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Section 1: Background

The mobile handset has become an inalienable component of the average Indian
household within a decade and a half of its introduction. Mobiles would penetrate into
the lowest economic segments in hinterlands and urban slums, among the old and the
poor. This is all now well accepted by most. It is also generally accepted that the key
factors behind the spread of the mobile handset have been (i) relevant services, (ii)
consumer choice, (iii) network externalities, and (iv) low entry and usage costs at decent
quality levels.

Of these perhaps the last is the most important. That has also been achieved due to a
combination of technology availability and high competition levels, backed by a
policy/regulatory regime that encouraged low price offerings to the masses, with minimal
intervention in the market-place. This, again as is well known, is a potent combination.
It has achieved what few economies have been able to achieve — a highly profitable and
lowest cost mobile communications sector.

This success has however been limited. Value Added Services or VAS have not seen the
same level of success as mobile telephony in India. Countries such as China and Japan,
as well as those in Europe have been far more fortunate where VAS usage and services
are considered. Each of these have varied competitive models. What differentiates them
from India? What aspects of the experiences of other countries that need to be better
understood in the Indian context? And finally, how can growth of the VAS market be
catalyzed?

This paper studies the Indian mobile VAS industry and identifies specific points of
action. It is likely that VAS market would grow large enough if given enough time; but
that would be at a very slow pace. The problem, the paper finds has to do not with a
lack of demand, but a coordination failure between various players. Once the problem is
identified as that of a coordination failure, the solutions are straightforward — greater
transparency across the value chain, easier entry at different points in the value chain, and
enabling open competition that is un-fettered by over-regulation.

* The authors would like to thank IAMAI for sponsoring this monograph; Harshvardhan Singh for
providing valuable and critical insights into the evolution of telecom regulation in India; Bibek Debroy for
his incisive thoughts on what ails Mobile VAS in India; Ranjan Srivastava and Payal Malik for their help in
information on telecom industry in India and internationally; and Deepa Nayak for her research assistance.
All errors remain ours. Contact: laveesh@indicus.net and sumita@indicus.net.
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Section 2: Introduction — The Disruptive Power of MVAS

Value Added Services on the mobile phone comprise a range of communication options
using either individually or combinations of text, image and sound/voice. In effect,
every communication option not including the voice based phone call is included under
MVAS. Hence text based SMS, transaction services, ringtone downloads, etc., all are
classified as MVAS. As the usage of the mobile evolves, the share of basic mobile
services falls and that of MVVAS rises. That has been the international experience. Some
countries have seen a much more rapid expansion of MVAS usage than others. India’s
MVAS usage has also grown in the last few years; though it is apparent that the growth
can be far higher.

This monograph examines the potential of MVAS in the context of Indian conditions,
and discusses how MVAS usage can grow more rapidly. Rapid growth of MVAS would
of course be beneficial for all — greater top and bottom-line growth for mobile service
providers, greater tax revenues for the government, greater services for users and
resulting consumer welfare and perhaps most important of all - greater employment and
economic opportunities for all.

2.1 A Unique and Powerful Technology

Arguably, mobile technology is the most powerful disruptive communication technology
introduced in recent times. By enabling two or more parties to communicate at any
location and on the move, the mobile phone has revolution-alized communications as we
know it. MVAS has the potential to bring about another such revolution. The key
advantage being that the two or more parties do not need to synchronize their
availabilities (in terms of time or space) for the interaction or transaction to occur.
Hence the SMS can be sent and read at different times; ringtones can be created and be
ready for download whenever the user desires; the m-banking transaction can be done on
a 24 by 7 basis etc., and all of this can be done on the move. Hence, whether it is
information flows, entertainment, or transactions, MVAS has the potential to overhaul
personal, professional and commercial interactions. To put it another way, MVAS has
the unique advantage of freeing all communications from the hegemony of time and
space simultaneously.

2.2 Low Cost Delivery for the Masses

The low costs of the mobile device and network also ensure the masses can be an
integral part of the system. This in turn ensures that a range of services can be made
available. Low value commercial transactions for the masses, bridging the gaps between
the banked and the un-banked, social networking, interaction between citizens and
government, etc. are only some examples.

Further, the digital space has extremely low costs at the margin, thus usage costs can be
quite low. Consequently, since the numbers of users are very large (eventually coverage is
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expected to be close to the universe of households and universe of labour force) large
economies of scale should be possible.

2.3 Cutomization and Externalities

Since it is possible to identify and get the real-time response from the mobile user highly
customized services are also possible. Another critical advantage of MVAS lies in the
positive externalities that it potentially generates across all sectors of the economy. The
possibility of kick-starting a whole range of services with consequent impact on
employment generation is also highly dependent on greater use of MVAS. That is,
MVAS can be seamlessly integrated with other channels thus generating positive
externalities not only in the mobile space but in a host of other areas. Be it m-medicine,
m-education, m-banking, or m-governance, the possibilities are quite impressive.

All in all the combination of low cost, high levels of customization, scalability,
integration, and real-time feedback, make the MVAS space unique with a potentially
powerful impact on both growth and equity.

2.4 Sub-optimal Mobile VAS usage in India

Expenditures on VAS services in 2007 were in the range of Rs 5000 crores in 2007 — An
amount far lower than what is expected for a country the size of India. It is also well
known that the share of VAS revenues in total has been falling since 2006. This is true
for all types of operators, whether GSM or CDMA.

