoverty Day" under the heading of soci al res

At this point we should note that STC enjoys quite high media exposure. This partly reflects

the fact that STC is the official sponsor of four important local soccerclubs: Al Ahli, Al

Ittihad , Al Naser and Alshabab. In addition, STC sponsors two top international clubs : Real
Madrid and Manchester United. While Zainds me
notnecesar i |y greater than STCos.

Challenging Mobily effectively will be hard for Zain

Superior media exposure alone is insufficient , in our view, to give Zain a definite edge over
Mobily. In terms of strategy and customer perception, we seefew substantive differences
between the two companies but on bal ance Mobilyds mar ket
superior. For a number three operator, Zain has been very successful so far in terms of
building up customer base and revenues. Nevertheless, Mobilycurrently ranks well ahead of
Zain by market share, revenues and profitability. Moreover, Mobily enjoys a significantly
stronger positio n in the broadband segment of the mobile segment than Zaini and this is
where we expect growth to be concentrated over the next several years. We conclude that
Mobily is better -placed strategically than Zain, and that it will be hard for Zain to challenge
Mobily effectively.
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2009 results support our stance:
Mobily stands out

The three Saudi operatorshave just published results for 2009 . While we do not yet have full

details from all the operators, the results appear to support our views on the three companies.
Inbriefs ummary, we believe STCb6s results were not
Mobily published strong results which augur well for this year, even though we anticipate a

clear slowdown in growth in 2010 from the high level of 2009; and Zain KSA, while achieving

strong growth in markets share and revenues, fell slightly short of our expectations.

We have updated our earnings estimates and fair values for the three operators to reflect
their 2009 results. We comment on the results in slightly greater detail below.

STC

STChas published both full results for 2009 and partially restated results for 2008.We have
updated our models to reflect the 2009 results and revised our earnings forecasts, but have
not yet adjusted our models to reflect the restatements for 2008. While doing so may require
us to make further changes to our forecasts and our valuation of STC, at this point we expect
any such changes to be minor.

Mobile growth relatively dull; As reported, domedtic mobile subscriptions gre w by 8% yearon-year to 21.0mn. Thiswasa

fixed-line DSL sparkling sl ower rate of growth than for either Mobily
mobile accounts fell over 2009 from 53% to 46%, although its share of mobile revenues
remains higher at well over 60%. We do not yet have any firm indication of broadband
mobile accounts, but estimate 0.6mn. Fixed-line broadband DSL accountsrose by 40% year
on-yeartol. 4mn. This is impressive and conf i kemms ST

For 2009 as a whole, revenues grew by 6.9%Q4 revenues of SAR12,999mnwere up by 5.5%
year-on-year. This represents a robust turnaround from Q3, in which revenues fell by 4.5%-

a surprisingly we avkrsehsexgpansion. While @4ewasstBomgerahan Q3,

we had forecastsalesgr owt h of 7. 0% for Q4. iSWhChireludee g ment
the overseas operationsi shows growth in mobile revenues of 6.8% for the full year, and a

fall in PSTN (fixed-line voice) revenues of 6.2%. Much more impressiveis the 53.0% year-on-

year rise in data revenues, which we consider largely reflectsDSL growth in Saudi Arabia.

We find t he wez:¢ Operatingprofitin Q4 fell by 8.9% from a restated figure for Q4 2008 to SAR2,588mn. Not
operating results hard to only was this figure a decline from a very weak quarter in Q4 2008, but also it was the
weakest quarterly operating profit over 2009, representing just 20% of the total for the year.

explain Higher investment in markets such as Turkey, Indi a and Indonesia is pushing up
depreciation charges, while greatervolumes of telecoms traffic are pushing up access charges.
Evenso,wec ont i nue to be surprised by the weakness
t he ¢ omp anydaetleastzSauki Arabsa itself i are stillimmature and growing.

Net profit exceeded forecasts Headline Q4 net profit of SAR2,941mn was up by over 150% from the lewel of Q4 2008.

due to capital gains However, this largely reflected a capital gain of SAR684mn as a resultof the IPO of Maxis

Malaysia in Q4. Excluding this gain, we calculate that net profit would have been
SAR2,25/mn i double the level of Q4 2008, but down by 6% from the level of Q3 2009.
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Figure 23. STC

Q42008 Q4 2009 Q4'09 ARC
(SAR mn) actual actual % chg. est. Comment
Mobile subscriptions (000s) 19,100 21,000 9.9% 21,100 Weaker growth than for the other operators
Subscriptions market share (%) 53.2% 46.4% -6.8pp 47.0% We think Zain in particular gained market share in 2009
Revenues 12,326 12,999 5.5% 13,218 Strong turnaround from -4.5% in Q3
Gross profit n/a n/a n/a n/a Very close to our forecast
EBITDA n/a 4,768 n/m 5,485 Our calculation for Q409; we have not yet recalculated Q408
EBITDA margin (%) n/a 36.7% n/m 41.5% As above
Depn. & amortisation -1,748 -2,180 24.7% 0 Rising due to overseas investment
Operating profit 2,818 2,588 -8.2% 3,738 Not impressive compared to a weak outcome in Q408
Financing cost -417 -352 -15.6% -391 Close to our forecast
Other (incl. minority interests) -1,128 967 n/m 0 Large forex losses in Q408, large capital gains in Q409
Net income before tax 1,273 3,203 151.6% 3,347 Only up so strongly due to capital gains
Tax and zakat -117 -262 nm -218 N/m
Net profit 1,156 2,941 154.4% 3,129 Only up so strongly due to capital gains
Capex -673 -2,962 340.1% -3,940 Return to a normal level from a very low level in Q408
Capex/sales (%) 5.5% 22.8% 17.3pp 29.8% As above
Net debt 23,845 23,893 0.2% 26,026 Very little change over the year
Net debt/annualised EBITDA (x) n/a 13 n/m 1.2 This is a very healthy gearing level

Source: STC, ARC estimates

We think 2010 will be stronger

than 2009

Mobily: strong performance
reflected growth in mobile data

and a solid Hajj season

We expect STC to achieve revenue growth of 6% in 2010, similar to the level of 2009.
However, we remain hopeful that overseas expansion will start to contribute more positively

t o t he cresusanmdpdf@ecasta 10% increasén operating profit after the 17 % drop
(as restated) last year. Financially, STC remains very stable, with strong operating cash flows
and a healthy net debt/EBITDA ratio of around 1.2x.

Mobily: very strong performance

Overa,Mobi |l yés results for Q4 2009 clearly
Mobile subscriptions of 18.2mn slightly exceeded our estimate, due mainly to strong
expansion in data service Mobily ended the year with around 1.0mn 3.5G mobile broadband
accounts. Revenue growth of 13.8% yearon-year was slightly below our forecast,and Q4
showed the lowest growth of the year; revenue growth exceeded 20% over &zh of the first
three quarters. However, Q4 is usually the strongest quarter for the Saudi telecoms operators

due to revenue from religious visitors during the Hajj season. The Hajj season was very

strong in 2008, with around 3.0mn visitors 1 a number which fell to around 2.5mn in 2009.

