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INTRODUCTION

Telecom Itdia is one of the world's largest fixed tdlecommunications operators, with
goproximatdy 27 million subscriber fixed lines ingdled (including 1SDN  equivaent
lines). Through its subgdiary TIM, Tdecom Itdia is dso the laget mohbile
telecommunications operator in Ity and one of the largest in the world, with around
45 million mobile cusomers (which incudes 28.3 million equity customers). In Itay
TIM is the sole provider of andogue mobile telecommunications services, one of four
operators with the right to provide GSM digitd mobile tedlecommunications services
and, as a June 15, 2001, one of four operators with the right to provide DCS 1800
digitd mobile tdecommunicaions sarvices. TIM is one of five companies which have
acquired a UMTS licence to provide third generation mobile servicesin Itay.!

While Telecom Itdia is undoubtedly one of the key globa telecom operators,
however, it sands out from the world's other former monopoly telecom companies
due to its arcane ownership structure. Despite being a publicly quoted company it has
been controlled since 1998 by an intricate network of holding companies. In 2001
there was a dgnificant redignment amongst these companies, which resulted in a new
management and a new ownership structure for Telecom Itdia In the midst of this
corporate upheava the buk of the company's shareholders, including around 1.5
million Itdian retal investors, have found themsdves powerless to dter the drategic
direction of the company in which they chose to invest. This discrepancy between
ownership and control at Telecom Itdia rases a number of interesting issues in the
area of corporate governance.

ORIGINS AND DEVELOPMENT
Privatisation

Teecom Itdia was created in August 1994 as the single public telecommunicetions
savice provider in Ity through the merger of five tdecommunications companies
(satellite, maritime, long distance, domestic and intercontinental operators). On July
18, 1997, the old Telecom Itaia was merged with and into STET — Societa
Fnanziaria Teefonica — per Azioni ('STET'), its parent holding company, with
STET as the surviving corporétion. At the date of the merger, STET changed its name
to Telecom Itdia The new company entered the world stage combining the resources
and functions of a holding company with those of the group's man operating

company.?

In November 1997, the Itdian Treasury completed the privatisation of Telecom lItdia,
«ling subgatidly dl of its gake in the company through a globd offering
(comprisng of an Itdian public offering and an internationd and US public offering)
and a private sde to a stable group of shareholders. In Itdy the privatisation in 1997
of Tdecom Itadia was popularly known as the 'mother of privatisations and attracted
1.5 million private investors.
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The Post-Privatisation Period

The newly privatised company was quickly beset by intense corporate infighting. As
The European commented a year into the privatisation in 1998, “Company strategy
has repestedly taken second place to the battle of egos’® A smilar picture was
painted by The Economist which dated that, “As Itay gets through governments, so
Teecom Itaia gets through managers” *

The main architect of the privatisation was the Chairman, Guido Ross. He did not,
however, say on board for long, redgning in 1998 &fter a disoute with his CEO,
Tomaso Tommas, over ther respective responghilities. According to the Financial
Times the boardroom dispute centred around Ross’s attempt to introduce Anglo-
Saxon corporate governance rules into the company, an attempt resisted by many of
his fdlow management induding Tommas.® Ross was adso sad to have been
frusdrated a the company's indbility to shake off the influence of the country’s
politicians who for decades had regarded Telecom Itdia as an integrad pat of Itay’s
intricate web of political favours and influence. Alluding to the continuing importance
of the paliticians in Tdecom Itdia The European dated that finding Rosd’s
successor would be as much “a political issue” as “abusiness decision” .

The new Chairman was Gian Mario Rossignolo who had formerly been Chairman of
Zanuss. He dedt with the corporate governance difficulties that had beset his
predecessor by scragping the CEO pogtion and turning himsdf into “a powerful
executive charman”.” His brash dyle led to his popular nickname of ‘John Wayné.
Rossgnolo’s tenure with the company proved just as short, however, and he quickly
resgned when the lesking of the company’s less than impressve financid results to
the press undermined the stock price. In October 1998 that price was 19% below the
offer price pad by real invesors in Itdy. Commenting after the depature of
Rossgnolo, The European daed that, “Telecom Itdias fird year of life as a
privatised company has been a public relations disaster...” 8

Next in line was Franco Bernabe, a former economics professor who had transformed
the Itdian ol company, ENI, from a druggling ex-state-run conglomerate into the
world’'s seventh-biggest oil operator. In contrast to his brash predecessor, Bernabe
was described as “a reserved, even socidly awkward manager...”.® Only sx months
after taking up the top post, however, he was forced into the limelight as he attempted
to defend the company againgt the advances of unwelcome suitor, Olivetti.

In addition to the frequent personnd changes a the top of the company Telecom
Itdias early years as a private company were dso marred by a variety of drategic
and opeationd difficulties.  An extendve project to wire up Ity with fibre optic
lines, known as Project Socrates, was abandoned. Ambitious dedls with the likes of
AT&T and Cable and Wirdess, which would have alowed Telecom lItdia to bresk
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out of its limited domestic market, came to nothing. At the company’s fird Annua
Medting Teecom Itdia suffered the humiligion of an abdention by inditutiond
investors during the forma vote to accept its 1997 accounts.

Clearly, then, the newly privatised company got off to a raher shaky dat. The
business press forced the point home with The Economist commenting that:

“Since its privatisation in 1997 Telecom lItaia has floundered. It has
no convincing drategy and it has discarded senior executives and
potential merger partners...like so much used confetti” . *°

Business Week was equdly unimpressed describing Telecom Itdia as “a lumbering
mastodon” of a company, ripe for take-over.!*

THE OLIVETTI TAKE-OVER

If, & the time of Tdecom Itdias privatisation in 1997, a likely take-over candidate
had been sdlected, Olivetti would not have featured at the top of he list. Olivetti was
less than a seventh of the Sze of its target. Only 18 months previoudy it had itsdf
been on the brink of collapse and had needed government support to stay afloat. A
company in trangtion, it had moved out of the typewriter business into persond
computers before embracing telecoms. In the process it had lost around three-quarters
of its staff.*?

Roberto Colaninno

Much of the credit for the turn-around a Olivetti was given to the CEO, Roberto
Colaninno. Trained as an accountant, Colaninno began his career in the car parts
indudtry, risng to become CEO a Famm, which formed pat of a British holding
group. In 1981 he was involved in the buy-out of Fiamm through Sogefi, a finance
firm in which Carlos de Benedetti was involved. Benedetti later went on to become
Chairman of Olivetti and in September 1996 recruited Colaninno as the company’'s
new CEO.

Colaninno arived a Olivetti with a reputation for being able to reesse vdue in
companies through financid engineering and redructuring.  Soon after ariving a his
new post he moved Olivetti avay from persond computers and continued the shift in
the company towards telephony, in particular mobile telephony. Colaninno was aso
seen as politicaly astute and succeeded in dicing gpart Olivetti (putting an end to
ltay’s domestic computer industry in the process) despite strong oppostion from
trade unionigs and politicians. His politicdl skills and connections were to prove
ussful in winning over the then Itdian Prime Miniser, Massmo D’Alema, during the
take-over struggle for Telecom Itdial®
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The Take-over Battle

Olivetti launched a hodile bid for Telecom Itdia in February 1999. At the time it
represented the biggest hogtile take-over bid in European corporate history and was
the firsg such take-over in Itay. Tdecom Itdia ressted the offer, dthough its defence
drategy got off to a bad start with an EGM caled by Bernabe faling to aitract the
required quorum of shareholders. Clearly Telecom Itdia was in no shgpe to fend off
the atacker sngle-handed and needed the services of a 'white knight'. This took the
form of Deutsche Teekom (DT) who, it emerged, had been in prdiminary merger
taks with the Itdians even before Olivetti's intervention. BT was dso tipped as a
likely partner for Telecom Itdia around this time with the British company seen as
under-represented in the Itdian market.!* In April the Telecom Itdia Board backed a
share-swgpping merger with DT which vaued the group a a higher level than the
Olivetti offer (dthough in shares rather than cash).

Few commentators saw the coming together of two ex-monopolies as good for ether
the companies shareholders or the future of the European telecoms industry. It was
widdy seen as a defensve dliance and as a step backwards for European telecom
companies. Had the dedl gone ahead it would have crested an immense company with
a market capitaisation of around $175 hillion and 300,000 employees. As for the
corporate governance angle, The Economist sated that, “This ded has every
likelihood of destroying shareholder vaue’.r® Business Week adso saw the ded in
teems of shareholders interests, commenting that, “...behind the highly charged
emotions, this corporate baitle is about creating vaue for shareholders’.*® From this
perspective the ambitious and entrepreneurid Olivetti quickly took on the image of
the shareholders champion.

Not al commentators were convinced, however. The Banker cast doubt upon this
perception pointing to the podtion of Telecom lItdia's savings shareholders who were
not induded in the Olivetti offer.!” The people holding these shares, it suggested,
could end up as minority shareholders with no say in a company ultimately run by a
tiny holding operation in Luxembourg.

In April Olivetti made a tender offer for 5.1 billion Telecom Itdia shares a a price of
$12.20 a share. While this was lower than DT’s offer it was mainly in cash. This bid
was ultimately successful, going through in May, with the ded beng vadued a
$34 billion. With dl the votes counted it transpired that approximady 52% of
Telecom Itdids shareholders had voted for the ded giving Olivetti control a virtualy
the minimum cost possible. A greater level of acceptance on the part of Telecom Itdia
shareholders would have forced Olivetti further into debt. As at June 16, 2001 Olivetti
owned 54.96% of Telecom Italiashares.'®
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The take-over ded was Sructured through a pyramid of holding companies, known as
'Chinese boxes. This highly leveraged ownership sructure dlows a smdl group of
invesors to exercise control over much larger outfits Colaninno and his dlies
invested in two investment companies, Hopa and Fingruppo, which owned a third
holding company, Bdl. In turn Bdl controlled Olivetti (with a minority sake). The
actua teke-over vehicle in the Telecom Itadlia ded was a company caled Tecnost.
Hence the ownership dructure was complex and multi-layered — what the FT
described as a “ramshackle dliance of entrepreneuria investors’.*°

Predictably the bid for Telecom Itdia was surrounded by controversy. Despite
cdaming that Olivetti had no 'sgnificant’ sake in the target company, Colaninno then
sold a holding of 0.5% (around $200 million) of Telecom Itdids shares, depressing
the price and making the Olivetti offer look more attractive. Commenting after the
take-over battle was won, The Banker stated that, “One dedl more than others has
demondrated the deficiencies of Europe's fledging takeover laws — and that is the
Olivetti/Tdecom Itdia affair”?°. The same publication later went on to emphasise
that far from being good for shareholders the Olivetti ded had left those investors
with minority holdings in a precarious postion. In concluson it sated that, “This was
a giant legp for a man (Olivetti boss Roberto Colaninno) but one small step backwards
for investor rdlations’ .2

Tdecom Italia Under Colaninno

While Olivetti's take-over of Telecom Itdia was genegrdly seen as an impressive
display of corporate skill, there was a widespread consensus that running the company
would prove more difficult than buying it. Peter Cohen (one of the Olivetti team most
identified with its origind move into mobile telephony), Sated soon after the take-
over that, “This thing, Tdecom Itdia is a1 ovewhdmingly monstrous
undertaking” 2> And so it proved.