Figure 1: - Relative stagnancy in the mobile market
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Contrast this with the experiences in other countries. VAS revenues account for about
30% of the total revenues in China and Japan while in Europe they contribute around
20%.
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Source: Stanford-BDA study on MVAS in India

Country Share of non- Details

voice revenue

in total
Germany 20.2 (Vodafone 2005)
Italy 16.7 (Vodafone 2005)
United Kingdome 20.3 (Vodafone 2005)
United States 8.9 (Vodafone 2005)
Germany 18.0 (Tmobile, 2006 H1)
Japan 27.0 (KDDI 2005)
Korea 26.0 (SK  Telecom, wireless Internet

2005)

China 27.3 (estimated 2008)

Source: OECD 2007, Holtkamp 2006

Though mobile services in general and VAS in particular made a slightly later entry into
India, it still does not explain the wide difference or the relative stagnation. Two points
are however apparent. First, despite the increase in the range of VAS services on offer in
the last decade, the usage on a per user basis has not increased, and may in fact have
fallen. Second, the problem is systemic and not limited to a few operators.

Take the range of services available in India as shown in the figure below. One finds the
predominance of entertainment related services. Remove entertainment and there is little
that the masses can do with Mobile VAS in India currently. There are few social
networking, education, health, employment, etc. services that are currently available.
Industry sources also reveal that the entertainment services are mostly consumed by
urban youth and that there is limited usage of mobile VAS among the higher age groups
as well as in rural areas.

Mobile VAS — Indicus-IAMALI Draft: April 16, 2008 4



AIAMAL

Figure 2: Range of MVAS Services Currently Available in India
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This is an important aspect of the poor equilibrium in the mobile VAS sector in the
country. Why are a greater set of services not available and why are only a limited few
using what is available? The answer is quite simple, a typical kind of service is used by a
specific consumer segment. Entertainment is quite prevalent because there is some
match between what is on offer and the entertainment requirements of urban youth.

There is another important aspect. The costs for entertainment content are quite low. A
large part of this content already exists in other media, and the only costs of reaching it
to the mobile are those for digitizing and conversion to the appropriate format. Even if
some content is specifically created (e.g. images or ringtones) the development costs tend
to be relatively low. Therefore, jokes, songs, ringtones, images, astrology, cricket scores,
etc. all require extremely low costs of creation or conversion, and all are widely available
in the Indian MVAS space.

The mobile VAS market is therefore characterized by the predominance of low cost and
generic content/services. Moreover, these low costs of production are spread among a
large set of users. All in all therefore, this is a market where the mark-ups between
development/creation and consumption stages are high.

Later sections show that these mark-ups are not well distributed between various players
and that the content creator gets an inordinately low share. This affects the incentives to
develop higher cost content, and consequently we only see content where
creation/development costs are low. This is all well recognized and indeed there has
been significant criticism of mobile service providers’ practices of ‘exploiting’ the mobile
VAS content creators/developers. But this argument is too simplistic. The key issue is
not that mobile service providers are keeping a large share of the margins; but that
mobile service providers are currently not competing with each other adequately enough
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for good quality content.  This ensures that MSPs share only a small part of the margins
with them, and as a consequence developers do not find it profitable to develop better
and typically higher cost content. The absence of good quality content also affects the
mobile service providers negatively, as it slows the expansion of the MVAS market to
greater levels.

In other words, a market failure exists in the MVAS space in India. Only those services
that are characterized by low development costs are therefore available for the consumer.
The lack of options affect MVAS usage negatively, which in turn translates into low
market size and low returns for the mobile service operators.

Where is this low cost equilibrium problem originating from? Why does competition not
function here? Why might India be different? These are some of the critical issues that
are discussed in later sections. But before that it would be better to understand the
international experiences — of both the kind of MVAS services that are on offer as well as
the institutional structure that has enabled their provision. These are discussed in the
next section.
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Section 3: Services and Structure Internationally and in India

There are a range of MVVAS based services that are yet to enter India and this section 3.1
will point to some international experiences and also relates them to India. That is, it
first describes various services that are on offer internationally, and then attempts to link
the Indian context with the potential of such services. The elements discussed are not
mutually exclusive or exhaustive, but the discussion is intended to provide a glimpse into
the significant potential. Section 3.2 describes the institutional structure operating in
other countries, that has contributed to the successes or failures in those countries. The
Indian structure is discussed last.

Section 3.1: The Potential Range of MVAS Services

There is a great diversity in the range of value added services (VAS) as technology has
grown in leaps and bounds. The most basic and earliest VAS is the SMS or short
messaging service application. This includes messages between persons (P2P) and
between application and person (A2P-P2A). Though the traditional method of messaging
between people will continue to increase every year as mobile penetration rises, it is in
the latter space of messaging between application and person that there is considerable
potential to serve growth and efficiency requirements. Calling for information, enabling
transactions etc. are applications that offer scope for raising economic efficiencies.

For instance, DB (Deutschbahn, the German railways) and Lufthansa offer check-in and
reservation services through SMS. The facility of ticketing through the mobiles has also
been introduced by Indian Railways, though this facility is as yet available in limited cities
only. SMS alerts for delay in flights are also available on various domestic airlines and for
financial transactions through banks. M-banking (Wizzit in South Africa) and provision
of microfinance credit in rural areas (CGAP) are other areas where financial inclusion is
being enabled through technology. E-governance initiatives in Singapore have
comprehensively connected the citizen to the public departments that deliver a variety of
services — access to balance and other account queries on the Central Provident Fund,
reminders on passport and driving license renewals, information on crime in the
neighborhood, Supreme Court hearings, economic statistics etc. are some examples.
While some of these VAS are provided on subscription with the operators, some services
are free. In India as well the idea of m-governance is taking shape [See Box]. By reducing
the points of personal contact between the government officials and the general public,
not only are there significant time and money savings, but with increased transparency
and minimal or zero personal interaction, corruption becomes more difficult.