Against that background, Mo bi | y6s performance was actually
believes that it significantly increased its market share among Hajj visitors.

e X C eEe

While revenue growth was below our forecast, Q4EBITDA growth of 22.2% yearon-year was

well above our forecast. Cost of sales was close to our estimate, and so the impressive

EBITDA growth largely reflects lower SG&A costs than we had assumed. The Q4 EBITDA

margin was 43.0%, again well above our forecast. The stromy growth in EBITDA drove net

profit growth of 35% year-on-y e a r We see Mobi dtrgngwndipagon 6f the ma n c

telecoms operators6 claim that mobile data se
servicel partly, in our view, because marketing costs are lower.Note, however, that total
data volumes on Mobilybds network increased by

2009. Strongly rising data volumes imply increased capacity requirements on the network.
This is the key reason why we donot expect a sharp nearterm reduction in capital
expenditure for the Saudi operators.
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Figure 24. Mobily

Q42008 Q4 2009 Q4'09
(SAR mn) actual actual % chg. ARC est. Comment
Subscriptions (000s) 14,800 18,200 23.0% 18,054 Very strong figure, driven by 3.5G mobile in particular
This is our estimate. We think Zain gained markets trongly, but mainly at the expense of STC
Subscriptions market share (%) 41.2%  40.2% -1.0pp 40.2% rather than Mobily.
Revenues 3,109 3,537 13.8% 3,699 Lowest quarter by sales growth in the year, and below our forecast, but still strong
Gross profit 1,818 2,115 16.3% 2,127 Very close to our forecast
Well above our forecast, reflecting lower SG&A costs than we had assumed. This is confirmation
EBITDA 1,245 1521 22.2% 1,387 that data service carries higher margins than voice, partly because marketing costs are lower
EBITDA margin (%) 40.0% 43.0% 1.0pp 37.5% As above
Depn. & amortisation -364 -435 19.5% -481 Downward trend in effective depreciation rate seems to be continuing
Operating profit 881 1,086 23.3% 905 Reflects strong EBITDA and lower depreciation than our forecast
Financing cost -121 -40 -66.9% -54 Close to our forecast
Other 18 5 -72.2% 0 N/m
Net income before tax 778 1,051 35.1% 851 Reflects strong EBITDA, lower depreciation and lower financial expenses
Tax and zakat 0 1 n/m -21 N/m
Net profit 778 1,052 35.2% 830 Reflects strong EBITDA, lower depreciation, lower financial expenses and low tax
Above our forecast. Network coverage is now very high, but we suspect that capacity
Capex -1,292 -906 -29.9% -851 requirements will prevent capex from falling significantly in the near term
Capex/sales (%) 41.6%  25.6% -18.6pp 23.0% As above
Net debt 7,476 7,660 2.5% 7,075 Net debt was above our forecast due to additional loans taken out over 2009.
Net debt/annualised EBITDA (x) 15 13 n/m 1.3 Net debt was above our forecast, but so was EBITDA. Overall this is a healthy gearing level
Source: Mobily ARC estimates

2010 will be less strong than Looking ahead, we expet Mobily to report revenue growth of 14% and net profit growth of
2009, but still impressive 17% in 2010. We expect mobile data to remain the key driver of performance, with the

contribution of data to total revenues rising from around 14% in 2009 to 17%. While the
growth rates that we anticipate in revenues and net profit will represent a clear slowdown
from 21% and 44% respectively in 2009, they remain impressive.

Zain KSA: strong progress but slightly disappointing

Strong results from Zain, but Zain achieved strong progress in Q4 2009 with subscriptions rising and profitability

quality of results is an issue imprioving. Zain ended the year with over 6.0mn subscriptions; our estimate is 6.05mn. We
believe that the company won 1.75mn new accounts in Q4; this represents the strongess
performance among the three operators. The robust customer intake drove up revenues,
which more than doubled year-on-year to SAR895mn. While clearly impressive, this figure
was well below our estimate of revenues ofaround SAR1.0bn. The shortfall suggess to us
that, while Zain is achieving subscriptions growth, prices are under pressure and the
company is finding it hard to attract higher -value customers. We have mentioned our
concern that Zainds recent success@owendgthe ar t
market.

Zain has now reached EBITDA We calcul ate Zai no6s EBI TiDaAsubstantsalsandfwelcomeQdducion S AR
break-even from the EBITDA loss of SAR299mn in Q3. The company reachedEBITDA break-even in
November and December, giving us confidence that profitability will improve rapidly from
now on. On the other hand, we were surprised by the 45% quarteron-quarter increase in
financi al costs to SAR221mn. Th netlosevaf SAR65fen ma i
was slightly higher than our estimate of SAR615mn.

Cash flow benefited from a From Zainds bal ance sheet we calcul ate net de
large positive movement in little changed from the end of Q3. We think that net debt wo uld have been higher if Zain
working capital accounts payable and other liabilities had not increased significantly over the year (implying
perhaps that the company is benefiting from long payment periods for accounts due). This
fact explains why Zain KSA reported a total positive movement on working capital for 2009
of over SAR1,972mn, of which we calculate that around onehalf was generated in Q4. This
boost to cash flow from working capital changes many not prove sustainable.
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Figure 25. Zain KSA

Q42008 Q4 2009

Q4'09

(SAR mn) actual actual % chg. ARC est. Comment
Very strong growth in Q4 with over 1.7mn net additions; however, we suspect some of these

Subscriptions (000s) 2,010 6,050 201.0% 6,260 were of low quality.
Zain has achieved the strongest gains in market share recently, mainly in our view at the

Subscriptions market share (%) 56% 13.4% 7.8pp 13.8% expense of STC
Strong growth but from a low base and well below our forecast. While Zain is achieving
subscriptions growth, we think prices are under pressure and the company is finding it hard to

Revenues 424 895 111.2% 1,050 attract higher-value customers.
Gross profit 31 356 1046.9% 443 Below our forecast, because revenues were weaker.
Slightly above our forecast, indicating good control of SG&A costs. Zain achieved EBITDA

EBITDA -474 -69 -85.4% -84 break-even on a monthly basis by the end of the year.
EBITDA margin (%) -111.8% -1.7% n/m -8.0% As above
Depn. & amortisation -309 -366 18.6% -425 Below our estimate, which with hindsight was too high
Operating profit -783 -435  -44.4% -509 Better than we had forecast, though still heavily negative
Well above our forecast, and up by 46% from the level of Q3. The effective interest rate being

Financing cost -160 -221 38.3% -107 paid by Zain has increased substantially

Other 14 0 -100.0% 0 N/a
Net income before tax -929 -657 -29.3% -616 Below our forecast due to the increase in financial costs

Taxand zakat 0 0 n/m 0 N/a
Net profit -929 -657  -29.3% -616 As above
Capex was much higher than we had expected in Q4, suggesting Zain is spending heavily to

Capex -466 -727 56.1% -224 catch up with its rivals in terms of network coverage and quality
Capex/sales (%) 109.9% 812% -261% 21.3% As above
Net debt was below our forecast due in part to a big positive movement on working capital in the