Firg of dl Colaninno had to ded with a chain of ownership which had been effective
in ganing control but which dictated agang effective management. As the FT
explained it:

“The complex dructure Olivetti put in place to acquire Tl has left it
with an amighty headache. The cash flow is in Tl and its subsdiaries,
while the debt isin Olivetti and Tecnogt...” #

In totd Olivetti had teken on around $16 billion of extra debt most of which was
shouldered by the Tecnost subsdiary.

In addition to the problems surrounding Telecom Itdias new capita Structure there
were doubts raised about Colaninno’s ahilities as a tedlecoms manager. The Economist
questioned his understanding of the tdecoms industry pointing out that it had been
Colaninno’'s predecessor a Olivetti who had been respongible for setting up the highly
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successful Omnitel Pronto.2* In order to raise finance for the Telecom Itdlia ded (and
to agppease the regulators) Colaninno had sold Omnitd and Olivetti’'s fixed-line
busness, Infodrada, to Mannesmann for $8.3 hillion — a “bargain basement price’ in
the eyes of Business Week.>® The Economist went on to argue that Colaninno was
more inclined to see the telecoms part of the Olivetti busness as a mere barganing
chip in his attempt to raise finance for the Telecom Itdia take-over. It never seemed to
occur to him that he was sdling two successful telecoms operations to take on a
former monopoly full of legacy equipment and idess. The Economist concluded by
dating that:

“The quedtion that hovers over Mr Colaninno is whether he can come
up with an effective drategy for Telecom Itdia as wdl as cut and
cauterise, as he has done in the past” 2°

Soon after taking on his new pogt in charge of Telecom Itdia, Colaninno announced a
radical restructuring scheme to clear some of Tecnost’s debt. In essence this involved
tranderring control of TIM to Tecnogt thereby dlowing it to benefit from its huge
cash flow. In exchange Tdecom Itdias minority shareholders would be offered
Tecnost shares. Commenting upon the scheme from a shareholder’s perceptive, The

Economist described it as “downright insulting” 2’

After pressure from minority shareholders the scheme was shelved. By now the idea
that the Olivetti take-over had been good for shareholders was losng credibility. One
important Itaian investment firm, IFIL, linked to FIAT, sold its entire gake in the
company, a sde that was seen as a protest a the way Olivetti was tregting minority
shareholders. On this issue the FT dated that, “If Mr Colaninno does not have the
resourczées to run Tl without abusng minorities, he should sl it to someone who
does’.

The episode was widdy viewed as an example of the changing cdimate in Itay
whereby minority shareholders could no longer be ignored. The New York Times
atributed this change largdy to the growing presence of American-dyle inditutiond
money management in Europe®® Amongst TIM's shareholders, for example, were
globd invesors such as Fddity Internationd and Merill Lynch, companies highly
adept at protecting their financid interests.

Following the “mess over Tecnost”, The Economist indicated that, “Telecom Itdias
boss is now on probation”.3° At the time globa telecom stocks were riding high and
Tdecom Itdia's increasng vaudaion helped to detract from Colaninno's weskening
position.

In early 2001 Colaninno was back with another propostion to shareholders. This time
the plan involved an offer to Teecom ltdias shareholders with non-voting stock to
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upgrade to voting; sock. The premium payable would adlow Olivetti to cut its debt by
aound a third>! If the $10 billion ded had gone through then Olivetti would have
seen its share of Telecom Itdia reduced to around 40%. This was seen as no bad
thing, though, snce it would give the company more leeway when it came to finding
a corporate patner. By now its precarious podgtion in the internationd league of
telecoms companies and its faling share price made a future ded look incressingly
inevitable. As Colaninno commented, “To unlock Telecom Itadlia we needed to reduce
Olivetti’s debt” 32

The mogt likely candidates for a ded at this stage included the old favourite, Deutsche
Teekom, with the mobile units of both companies dready co-operating. Dutch
operator KPN and French mobile operator Bouygues were dso seen as possble
dliance partners®® Colaninno’'s constant concern for the level of Olivetti’s debt led
Telecom Itdia to avoid most of the expensve third generation auctions during 2000.
In the aftermath of these auctions many of the competitor companies were faced with
debt problems smilar to Colaninno’'s. Business Week indicated that this twist of fate
might give Colaninno the breathing space to at least be fairly sdective when choosing
future suitors>*

The share ded was once again threatened, however, by the company’s faling share
price (a share price threshold had been built into the dea) and by activist shareholders
who saw the scheme as more to the benefit of Olivetti than Telecom kdia The plight
of nonvoting shareholders during Olivetti’'s tenure was shown by the fact that
between privatisation and the Olivetti bid these shares traded a an average 31%
discount to the voting stock. Between the Olivetti involvement and February 201 this
discount widened to 49%, an indication that these shares became less sought after. As
the I——Fsscommented, “Tl savings shares have traded a distress levels on fears of
abuse”.

With the share converson offer on the table a group of 50 fund managers led by
hedge fund, Liverpool Limited, held a meeting and described the proposas for the
converson of savings shares as “unacceptable’ 3® Gordon Singer, a fund manager
with Liverpool, dated that many funds were “mad” with Telecom lItdia and would
vote agang the scheme®’ Liverpool Limited had dready shown its activism in
January 2001 by initiaing legd action agangt Telecom Itdia over its falure to
progressvely buy back a large proportion of non-voting shares as it had agreed to do
in the aftermath of the Olivetti take-over.

As 2001 progressed Colaninno faced a successon of additiond problems and
chdlenges a Tdecom lItdia In April 2001 Itdian anti-trust authorities fined the
companty $60 million for abusing its dominant market position. >
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In April and May 2001 two Telecom Itdia board members resigned over the failure of
Colaninno to reved an investment he had in Seat prior to the merger with Telecom
Itdlia (see below) and his lack of adherence to corporate governance procedures.®
Interestingly, one of the replacements later named was Guido Feraini, a law
professor and corporate governance expert. It is tempting to see this gppointment as
an atempt by Telecom Itdia’'s dominant investors to counterbaance Colaninno, who
had demonstrated a tendency to pay scant regard to such procedures.

In May 2001 Colaninno clashed with shareholders at the AGM with exchanges being
a times highly persondised. Commenting on the meeting, he Sated that, “The
interventions were ether bana, provocative, even aggressve...None of them worry
me, none of them scare me”*° But from his point of view his plight was looking
increasingly worrisome,

In June a report by Credit Suisse Firs Boston forecast that the company’s net profits
would fal by 14% to $1.5 billion during 2001.** The company’s share price continued
to dip.

In July 2001 it was reported that Colaninno and other Telecom Itaia executives were
under investigation for posshble conflict of interest and fase accounting in connection
with the Seat take-over. The report tha Colaninno was under invedtigation sent
Olivetti’s share price down by 86% with Tdecom ltdia shedding 4.5%* The
investigation centred around Colaninno’'s involvement with Hopa, a company which
owned a stake in Seat and which made a capitd gain of around £121 million through
the ded.*®> Colaninno had reportedly referred to this interest in Seet as only “smdl”
and “theoretical” ** Given that Hopa was the man invesment group in Bdl, which in
turn was the means by which Colaninno and his alies controlled Olivetti, then the
ded dso had wider implications regarding the chain of control within Telecom Itdia
Even Colaninno's dlies may have taken offence at this piece of manoeuvring, as it
would have weskened their own postion within Bel a the top of Teecom Itdias
complex chain of command. In early July the FT drew dtention to Colaninno’'s
precarious podtion a Bdl, noting that control of this smdl investment company
would give direct access to Teecom lItdia As for Colaninno himsdf, it musaed thet
“..those who live by the sword often die by the sword".*> And so it turned out.

By the summer of 2001 Colaninno was looking extremely vulnereble. By now the
Telecom Italia share price was well down and stood below the threshold leve for his
share converson plans. To add to his woes there had been a change of government in
Italy with the left wing codition, which favoured Colaninno, being replaced by the
right wing paty, Forza Itdia, headed by Berlusconi. In the corporate arena
Mediobanca, which had consgtently backed Colaninno, had logt its figureheed,
Enrico Cuccia This company adso saw its drategic postion weekened after losing
control of the Montedison conglomerate to Fat. A fundamentad shift of power was
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taking place in Itaian politicd and corporate circdles and Colaninno was being
increesingly Sddined. It seemed only a matter of time before he logt his job a the
helm of Italy’ s flagship company.

THE PIRELLI TAKE-OVER

When privatisng Tdecom Itdia in 1997 the Itdian Treasury had sought Strategic
investors who would be charged a premium for the right to hold a substantid stake in
the company. A number of companies were approached but rgected the terms offered
by the Itdian government. One of these was PFirdli, the Itdian tyre and cable
operation.*® Four years later Airdli, led by their Chairman, Marco Tronchetti Provera,
was to wrestle control of Telecom Itdia away from Colaninno’ s faction.

In July 2001 PFirdli and Edizione Holding, the invesment aam of the Benetton
clothing family, agreed to pay around $6.1 hillion for the 23% sake in Olivetti held
by Bdl, a Luxembourgbased holding company. The corporate vehicle cregted for this
purpose was to be owned 60% by Pirdli and 40% by Edizione. In total it would owvn
27%0 of Olivetti when the companies exising stakes in the company were factored
in.

This coup was fecilitated by Olivetti's poorly peforming shares, which had logt
around 20% of their vaue since the company had acquired its stake in Telecom ltdia
in 1999. The backers who had supported Colaninno in tha take-over through their
involvement with Bell ran out of patience after two years of fdling share prices for
both Telecom Itdia and Olivetti. The offer from Pirdli of $3.65 per Olivetti share was
double the market price and proved more tempting than Colaninno’'s promises of
future gains.