The bulk of the underprivileged sections in India are on daily wages or self employed. In
both cases, they have a high opportunity cost of time. Whether it is reservations or
registrations, the poorest are unable to conduct such interaction/transactions because of
their inability to travel the distances or spend the time required. A simple banking
transaction can take a rural person anywhere between two to four hours including his
travel time. With MVAS the necessity of travel is eliminated and so is the need to take
leave from their occupation. The consequent benefits for the poorest sections are
therefore extremely high. Further, m- banking protects customers from the risk of
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carrying money on their person, further enhancing the power of the MVAS is providing
financial inclusion and safety for the underprivileged.

Box: Mobile egovernance - VAS beyond ringtones
E-governance to go mobile in Faizabad
Indian Express, December 24, 2007

Faizabad, December 23 - Faizabad will soon see e-governance in a new avatar. Chief
Development Officer (CDO) Gaurav Dayal has launched an initiative called “Real
e-governance”, in which, e-governance will be conducted through cellphones.

Dayal has started trials for a project called Anant Sampark by Harnessing Wireless
Access (ASHWA), with an aim to establish a practicable e-governance infrastructure
which will connect rural areas with the district headquarter.

Through ASHWA, villagers can access their family register, different certificates
including death, birth, income, domicile and land records with the “dial” button of
the cellphone.

Dayal, while explaining the working of ASHWA, said: “A villager who might need a
copy of a land record, any government certificate or assistance has to merely
approach Ashawarohi (a member associated with ASHWA) and pay him a sum of
Rs 20. The Ashwarohi will immediately send a message in this regard through the
cellphone. A master computer, monitored personally by the CDO will be installed at
Vikas Bhawan in the district headquarter. This main server will receive the message.
After identifying the cellphone, from which the message has been sent, the
computer will print the required document.”

He added, “This document will be placed in a stamped envelope and posted the
same day. Within three days, it will be delivered to the village from where the
request has originated.”

Dayal further said that every village will have one Ashwarohi, who will be trained to
use GPRS cellphones. For ensuring attendance of government functionaries at
administrative offices, Ashwarohis might carry out random checks and take a note
of their attendance by merely taking their photographs from their cellphones and
transmit them to the main server.

The project will help in keeping a close watch on government functionaries,
including teachers of primary schools in the villages, Aganwadi workers and the
doctors posted in the rural areas. It will also monitor different programmes run by
the state government in villages such as mid-day meal scheme, national guarantee
employment scheme, among others.

Source:  http://www.expressindia.com/latest-news/Egovernance-to-go-mobile-in-
Faizabad/253508/
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Multimedia Messaging Service (MMS)

A step ahead of plain text messaging is the Multimedia Messaging Service (MMS). This
allows images, audio, video and rich text within messages. One of the main constraints to
the growth in this application has been the need for compatibility in the receiver’s
handset, which has to be enabled through the operator. Further, handsets need to be
configured for receiving and sending MMS, a task which often appears complex to the
users. Some operators allow a WAP* push through in which users are directed to a URL
on the net to access the MMS, which is hosted on the content provider’s server. In that
case, however, the user is billed for data download, rather than just the MMS and this
may raise the costs to the users. In China, a survey of mobile users revealed that 91.1%
would like to use MMS but the above factors contributed to only about 15% actually
using these services.?

Later sections of this paper discuss cases of countries where the MSP also provides the
handset/instrument, which better enables integration between the MMS services and the
instrument. However, that cannot be a critical constraint since the MSP and instrument
providers can potentially build in the integration at the point of sale itself. Another
potential problem is that of cost of the handset, which would typically be higher if
greater functionalities are built in. However, here as well, the costs fall dramatically with
scales. Bandwidth requirements for MMS are also quite high. But even if bandwidth
constraints are eliminated (as they will be shortly), MMS will take some time to spread in
India as the China experience shows, and an earlier start will quicken the returns for
consumers and sellers alike.

The possibilities of MMS in India are many. In a country where literacy levels are low,
the combination of images/video and sound can enable the large masses of the
population to benefit from information and knowledge related to income and
employment, education, health or social networking. M-medicine can prove to be a
powerful tool in ensuring access to primary health in areas that lack quality health
facilities. Given the reluctance of doctors to locate in rural areas, tele-medicine or m-
medicine establishes the patient-doctor connection through a simple interface that allows
exchange of information and pictures. A cell phone in the hands of the rural health
worker (ANM/ASHA) will effectively boost the utility of the scheme set up by the
Ministry of Health to spread coverage of health provision as the Jiva Teledoc initiative
has shown.?

In other words, integration can dramatically reduce the critical problems, and integration
will be possible if the MSPs can realize the benefits from their efforts rapidly enough.

Colour Ring Back Tone (CRBT)

Another application that has become extremely popular amongst end-users (eg. in China)
is the voice application of CRBT, color ring back tone that allows differentiation

1 Wireless Application Protocol is an open international standard for applications that use wireless
communications and enables access to the internet from mobile phones and PDASs.

2 Holtkamp 2006

3 http://www.comminit.com/en/node/116145
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amongst ringtones and provides an enhanced, personalized user experience on the
mobile phone. This application generates significant revenues for the operator as
consumers are quick to demand variety and frequently switch tones. CRBT has many
advantages over standardized ringtones — it is not merely entertainment that drives its
success. For small businesses and professionals CRBT has significant marketing
implications as well, as customized ringtones and dialer tones add to brand positioning.