Net debt 10,745 11,902 10.8% 13,109 cash flow statement which we doubt is sustainable
We forecast net debt/sales of 2.4x for 2010, and net debt/EBITDA of 33.0x. This level of gearing

Net debt/annualised EBITDA (x) -5.7 -43.1 n/m -38.8 is clearly excessive

Source: Zain KSA, ARC estimates

Zain will achieve strong growth

this decade, but its key problem

is debt

In 2010, we expect Zain KSA to report revenue growth of 81% yeaton-year and to report

EBITDA of SAR394mn, implying an EBITDA margin of 7%. Looking further ahead, we expect

Zain to report the strongest growth in market share, revenues and profits of the three Saudi
operators
which we expect to peakin 2010 or 2011. (We forecast a net debt/sales ratio of 2.4x for this
year.) As a consequence of its high debt burden and resultant high interest expenses, we do
not expect Zain to report a net profit before 2013.

over the

c o mi n\gproblencisats legh debt burdew, e r
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Valuation:
Mobily still offers value, dividend yield
STCO6 s cattracgidn

We use long-run DEP valuation  Our key method of valuation for the Saudi telecoms operators is long-run discounted
in which all excess returns fade  economic profit (DEP), sometimes also called discounted longr un EVA (fieconomi c
to the cost of capital... addedo). This is a simple variation on discou
In our models, we make explicit forecasts for income statement, balance sheet and cash flow
out to 2020. We then assume a steady fading é return on invested capital, i.e. excess return,
down to the cost of capital over a period of up to 50 years from the present. This approach
avoids a common problem in long-run modelling: namely, that the analyst stops forecasting
at some arbitrary point when the company in question is still generating high returns. In
terms of financial theory this is implausible, and excess returns will eventually disappear
through competition, regulation or some other means.

...and assume a 30 year period Our DEP valuations are sensitive to many factors, including assumed revenue growth,

of competitive advantage EBITDA margin and capex/sales ratio in 2020, i.e. the last year of explicit forecasting.
Another important variable is the assumed duration of the period of comp etitive advantage,
i.e. the period during which the company generates returns aboveweighted average cost of
capital (WACC). Deciding on the length of the period of the competitive advantage is
naturally a subjective exercise. Regarding the mobile telephore business, while many or most
established mobile operators around the world generate high returns on capital, the industry
only really started in the 1990s, so arguably no operator has been in existence long enough to
offer a convincing precedent. We haveassumed 30 years for all three Saudi mobile operators,
on the grounds that their mobile licences last for 20 years, and that it would take several
years after expiry of their licences for rivals to challenge them effectively.

We assume WACCs of 8.5- However, as with any DCFbased approach, the fator to which the DEP valuation is most

10.0% sensitive is WACC. For Mobily and Zain, we have assumed WACCs of 8:8.1%, based on an
estimation of WACC in Saudi Arabia. For STC, we have assumed a higher WACC of ara
10.0% which incorporates estimates of WACC for its various overseas operations. Details of
our calculations are discussed below.

WACC is in turn highly sensitive to assumed terminal capital structure. Estimating terminal

capital structure is again a rather subjective exercise. Mature telecoms operators typically

generate substantial amounts of cash, and so it is legitimate to assume low terminal

debt/equity ratios. (Historic experience in the telecoms sector suggests that many operators

which build up high cash levels squander it through expensive acquisitions; investment in

new generations of technology may also deplete cash reserves. Nevertheless, we think our

core assumption is sound.) We have assumed a terminal debt/(debt plus equity) ratio of 30%

for STC and Mobily, compared to 36-38% at present. For Zain, we have assumed a ratio of

40%, reflecting the companyés much higher cur
in WACC in Zainbdbs case reduces itsvawACC, and

In the case of STC, we use a surof-the-parts (SoTP) approach to valuation as well as long

run DEP. Under this approach we use comparisonsof valuation measuresi notably,

EV/EBITDA multiples i with other listed telecoms operators to estimate fair value for both

the companyds erseaneperations. (Ideally, woskould be using long-run DCF

or DEP for al | STC6és operations; however, gen
STCés foreign businesses acCamparimglthe fitvalde ofSa& e pr
under the long-run DEP approach and the SoTP approachis instructive.

Below we discuss fair value for the three companies in turn.

STC

As noted, we have taken a dual approach for STC. On the one hand, we have valued the

company as a coherent whole using our longrun DEP model. This is a perfectly legitimate

met hod, since STCds overseas operations are i
operations and are subject to very similar drivers. Moreover, in practice STC appears to be
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We expect STCOH:«
operations to grow faster than
its domestic businesses

On along-run DEP basis we
estimate fair value at SAR52.4

running itself this way; this is the reason, why, for example, STC includes both domestic and
international operations in the segment breakdown in its annual report.

Our key long-run assumptions for STC are straightforward. We assume that the overseas

operations i concentrated in Turkey, Malaysia and South Africa, but including India and

Indonesiai grow in aggregatefaster than the Saudi operations, so their contribution to total

turnov er rises from our estimate of 24% for 2009 to 34% by 2020. For that year we assume

revenue growth of 4%, an EBITDA margin of 39% compared to our estimate of 42% for 2009,

and a capex/sales ratio of 23%. The last figure may seem g h , but reflects ST
leading operator in emerging markets where we expect investment requirements to behigh.

We estimate the WACC of 2% Havéewer, itSvaulddeé inappuopriatea e s s
to value using a purely Saudi WACC, sincethe cost of financing is different overseas. We have
therefore calculated a sliding WACC which is weighted by the estimated contribution that

STC6s domestic and foreign operations make to
the next three years only, although we have calculated a sliding WACC out till 2020.

Figure 26. STC: revenue-weighted sliding WACC (%)
WACC by country

Saudi Arabia 9.2%
Malaysia 7.4%
South Africa 14.4%
Turkey 14.3%
Weights (revenue split) FYO08 FYO9E FY10E FY11lE
STC Domestic 77.2% 75.9% 75.1% 74.8%
Turk Telekom 20.3% 16.0% 16.3% 15.9%
Maxis 5.6% 5.1% 5.2% 5.1%
CellC 2.7% 2.7% 3.1% 3.2%
Other 0.0% 0.2% 0.2% 1.0%
Weighted avg. WACC 10.81% 10.06% 10.10% 10.08%

Source: Al Rajhi Capital

The importance of the foreign operations has necessitated a few other changes to or long-
run DEP model. Notably, instead of a Saudi tax/zakat (Islamic charity payments) rate of
around 2.5%, we have assumed a longun tax rate for STC of 10.1% based on our estimate
that foreign countries with an approximate average tax rate of 25% will account for roughly
one-t hird of STC6s revenues by 2020.

As noted, we have assumed a 30 year period of competitive advantage for STC. On this basis,
we estimate fair value per share at SAR®.0. The table below shows fair values assuming
different periods of competitive advantage, but with all other long -run assumptions
unchanged.