Firdli was wdl placed to make its move on Olivetti snce it was gtting on around
Euros 2.5 hillion in cash after sdling parts of its fibre optics busness to Cisco and
Corning. By focusng on the 23% of Olivetti controlled by Bel, Firdli was able to
avoid any offer to other Olivetti shareholders. This gpproach to the take-over, which
amply followed in Colaninno’s footsteps, was made possible through Italy’s so-cdled
Draghi law which specifies that a bidder acquiring less than 30% of a company’'s
equity need not make a full offer for that company. Likewise Telecom Itdids other
shareholders were not consulted or compensated when the offer was agreed. As the
take-over was an indirect one Telecom Itdia's minority shareholders were once agan
left out in the cold — a fitting end to a period during which ther rights had been
continualy overlooked. As the FT saw it, “Roberto Colaninno’'s reign a Telecom
Italia has ended as it began: with abuse of minority shareholders’ *8

In seizing control of Telecom Itdia with a market cepitaisaion of gpproximately
$65 billion Rrdli had spent only around $7 billion. The FT cdculated that Tronchetti
controlled Telecom Itdia with less than 0.5% of its equity and around 0.1% of its
enterprise value*® By wresting control of the part of Olivetti previoudy controlled by
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Colaninno it was able to emulate him in usng this as a power base to take charge of
Telecom Itdia As the New York Times put it, the new twigt in Teecom Itdian's
ownership, “was just one more peculiar Itdian exercise in capitdism  without
capita” >® Business Week, for its part, saw it as “... a throwback to the opague
governance that dominated corporate Italy for decades...”.®® British and American
invesment funds protested loudly after the ded dthough to desf ears within a new
Itdian government whose priority (like its predecessors) seemed to be in keeping
Tdecom Itdiain Itdian hands whatever that might mean for shareholders’ rights.

At the end of July 2001 it was announced that Tronchetti was to become Chairman of
Tdecom Itdia with Gilberto Benetton (of the Benetton Group) becoming Vice
Charman. It was dso announced that Enrico Bondi (formerly CEO a Montedison)
and Carlo Buora of Pirdli would become co-CEOs. Later it was reported that Bondi
would aso take over as Chairman a TIM. Looking a the new control gructure few
commentators regarded the change as an improvement from the perspective of
Teecom Itdia shareholders. As the FT saw it, “Far from being a victory for
shareholder cepitdism, this looks like one group of barons being replaced by
another...”>

After losng his job a Teecom Itdia, Colaninno was appointed to the board of
Mediobanca, heightening the impression that the whole episode was a playing-out of
the rivary between two politica/economic groupings in Itdy. This impresson was
heightened when new boss Tronchetti hinted that Telecom Italia would be prepared to
shed Seat, thereby ending the company’s experiment with broadcast televison and
reducing the threat posed to the media interets of new Prime Miniger, Sivio
Berlusconi.

In reviewing the fdl of Colaninno, the New York Times dso dluded to the paliticd
gphere, indicating that the new government of Berlusconi was less well disposed to
Colaninno than his predecessor Massimo D’Alema® Inherent in this interpretation is
the posshility that Telecom Itdia could face upheavd every time there is a palitica
change in the country. And of course Itay is well known for the frequency of such
changes.

Marco Tronchetti Provera (Tronchetti)

Marco Tronchetti married into the Firdli family in 1976 but did not join the company
until ten years later. In the interim he worked for Camfin, his own family's heating all
transportation business. Tronchetti was gppointed CEO a Rirdli in 1992 following a
corporate shake-up after the Itadian company had faled in its bid for Continenta, the
German tyre company, in 1991. In his firg year in charge he jettisoned some 40
subsdiary companies in order to focus on core activities. At the same time he moved
the company increesngly towards telecommunications invesing heavily in the cables
divison.
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Now divorced, Tronchetti is a well-known socidite and features regulaly in Itay's
gossip columns thanks to a high profile rdationship with a former modd. He is dso
taken serioudy as a businessman, however, and is perhgps only second to Fiat's
Giovanni Agndlli in terms of prestige®

Pirelli’s Prospects

For Ardli the Telecom Itdia ded means taking on substantid new debt. Ther share
price fdl 18% in the aftermath of the ded, an indicaion tha many investors thought
that the%swould have the same problems with Telecom Itdia as those experienced by
Olivetti.

As the FT has pointed out, buying Telecom Itdia does not seem too problematic.®
The difficult part is making the ded work. Tronchetti will inherit a capitd Structure
with inherent conflicts of interest throughout the chain of control. At the top of the
chain there are heavily indebted corporate investors while the shareholders at the
bottom of the chain, in cashrich Telecom Itdia and TIM, are rductant to lose the
dividends extracted from their companies regular cash-flow.

Moreover Pirdli has its own web of 'Chinese boxes, dretching across no less than
eight separate layers of control.>” Tronchetti has a 60% stake in a private investment
company, GPI. This in turn controls Camfin, which controls Firdli and company,
which controls Pirdli SPA, the operating busness. This then holds 60% of the
investment vehicle (known as 'New Co') used for the Olivetti bid. So the new capitd
dructure is even more convoluted than that which caused so many problems for
Colaninno. The FT suggested that in a few years time history could eesly repest
itsedf with a new group of investors buying out those currently a the centre of
control.®® Such a vicious cyde is unlikdy to be to the benefit of Telecom lItdia or its
shareholders. One way out, it argued, would be for Olivetti to merge with Telecom
Itdia and break the unproductive chain of cepitd control. Later the FT went further
and sugg&sted that a full PFrdli-Olivetti-Telecom Itadia merger could be the best way
forward.>® All three companies are after dl, now controlled by one man, Marco
Tronchetti.

While the recent experience of Telecom Itdia has been used as an ongoing example
of the idiosyncrases inherent within Itdian capitdism, not dl commentators see this
as dtogether negative. Professor Julian Franks of the London Business School, for
example, stated that, “If you looked a America, England and Itdy and were asked
which is the most progperous it's not obvious that the Itdians have suffered from their
lousy capitd markets”.®°

>* New York Times, 4 August, 2001

%5 New York Times, 30 July, 2001

%% Financial Times, 31 duly, 2001

> Financial Times, 1 August, 2001

%8 Financial Times, 31 July, 2001

* Financial Times, 4 August, 2001

60 Quoted in the Financial Times, 3 August, 2001
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INVESTORS

Following privatisstion the shareholder dructure of Tedecom lItdia was extremdy
fragmented, a fact which the FT saw as making it more prone to a take-over.®* When
that take-over materidised through the actions of Olivetti, the company was left with
the ownership structure shown in Table 1.

Table1: Shareholder Structureof Telecom Italia

Shareholder Per centage Holding
(report date 28/2/2001)
Olivetti Sp.A. 54.99
Italian Treasury 3.46
Internationa Indtitutiona Shareholders 29.56
Itdian Indtitutiona Shareholders 11.06
Group Employees 0.21
Others 0.72

Source: Company Annual Report, SEC 20F, 2000

With the mgority stake held by Olivetti it is necessary to look at the share structure of
this company in order to see who ultimately controls Telecom Italia Olivetti has for a
number of years been controlled by a minority stake held by Bdl. Until mid-2001
Bdl hed 23% of Olivetti and was controlled by Colaninno and his dlies. When these
dlies logt paience with Colaninno and sold ther holdings, Bdl was left under the
control of a corporate vehicle owned by Firdli (60%) and Benetton (40%). It now
accounted for 27% of Olivetti.

As seen in Table 1 over 40% of Telecom lItdia is in the hands of inditutiond
shareholders. As Table 2 shows the individud dakes are fairly smdl. When working
in concert, however, these shareholders are able to exercise their power, something
that Colaninno learned to his cogt.

Table2: Telecom Italia: Institutional Holdings

Ingtitutional Shareholder Per centage Holding
(report date 31/3/2001)
Brandes Investment Partners 0.37
Invesco Global Assat Management 0.14
Citigroup Inc 0.05
World Asset Management 0.05
Gabdli FundsLLC 0.04
Méelon Bank N.A. 0.03

Source: Business.com

81 Financial Times, 22 February, 1998



CORPORATE ACTIVITY
Mergersand Acquisitions
February 17, 2000

Telecom Itdia Sp.A.'s Board reviewed and approved the preliminary agreements
reached with the controlling shareholders and the management of Seat Pegine Gidle
(Seat Yelow Pages) and the indudtrid project redating to the integration of the
activities of Tinit with those of Seat. The agreements entalled Telecom lItdia
increasing to 29.9% its holding in the ordinary share capitd of Seat, a a price of
Euro 4.5 per share, which was to be followed by te actud combination of Tin.it and
Seat. Telecom Itdia had previoudy hdd 11% of Seet. By the end of the ded it was
anticipated that Telecom Itdiawould increase its stake to more than 50%.

Sedt, a yelow pages company, had a popular Internet portal. By taking control of Seet
Telecom Itdia would be able to create Itady's leading Internet business. The merger
was essentidly a reverse take-over of Seat whose assets were to be combined with
those of Tinit, Telecom Itaias Internet access subsdiay. The ded was vaued at
£36.6 billion®* Previoudy plans had been announced to list Tinit on the Milan stock
exchange, following in the footsteps of Teefonica with Terra Networks. By building
on its exiging dake in Seat, Telecom Itdia was able to follow an dternative Strategy,
one that would enable it to retain grester control of its Internet unit.

Lex in the FT saw the ded as “another clever wheeze from Telecom Itdid’, the
implication being that after its previous financid manoeuvres the company could be
regarded as somewhat dippery. Seat's shareholders, it suggested, “should watch
Telecom Itdialike hawks’ %

November 23, 2000

Telecom Itdia announced the purchase of Mageos, a French ISP for Euro 110 million.
The ded, through its French subsdiary 9 Telecom, came soon after the purchase of
Jet Multimedia, a French web services company acquired for Euro 900 million. Both
deds were seen as pat of Teecom Itdia’s attempt to develop its podtion in Internet
and multimedia servicesin France.

December 19, 2000

Telecom Itdia announced that it had agreed to acquire control of Chilean
telecommunications company, Entd, in a $820 million buyout of its locd investment
partner, Chilquinta Under the terms of the agreement, Chilquinta agreed to sl to Stet
Internationd, the international arm of Telecom ltdia, a total of 60,621,539 shares in
Entd for a totd of $320 million. Entd is the second largest telecommunicetions
group in Chile. Speaking on the ded, Colaninno stated that the purchase “completes
the consolidation phase of our most sgnificant stakes in the Latin American fixed line
and mobile tdlephone market”.®* In June of 2000 the company had paid $810 million

%2 Financial Times, 30 March, 2000
53 Financial Times,12 February, 2000
54 Einancial Times, 20 December, 2000
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for a 30% dake in Globo.com, a Brazilian Internet portd, indicating that Telecom
Italia was a o pursuing the South American Internet market.