WAP/Mobile Internet Services

WAP services or mobile internet services are also catching on. Mobile phone email and
access to files have become a necessity in corporates and businesses as workspace has
expanded beyond the office walls. As familiarity with the net is a prerequisite for users,
this service is more popular amongst the well educated urban youth. Amongst the
general public however, language and education barriers can restrict access to net services
for a large segment of the population. The gaming market has become one more VAS
that is rapidly gaining popularity in South Korea, for instance.

Access to the internet opens up a world of possibilities to the unwired. WAP allows the
user to access a far richer set of ICE and transaction related services. For the small scale
and unorganized sector businesses, it has the potential to circumvent the need to develop
costly marketing and selling networks, and all this at a very low cost. Given that creating
a greater set of opportunities for the SMEs and unorganized sector is a policy objective,
one can expect significant government support for such activities. The Indian
government’s Community Service Centre scheme for providing internet access to one in
every six villages can connect to the cell phone network for greater access in rural India.
This will prove a boon for the e-governance initiative.

WAP has yet to become successful in India for many reasons, bandwidth being an
important factor, but not the only one. Currently the ecosystem for WAP sites is also at
quite a nascent stage of development.

Interactive Voice Response (IVR)

IVR is another application that has a significant role to play in drawing consumers into
using VAS on mobiles. The basic idea of connecting users to a database through a touch-
tone or dual-tone multi frequency user interface has been around for some time, allowing
users to access information on transport services, banking and financial services etc. But
the latest innovation allows conversion between text and voice, allowing users to use
their voice to give inputs and through this, IVR has helped operators and providers in
most countries overcome the constraints of language and literacy.

In the case of India an IVR ecosystem will require significant investments in
development. The large number of languages and dialects prevalent in the country will
make voice-to-text services difficult to scale up. However, low literacy levels generate
significant opportunities in the text-to-voice space and with India’s significant software
capabilities, it will not take long for this potential to be realized.
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Using Interactive Voice Response to help farmers — equity and efficiency in growth

Soochana Se Samaadhan®, run by OneWorld Network has been operational in India in
partnership with Reliance Mobile since 2006 in more than 700 villages through which
farmers can ask queries on crops, animals, weather etc. The query is recorded over the
cell phone and stored on the Reliance server, the farmer is charged Rs. 5 per query.
More than 300 calls are received and answered per day and the Lifeline database has over
40,000 live FAQs which are matched with the query. If there is no match found, the
query is sent to experts whose answers are then recorded and stored on the server. The
farmer calls back for retrieving the answer, the satisfaction rate with this service is said to
be more than 60%. Questions relate to insect and pest disease management, government
schemes, loans for watershed management etc., crop insurance, prices of commodities
etc.

Location Based Services (LBS)

With the Global Positioning System in place, there is tremendous scope for expansion of
services that can cater to the location-based requirement of the consumer. Location
based services (LBS) include features such as allowing the user to locate the nearest
restaurant, hospital or shop as well as locating other people. In a country like India, there
are many innovative service options possible that can reach out to the underprivileged in
the cities and villages, giving them a stronger base for inclusion in the process of growth.
For instance, while urban applications look at vehicle tracking for fleet operators, for a
villager, this feature could indicate whether the buses are running on time or are delayed.
Locating friends is a service gaining popularity abroad, this could also translate into a
service that helps people locate their doctors, or parents to supervise the movements of
their children. Mobiance, a company providing LBS technology has tied up with Airtel,
and visualises the use of LBS to aid governance in times of public unrest and natural
disasters.

In the delivery of government provided services as well, LBS can have a significant role.
The Auxiliary Nurse and Midwife (ANM) for instance serves the reproductive and child
health requirements for women in a range of services. She services the requirements of
women in a cluster of geographically proximate villages. Typically she visits one village a
day, which affects her ability to service those in urgency (for instance child-delivery).
The benefits of LBS are obvious in such conditions.

Section 3.2 Industry Structure and Performance in Selected Countries

Business models for mobile VAS vary around the world as environment in each country
differs. In some countries, the mobile service providers (or operators) also provide the
handset to the consumer. In some, aggregators do not play a significant role, in yet
others, the bulk of the VAS is provided by the MSPs themselves. The regulatory

4 http://www.lifelines-india.net/index.htm
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structure also differs. In some countries the regulations over VAS are determined by the
MSPs, in others, the government or regulatory agencies oversee this.
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A detailed comparison of the different countries is not the aim of this monograph, we
take a limited number of cases, and focus on one or two critical aspects in each of these
countries, to better understand the ramifications for India. For instance, China is a good
example of limited competition (there are 2 major MSPs) combined with state control; in
Japan the MSPs operate under a walled garden environment. Though structures and
systems differ significantly, each of these have experienced certain successes in the
MVAS space; these are discussed below.

Players in the MVAS Market

= The end-user, the consumer

= Mobile service providers or operators (MSPs)

= Aggregators or portals

= VAS content and service providers

= Media companies

= Handset/instrument manufacturers

= Government ministries and regulators in various fields of information,
communication and entertainment.

Japan (Docomo i-mode success)

Japan has an operator driven vertically integrated market structure in the mobile industry.
Though there are more than 30 mobile operators, the market is dominated by two firms
—NTT DoCoMo with 53% market share and KDDI with 27% market share. The
Japanese government has a third ownership in NTT Corp, which is one of the largest
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mobile operators in the world. While the Ministry of Internal Affairs and
Communications is the regulator of the industry, the market is largely unregulated,
compared to other countries, given the strong control of the operator in the value chain
of the DoCoMo i-mode model.