Figure 27. STC: fair value per share assuming different durations of competitive advantage*
Fair value per share (SAR)

25 years 48.2
30 years (core scenario) 50.0
35 years 51.3
40 years 52.4
45 years 53.0
50 years 53.2

Source: Al Rajhi Capital

The SoTPapproach attempts to value the constituent segmentsof STCseparately. In an ideal

world, we would use long-run DCF or DEP analysis for all segmentsof the business.

However, doing so is complicated by the fact tha Oger,thel ar gest of STCdés ov
operations, is unlisted (even though it includes the listed Turk Telekom). Similarly, Binariang

in Asia, the direct owner of Maxis, is unlist

which has recently beenrelst ed t hrough an | PO. However, Bin
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operations in India and Indonesia, which are unlisted. Financial information on the unlisted
portions of STC6s overseas operations is | i mi

We have therefore deci derdtionsbincluding itselon@siicCé s v ar i
businessi on a comparative basis, using aggregate EV/EBITDA multiples for peer companies

to estimate a fair enterprise value for STC6s
as being less scientific than a ful DCF approachi a criticism which we accept. However, this

met hod provides a practical and speedy way of
we have alwayspreferred EV/EBITDA to PE as a valuation measure for telecoms operators,

since it is not affected by differences in financial structure or tax rate.

The tables and charts below summarise our comparative valuation of STC.

Saudi domestic business

We have used a selection of incumbent telecoms operators in developed and developing
marketsinEur ope and Asia to provide a base of comp
operations. In all cases below, our valuation comparisons are correct as at 31st December,

2009.

Figure 28. STC: comparables for domestic business

Comparables Bloomberg Ticker Currency EV (SAR) EBITDA (SAR) EV/EBITDA

2009E 2010E 2009E 2010E
TPSA Poland TPS PW Equity PLN 38,723 9,293 9,048 4.2 4.3
Telekom Malaysia Berhad T MK Equity MYR 16,491 3,275 3,322 5.0 5.0
OTE Greece HTO GA Equity EUR 54,450 11,692 11,549 4.7 4.7
MTNL MTNL IN Equity INR -165 116 134 NM NM
France Telecom FTE FP Equity EUR 450,894 92,787 91,426 4.9 4.9
Deutsche Telekom DTE GR Equity EUR 519,307 109,811 108,170 4.7 4.8
Telefonica O2 Czech SPTT CP Equity CzZK 24,963 5,443 5,273 4.6 4.7
Swisscom SCMN VX Equity CHF 113,205 17,164 17,018 6.6 6.7
TeliaSonera TLSN SS Equity SEK 153,386 18,532 18,997 8.3 8.1
Aggregate 1,371,254 268,113 264,937 5.1 5.2

Source: Bloomberg, Al Rajhi Capital

Turk Telecom

We have used a selection of incumbent telecoms operators in emerging markets in Europe

and Asia to provide a base of comparison for
business.

Figure 29. STC: comparables for Turk Telecom

Comparables Bloomberg Ticker Currency EV (SAR) EBITDA (SAR) EV/EBITDA

2009E 2010E 2009E 2010E
Telecom Egypt ETEL EY Equity EGP 20,686 3,655 3,677 5.7 5.6
TPSA Poland TPS PW Equity PLN 35,681 8,563 8,337 4.2 4.3
OTE Greece HTO GA Equity EUR 54,610 11,727 11,583 4.7 4.7
Telekom Malaysia Berhad T MK Equity MYR 16,492 3,276 3,322 5.0 5.0
Magyar Telekom Hungary MTEL HB Equity HUF 23,531 5,054 4,937 4.7 4.8
BT BT/A LN Equity GBP 132,677 33,305 33,773 4.0 39
Telefonica O2 Czech SPTT CP Equity CzK 24,963 5,443 5,273 4.6 4.7
Aggregate 308,641 71,023 70,902 4.3 4.4

Source: Bloomberg, Al Rajhi Capital

Maxis Malaysia
STCés second biggest foreign investment is Ma

We have used a selection of Asian operators whse value is wholly or largely derived from
mobile communications to provide a base of comparison for this company. Since Maxis
Malaysia has recently been relisted, we can also use actual EV in our SoTP valuation for STC
This makes a slight difference beause Maxis Malaysia was relisted on a fairly generous
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multiple. Using comparisons with other operators, we estimate fair enterprise value for Maxis
Malaysia at SAR278bn, whereas the actual EV at the end of 2009 was SAR40.3bn.

Figure 30. STC: comparables for Maxis

Comparables Bloomberg Ticker Currency EV (SAR) EBITDA (SAR) EV/EBITDA
2009E 2010E 2009E 2010E
SingTel ST SP Equity SGD 147,835 14,526 15,186 10.2 9.7
Turkcell TCELL TI Equity TRY 52,822 7,760 8,506 6.8 6.2
Axiata AXIATA MK Equity MYR 40,992 5,576 6,202 7.4 6.6
China Unicom 762 HK Equity CNY 137,205 34,555 35,612 4.0 3.9
Bharti Airtel BHARTI IN Equity INR 105,906 12,943 13,288 8.2 8.0
Reliance Communications RCOM IN Equity INR 59,196 7,101 7,847 8.3 7.5
DiGi DIGI MK Equity MYR 18,968 2,351 2,484 8.1 7.6
China Mobile 941 HK Equity CNY 585,640 124,153 128,455 4.7 4.6
Aggregate 1,148,565 208,964 217,580 55 5.3
Source: Bloomberg, Al Rajhi Capital
Cell C
STC6és third most i mportant foreign operation

We have used four African and Middle Eastern operators to provide a base ofcomparison
with this company.

Figure 31. STC: comparables for Cell C

Comparables Bloomberg Ticker Currency EV (SAR) EBITDA (SAR) EV/EBITDA
2009E 2010E 2009E 2010E
MTN MTN SJ Equity ZAR 119,822 24,269 26,137 4.9 4.6
Orascom ORTE EY Equity usD 35,518 8,658 9,287 41 3.8
Qatar Telecom QTEL QD Equity QAR 64,150 11,629 12,613 55 5.1
Etisalat EEC AB Equity SAR 37,900 4,639 5,180 8.2 7.3
Aggregate 257,390 49,194 53,217 5.2 4.8
Source: Bloomberg, Al Rajhi Capital
In our view, STCO6s remaining operation of sig

group®&s mo bniinlinglia. 3Vp leaveaused Bharti and Reliance Communications, the
two largest listed Indian telecoms operators, to provide a base of comparison with Aircel.

