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Introduction


Since the late 1980s, when the State Council approved the scaling up of China’s public switched telecommunications network, the rate of build-out has been so colossal that many outside observers either assumed or wishfully believed that only through allowing foreign direct investment (FDI) could the targets be achieved. Indeed, as the targets were raised in quantum leaps (see Table 1) this belief grew stronger, as did the need to believe it. The worldwide transformation of the industry has provided market openings to so many new carriers, carrier-alliances and value-added service providers that the opportunities of entering the China market seemed too good not to be true. And so far that is exactly what they have turned out to be: not true.





The Basic Argument


This is a theme has argued and elaborated at different times in many different places.� The central argument goes along these lines: 


As is well understood, China’s state authorities have treated telecoms as a sacred cow, as an issue of national security not to be opened to foreign influence; as a national asset not to be allowed to fall into foreign ownership or control; as a means of national information and control for the centre over the periphery of China’s economy and society; and traditionally, but no longer, as a means of communication which should be confined to state-authorized associations. With the exception of the last, these remain important obstacles to the international liberalization of telecoms networks in China. 


For a time these were also obstacles to the domestic liberalization of the sector, but swords are often two-edged, and issues such as national security and national economic and social information infrastructures require effective and extensive as well as controlled and secure networks. There was no shortage of ministries willing to lobby for a more effective and extensive national telecoms infrastructure if this offered them the opportunity to build it, supply it and operate it; in other words, national security and national information systems did not necessarily imply a national monopoly by the MPT. The PLA and other ministries already possessed and operated their own networks, wireline and wireless, and although these were not easily inter-operable they were at least a source of additional scarce network resources. The triumph of these lobbyists was the agreement to establish JiTong and LianTong (Unicom) in 1993, the former to build-out a national medium-speed data network utilizing the many alternative ministerial networks that existed in China, with particular emphasis on the satellite and microwave systems, and the latter to build out wireline and wireless PSTN, in theory to supplement the MPT’s network, in practice - and inevitably - to compete as a second network operator.


The enormous costs involved in building out China’s PSTN, meeting the ever expanding targets, were more manageable than many observers were led to believe. 


First, the revenues generated by the PSTN were substantial and growing with network externalities. A growing ‘community of interest’ which is partly a function of growing network size (friends and business partners joining the network) and partly a function of the growth of both domestic and international China trading (a growing number of business partners) encouraged greater network usage, that is both extensive (subscriber numbers) and intensive (subscriber usage). 


Second, the scope for tariff rebalancing remains large. IDD call charges are high and price elasticities of demand tend to be high at high initial price levels. The income effects of falling prices also tend to be large, quite separate from the income elasticity generated by rising real per capita incomes in China. As China’s foreign trade continues to grow (aided by a falling renminbi: US dollar rate) so the demand for IDD calling rises anyway. By contrast, local and domestic trunk call charges remain very low, and high volume users tend to be price inelastic - not to be confused with the savings high-usage subscribers can make if they opt for a second price-competitive carrier.�  


Third, the upshot of this is that the MPT has had little or no great difficulty in raising funds from a variety of sources based upon anticipated revenue-flows. Those sources include local China companies providing lease-back purchases of equipment, either leasing the equipment to the PTA and being paid what is in effect a form of revenue-sharing, or transferring ownership to the PTA and leasing-back to a local joint venture including the PTA which operates the network and revenue-shares. The sources also include funds raised overseas directly by CITIC or municipal branches of CITIC, or through China funds managed by overseas investor groups. The upshot is that China has relied very little upon direct foreign investment and has therefore avoided the need to seriously consider FDI. 