The DoCoMo i-mode in Japan is seen as one of the most successful mobile VAS models
in the world. NTT DoCoMo has always had a strong innovative side, it was the first to
introduce electronic money through the mobile phone. The walled garden strategy that
makes the operator the sole channel of exchange between users and content providers
gives NTT DoCoMo control over the entire value chain and has been stated to be one of
the pivots on which the success of the model rests. The i-mode subscription allows users
access to customized content on the internet and the server hosts both official as well as
unofficial sites or service providers. For official sites, DoCoMo has a contractual
arrangement by which it collects the content charge and keeps a commission of 9%, with
the remaining 91% going to content providers. °.

One of the most important features of this model has been the simple billing interface
that charges for packets of data downloaded, allowing for transparency in earnings. Total
revenues to DoCoMo therefore include the monthly subscription fee, airtime usage
charge, packet usage charge and 9% commission on e-commerce transactions and
content downloads. Unofficial sites are allowed to charge independently and collect
directly from the user. In 2007 there were an estimated 12,000 official and 94,000
unofficial sites providing services to mobile users. Despite the successful mobile
penetration and revenue earnings through this model, DoCoMo is moving away from the
walled garden strategy, has introduced off-portal sites and its business model is evolving
away from monthly subscriptions towards advertising.

Note that despite there being few MSPs, the Japanese MVAS market ensures greater
share of the revenues to the content provider, has a highly transparent system of
information sharing, and ensures entry of different types of MVAS providers. In other
words, it is in the interest of DoCoMo to provide a facilitative environment for content
providers.

Europe

There are various markets within the continent of Europe, with different market
structures and models. For example, France has around 25 cellular mobile companies
and more than 150 WLL providers whereas Germany has just 4 and 7 respectively. In
most countries though there are a few firms dominating the market- in France the top 2
companies have more than 80% market share, while in Germany the top 2 companies
have more than 70% market share. Except for Finland and Italy, in other countries,
handsets and services are bundled together by the operator and handset subsidies are
widely given by the MSPs. In the European Union, the regulator, the
Telecommunications Commissioner, is a part of the European Commission and
countries also have their own independent National Regulatory Agencies. Competition in

5 Diagrams comparing the revenue models of Japan and China are sourced from VAS China Project 2006
page 28.
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European countries is on the horizontal level and operates on the open access mode. In
fact, the i-mode approach failed to take off when tried®, proof that models are
environment specific.

Dutch KPN Mobile was the first in Europe to adopt the i-mode model from Japan in
2002, and attracted more than 200 content providers but began phasing the service out
in 2007. Vodafone had picked up the model and by June 2007, reported a messaging
ARPU in Europe of 13.9%, with pure data ARPU at 7.2%, a far cry from Japan’s
DoCoMo where data ARPU accounts for about 32.3% of the total. Though the walled
garden strategy was blamed for the failure of the business to take off, there are other
plausible and possible reasons as well. One of the main differences between Japan and
Europe is that in Japan the operators control the entire value chain, right from the
handsets. Nokia and Samsung were not in favour of resting all their business on i-mode
capable handsets and Japanese vendors lacked the retail capacity in Europe to put in
place the scale of operations necessary for the success of the business. Moreover before
i-mode, European content providers had already set up off-portal services with premium
charges on SMS. There was little incentive for large providers to go through the
evaluation process essential to become i-mode suppliers.

This experience shows that experiences in one country are difficult to replicate in totality
in other areas. The large size of DoCoMo and industry structure in Japan ensured that it
was easier to coordinate action there than in Japan. For instance, the European
experience shows that handset manufacturers will be less willing to provide MSP specific
handset if the market is fragmented.

China

The Chinese cell phone market is largely divided between two operators — China Mobile
and China Unicom, in a roughly 60: 40 share. Both are government owned and regulated;
but the power of regulation over content providers rests with the operators. The
relationship between operators and content providers has evolved over the years. When
VAS first developed in the market in the early nineties, operators depended upon the
content providers for value and accordingly the two played a complementary role in
providing VAS to the consumers.

6 Wireless Watch August 10,2007. http.//www.japaninc.com/ww165
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In 2001, the Monternet platform was launched by China Mobile, in reponse to concern
over the falling ARPU and to tackle competition from the CDMA based China Unicom.
With this, content providers were offered 85% of the revenue and Monternet took care
of all the billing systems. China Unicom gives 80% to the content provider, keeping 20%
for itself. Lately however, operators have integrated content provision by setting up
content providing companies. China Mobile has set up a content provider Zhuowang.
There is thus both competition and complementarity between operators and content
providers in China today. In China, the share of revenue from VAS to total mobile
revenues has risen from 1.1% in 2001 to an estimated 22% in 2007 as more than 80% of
the subscribers use VAS through their mobiles (see Holtkampf, 2006).

However as the VAS providers are regulated by the operators, this has led to unequal
market dynamics as incumbents control the entire value chain, in an environment
characterized by lack of a transparent regulatory regime and open competition. So
despite a conducive revenue sharing model, there are too many content providers
providing similar services and reportedly little innovation. Then what explains the larger
share to content providers? The high degree of tacit state control over the MSPs is
probably the key factor. That is, government orders are probably behind such sharing.
The important lesson for India is that despite higher revenue sharing, innovativeness in
content and transparency are found wanting. Though the MSPs may be providing a
larger share of the revenues, the complementary measures associated with greater
integration between the various services, transparency in pricing, level playing field to
different types of content providers, are all missing in that market.

Unlike the Japanese case, the Chinese case suggests that even if the market leader
provides a larger share of the MVAS revenues, the market does not necessarily evolve.
Other complementary factors need to be present.