Figure 32. STC: comparables for Aircell

Comparables Bloomberg Ticker Currency EV (SAR) EBITDA (SAR) EV/EBITDA

2009E 2010E 2009E 2010E
Bharti Airtel BHARTIIN Equity INR 105,906 12,943 13,288 8.2 8.0
Reliance Communications RCOM IN Equity INR 59,196 7,101 7,847 8.3 7.5
Aggregate 165,102 20,044 21,134 8.2 7.8

Source: Bloomberg, Al Rajhi Capital
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Figure 33. STC: SoTP valuation

STC: Sum of the parts (SoTP) valuation
Using the above bases of comparison, we calculat&oTPfair value for STC as follows:

Enterpris

EBITDA Current e Value
(In millions) Method 2009E 2010E 2009E 2010E Currency Exch.Rate Interestin EV 2009E 2010E
STC Domestic Comparables 15,598 15,893 5.1x 5.2x SAR 1.00 100% 79,775 82,261
Turk Telekom Comparables 3,941 4,427 4.3x 4.4x TL 2.48 35% 14,871 16,736
CellC Comparables 1,589 1,854 5.2x 4.8x ZAR 0.47 35% 1,380 1,488
Maxis Malaysia Comparables 4,632 6,042 5.5x 5.3x MYR 1.09 25% 6,957 8,715
Other Maxis (Aircel) Comparables 594 764 8.2x 7.8x MYR 1.09 25% 1,338 1,631
Total Enterprise Value 104,320 110,831
Other Investments At Book Method Ownership Value Currency Exch.Rate SAR
Kuwait Telecom Company (Viva) Transaction 26% 50 KWD 13.16 658
Bahrain Third Mobile Licence Transaction 100% 87 BHD 9.99 866
InvestCo Bahrain Transaction 51% 26 AED 1.02 26
Enterprise Value at YE 2009 104,320
Net Debt 26,685
Equity Value at YE 2009 77,635
Other Investments 1,550
Total Equity Value 79,185
Shares Outstanding (mn) 2,000
Price per share 39.6

Source: Al Rajhi Capital

On an SoTP basis we estimate

fair value at SAR44.6

On a comparative SoTP basis, we thus estimate fair value per share for STC atround
SAR40.0. Asboth Turk Telekom and Maxis are listed, we can replace our estimated fair
enterprise values with actual enterprise values in the stock market. As noted above, Maxis is
quite generously valued at present. If we use actual market enterprise values, therefore, fair
value per share for STC on an SoTP basis rises to SAR47. We have taken this number as
perhaps a more meaningful estimate of fair value for STC.

The two charts below present a breakdown of fair enterprise value for STC using 1) our
estimated fair enterprise values throughout and 2) market enterprise values for Turk
Telekom and Maxis. It will be seen that by our estimation foreign operations account for
between 23% and 27% of fair enterprise value for the STC group. Noteghat Figure 34 is
intentionally repeated from Figure 22 above.

Figure 34. STC: breakdown of estimated fair enterprise value

6.7% 1.3%
1.3%

14.3%

76.5%

ECellC Maxis Malaysia  ® Other Maxis (Aircel)

Turk Telekom

B STC Domestic

Source: Al Rajhi Capital. NB Turk Telecom and Maxis are shown here at estimated fair enterprise value rather than market enterprise
value.
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We set a target price for STC of
SAR48.5

In relative terms STC is the
most modestly valued of the
three Saudi operators; its yield
of 8.5% is also attractive

Figure 35. STC: breakdown of estimated fair enterprise value

1.2%

1.3%  100%

15.4%

B STC Domestic

Turk Telekom

ECellC

Maxis Malaysia

72.1%

® Other Maxis (Aircel)

Source: Bloomberg, Al Rajhi Capital. NB Turk Telecom and Maxis are shown here at actual market enterprise value.

To sum up, we estimate fair value per share for STC on a longrun DEP basis at SAR®.0, but
on an SoTP basis atSAR42.7. The two methods are both valid and we cannot state that one is
conclusively better than the other. We havetherefore taken a simple average of these two

estimates as our target price for STC, i.e. SAR8.4.

Since our target price is very close to the current share price we rate STC Neutral. It is, of
course, possible that our valuation of STC has been too harsh. It is worthwhile stressing that,
in relative terms, STC is the most modestly valued of the three Saudi telecoms operators,
trading on a 2010 EV/EBITDA multiple of 5. 1x, a 2010 PE ratioof 7.7x, and with adividend

yield of 6.5%.The dividend is around 1.8x covered by earnings and so appears quite
sustainalhligh S$T@ddend i i

attraction.

Mobily

yield is in

our

Vi ew

In contrast to STC, Mobily has no international operations, so we need only value the Saudi
operations. We do this using long-run DEP valuation with WACC of 8.7%, as shown below.

Figure 36. Mobily: WACC (%)

Source

Risk-free rate 3.4%
Market risk premium 9.1%
Adjusted Beta 0.9
Cost of equity 11.5%

2.1%
1.0%
2.1%

Pre-tax cost of debt
Effective tax/zakat rate
After-tax cost of debt
Target 30.0%
WACC 8.7%

US 10 yr Treasury*

Bloomberg
Reuters

Source: Bloomberg, ThomsonReuters, Al Rajhi Capital

Given the companyds

greater

simplicity,lethe

than those for STC. Regarding market share, we have assumed in our longun model for the
Saudi mobile telecoms market that STC gradually loses share to Mobily and Zain, so that by

2020

Share ofgotal mobile accounts fall s from the present 46% (our estimate for the
end of 2009) to 39%, whereasMo bi | y 6 s

m atayk fairty condtaat ate89-40%. (We
expect Zain to see a more impressive increase in subscriptions market share than Mobily but

to win its new accounts largely at the expense of STQWe f or ecast t hat Mobi
mobile market revenues to rise modestly over the same period, from 30-31% now to 33% by
2020.
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Our price target implies 39%
upside for Mobily

Mobily does not look expensive
despite strong share price
performance in 2009

We expect Zain to achieve
impressive market share gains
over the coming decade...

...and impressive gains in
profitability too

Looking at Mobily itself, comparing actual figures for 2009 with our estimates for 2020, we
assume that revenue growth will slow from 14% to 5%, that the EBITDA margin will expand
from 37%to a mature level of 41%, and that the capex/sées ratio will drop from 2 5% to 16%.
This would be closer to what we regard as a maintenarce level in a developing market with an
expanding population. We also typically assume high long-run capex/sales ratios to reflect
investment in future generations of technology; we think that it would be over -optimistic to
assume a longrun capex/sales ratio of 10% or below.

Using our core assumption of a period of competitive advantage of 30 years, we estimate fair
value per sharefor Mobily at SAR64.9. We set this as our target price. Since our target
implies 39% potential share price appreciation, we rate Mobily as Overweight. The table
below shows fair value assuming different periods of competitive advantage, but with all
other long-run assumptions unchanged.

Figure 37. Mobily: fair value per share assuming different durations of competitive advantage*
Fair value per share (SAR)

25 years 62.6
30 years (core scenario) 64.9
35 years 66.7
40 years 68.8
45 years 70.1
50 years 70.9

Source: Al Rajhi Capital

In contrast to STC, Mobily showed strong share performance over 2009. Despite the strong
performance, for a company which we expect to report 12% growth in revenues and 17%
growth in net income in 2010 we do not consider Mobily to be expensive on a 2010
EV/EBITDA ratio of 6. 8x and a PE of 9.%. Based on the announced 2009 dividend, Mobily
yields 2.7%, which is lower than 6.5%for STC but certainly not negligible.

Zain KSA

Like Mobily , Zain KSA has no international operations, so we need only value the Saudi
operations. We do this using long-run DEP valuation with a WACC of 8.9%, as shown below.