Sales and Disposals ®°
June 2000

In June 2000 Meie Group (condsting of 51.2% of Mde Asdcurazioni and 51% of
Mee Vita) was sold to Unipol Asscurazioni Sp.A. for L670 hillion. This part of
Telecom Itdia had been involved in insurance services.

In the same month the company’s leasng operation, Teldeasng, was sold to the
Mediobanca Group for approximately L57 billion.

August 4, 2000

It was announced that Sirti, the engineering and cable-laying subsdiary of Teecom
Itdia was being sold to a group of Itdian and internationd investors. Telecom Itdia
received atota consderation of L314 hillion for its stake.

The move was seen as in keeping with the group’s policy of shedding nortcore
operations. Interestingly, a one stage a likely buyer for the Sirti group appeared to be
Pirdli, before the cable and tyre company withdrew from negotiations. Less than a
year later Pirdli was to take control of Telecom Itdiaasawhole.

October 16, 2000

Telecom Itdia announced that an investor group led by Clayton, Dubilier & Rice Inc.
(CD&R) and Cisco Sysems Inc. would purchase approximately 80% of the
company's Itate telecommunications switching equipment subddiary. Itdtd  would
then be an independent supplier of converged voice/data and network technology to
provide integrated multi-service solutions to customers. The transaction had a vaue of
goproximately Euro 1 hillion. CD&R's Fund VI were to provide approximately
Euro 285 million of equity in exchange for 50.1% of Itdtd, with Cisco and Telecom
Itdia each owning gpproximately 19%.

As pat of the dea Telecom Itdia agreed to enter into a srategic aliance with Cisco
to develop Internet and broadband tedecommunications technology. In particular the
two companies sought to develop a range of services in voice, data and video to
business and consumer clients. The move was seen as pat of Colaninno's drategy of
seeking glim% with internationa partners while shedding Telecom Itdids non-core
activities.

November 2000
In November 2000 Telecom Italia announced it would be sdling part of its property

portfolio to a joint venture between Lehman Brothers and Beni Stabili Sp.A. in a
transaction expected to raise around Euro 2.5 hillion. The red edtate portfolio held by

% This section draws heavily on Telecom Italia SEC Form 20F, 2000
% Financial Times, 1 July, 2000
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the joint venture condsted of 581 properties, totaling 3.7 million square metres.
Telecom Itdia amed to vacate agpproximately 1,000 additiond properties over the
next five years.

Joint Ventures®’
January 30, 2000

Telecom Itdia announced that it had signed a Memorandum of Understanding with
Isadli and Cypriot partners in Med-1, marking the operational start of the Nautilus
project. As a result of the dedl, Telecom Italia took over operationa control of Med-1,
a private operator in the undersea transmisson capacity maket in the eastern
Mediterranean, increasing its share from 23.17% to 51% after purchasng 27.83%
owned by Isradli partners Aurec, Clacom, Globescom, Kama and Zoi, who were to
&l pro ratawhile maintaining around a40% stakein Med- 1.

January 31, 2000

Telecom Itdia and Banca Popolare di Milano sgned an agreement for the supply of
new technologica solutions to enable access to We@bank, Banca Popolare's service
for Internet banking, online trading and high value added services. The agreement
focused on the We@exclusve, We@finance and We@easy services, designed
respectively for top traders, expert Web navigators and relative newcomers to the
Web.

February 1, 2000

CSELT, the Tdecom Itdia ressarch centre, and Lucent Technologies, the
telecommunications equipment manufacturer, signed an agreement to work together
researching services

February 8, 2000

Telecom lItalia and the 1l Sole 24 Ore newspaper announced an agreement to develop
Internet banking and online trading services. Teecom Itdids Finance Net eectronic
banking solutions would be integrated with the Il Sole 24 Ore-Radiocor X-Pane
platform.

February 23, 2000

Telecom Itdia and the Banca Popolare di Vicenza struck a ded for the provison of
new ICT (Information and Communication Technology) platforms for e-busness in
the Vicenza areg, as wdl as through the redisation of horizontal and vertica portals.
The portals were to contain a loca search engine, news, links to services of public
interest plus access to oecific information channels and the option of searching by
subject.

57 This section draws alot of material from Business.com



February 23, 2000

Telecom Italia announced that it was expanding its partnership with Sigma Sp.A., an
Itdian provider of information technology services for reservations, ticketing and
conaultation to travel agencies, tour operators and hotel chains. The Teecom Itdia
solution would enable al networked travel agencies to access Intranet and Internet
services.

February 25, 2000

Tinit, Tdecom Itdias Internet service provider, and GTP Holding announced that
they had dgned a Protocol of Agreement for drawing up a patnership for the
development and digtribution of products and services for the Internet market. The
agreement was to develop a commercid and srategic collaboration with the objective
of augmenting distribution of their respective products and services.

February 28, 2000

Telecom lItdia announced that it has entered into an agreement to supply customers of
the Banca Popolare di Novara with new online financid services The agreement
cdled for the implementation of jointly deveoped sarvices using network
technologies and applications systems. By usng Trading Online, customers would be
able to buy and sdl stocks and shares as well as accessing information on world-wide
bourses and stock markets.

March 3, 2000

Telecom Itdia and the Banca di Roma Group agreed upon the outline of a joint
venture to create a new bank. Initid capital subscription was to be apportioned 85% to
the Banca di Roma Group and 15% to the Telecom Itdia Group, through a holding
company to be st up by Telecom Italia and TIM. Capita for the new bank would aso
be made available to partners capable of contributing added value to the venture.

March 6, 2000

Servizi Interbancari, an Itdian credit card market provider, and Teecom Itdia
through Tin.it, launched a venture to promote and support the development of Internet
and e-commerce use in Itay. The venture was to undergo a trid phase before being
extended to all (CartaSi) credit card holders.

March 13, 2000

Telecom Itadlia and Winterthur Itdlia (Credit Suisse Group) announced OPERA, a new
technologica platform for creation of a networked company. OPERA, a network
hardware and software gpplication, running over Telecom Itadids broadband
communications sarvices, dlows cusomised redions between  management,
branches and customers. The companies dso reached an agreement for the cabling of
Telecom Itdids tdecommunications network, aongsde provison of secure Internet
access and e-mall for dl branches.
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March 14, 2000

Tinit, the Telecom Itaia Internet service provider, and Compag Itdia dgned an
agreement to bundle their hardware, software and Internet access products. Under the
agreement, dl Compaq Presario PCs would be pre-ingdled with a free Tin.it ClubNet
subscription offering immediate Internet access.

March 22, 2000

Teecom Itaia, through Internet service provider Tinit, and Class Editori, through
e-Class, struck a dea to set up a porta dedicaed to family finance in Itdy. The
porta brought together a range of persond finance tools for managing family
portfolios.

January 2001

At the end of January 2001 TIM announced it was studying an dliance with Deutsche
Telekom's T-Mohil ad other operators in order to offer standard rates to customers
traveling outsde ther home country. Andyss saw the announcement as an
intengfication of the bettle for the business traveller amongst the mobile operators.
Additiondly the dedl was seen as a possible precursor of closer ties between Telecom
Itdia and Deutsche Telekom which had been seen as a possble ‘white knight' during
the Olivetti take-over.

January 18, 2001

On January 18, 2001, TIM announced that it had entered into a joint venture with
KPN Mobil N.V. and NTT DoCoMo Inc. to provide mobile Internet services across
Europe.

January 29, 2001

On January 29, 2001, TIM signed a Protocol Agreement with NTT DoCoMo and
Sony Computer Entertainment Inc. to jointly develop a mobile Internet service. One
of the potentid gpplications made possible by this agreement is access to PlayStation
videogames.

ADDRESSABLE MARKET ¢

According to Dataguest, the Itadian tdecommunications market grew by 13.4% in
2000, with revenues of more than L61,000 hillion attributed as follows 47% to fixed
line telephone services, 40.6% to wirdess telephone services, and 12.4% to the data
transmisson/Internet segment.

The greatest contributor to the increase was wirdess services, with an increase in the
number of subscribers of 38.4% and a rise in revenues of 25.4%. With over 42 million
subscribers a the end of 2000, Italy is the second largest market in Europe (behind

%8 This section draws heavily on Telecom Italia, SEC Form 20F, 2000
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Gemany with over 47 million subscribers), dthough the levd of penetration
(cdculated as the number of customers of mobile teephone services to population)
reached 73.3% and is the highest together with Finland. During 2000, the number of
mobile telephones continued to grow faster then the number of fixed line telephones,
with wireless connections representing 60.3% of total connections.

The Internet market increased from 8.2 million subscribers a the end of 1999 to
14.1 million a the end of 2000 (an increase of 72%). Despite the condderable
increase generated by free access and specific commercid offers (such as 'E val'
promoted by Tin.it), the level of penetration (25%) remaned below the European
average, with potentid for growth. Average annud growth rates in Itay were forecast
to be 27% compared to 22% for the rest of Western Europe.

STOCK MARKET
Shar e Performance

As wdl as its Itdian lising Telecom ltdia is aso quoted on the New York Stock
Exchange as an ADS. As a August 3, 2001 it had a market cepitdisation of
$68.2 billion. At this date the company’s ordinary voting shares had a five-year high
of $210 and afive-year low of $27.38.

Standing at around $35 in the second haf of 1996 the share price rose steadily over
the next few years, anding & over $200 at the beginning of 2000. Since then the
share price has followed the whole sector downwards and stood a $91.90 on August
3, 2001. For the year to this date the stock showed a totd return of minus 23.7%. The
three-year figure stood at 36.3% with the five-year figure at 210.29%6.%°

The company aso has nonvating shares that have proved a source of controversy
over the lagt few years. As dated earlier these under-performed the voting shares after
Olivetti’s take-over, an indication tha investors were cautious as to whether the rights
of nor+voting stock would be respected.

Bonds

In April 2001 the company successfully completed its first draight debt issue, raising
around Euro 6 hillion which was desgned to refinance shorter term bank debt . The
bonds were three times over-subscribed, a fact which was seen as a vote of confidence
in the Itdian operator's financid prospects’® Having kept away from the corporate
buying spree in the tdecoms industry, and the more expengve of the third generation
mobile auctions, Telecom Itdia was one of the few teecoms companies with a
positive credit rating outlook at the time.