Section 2.3: The Indian Experience
Structure

Indian telecom reforms have enabled the opening of the sector to private players since
the early nineties when new private companies were allowed to enter the telecom sector
and public sector telecom companies such as MTNL and VSNL were disinvested and
privatized. The country was divided into 21 circles, and licenses were auctioned out to
the firms; by 2005, there were 78 licenses given out in the mobile domain. TRAI data for
December 2007 shows that the top four operators in mobile segment are Bharti with
23.61% market share, Reliance with 17.53%, VVodafone/Hutchison with 17.1 and BSNL
with 15.76%.

The Telecommunications Regulatory Authority of India (TRAI) was set up in 1997 as an
autonomous body with quasi-judicial powers to regulate the telecom sector. But the
power to adjudicate in the matter of disputes was given in 2000 to the Telecom Disputes
and Settlement Appellate Tribunal (TDSAT). Moreover while the Department of
Telecommunications (DoT) of the Government of India  must seek the
recommendations of the TRAI, these are not binding on the DoT. The Ministry of
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Information and Broadcasting has jurisdiction over audio and video content. There is
therefore a multiplicity of regulators while public and private firms coexist in the market.

The TRAI is generally credited with facilitating the expansion of low cost voice services
to the masses, while keeping regulation at a minimum. However the TRAI has largely
focused on regulations and advisories related to the voice part of the mobile market and
not on MVAS.

The Problem Areas

Low revenues and inflexible pricing schemes - MSPs in India tend to keep a high
share of the revenues, 60%, while content aggregators receive 15-20% and content
providers 10-15%. Where intellectual property rights are involved, the share to content
providers is larger (around 35-40%), but since this includes compensation for IPR, the
actual share to content providers remains low. The entire revenue from P2P SMS goes to
the operators and revenue sharing is only relevant for the remaining 60% of business.
Here each operator has different revenue sharing models as shown in the table below.
Moreover, content that is sold more gets the same share as content of interest to a
limited market. The prices to the consumer are also rarely in the determined by the
content provider.

Low transparency - There are (admittedly un-proved) claims of billing and revenue
leakages between the operators and the content providers, lack of transparency in
statistics of content transactions, efficiency in settlements, lack of credible systems to
address disagreements, grievance redressal mechanisms are also lacking.

Missing coordination and integration - Moreover, when information systems
connecting the end user, operator and content provider are not in place, it is difficult to
keep track of the revenues accrued and actual and the optimal potential of earnings is not
achieved. Content providers are at the end of the stream and unless they have a system
of validating the number of data downloads, they must be content with the billing
accounts given to them by the operator. Delays in payments compound the problems,
especially for small VAS providers. Flexibility in billing models are also crucial — whether
the consumer subscribes to a service or whether content can be provided on pay-as-you-
do principles — currently such models are offered to only a limited set of larger content
providers.

These are only the first level issues related to MVAS transactions. There are another set
of issues that will come up after the above are addressed, some examples: ’
Does a content provider get paid for download attempts, even if unsuccessful?
Often the operator has no system to know if a transaction has failed to download
successfully on a handset. It is important for this information to be collected and
transmitted to customer care centers to handle queries.
Is there a re-attempt time frame of say one to four hours?

7 Hankins 2004.
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Is the customer entitled to download one instance of content again with any re-
attempts not to be rated?

How long do subscribers own the content they purchase?

When the subscriber changes handsets, how is content transferred from one
handset to another?

What are the digital rights to the content?

Usage of VAS in India
Figure - Sharein VAS Revenue

Others

3%
Ringtone
35%
P2P
40%
Game & P2A and
Data A2P
7% 15%

Source : IAMAI 2006

Within VAS, the dominance has been on the traditional SMS messaging service while
ringtone downloads come a close second in preference of users. With the SMS being the
cheapest, it has been picked up as the most widely accepted VAS in India. MMS has not
been successful mainly because of relatively expensive MMS compatible handsets and
unfamiliarity with the use of this service.

Further, from the marketing angle, the easiest and most profitable option for operators
and content providers has been dependence on entertainment VAS - the ‘low hanging
fruit’. Ringtones, wallpapers and games take their inspiration predominantly from films
while contest SMS linked to the television shows has been another revenue generator.
The Sony Television show, Indian Idol, asked viewers to vote for contestants through
SMS. Between November 2004 and March 2005, more than 55 million votes were cast
via SMS. At Rs 3 per SMS, that made Rs 16.5 crores in earnings : telecom companies and
Sony shared the revenue 70-30 in this case®. Consequently big media companies have
worked extensively at tapping the mobile revenue market. Owning the short code is one
way for providers to earn greater revenue share but this involves putting down high
deposits for the numbers, and tying up with all the operators.

More varied content and VAS will prove to be beneficial not just to operators and
content providers, but also the economy by raising efficiency levels as examples in the
previous section have illustrated. The move away from entertainment linked VAS has
already begun in India but needs to gain momentum.