Figure 38. Zain KSA: WACC (%)

Source
Risk-free rate 3.2% US 10 yr Treasury*
Market risk premium 9.1% Bloomberg
Adjusted Beta 0.9 Reuters
Cost of equity 11.3%
Effective pre-tax cost of debt 5.3%
Effective tax/zakat rate 0.0%
After-tax cost of debt 5.3%
Target 40.0%
WACC 8.9%

Source: Bloomberg, ThomsonReuters, Al Rajhi Capital

Again, the assumptions that we use for Zain are simpler than those for STC. Regarding

market share, we have assumed in our longrun model for the Saudi mobile telecoms market

that STC gradually loses share toZain in particular, s o t hat by 2fimdlle Zai nod
market accounts has increased fromour present estimate of 13% (forQ4 2009) to 22%. We
expect Zai no s regehuasteerisedrbm aurcestimdtesof 8% now to 21% by 2020,

i.e.by an even more impressivedegree.

assum
t han

Regarding Zainds f i n athatreehue gravthiwitl sloar from owre
estimate of 81% for 2010t0 6% in2020; t hi s i s a higher rate
Saudi operations and for Mobily. The EBITDA margin stood at-36% in 2009, but we forecast
a swing upwards to 7% for 2010; we assume that the magin will expand to a mature level of
42% by 2020. Regardinginvestment, we assume that the capex/sales ratio will drop from our
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But Zainds higtl
pushes down fair value

estimate of 23% for 2010 to 15%.This would be close to what we regard as a maintenance
level in a developing market.

Using our core assumption of a period of competitive advantage of 30 years, we estimate fair
value for Zain at SAR8.0 per share. The table below shows fair value assuming different
periods of competitive advantage, but with all other long -run assumptions unchanged.

Figure 39. Zain KSA: fair value per share assuming different durations of competitive
advantage*

Fair value per share (SAR)

25 years 74
30 years (core scenario) 8.0
35 years 8.5
40 years 8.9
45 years 9.2
50 years 9.4

Source: Al Rajhi Capital

Zainds share pr i c2eThusgespitathe seomg growth i8 réveriués.and

earnings that we predict over the coming decade we believe that Zain is overvaluedeven in

our most optimistic scenario of a 50 year period of competitive advantage. The key reason for
this is the delmpalngyadd, hwhgihch reduces the porti
(EV) attributable to equity shareholders. At present, we calculate that debt represents

approximately 47 % of EV for Zain, compared to around 21% for STC (strictly speaking, this is

the share of debt and minority interests) and 19% for Mobily. We expect net debt to peak as a
proportion of EV at 49-50% in 2010-11, andto decline steadily thereafter, turning negative in

2019, which is the year in which we assume Zain will first show net cash on ts balance sheet.

By contrast, we expect Mobily to have net cash by 203.

Figure 40. Zain: net debt as a proportion of EV

60%

40%

20%

0%

08 FYO9E FYIOE FY11lE FY12E FYI3E FY14E FYI5E FY16E FY17E FY18E FY

-20%

-40%

Source: Al Rajhi Capital

It is important to note that our estimate of net debt of SAR13.0bn at the end of 2010
(US$3.5bn) is equal to 2.4x our estimate of 2010 sales of SAR6.2bn. While Zain is performing
very well on many measures for a third mobile operator, with a debt burden this high the
company cannot afford to make any mistakes. We have taken ou estimate of fair value of
SARS8.0 as our target price for Zain; this is more than 20% below the current price. Hence our
rating of Underweight.
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US$24.50bn 16.4% US$9.20mn

Market cap Free float Avg. daily volume
Target price 46.37 1% over current Research Department
Consensus price 58.10 26.6% over current Al Rajhi Capital Research Team
Current price 45.90 as at 20/1/2010 Tel +966 1 211 9233, research@alrajhi-capital.com
\ 4

STC
\’fveythemtES bile t tperfi fixed-line tel Jam tomorrow

e expect mobile to outperform fixed-line telecoms . . . . .
in Saudi Arabia over the next few years. Growth in While STC remains powerful in the Saudi telecoms market, it has allowed
3.5G mobile data threatens the DSL market i Mobily to take the lead in mobile data, which is where we expect growth to be
dominated by STC.We ' regard STCOS O¥@Mn%%iPftrated. STCods foreign investments

expansion as confused and think that Mobily in

particular has taken advan @egrgteerm we Se%tkl‘e@éa§ agi§tr§qi9nawq |§1U5'9h coverage with a Neutral

to strengthen its position in the domestic market. rating and a target price of SAR46.4, which is close to the current share price.
Implications . Market: Saudi Arabia is an attractive telecoms market, benefiting from a young
With questions about its strategy and dull near-term and growing population and from high GDP/capita. Mobile communications

earnings prospects, STC lacks catalysts for share ; . . . . . .
price performance. However, STC is the least dominates the market. STCis dominant in the Saudi mobile market, with

expensive of the three Saudi telecoms operators and revenue market share of 61% compare to accounts market share of 46% (our
its 6.5% yield offers support. We rate STC Neutral. estimates for Q409). However, we think STC lost ground over 2009, especially

in the 3.5G mobile data market where Mobily has established aclear lead.
Performance

PriceClose HAvIo Mobile and data growth: Reported mobile penetration in Saudi Arabia is 154%.
61 105 However, mobile broadband has taken off recently and will, we think, help drive

56 penetration towards 220% by 2014.Mobile data should fuel incremental growth,

rather than replace existing voice revenues; however, weexpect it to grow at the

expense of fixedline DSL. If so, the company most at risk is STC, which virtually
monopolises fixed-line broadband. STC has achieved strong growth in DSL; and
in the long run we think its investment in next -generation fixed-line network

will create new growth opportunities. However, over the next few years we think

51
46
41
36

70 AN A A w

20 ‘w‘f VTN AT “Lufh-\unﬂ prospects for fixed-line telecoms will stagnate or even deteriorate.
6
New opportunities: STC is strategicallycommitted to expansion through
el s o b, i acquisition and international investment
01/09 04/09 07/09 10/09 boost growth in the future, but in the near term we think it has taken its eye off
souceBoombers the ball at home, to the benefit of Mobily and Zain. This helps explain why
Mobily has established a clear lead in the mobile broadband market.
Earnings
Period End (SAR) 12/09A 12/10E 12/11E 12/12E Valuation: Usinglong-run discounted economic profit valuation, we estimate
Rewvenue (SARmn) 50,750 54,140 58,124 61,592 fair value per share for STC at SAR0.0. On a comparative sum-of-the-parts
Revenue Growth 6.9% 67% 7.4% 6.0% basis, we estimate fair value at SAR42.7. Our target price for STC of SAR46.4 is a
EBITDA (SARmn) 20,607 21,939 23,540 24,945 simple average of the two estimates. In relative terms STC is the most modestly
EBITDA Growth 15% 65% 7.3% 6.0% valued of the three Saudi telecoms operators, tradingon a 2010 EV/EBITDA
EPS 541 599 638 672 multiple of 5.1x, a 2010 PE ratio of 7.7x, and offering a yield of 6.5%. Dividend

EPS Growth 2.0% 10.7%  65%  5.3% cover in 2009 was 1.7x; and we expect EPS growth of 11% in 2009. On this basis
Source: Company data, Al Rajhi Capital A . . . .
weseeSTCOds dividend as quite sustainabl e.