In June 2001 Telecom Itdia raised a further Euro 700 million in bonds which used the
company’s highly predictable fixed line revenues as security, an assst-backed fund-
rasing srategy never atempted before” Following the success of this issue it was

%9 WSRN.com
% Financial Times, 11 April, 2001
" Financial Times, 27 June, 2001
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thought probable that other operators would emulate this form of securitisstion using
telephone bill revenues.

NETWORK "2
Cdlular Network

TIM’s TACS network consists of 2,706 radio base stations and 85,998 radio channels.
TIM has reduced the level of investment in its TACS network as the number of TACS
customers has levdled off. TIM's GSM network consists of 8,935 radio base dations
and 546,512 radio channds (an increase of 22% over 1999). Teecom Itdias
management clam that as a result of TIM’s enhancement of the GSM sarvice and
increased coverage, TIM’ s network isin line with the best European GSM networks.

Fixed Networ k
Domestic network

Telecom Itdias domestic fixed network includes 66 trandt switches and 653 main
locd switches. The long digance fixed network includes 3.7 million circuits, while
the digribution fixed network includes 104 million kilometres of pars over copper
cable.

Digitalisation and ISDN

At December 31, 2000, 99.7% of Telecom Itdias domestic telecommunications lines
were connected to digitd tdecommunications exchanges. The digitdisation of the
long distance fixed network was completed in 1994 and in most mgor cities the level
of digitdisation of the locd fixed network is close to 100%. Since the end of 1999,
ISDN services have been accessble to subgtantidly dl of Itay. Teecom lItdia has
one of the largest ISDN networks in Europe. ISDN dlows subscribers to use ther
exidging access lines for a number of purposes, including high speed data
transmission, video-conferencing, high speed fax and faster Internet access.

SOH and ATM

Telecom Itdia introduced SDH advanced transmisson technology into operation in
the long digance fixed network in 1996 and introduced such technology into
operation for its loca fixed network during 1997. These transmisson sysems ae
operating on fibre optics a 2.5 Ghit/s and 155 Mbit/s. Work on the development of
the Arianna network which uses the latest generation of SDH technologies and the
new opticd DWDM technology (Dense Waveength Divison Multiplexing)
continued during 2000.

ATM switching technology, introduced in 1996, dlows the transfer of information
combining data, video and other services over public and private networks both
domedticdly and internationdly. Telecom Itdia ATM (Atmosfera) and Frame Reay

"2 This section draws heavily upon Telecom Italia, SEC Form 20F, 2000
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(business frame) networks are overall networks that work together as a multi-service
network, usng SDH transmisson sysems as physcd layer. Atmosfera gives the
ATM native sarvices with access rate from 2 Mbit/s up to 155 Mbit/s, in 27 POPs
(Point of Presence) and acts as backbone a so for the IP network.

Fibre optic cables

At December 31, 2000, Telecom Itdia had indtdled approximately 3.1 million
kilometres of optical fibre, of which approximaedy 2.6 million kilometres were
indadled on long digance fixed lines. Fibre optic cables Sgnificantly increase the
capacity of the network and permit Telecom Itdia to provide new advanced services
based on he smultaneous tranamission of severd kinds of sgnd, such as voice, data
and video. To endble it to offer these services, Tdecom lItdia is planning to introduce
fibre optics in its loca access network. In the second half of 2000, a project was aso
initiated to create an optic fibre ring between Milan and Pdermo (I-Bone), which will
involve the inddlation of gpproximatey 4,200 kilometres of cable with 96 optic
fibres on two backbones and the laying of two submarine links beneeth the Strait of
Messina

International network

Over the last few years Telecom Itdia has rationdised its internationd fixed network
and enhanced international transmisson capacity. Telecom Itdia owns capacity in a
number of internationad cable links and its internationdl network includes fibre optic
cables to many countries. During 2000, mgor digitad submarine links were inddled in
the Atlantic area. In order to satisfy the demand for new services (such as Internet and
muiti-media applications), the Trans-Atlantic Backbone has been developed through
the acquistion of high capacity wavdengths on submarine sysgems. In addition the
following acquisitions have been made in order to increase capacity:

in South America and the North Atlantic, with the Atlantis 2 sysem and the
upgrade of Columbus 11; and

in the West African and South African regions, with the SAT 3 submarine system.

Moreover, Telecom lItdia has developed a new drategy and is building a number of
proprigtary networks in Europe, Latin America and the Mediterranean area. These
multi-serve backbones are opticd fibre rings that use the DWDM (Dense Wavelength
Divison Multiplexing) technology for transmisson, while, for access and ddivery,
the POPs (Point of Presence) use multi-serve platforms (voice, data and IP). These
plaforms complete the switching functions for voice and routing for data with
packet/cdll switching IPPATM technology.

The European opticad fibre network (PEB, PanEuropean Backbone) is lad in the
main indudridised European countries, (i.e. Itay, France, Spain, the UK, the
Netherlands, Belgium, Germany, Switzerland and Audrid) and is 10,600 kilometres
long. The Meditearanean Nautilus (MEN) owned by Mediteranean Nautilus, a
company controlled by Teecom Itdia, is building a new submarine opticd ring. It is
7,000 kilometres long and links the main markets of the Southern Mediterranean areg;
Italy, Greece, Turkey, Isradl and EQypt.



In Latin America, Tdecom Itdia has launched the Latin American Nautilus The
Latin American Nautilus is a new high capacity backbone in the region, integrated
with the transatlantic and European networks. The backbone is an optica fibre ring
network both terrestridl and under-sea, 30,000 kilometres long including the Miami-
NYC link. The ring, having opticadl automatic traffic protection and a bandwidth
gregter than 1 Thit/s, will link the most important cities of South America to Centra
and North America

In 2000, Telecom Itdia further rationdised its internationd fixed network and
enhanced international transmisson capecity. At December 31, 2000 there were
197,000 internationd circuit links, including about 4,000 via satellite and 116,331 via
cable. The number of exchanges utilised in the international network has been
reduced from eght to seven. The digitaisation of the international network exceeded
98.0% in December 2000. In aggregate, Telecom Itadia has access to more than
350,000 kilometres of submarine cable. At the same time, Telecom Itdia controls a
number of satellite earth stations to hendle internationd traffic.

Broadband network/ADSL

Telecom Itdids broadband network, SOCRATE, is capable of supporting advanced
telecommunications services and multimedia gpplications so, for this purpose,
Tdecom Itdia has inddled dgnificant levels of fibre optic cables in its fixed network.
As a December 31, 2000, the broadband network programme extended to 58 cities,
passing approximately 526,000 households, and gpproximatey 1.1 million had been
equipped with the necessary transmisson equipment and the wiring backbone to
recelve advanced telecommunicetions services, cable televison broadcest services
and multimedia applications (of which 70,000 are customers of Stream).

In connection with access services using ADSL technology, in 1999 the technicd and
commercid trids with fast Internet access for resdentid and SOHO (smal office-
home office) customers, begun in Rome and Milan a the end of 1998, were
concluded. In the second hdf of the year, commercia services with access to ADSL
technology for busness cusomers and ISPs (Internet service providers) were
extended to 25 cities. The commercid services for busness customers include the use
of ADSL technology in urban areas to supply access to the 'RING' services (IP, Frame
Rday and ATM) of Telecom ltdias data networks. The services for 1SPs supply
ATM access based on ADSL technology to the public, leaving the commercid
interface with the find customer to the service provider. At the end of 2000, the 'locd
exchange areas covered by ADSL technology numbered 644, covering 110 locda
areas; in 2001, 800 local areas and 1,500 local exchange areas are to be served.

CORPORATE INFORMATION: COMPANY STRUCTURE"
As a the 2000 financid year the company was divided into a number of distinct

operating aress. A restructuring was planned for early 2001 that will be reflected in
the company’ s next set of accounts.

3 This section draws heavily upon Business.com
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M obile Telecommunications Services

Telecom Itdia Mobile (TIM) Sp.A. operates mobile phones over the whole of Italy.
The company was set up on July 14, 1995 to run the mobile phone operations of
Teecom Itdia TIM offers telephone services on the TACS (Totd Access
Communication Sysgem) and GSM (Globa Sysem for Mobile Communication)
networks. The company dso offers paging systems, centraised answering systems
and data and fax transmisson. Additiondly, TIM sdls telephones and accessories and
offers after-sales services and repairs through a network of 37 own outlets and over
4,000 authorised retailers. Mobile phone operations accounted for 91% of 1999
revenues and sales of telephone products and accessories 9%.

TIM offers both digitd and andogue mobile services The GSM digitd service uses
digita technology and is standard throughout Europe. Roaming agreements have been
reached with 177 operators in 124 countries. The analogue service is based on the
TACS 900 standard. TIM's customer base conssts of TACS subscribers, customers
holding TACS prepaid services, GSM subscribers and customers holding GSM TIM
Cards. At December 31, 1999, the number of customers for TIM's TACS and GSM
mobile services was gpproximately 18,527,000 (of which 15,351,000 were GSM
customers, consisting of 2,442,000 GSM subscribers and 12,909,000 GSM prepaid
customers).

At March 31, 2000, TIM's customer hese had grown to gpproximately 19,221,000. By
the end of 2000 it had 19.5 million subscribers, making it Europe€'s firs ranked
mobile operator.”* Figures circulated in the press in the course of 2001 put the number
of its subscribers in Itay a gpproximatdy 22.6 million. The company dso has around
28.3 million equity customers through sakes in cdlular operations in Ada, the
Middle East, South America and other European countries. As of 2000 TIM had a
workforce of 9,634.

Domedtic customer growth for TIM was 54% in 1998, 30% in 1999 and 17% in 2000.
Gross operating revenues from TIM totdled L11,904 bhillion, L14,425 billion and
L15,352 hillion in 1998, 1999 and 2000, respectively.” Growth figures such as these
have made it something of ajewd in Tdecom Itdia s crown.

In Table 3 it can be seen that while TIM is controlled by Telecom lItdia, which has a
mgority dake, it dso incdudes a number of influentid international shareholders such
a Haddity Internationd and Merill Lynch. These minority shareholders have
expressed their discontent with the financid plans of the parent company on various
occasions over the last few years.