8 Business World April 25t 2006, http://inhome.rediff.com/money/2006/apr/25bspec.htm
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The High Growth Equilibrium

*Higher expenditure per user
«Large number of users
«Greater segments of users on-the-mobile

I Consumer I/7/I5ervice Providerl

*Range of content/services .
Better infrastructure *High Transparency

and service quality «Flexible pricing/ rev. share
«Greater choice at lower price *Quality dependent pricing

I Service Provide /L/Content Prowder

«Better quality of content
*Wider range of MVAS
Innovation and creativity

The Low Growth Equilibrium

«Low spend per user
sLow no. of users
Limited user types

I Consumer I/7/I5ervice Providerl

«Limited content/services
«Poor infrastructure «Low Transparency

and service quality «inflexible pricing/ rev. share
«Low choice «Standardized & low shares

I Service Provide /L/Content Prowder

*Low cost content
Lacking innovation
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Section 4;: Market Failure in the VAS Sector

The previous sections show that low investment in content has led to predominance of
generic content, low revenues to the content provider, lack of transparency in usage and
transaction related information in India. This section delves into the various arguments
that could explain why this is the case. It then shows that the key reason is not so much
exploitative practices by MSPs but a case of market failure where all are suffering. It also
argues that market conditions in India are such that an individual MSP cannot be
expected to diverge from what have become established practices. It then argues that
coordinated effort is required. This coordinated effort can either be achieved through
industry efforts or through the regulator. The specific recommendations are then
discussed in the concluding sect6ion.

4.1 Conventional Arguments

Discussions with industry professionals and experts reveal that the following arguments
are usually used to explain the operating conditions in the Indian MVVAS industry.:®

Poor quality content — The MSPs tend to argue that content is largely generic and not
custom-built, therefore larger share is not called for. This argument has two
weaknesses. One, MSPs or aggregators do not distinguish adequately between types
of content and content providers and a standard rate applies to all. Two, there is
nothing in the publicly available information on sharing of revenues that tells a
content provider that better content will be rewarded more. That is, there is also a
transparency issue.

Costs of provision — We find another argument put forth by some MSPs, namely,
effort put in by them is significant and their infrastructure is costly, and therefore
they need to be rewarded adequately. *° This is also not a good enough argument, as
on a per packet basis, MVAS is priced much more than voice. In other words, there
is something specific about MVAS and not the infrastructure (which is shared with
voice) that leads to higher costs and poor quality in this space.

Market power — There are only a few operators in the market who control the access
to the user. It is therefore claimed therefore that this leads to lower share of
revenues to the content providers. Two points need to be made. One, international
experience shows that a few mobile service providers do tend to dominate the
market in most countries. Despite that, revenue shares are higher in other countries.
Two, even if there are only a few MSPs, these do compete and are also interested in
their bottom-line growth. 1t would be wrong to argue that they are shortsighted and
therefore are not interested in long term MVAS growth. In the net, therefore,
though market-power may be responsible for somewhat greater returns to the MSPs,

9 See for example http://voicendata.ciol.com/content/contents/107020702.asp

10 In fact mobile regulation in India in early years, saw a lot of this debate. The TRAI therefore tended to
concentrate on voice and left MVVAS to the mobile operators to decide. In a sense, the lack of MVAS
related regulation in India is a left-over from those years.
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it cannot be the causal factor behind the relative poor performance of the MVAS
sector.

Bandwidth Constraints — The spectrum allocation problem is expected to be sorted
out in the next few months and beyond that bandwidth constraints will no longer be
a critical issue. However, the availability of adequate bandwidth will not fully solve
the VAS problem. Even within the limited bandwidth available currently, VAS
services are not adequately available. In other words, greater bandwidth is necessary
for the availability of the full set of MVAS services, however greater bandwidth by
itself cannot be expected to transform the MVAS market.

The content provider lies at the very core of VAS growth, and an enabling environment
needs to be created to ensure entry of a range of content providers. Having realized the
revenue potential of VAS, mobile operators have been quick to get into this sector as
well. However, this may deter entry of small VAS providers and could compound the
market failure problem. It is important to have a large number of content providers so
that creativity and innovation are continuously stimulated, this will automatically serve
the needs of the consumers best and facilitate maximum growth.

4.2 Coordination and Market Failure

The MVAS and voice services can broadly be seen as two different services being
provided on the same platform. This ‘platform’ comprises of telecom infrastructure put
in place by the MSPs, and the software that enables the transfer of services and content
on the hardware as well as the associated payment mechanisms."* MVAS and voice are
tied services being provided on the same platform. This is one attribute of the MVAS
industry that prevents competition from generating adequate amount of user benefits.*
In a sense therefore, the MSP has a monopoly over its consumer, and has an advantage
on this aspect over a third party. For instance, the user can be contacted directly over the
mobile by the MSP, but a third party will either need to pay the MSP for this, or will need
to use some other media.

In the case of MVAS, the consumer needs to send a request on a particular number or
short code. There are a limited number of short-codes and these are assigned by
the MSPs (currently this is a 5 digit number).”® The onus of tying up with many
different MSPs rests with the content provider. Consequently a content provider may
not be able to get the same number from each MSP. The larger the number of MSPs,
the larger the difficulty, effort and costs for the content provider. This in turn affects the
content providers’ ability to access a large number of potential users across different
MSPs.  Moreover, since MSPs also provide MVAS services to the consumer, the

11 The hand-set owned/used by the consumer can be seen as the node on which the mobile platform
delivers its content and services.

12 If it were possible for the user to choose different service providers for MVAS and voice, both of which
were sharing the same platform the scope for market failure would be reduced. (Similar to choosing
different providers for local and international dialling on the landline). This may however not be
technically feasible.

13 In the future the need for a short code will reduce as WAP becomes more popular and the user can
directly order through the WAP enabled site of the content provider.
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incumbent (MSP) effectively controls the entry of potential competition (the pure
content provder).

The MSP has information on the type of handset, usage patterns, as well as all consumer
requests are routed through the MSPs platform. Thus the MSP typically has better
information than the content provider. In other words, informational asymmetries
further affect the smooth functioning of the industry. The lack of credible reporting on
usage by the MSPs negatively affects the expectations of content providers. This in turn
impacts their inclination to invest significant amounts for better MVAS content/services.