Valuation
Ev/Sales (x) Stock rating and conclusion: STC is modestly valued,but we see few catalysts
fornear-termper f or mance. STCbs domestic perf ol
:'i loss of mobile market share and other factors, while foreign expansion has put
4:6 pressure on costs. The results for Q4 2009 showed a reovery in sales growth to
a1 a robust 5 %; operating profit, however,
a6 overseas investments may pay off in the long run, but represent only around
- onequarter of its value. We see SdtDbGs 6.
06 although there are several Saudi companies offering higher yields; Jarir
o1 Marketing, Qassim Cement and National Shipping, for example, all yield around
16 7% or higher. We rate STC as Neutral and prefer Mobily, which offers jam today
01/07 01/08 01/09 rather than tomor row.

Source: Company data, Al Rajhi Capital
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Corporate summary Share information Valuation
STC is the largest telecoms operator in :
the GCC region, with a market value of Market cap (SAR/USS$) 91.80 bn / 24.50bn Period End 12/09A 12/10E  12/11E  12/12E
US$24bn. STC completely dominates 52-week range 33.80 - 56.75 Revenue (SARmn) 50,750 54,140 58,124 61,592
the Saudi fixed-line telecoms market gﬁg¥ezvgu¥g:;r%?n(US$) 5 gosomg EBITDA(SARmn) 20,607 21,939 23,540 24,945
and retains the highest share of the Free float (est) 9 " 16.4% Net Profit (SARmn) 10,822 11,977 12,755 13,436
mobile market by revenues. STC is S0 EPS (SAR) i 568 AR a7
committed to expansion by investment ' ' : '
abroad and acquisition, and has made Performance: 1M 3M 12M DPS (SAR) 3.00 3.20 3.26 3.33
major investments in Turkey, Malaysia, Absolute 2.9% -7.5%  -10% EPS Growth 20% 10.7%  65%  53%
South Africa and elsewhere. These Relative to index  0.2% -5.1% -50.4% EVIEBITDA (x) 55 51 .7 43
investments account for around one-
quarter of its value. Major Shareholder: PIE 09 o o = o8
Public Investment Fund 70% P/B () 2 Ly L7 L3
Gen. Organisation for Social Insce. 7% Dividend Yield 6.5% 7.0% 7.1% 7.2%

Source: Company data, Al Rajhi Capital
Source: Bloomberg, Al Rajhi Capital

STC6s overseas
strategy overlooks several of
the rules for success in the
sector

We value STC using both an
absolute DEP approach and a
comparative SoTP approach

Overseas investments

In our opinion, STC is guarding against the possibility of a slowdown in the domestic market

by investing heavily in telecoms ventures abroad, including both established operation s and
start-ups. Altogether, STChas invested around US$6.8bn (SAR25.5bn) in overseas ventures

We analyse STC6és foreign investment ottrategy

Here, let it suffice to say that, whilewe appl aud STCo6s interest in n
links to Saudi Arabia, in other respects we consider thatthec o mpany és i nvest men
scores poorly, overlooking several of the rules for success in foreign investment that have

been established in the global telecoms secto
focused initial expansion into Latin Ame rica, STC has invested in three regions: the Middle
East (Turk Telekom through Oger and the third mobile licences in Kuwait and Bahrain),
south-east Asia (Binariang and the Maxis group), and southern Africa (Cell C, again through
Oger). The key disadvantag of lack of regional focus is that it increases the complexity of
managing overseas assets, resulting in di
Moreover, STC owns only sizable stakesn its major foreign assets: 35% of Oger and 25% of
Binari ang. In practice, we believe that it will be difficult for STC to assert management
control over its foreign operations without majority ownership.

vers

STC has also overlooked the rule that telecoms operators should avoid investing in minor

pl ayer s. t\mluablé fereignanarkets are Malaysia, where Maxis ranks as no.1 in the

mobile market, and Turkey, where Turk Telekom ranks as no.1 in the fixed-line market and

no.3 in the mobile market. We would argue tha
from medium to very weak. This is especially true in Indonesia, a market with three sizable
operators and a long tail of small players which has seen price reductions of 7090% over the
past two years. We are also dubi oKusaitarddo ut
Bahrain, where the company is starting from a position behind well -established rivals with no
customer base or distribution chain.

Valuation of STC

We have taken adual approach to valuation of STC; please see the body of this report for full

details. Firstly, we value STC as a coherent whole using a longun DEP model. Our key long-

run assumptions are straightforward. We assume that the overseas operations grow in

aggregate faster than the Saudi operations, so that their contribution to total turnover rises

from our estimate of 25% for 2009 to 35% by 2020. We use a sliding WACC which is

wei ghted by the estimated contributi eamakethat S
revenues each year. Finally, we assume a 30 year period of competitive advantage for STC.

On this basis, we estimate fair value per share at SAR50.0.

Secondly, we val ue SiTil&dng its damesticthssinegspieon a fum-aof-n s
the-parts basis, using aggregate EV/EBITDA multiples for peer companies to estimate a fair
enterprise value for STC6s constituent parts,
the listed Turk Telekom and Maxis Malaysia. On this basis, we estimate fairvalue per share

for STC at SAR42.7. We have set a target price for STC of SAR46.4, representing a simple
average of the two approaches.

STC
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Organic sales growth is running
at 6-7% per annum for STC

Operating profit fell significantly in
2009, but we predict growth of 10%
in 2010