4 African Cellular Web site
S Telecom Italia, SEC Form 20F, 2000



Table3: TIM Shareholders

Group Per Cent Holding

(asof July 2001)
Telecom Itdia 60.15
Traded shares/other ingtitutiona etc 29.95
Bancadltdia 177
Société Générde 1.29
Bankers Trust 1.00
Fonditdia 0.92
Europacific Growth Fund 0.77
Arca 0.71
Finanza & Futuro Fondi Sprind 0.66
Nomura International 0.65
Fiddlity Internationd 0.62
Merrill Lynch & Co 0.60
Nationd Bank of Abu Dhabi 0.46
Adia European Investment Authority 0.45
Total 100

Source: African Cellular Web site

TIM is a publicly traded company quoted on the Itdian, German and US (OTC) stock
exchanges. From 1997 its share price rose steadily from under $3 a the beginning of
that year to over $15 a the height of the bull market for telecoms stocks a the
beginning of 2000. Since then, in common with other technicad stocks, it has fdlen
back ggnificantly, standing a just over $550 in August 2001. Looking &t its
performance over the five years to August 2001 its price increased by 146%. The one-
year figure stood a minus 42%."®

An explicit pat of Colaninno's drategy for TIM was to increase its involvement in
overseas markets, with the company progressvely strengthening its postion in South
America and the Mediterranean Basin. While Telecom Itdids debt postion redtricted
its involvement in the foreign auctions for third generaion mobile licences, TIM did
bid successfully in Spain, France, Serbia, Greece and Turkey.”” In 2000 Telecom
Italia announced a redtructuring which would bring al the mobile busnesses outsde
Ity under the control of TIM. This move was designed to remedy a number of
idiosyncrases present in the company’s dructure which were legacies of its date
controlled origins."®

Fixed Telecommunication Services

Through Wirdine Teecommunications Services Itay, Telecom Itdia & December
31, 1999 had approximady 265 million fixed subscriber lines, including

¢ Bloomberg.com
" Financial Times, 27 February, 2001
"8 Financial Times, 28 July, 2000
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approximately 19.2 million resdentid lines (induding multiple lines for 1SDN),
goproximately 6.9 million budness lines (induding multiple lines for 1SDN) and
361,000 public telephone lines. At the same date, Telecom Itdia had approximatdy
3,048,934 ISDN equivdent lines with gpproximatey 2,481,034 equivdent basc rate
ISDN subscribers and  approximatey 567,900 equivalent primary rate |ISDN
subscribers.”

DECT (Digital Enhanced Cordless Telecommunications)

In December 1997, the Minidry of Communications authorised Telecom Itdia to sart
marketing DECT technology among its cusomers and, at the beginning of 1998,
Telecom Itdia launched a DECT commercid sarvice cdled 'FIDO. DECT
technology dlows a variety of applications and services. By means of the DECT
technology, a cordless phone can be used for cals both within and outside the home
usng the same phone number. This sarvice was only made avalable in some urban
aress. As a December 31, 1999 there were approximately 73,000 DECT technology
aeriasin use and DECT services were provided to 147,000 customers.®°

Leased Line Service

The lessed line savice involves making a permanent  connection  for
telecommunications services between two geographicaly separate points that can be
used to handle high volume voice, data or video transmissons and is an dternative to
the public switched tdecommunications networks. As at December 31, 1999, there
were gpproximatey 448,000 lines leased to busness customers (including direct
leased lines for voice telephony), of which 240,000 were related to data
transmission.®*

Data Services

Data services condst mainly of data transmisson and network services for busness
customers as wdl as online sarvices for business and resdentia customers. Telecom
Itdia provides a broad range of data transmisson services, integrating voice, data and
video dements. These data services are based upon a wide spectrum of technological
plaforms ranging from traditiond technologies, such as digitd leased lines and the
X.25 protocol technology (used in Busness Packet services), to advanced
transmisson technologies based on SDH and ATM sysems (which is used in
Telecom Italias ATMosphere service) 82

Internet Services

Tedecom lItdia plans to continue its devdopment of Internet services over the next
few years. The company introduced Internet services for resdential customers (the
Telecom Itaia Net Service) and business customers in 1996. At December 31, 1999,
Telecom Itdia had dgned up approximatey 1,990,000 subscribers for its Internet
svices. A year later the figure stood at 3,997,000. The company’s Internet

® Business.com
80 Business.com
81 Business.com
82 Business.com
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operations are co-ordinated through Tin.it. The Internet Sde of the business was seen
as akey drategy areafor Colaninno who increased its scope through the Seat merger.

Satellite Systems and Services

In this area, Telecom Itdia operates through Telespazio and its subsidiaries.
Telespazio, a wholly owned subsdiary of the company, designs, develops and
manages sadlite tedlecommunications sysems for a variety of commercid uses and
manages such sysems for the group, including the public network utilised by
Telecom Itdia®®

International Telecommunications Services

Tedecom Itdia owns TMI, which offers advanced telecommunications services to
multinationd business customers in Ada, Europe and America such as point to point
digita connectivity, X25 and Frame Reay services, IP sarvices, international VPN
services, messaging services and outsourcing services. At December 31, 1999, TMI
was directly active in 45 countries and had more than 102 ingdled POPs (Point of
Presence).3*

Multimedia Services

Stream, which a the time was a wholly owned subsdiary of Telecom lItdia, launched
a commercid offering of digitd video broadcagting services via cable a the end of
1996. During 1998, Stream launched a commercid offering of digitd video
broadcasting services via satdlite.

Later Stream increased its interest in pay-TV through its involvement with Rupert
Murdoch’s News Corporation, the Cecchi Gori media group and a number of Itdian
soccer clubs.

This move was bound to rase politicd eyebrows dnce, as the FT pointed out,
“Politics and tdevison have dways made for a heady mix in ltdy, even before media
tycoon Silvio Berlusconi opted for a politicad career...”.®® The involvement of
Murdoch, whose globd ambitions are widdy questioned in Italy, raised the politica
temperature even more. So too did the fact that Vittorio Cecchi Gori, the Chairman
and Managing Director of the group, was himsdf a politician. He was eected as a
senator for the Partito Popolare Itdiano in 1994 and 1996, putting him on the opposite
Sde of the palitical divide from the powerful Mr Berlusconi.

Later Cecchi Gori and the soccer clubs withdrew from the arangement, leaving
Telecom Italia and News Corp. in joint control. Cecchi Gori continued to play a part
in Tdecom lItdias TV amhitions, however, when it entered into negotiations to Al it
(through the Seat subsidiary) two Tedemontecarlo TV channds. The ded was in
keeping with Colaninno’s plans of pursuing TV interests through Seet as pat of his
broader Internet dSrategy. Apart from threatening the media interests of Berlusconi,
the acquistion dso had a wider politicad dimengon in tha it was rumoured that the

83 Business.com
84 Business.com
8 Financial Times, 26 July, 2000
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then Itadian government would favour the ded snce it would keep nationd TV
channds in Itdian hands. As the FT put it, “the ramifications of Telemontecarlo’'s sde
are as much palitical asfinancia and industrial” °

Value Added Services

SARITEL is the developer of Internet products and services for the Telecom Itdia
group. It is a wholly owned subsdiay of Teecom lItdia that provides vaue-added
savices 'onrthe-net. SARITEL's products and services include Internet hostiing
savices, Internet customer care services, Internet managed services and interactive
voice sarvices®’

CORPORATE INFORMATION: COMPANY STRATEGY #

Telecom Itdia's corporate srategy was speled out in its 2000 Annua Report. The
following section is adapted from that document as it relates to wireline, wirdess and
Internet services. After these sections the specific Strategies of the two most recent
Chairmen of the company, Colaninno and Tronchetti, are briefly reviewed.

Wirdine

The group's wirdine drategy was to be driven by daalinternet growth, sgnificant
cog cutting and minimisng maket share loss on voice savices In paticular,
Telecom Itdiaintended to:

exploit its leading podtion in providing network access to fixed line subscribers
by providing vadue added sarvices (such as fla pricing schemes, bundling of
services and increases in bandwidth), while focusng on opportunities to retain its
client base by enhancing customer loydty (through billingg CRM and customer
contact);

pursue growth opportunities by developing innovative pricing schemes, integrated
data/services offerings, offers targeted to content and service providers, and by
pursuing opportunities in the wholesde market (incressing revenues through sdes
to dterndtive operators and | SPs);

manage efficient operations and continue its cost cutting programme (personnel,
red edtate, generd and adminigrative); and

mantan competitive sarvices and focus invesment on enhancing network
evolution and innovation (through optical transport, VVoice Over/IP, &tc).

8 Financial Times, 26 July, 2000
87 Business.com
8 This section draws heavily upon Telecom Italia, SEC Form 20F, 2000
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Wireless

The group’s drategy was to be driven by client loyaty and types of services offered,
and would focus on core aspects of domestic business and internationd expangion. In
particular, TIM intended to:

concentrate on the most profitable market segments, the qudity of its services, the
consolidation of its leading podtion with corporate clients and the dabilisation of
its churn rate as new competitors offer amilar services,

offer innovative services to devel op voice and non-voice revenues,

improve core busness profitability through the rationdisation of costs and the
resllocation of resources; and

increase vadue credtion from internationa activities, focusng on South America
and the Mediterranean Basin.

Wireless: value added services

In 2000, TIM improved its range of value added services, combining it under the new
i-TIM trademark. This included, in an integrated solution, WAP, SIM ToolKit
technology, voice information and UNLTIM applications (a universd number which
makes it possible to operate voice, fax, emall and surfing the Internet in an integrated
manner). The i-TIM service would aso dlow access to the Internet directly in a fadt,
ample way. TIM was building its brand as a plaform for content providers by
entering into partnerships and developing busness synergies. TIM introduced WAP
in May 2000 and entered into over 200 partnerships and commerciad agreements with
primary content and service providers, such as SEAT-Tin.t, Yahoo!Europe, Sonera
Zed, Cdtanet, Kataweb, Sit.com and Excite. TIM adso entered into agreements with
leading Itdlian banks and financid inditutions for the development of online trading
and mobile banking (see the Joint V entures section above).

In August 2000, TIM launched the Genera Packet Radio Service (GPRS) in Rome
and Milan and GPRS national coverage was completed in December 2000. The GPRS
sarvice was offered to business customers in the fird quater of 2001 and was
extended to consumer segments starting from May 21, 2001.