Moreover, the aggregator or MSP provide a range of facilities to the MVAS content
provider — the platform, marketing, short-code, etc. Supply and demand equilibrium for
each of these elements is therefore not seen in this market, and therefore independent
price discovery is therefore not observed.

The combination of the above factors generate market failure in the MVAS industry.
Note that these factors operate in other countries as well, and are not typical to India.
But in the case of China, coordination was achieved due to state control and direction
(albeit imperfectly), in the case of Japan this was due to the high market power enjoyed
by DoCoMo. In Europe, regulation is much more stringent. In India on the other hand
there are many more players, there is little industry coordination, and there is little
regulatory oversight.

The net result of the above is that only those MVAS content providers willing to supply
low cost and generic content can profitably enter this space. And consequently the poor
quality-low scale and scope equilibrium is sustained.

However, it is not that MSPs are inherently villainous entities. They are responding to
market conditions that favour such shortsighted action on their part. The MVAS market
would have automatically evolved if individual action towards greater transparency and
revenue sharing was rewarded with greater profits in the short and long term. But that is
not likely to be the case. If a single MSP were to provide greater revenue shares and
transparency, he would lose on short term revenues and profits. It would also not
benefit from better content for the following reasons. The incentive for a content
provider to invest more to produce better quality content is higher, the greater the
consumers he can access. But if only a single MSP provides greater revenues, strong
enough incentives are not generated. (The lower the share of the MSP the smaller the
positive impact of ‘good’ action — in India the largest MSP has a market share of barely
23% and falling.) For such an environment to be created we would require greater
transparency and revenues across all MSPs in the industry.

In other words, individual benevolent action is not likely to rewarded in this market.
This is a form of market failure that is characterized by coordination failure within the
industry. As a consequence all players in this market are affected negatively.
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Section 5: The Solution to the Low Equilibrium Problem in MVAS

The identification of the market failure straightaway suggests the way out. Greater entry
needs to be enabled by removing short code constraints; transactions need to be enabled
by enabling transparencies; content providers need to be incentivised by providing them
with adequate flexibility in pricing and earning from their content; all of this requires that
there be adequate infrastructure and coordination between different players in the
market; and a few other issues related to IPR and consumer orientation. These
recommendations are detailed below.

Short Codes: Unique for each Content Provider and Universally Accepted by all MSPs

A short-code assignment system needs to be put in place that is integrated across all
operators. That is a single number should be assigned to every content provider, and this
code should work across all MSPs whether they are GSM or CDMA. This would be an
important shift from the current system — the short code needs to be content provider
specific.

For a country such as India with a highly heterogeneous population with highly varying
tastes and preferences, a large range of content and content providers would need to be
accommodated. This necessarily requires a large set of numbers are available for content
providers. Therefore, adequate numbers of short-codes need to be made available freely
and fairly. This would entail certain one-time costs for MSPs to shift to the new system.

Building Transparency on Users and Usage

In the interest of a level playing field, all information that is available to the MSP on users
and usage will need to be made available to the content providers as well (subject, of
course, to privacy considerations). Information on user, handset, transactions that is
available with the MSP needs to be transferred to the content provider. Typically larger
content providers and aggregators are able to negotiate better deals with the MSPs.
Information on such prices needs to be openly available in the industry.

The sharing of information in a free and fair manner is one of the most important
aspects of a vibrant industry. Such information will enable greater investment, better and
more appropriate design, and better targeting of content. Since the credibility of
information is a key issue, auditing of this information sharing process by external
entities can create such an environment.

Infrastructure Improvements and Better Integration

It is expected that infrastructure issues such as bandwidth congestion will be
addressed in the near future with the sorting out of the spectrum allocation problem.
Currently location based services are constrained by a lack of a digitised map of the
country. A coordinated approach will help accelerate the development of an
exhaustive all India digitized map.
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A high level of integration between the MSPs systems and the hand-set can ensure
the smooth delivery of a range of MVAS options. This requires that hand-sets be
well integrated with the MSP. A standardized system would help.

It is currently claimed by some MSPs and content aggregators that they do not have
the built-in software that enables them to generate or share information on content
specific usage. Such information systems that are integrated across different players
need to be a precondition for entry into this market.

Greater, Flexible and Simpler Revenue Sharing

The broad principle here should be that the MSP is merely a facilitator of content
provider-consumer interaction. The content provider therefore needs to have the
flexibility over pricing of his content and the manner in which it is implemented.

Other

The MSP needs to separately price the various services rendered to the content
provider. For instance, the MSP needs to separately report charges for platform,
marketing costs, and various other items.

The MSP also needs to provide the flexibility to the content provider to chose
only those items which he desires.

The MSPs also need to provide the content provider with the flexibility to
adequately price its product.

The MSP needs to provide the content provider an option to chose between (a)
payment on a rupee amount per unit/packet, and (b) percentage of revenue
sharing basis.

Authentication standards for downloads of content do not exist currently; these
need to be set up and implemented across the board.

Content piracy needs to be curbed to encourage original content provided on
mobiles.

The universal acceptance of IPR and an industry backed monitoring system also
needs to be put in place.

By providing customers with the option of not receiving promotional SMS,
operators can help create a more favourable environment for VAS adoption.
MSPs need to work with handset manufacturers to create certain industry
standards that incorporate local language options.

The solution to the MVAS problem lies in the realm of ensuring greater competition in
the space. This can be achieved if the principles of transparency, flexibility, coordination,
and fairness are adhered to. If industry cannot through collective action create such an
environment, then regulatory oversight becomes necessary to achieve these ends.

**k*%
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