STC has a higher tax rate than
its Saudi rivals due to tax
overseas
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Income Statement (SARmn) 12/08A 12/09A 12/10E 12/11E 12/12E
Revenue 47,469 50,750 54,140 58,124 61,592
Access Charges (6,131) (7,470) (8,143) (8,719) (9,239)
Employee Costs (6,164) (6,773) (7,172) (7,556) (8,007)
Government Charges (5,542) (5,664) (5,955) (6,394) (6,775)
S.G. & A. Costs (7,194) (7,612) (8,224) (9,009) (9,547)
Repairs & Maintenance Costs (2,128) (2,623) (2,707) (2,906) (3,080)
Operating EBIT 13,903 12,764 14,074 15,210 16,094
Cash Operating Costs (27,159) (30,143) (32,201) (34,584) (36,647)
EBITDA 20,310 20,607 21,939 23,540 24,945
Depreciation and Amortisation (6,408) (7,843) (7,865) (8,330) (8,850)
Operating Profit 13,903 12,764 14,074 15,210 16,094
Net financing income/(costs) 894 (1,023) (731) (506) (406)
Forex and Related Gains (2,293) 638 - - -
Provisions (675) (1,004) - - -
Other Income 238 708 - - -
Other Expenses
Minority Interests (172) (283) (534) (735) (941)
Net Profit Before Taxes 11,910 11,798 12,809 13,969 14,747
Taxes (872) (976) (833) (1,213) (1,310)
Net Profit 11,038 10,822 11,977 12,755 13,436
Dividends - (6,000) (6,395) (6,523) (6,653)
Transfer to Capital Reserve - - - - -
12/08A 12/09A 12/10E 12/11E 12/12E
Adjusted Shares Out (mn) 2,000 2,000 2,000 2,000 2,000
CFPS (SAR) 8.72 9.33 9.92 10.54 11.14
EPS (SAR) 5.52 541 5.99 6.38 6.72
DPS (SAR) 0.000 3.000 3.198 3.262 3.327
Growth 12/08A 12/09A 12/10E 12/11E 12/12E
Revenue Growth 37.8% 6.9% 6.7% 7.4% 6.0%
EBITDA Growth 21.5% 1.5% 6.5% 7.3% 6.0%
Operating Profit Growth 10.2% -8.2% 10.3% 8.1% 5.8%
Net Profit Growth -8.2% -2.0% 10.7% 6.5% 5.3%
EPS Growth -8.2% -2.0% 10.7% 6.5% 5.3%
Margins 12/08A 12/09A 12/10E 12/11E 12/12E
EBITDA margin 42.8% 40.6% 40.5% 40.5% 40.5%
Operating Margin 29.3% 25.2% 26.0% 26.2% 26.1%
Pretax profit margin 25.1% 23.2% 23.7% 24.0% 23.9%
Net profit margin 23.3% 21.3% 22.1% 21.9% 21.8%
Other Ratios 12/08A 12/09A 12/10E 12/11E 12/12E
ROCE 18.7% 16.6% 17.0% 16.9% 16.5%
ROIC 26.0% 15.7% 16.0% 15.7% 15.4%
ROE 30.0% 27.1% 26.7% 25.2% 23.5%
Effective Tax Rate 7.3% 8.3% 6.5% 8.7% 8.9%
Capex/Sales 34.3% 31.4% 25.0% 24.8% 24.4%
Dividend Payout Ratio 0.0% 55.4% 53.4% 51.1% 49.5%
Valuation Measures 12/08A 12/09A 12/10E 12/11E 12/12E
P/E (X) 8.3 8.5 7.7 7.2 6.8
P/CF (x) 53 4.9 4.6 4.4 4.1
P/B (X) 24 22 1.9 1.7 15
EV/Sales (x) 24 2.2 21 1.9 17
EV/EBITDA (X) 5.6 55 5.1 4.7 4.3
EV/EBIT (X) 8.1 8.9 7.9 7.2 6.7
EVIIC (x) 1.5 1.4 1.3 1.2 1.0
Dividend Yield 0.0% 6.5% 7.0% 7.1% 7.2%
Source: Company data, Al Rajhi Capita. Not e. We have not restated STCdbs 2008
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STCO6s Dbal ance ¢ BalanceSheet(SARmn) 12/08A 12/09A 12/10E 12/11E 12/12E
expanding as a result of Cash and Cash Equivalents 8,064 7,422 8,671 10,663 12,892
investment overseas Current Receivables 8,136 11,471 12,190 12,787 13,550
Inventories - - 831 872 924
Other current assets 2,788 3,447 3,447 3,447 3,447
Total Current Assets 18,988 22,340 25,139 27,769 30,814
Fixed Assets 44,412 53,026 58,721 64,800 70,962
Investments 2,466 2,574 2,574 2,574 2,574
Goodwill - - - - -
Other Intangible Assets 31,767 28,916 28,916 28,916 28,916
Total Other Assets 2,277 2,417 2,417 2,417 2,417
Total Non-current Assets 80,922 86,932 92,628 98,706 104,869
Total Assets 99,909 109,272 117,767 126,475 135,682
Short Term Debt 3,827 9,061 9,061 9,061 9,061
Trade Payables 19,100 20,457 23,137 24,750 26,102
Dividends Payable - - (300) (172) (42)
Other Current Liabilities 0) - 0 0) 0)
Total Current Liabilities 22,927 29,519 31,898 33,639 35,122
Long-Term Debt 28,081 22,254 22,254 22,254 22,254
Other LT Payables 3,516 3,859 3,859 3,859 3,859
Provisions 2,682 2,844 2,844 2,844 2,844
Total Non-current Liabilities 34,279 28,956 28,956 28,956 28,956
Minority interests 4,937 8,798 9,332 10,067 11,008
Paid-up share capital 20,000 20,000 20,000 20,000 20,000
Total Reserves 17,766 21,999 27,581 33,813 40,596
Total Shareholders' Equity 37,766 41,999 47,581 53,813 60,596
Total Equity 42,703 50,797 56,913 63,880 71,604
Total Liabilities & Shareholders' Equity 99,909 109,272 117,767 126,475 135,682
STCo6s financi al Ratos 12/08A 12/09A 12/10E 12/11E 12/12E
healthy Net Debt (SARmN) 23,845 23,893 22,644 20,652 18,423
Net Debt/EBITDA (X) 117 1.16 1.03 0.88 0.74
Net Debt to Equity 55.8% 47.0% 39.8% 32.3% 25.7%
EBITDA Interest Cover (X) (22.7) 20.1 30.0 46.5 61.4
BVPS (SAR) 18.88 21.00 23.79 26.91 30.30
Capex exceeded 30% of sales Cashflow Statement (SARmn) 12/08A 12/09A 12/10E 12/11E 12/12E
in both 2008 and 2009, Net Income before Tax & Minority Interest 12,082 12,082 13,343 14,704 15,688
although we expect it to Depreciation & Amortisation 6,408 7,843 7,865 8,330 8,850
moderate from now on Decrease in Working Capital 1,610 (3,941) 1,130 975 538
Other Operating Cashflow 2,094 1,021 (833) (1,213) (1,310)
Cashflow from Operations 22,193 17,004 21,505 22,796 23,766
Capital Expenditure (16,278) (15,926) (13,561) (14,409) (15,013)
New Investments - - - - -
Others (19,190) 2,282 - - -
Cashflow from investing activities (35,468) (13,644) (13,561) (14,409) (15,013)
Net Operating Cashflow (13,276) 3,360 7,944 8,387 8,752
Dividends paid to ordinary shareholders (8,552) (5,943) (6,695) (6,395) (6,523)
Proceeds from issue of shares - - - - -
Increase in Loans 18,406 (671) - - -
Effects of Exchange Rates on Cash - - - - -
Other Financing Cashflow 4,908 3,874 - - -
Cashflow from financing activities 14,763 (2,740) (6,695) (6,395) (6,523)
Total cash generated 1,487 620 1,249 1,992 2,229
Cash at beginning of period 7,618 8,064 7,422 8,671 10,663
Implied cash at end of year 9,105 8,684 8,671 10,663 12,892
Ratios 12/08A 12/09A 12/10E 12/11E 12/12E
Capex/Sales 34.3% 31.4% 25.0% 24.8% 24.4%
Source:Company data, Al Raj hi Capital. Note. Weporhave not
Disclosures Please refer to the important disclosures at the back of this report. 42
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