On January 18, 2001, TIM announced that it had entered into a joint venture with
KPN Mobil N.V. and NTT DoCoMo, Inc. to provide mobile Internet services across
Europe. Initidly, the services, which are expected to include gaming, exchange of
messages and images, and certain Internet based transactions, would be introduced in
Itdy, Germany, the Netherlands and Belgium (an edtimated totd market reach of
aoproximately 165 million customers). The handsets to be used in connection with
these services would be combined mode/WAP handsets, which were expected to be
avalable a the end of 2001 at the earliest. TIM expected that these services would be
rolled out in Italy late in 2001.

27



I nter net and Other Information Services

Telecom lItdia intended to leverage its technological and market leadership to reach
the largest possble audience and creste highly attractive, flexible and innovative
sarvices. In particular, Telecom Itdiaintended to:

leverage on Tedecom Itdia group networks (eg. fixed, mobile, sadlite,
narrowband and broadband networks);

develop amulti-device portal accessible by Internet, mobile devicesand TV;
sugtain leadership on porta technologica and service innovation;

exploit its market leadership to attract partners/providers, and

continue to expand internationdly.

In order to accelerate the achievement of these drategic gods in the Internet market,
Telecom lItdia acquired control of SEAT during 2000 and proceeded to merge Tin.it
with SEAT.

Colaninno’'s Strategy

As outlined earlier much of Colaninno’'s drategy for Telecom Itdia centred around
internd  financid redtructuring, a form of corporate navel gezing which was forced
upon him due to the capital structure underlying the company.

In mid-2000 it was announced that Olivetti and Tecnog, its 73% owned subsidiary
used as the vehicde for the Telecom Itdia take-over, were to be merged. The move
was dedgned to amplify Tdecom Itdids chan of control and dlow the newly
merged entity to directly receive dividend payments from Telecom lItdia thereby
reducing its debt more quickly. That debt stood a around Euro 17.53° With the
merger complete Olivetti would own directly the 55% dgake in Teecom Itdia
acquired through Tecnost the previous year.

With this restructuring accomplished, Colaninno indicated that his next chdlenge was
“to trandform Telecom Itdia into Telecom Mondo or Telecom World®, an indication
that he amed to increesngly move the company’s focus beyond the Itdian home
market. %

Despite this globa rhetoric, however, the fird part of his drategy was to launch a
restructuring programme designed to improve the competitiveness of the company’'s
traditiona fixed line operations in Itdy. With new competitors ariving the company
could no longer rely on its quas-monopoly pogtion in this area. This restructuring
adso involved the disposd of nontcore operations such as Itdtd (the manufacturing
busness), Sirti (the inddlaion busness), Mae Group (insurance) and Tedeasng,

8 Financial Times, 15 May, 2000
% Financial Times, 19 May, 2000
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the revenues from which were offset againg Olivetti's large level of debt (see the
Corporate Activity section above for details of these disposals).

Second, he sought to strengthen the mobile business, expanding to overseas markets.
It was in the mobile area where Colaninno seemed true to his word on taking a globd
approach. During histenure TIM made various foraysinto foreign markets.

Findly he embarked upon the 'third phase of the drategy amed at turning the group
into Italy’s Internet leader. In early 2000 Ity was in the midst of Internet fever with
Tiscdli, Itay’s free Internet pioneer, seeing its share price increase by 1,900% in the
firs four months as a listed company.”> The ded with SEAT (see above) was
designed to tep into this growth market. Throughout 2000 Telecom Itdia was in taks
with large publishing and media groups as it atempted to strengthen the content of its
overdl Internet services.

But whatever dse was going on in terms of drategic planning the bulk of Colaninno's
time was dill spent trying to wrestle with Tdecom Itdias internd capitd Sructure,
As the FT observed, “Roberto Colaninno’s Olivetti has a precarious grip on TI”.%2
Any dtempt to issue more sock in Telecom lItdia or TIM, for example, to finance
take-overs, would dilute that control. As such the company was seen as fdling behind
in the process of dliances and cross-border acquisitions which was characterising the
European industry during this period. In the FT's view this "Achilles hed" of the

Italian operator meant that it alacked "a credible European strategy”. %

Mr Colaninno took exception to the FT's comments on this occason and in a letter to
the publication dtated that rather than “splashing out” shareholders money on take-
overs the company was adopting a more prudent gpproach in areas such as Latin
America and the Mediterranean basin. He dso took the opportunity to reinforce his
philosophy of “...cresting maximum vaue for al shareholders’, a response to the
frequent dlegations that Teecom Itdias minority shareholders were rarey
considered.”* Given his record a Telecom ltdia such comments seem somewhat out
of place.

Colaninno did, however, seem wel awae of the limitations which its corporate
dructure placed upon Telecom ltdids drategic options. The plan to reduce Olivetti’s
debt through the converson of non-voting shares (see above) was explicitly desgned
to 'unlock’ Telecom Itdia Colaninno seemed prepared to give up Olivetti’'s mgority
control of the company in order to make Telecom Itdia a more merger-friendly
operation. Unfortunately for Colaninno he was ousted before he could develop this
drand of his drategy. While he was in charge a Telecom Itdia, though, he pursued
numerous joint ventures with other Itdian and international companies. This may
have been as close as he could get to paticipating in the restructuring taking place
within the indudry given the company’s virtud exdudon from the mergers and
acquisitions market.

1 Financial Times, 15 March, 2000
92 Financial Times, 17 July, 2000
% Financial Times, 17 July, 2000
% Financial Times, 18 July, 2000
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Tronchetti’s Strategy

In terms of the company’'s drategy after the fdl of Colaninno, the New York Times
implied that it would be more of the same trimming costs a Telecom Itdia through
disposds and looking for Srate%ic dliances (with TIM seen as a naturd patner for
Deutsche Telekom's FMohile).®® Despite a change of control, then, the basic strategy
seemed largely unaffected. Needless to say, with Telecom Itdias chain of control
even more complicated than before, Tronchetti will have to dedicate much of his
enegy to reconcling the various conflicting interets with the company’s own
corporate structure.

In early interviews with Tronchetti there was dso a sense that he had no ready-made
drategy for the new acquistion. Responding to questions relating to his lack of firm
proposals he did little to dlay the idea tha his particular corporate faction was taking
a gep into the unknown, commenting that:

“I know we would be better off giving details, but | don’'t want to make
pronouncements we can't respect, especialy when we don’'t know the
company well” %

As indicated above, however, he did hint that Tdecom Itdia might shed SEAT,
thereby divesing itsdf of its TV intereds and diminaing a source of conflict with
Prime Miniger Berlusconi. His understanding of the workings of the Itdian
political/industrial nexus seemed to be rather better than his knowledge of Telecom
Itlia

CORPORATE INFORMATION: COMPANY DATA
Employees

In 1999 Telecom lItdia had 120,000 staff. Business Week indicated that it would have
to cut around 40,000 in order to stay competitive®” In September 1999 Colaninno
indicated that 13,000 jobs were to be cut over the following two years.®®

By disposng of a number of non-core operations, such as Itatel (14,500 employees)
and Sirti (11,700 employees) during 2000, Colaninno further reduced the company’'s

wage hill.
Financial Data

The table below shows that Telecom Italia's turnover has been farly stable over the
last five years, with 1998 danding out as an exceptiond year. Its net profit was
dightly up for 2000 on the previous year even though turnover was down margindly.
As mentioned earlier, a report by Credit Suisse First Boston in June 2001 forecast that
the company’s net profits would fal by 14% to $1.5 billion during 2001.

9 New York Times, 4 August, 2001

9 Quoted in the Financial Times, 1 August, 2001
97 Business Week, 3 May, 1999

%8 New York Times, 3 September, 1999



Table4: Financial Data

2000 1999 1998 1997 1996

($m) ($m) ($m) ($m) ($m)
Turnover 25,424.0 | 25,989.0 | 29,302.0 | 24,203.0 | 24,153.0
Net Income (Profit) 1,7840 | 1,666.0 | 23172 | 14750 | 1,033.0

Source: WSRN.com

The table bdlow shows the percentage contributed to Telecom Italids operating
revenues by each of its main mgor busness areas before the re-organisation of the
business segments at the beginning of 2001.

As can be seen, the contribution made from the fixed-line busness decreased
ggnificatly over the three-year period, with mobile services becoming more
important. According to data from Hoovers, TIM had revenues of $7.5 hillion in 2000
(up from $7.2 hillion in 1998) with a net profit of $1.8 hillion (up from $1.6 hillion
two years earlier).®®

The international divison aso grew dgnificantly as the company expanded its
number of oversess interests. The manufacturing sSde of the business was affected by
the sde of Itdtd. Likewise the contribution made by 'Inddlaion’ was lower
following the sde of Sirti.

Table5: Revenue Breakdown by Operating Area

1998 1999 2000

(%) (%) (%)
Fixed-line sarvices - Itdy 64.1 59.0 52.6
Mobile services - Itdy 22.9 26.1 26.3
Satdlite services 11 0.8 0.9
Internationd tedecommunications services 2.6 5.8 13.3
I'T software and services 39 4.1 3.8
Manufacturing 2.1 1.8 0.7
Installation 25 1.6 14
Other activities 0.8 0.8 1.0

100 100 100

Source: Annua Report, 2000, SEC Form 20F

% Hoovers.com
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Operational Data

The following table sets out, for the periods indicated, certain sdlected dtatistical data
for the fixed-line and mobile domedtic Itdian businesses. The obvious growth aress
are ISDN, mobile and the Internet. Despite the increase in the number of mobile
users, however, it can be seen that their average expenditure is faling. This reflects
the shift of the indudry away from high-spending business users towards more
occasiona users.

Table6: Customersand Subscriptions

1998 1999 2000

Subscriber fixed lines at period-end (thousands 25986 | 26,502 | 27,153
Subscriber fixed line growth (%0) 1.1 2.0 2.5
Subscriber fixed lines per full-time equivaent

employee at period-end 332 354 409
ISDN equivaent lines at period-end (thousands) 1,735 3,049 4,584
Mobile customers at period-end (thousands) 14299 | 18527 | 21,601
Mobile customers growth per annum (%) 54.1 29.6 16.6
Average revenue per mobile customer per month (L) 77,600 | 67,600 | 59,100
Cdlular penetration at period-end (TIM customers

per 100 inhabitants)(%6) 25.0 32.5 37.5
Celular market penetration at period-end(%) 36.0 53.1 73.3
Internet subscribers (Tin.it) (thousands) 396 1,990 3,997

Source: Annual Report, 2000, SEC Form 20F

Competition
Fixed-line

As Telecom Itdia has logt its monopoly postion it has had to face up to a growing
number of competitors. In April 2001, the number of licences for the provison of
both fixed voice telephony service and building public telecommunications networks,
granted by the Minigry of Communications and the Nationd Regulaiory Agency,
were approximatey 20.
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Tdecom Itdia is now facing increesng competition in internationd and domestic
tdecommunications sarvices Tdecom Itdia  itsdf, mentioned the following
companies as providing the main fixed-line competition:1*°

Infostrada (now fully controlled by Omnistrada, a holding fully controlled by
Mannesmann);

Albacom (a joint venture between British Teecommunicetions, Banca Nazionde
dd Lavoro, ENI and Mediaset);

Wind (a joint venture between Deutsche Telekom, ENEL, the Itdian eectricd
utility company, and France Telecom);

TISCALI ( 90% Renato Soru, 10% KIWI Venture Capital); and
Tele2 (Itdian branch of the Société Europeenne de Communications SA.).

Wirdess

In its latet annual submisson to the SEC, Telecom Itdia provided the following
comments on competition within the Italian mobile market:

“In 2000, TIM faced compettion for providing mobile
telecommunication sarvices not only from Omnitel, the second mobile
operator which commenced operations in 1995 but also from WIND
which commenced operations in March 1999 and from BLU SpA.,
which obtained the license as fourth national operator on August 4,
1999, and began commercia operations with a DCS 1800 service from
May 2000

"Management believes that the increase in competition in the mobile
market may cause TIM to grow more dowly in the future. Although
the entry of the fourth operator further incressed penetration in the
Italian market to 73.3% or approximady 422 million customers,
TIM’s overal subscriber growth was only 17% in 2000 (compared to
30% in 1999) and its overdl market share declined to 51% in 2000
from 61% in 1999". 11

Table 7 shows the share of the Itdian mobile market of each of the four operating
companies. As can be seen TIM continues to enjoy a strong postion dthough, as
Tedecom ltdids comments above indicate, it is gradudly losng market share to its
compstitors.

100 Telecom Italia, SEC Form 20F, 2000
101 Telecom Italia, SEC Form 20F, 2000



Table7: Italian Mobile Market

Company Subscribers Market Share
(%)
TIM 19,483,000 54.9
Omnitel 12,800,000 36.0
Wind 3,150,000 8.9
Blutd 80,000 0.2
Total 35,513,000 100

Source: African Cellular Web site (figures for November 2000)

The three mobile competitorsto TIM are now looked a in more detail.
Wind (ENEL)

ENEL was Itdy's former state-owned eectricity monopoly. In 1997 it entered
telecommunications through a joint venture with Deutsche Teekom (with France
Telecom aso taking an interest). The new venture amed to capture dmost a quarter
of Itay’s mobile market and one-sixth of its fixed telephony by 2005.2%% The business
operates under the Wind brand.

Omnitd

Omnitel was Itdy’s second mobile phone company, competing with TIM. Set up in
1990 its main shareholder was Olivetti (with dmost 36% in 1995). Other shareholders
included Bel Atlantic, AirTouch, Celular Communications and Tdia'® Another
shareholder, Mannesmann, was to take control of the company after Olivetti’s bid for
Telecom Itdia

Following Mannesmann’'s subsequent take-over by Vodafone, Omnitel became part of
the world's larget mobile operator (with Vodafone holding 77% and Verizon
Communications 23%). In Itay it now benefits from the Vodafone brand and is
second to TIM with dmost 16 million customers (2001 figure). Its sdes for 2001
(year end March) stood a around $4.4 billion compared with TIM’s 2000 figure (year
end December) of $7.5 billion. Most recent figures put its number of employees at
6,903 (up over 42% from the previous year) compared with TIM’s fairly stable figure
of around 9,600.1%*

The company ranks third in Europe by subscriber numbers, no mean achievement in a
nationa market which aso includes TIM, Europe's leading mobile company.

102 The Economist, 18 October, 1997
103 The European, 24 March, 1995
104 Hoovers.com



Blutel

Blute is led by the Autostrada motorway group, in partnership with BT. It is the most
recent Italian operator, only starting its operationsin May 2000.

UMTSLicence

The Itdian government awarded five UMTS licences in Itay in November 2000.
TIM, together with Omnitel, Wind, Andala Sp.A. and IPSE Sp.A. were awarded
licences to provide third generation mobile services. TIM has committed to pay
L4,680 hillion for its licence, with gpproximately L4,000 billion having been pad in
December 2000. The remaining L6380 hillion will be payable over a three-year period.
The licences are valid for 15 years starting from January 1, 2002.1%

OTHER THREATS

In its 2000 submisson to the SEC, Teecom Itdias management outlined the
following ligt of perceived thrests:

Telecom Itdids aility to continue the introduction of new sarvices to simulate
increased usage of its fixed and wirdess networks to compensate for declines in
its fixed line business due to market share |oss and pricing pressures;

its ability to achieve cost reduction targets in the time frame established or to
continue the process of rationalisng its non-core assets;

the impact of regulatory decisions and changes in the regulatory environment;

its cgpacity to achieve the expected return on the dgnificant invesments and
capitd expendituresit has made in Latin Americaand in Europe;

the continuing impact of rapid changes in tedecommunication and reated
technologies,

the impact of politicad and economic developments in Italy and other countries in
which the company operates;

the impact of changesin currency exchange and interet rates;

the company’s ability to redise the benefits of its investment in UMTS licences
and related capital expenditures,

the impact of litigation or decreased mobile communications usage aisng from
actud or perceived hedth risks or other difficulties relating to mobile handsets or
transmisson meds,

the company’ s ahility to redise the benefits of the merger of SEAT and Tin.it; and

105 Telecom Italia, SEC Form 20F, 2000



SEAT’s ahility to complete successtully its Internet strategy. 1%

A few of the thrests outlined by Telecom Itdia, namely regulation and exposure to
foreign investment risk are now looked at in some more detall.

Regulation

In its SEC submisson Teecom Itdian made the following observations on the
regulatory environment:

"The legd framework for regulaion in the tedecommunications sector
in Ity has been completely transformed in recent years particularly
as a consegquence of the adoption of the Framework Law (effective
November 14, 1995), the Maccanico Law (effective August 1, 1997),
the Tdecommunications Regulations (effective October 7, 1997) and a
series of Orders issued by the National Regulaiory Agency which are
important to Telecom lItdia as it faces increasng competition. To date
the regulatory environment has been characterised by an intensve
implementation process in order to complete liberdisation. The trend
continued in 2000 as additional Steps were taken regarding tariff
rebdancing, interconnection charges and the initid sgning of contracts
to permit the unbundling of the local loop". 1%’

Italy was long seen as a country where Telecom Itdia was protected from competition
by the government regulator. This has dlowed it to hold onto 89% of the tota fixed-
line market while this pat of the market has been thrown open to competition in
countries such as Germany. The EU Directive opening up teecom markets across
Europe from 1998 is having an effect, however, and Teecom Itaia can no longer rely
on avirtua monopoly of the fixed-line business

In early December 1999 the industry regulator in Italy announced that it intended
weekening Telecom Itaias market power by the end of 2000, usng a number of
measures such as introducing number portability to facilitate the changing of
operators by customers.1®

In April 2001 Itdian antitrust authorities fined the company $60 million for abusing
its dominant market position. %

Following its merger with Seet, Telecom Itdia faced a legd chalenge from Fininves,
the holding company of Silvio Berlusconi, cdaming that the merger contravened
antitrust regulations. Berlusconi dso tried to block Seat's attempt to acquire televison
broadcaster Telemontecarlo.!'° It seems unlikely that Berlusconi, who controls Itay’s
largest private TV dations, will do anything to smooth Teecom Itdias path into
tdevison in the future Having to kegp one eye on paliticians is unlikely to enhance
Telecom Itdia s business effectiveness.

106 Telecom Italia, SEC Form 20F, 2000
107 Telecom Itaia, SEC Form 20F, 2000
108 The Economist, 25 December, 1999
109 Bysiness Week, 2 July, 2001
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Given this antipathy between Berlusconi and Telecom Itdia (under Colaninno) it was
perhgps no surprise that Colaninno lost his grip on the company once Berlusconi
retuned as Itay’'s Prime Miniger. The uncertainty thrown up by such politica
interes in Telecom Itdia could equaly affect Teecom Itdia in the future In this
sense the company was well advised to include "politicd developments in Itdy" as
one of its risk factors. Moreover, given that such developments in Itay tend to be
frequent and unpredictable, then Telecom Itdias own future <ability could be
serioudy compromised. With a new government in place in a few years (or months)
time, Telecom Itdia could conceivably be taken over by a new group of indudrid
‘barons with little telecoms experience. The nature of Itdian politicadl and corporate
life does not seem to bode well for the company’ s long-term managerid sability.

Latin American Exposure

Like Teefonica of Spain, Telecom Itdia is strongly represented in South America
with the region accounting for around 15% of its revenues''! Hence the company is
vulnerable to any economic downturn affecting this area, such asthat of 2001.

Investigations and Litigation

While Colaninno is no longer in charge & Teecom Itdia the investigation, mentioned
ealier, into his (and other Board members) involvement in the Seat ded could
potentidly prove troublesome for the company. Similarly, Telecom Itdia dso has
legd action pending in the form of the aforementioned case brought by Liverpool
Limited a the beginning of 2001. Although no longer the boss a Teecom lItdia,
Colaninno may wel have left behind a number of unresolved problems for his
successors to ded with.

Telecom Itdia dso faces the prospect of a prolonged legd baitle over control of
Brazil Teecom, in which it has a 38% share. In early 2001 it came into conflict with
Opportunity, its loca partner (with a 62% gstake), over the company’s future strategic
direction. In the FT's view, "The showdown raises questions about Telecom Itdids
srategy in Brazil...".*'? Certainly the possibility of a drawn out struggle for control
brings into question Telecom Itaids drategy of teking minority stakes in oversess
companies. [In Spain, too, Telecom Itaia was “...reported to be a loggerheads’ with
its partners within the Auna consortium in which it had a 27% stake. ™3]

Further evidence that relations were strained between the two partners in Brazil was
provided when TIM chose to compete with Brazil Teecom in the tender for mobile
licences in Brazil in March 2001.1* A company effectively bidding againgt itself in an
auction gtuation seems like a less than sensble way of conducting an internationa
business.

M1 Financial Times, 26 June, 2001

M2 Financial Times, 7 February, 2001
13 Einancial Times, 27 February, 2001
14 Financial Times, 13 March, 2001
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