In addition, China has been able to supply equipment increasingly from domestic producers or locally based joint ventures. Prices of US$80 equivalent or less for switched exchange circuits from local producers using stripped down equipment assemblies  have supplied regional PTAs with the basic service equipment necessary to fulfill plan targets without massively paying out US dollars. Besides plan fulfillment and foreign exchange savings, this serves the purpose of developing China telecoms own digital equipment manufacturing and software capability. (The China Daily, 30 December 1996, reports that during 1997 thirty per cent of telephone exchange equipment will be imported, down by 5 per cent on 1996. The MPT estimates that to achieve a 10 per cent teledensity by the year 2000 US$60.2 billion foreign exchange will be required.) Hidden cross-subsidies also abound. Much of this equipment comes from PLA-owned factories where R&D costs are subsumed under the military budget - much in the same way as early US computer and telecommunications technologies were developed - and at the district level installation labour costs are also often met by local governments or local PLA units.


The potential of the China market, as seen from the outside, is huge, and therefore competition between foreign companies to gain entry is intense. (“The competition is much more severe than in other countries. Some of our prices are now only a third what you see in other countries.” Xu Zhiqun, assistant to the President of Shanghai Bell, The Hongkong Standard, 8 November 1996). The Chinese authorities are in an enviable position, being able to manage, that is limit, competition within China between different China ministries and enterprises and at the same time foster real competition between foreign companies. Foreign companies, often with financial assistance from their respective governments, have offered China low-interest (‘soft’) loans and trade credits, and a variety of investment and technology transfer commitments.  





The Bargaining Model


Until now this argument seems to have stood the test of time. One way to formulate it was within a bargaining model, in which there are two sets of players: domestic and foreign. Domestic players consist of the government and the party and factions within each; the MPT and other ministries and commissions; the central authorities and provincial authorities; and other China enterprises who are looking for investments in the industry. (As yet, noticeably absent are any domestic user lobbies, apart from the state itself, and local consumer interests.) The foreign players consist of governments, and multilateral organizations (The World Bank, the ITU, the WTO, APEC, etc); foreign telecoms companies, IT companies and overseas investment funds; and foreign companies as users. The prediction of the model was that, given the reality of managed competition - China players were managed, foreign players were forced to compete - the pressures from the foreign players would be so mediated by local conditions that the forces for change would arise not from external pressures but internal pressures. 





The further China’s domestic telecoms door was opened to local entry, the more emboldened would become the new entrants. For example, Unicom is now lobby hard for the right to break the MPT’s international monopoly.


The more new entrants, the easier the case to argue for yet more. Since January 1996 the PLA has entered the public cellular market using CDMA technology in a JV with the MPT. This was after some years during which the PLA had won the right to offer non-public cellular services to third parties who did business with the PLA.


The more new entrants there were, and the more involved they became, so the benefits would become manifest to the government (including the State Planning Commission, an all important body in the field of telecoms policy) and the momentum towards further liberalization would become unstoppable. But unstoppable in China can have two phases. If there are serious political, factional or simply turf battles then progress is at a snail’s pace and can remain so for a long time. Part of the game is to get the issue to the top of the national agenda, and unresolved disputes - lack of compromise - keep them off that part of the agenda which gets immediate attention. But when decisions are made and high-level backing is assured then events can move rapidly, as the PSTN build-out itself illustrates. The problem for China currently is that the new phase of telecommunications development involves convergence of technologies and sectors (telecoms, computer networking, cable and broadcast TV) and that involves numerous political, factional and turf battlelines. The decision-making process is stuck in dispute resolution mode.


In parallel to new entrants there are also new found independencies among the PTAs. The MPT’s strongest card with the State Council is that it contributes more to the state budget than any other ministry. By equal measure the larger PTAs are aware of their contribution to the MPT and of their own local revenue-generating potential. They are becoming increasingly assertive of their right to choose their own equipment suppliers, to be independent of instructions from Beijing, and to negotiate deals with foreign companies on investment and technology and skills transfer. Alongside new entrants who need foreign capital and technology, the PTAs are a lobby for more flexible policies towards foreign participation.











New Agenda in Telecoms


This was not to argue that external pressures were unimportant. Quite the contrary, domestic China players can leverage the opportunities that the outside world offers China to gain access to technology and finance and other benefits. The argument was that the impact of these pressures would not be decisive. They would be mediated through a prism of local players and internal issues. The decisive or determining factor would be when telecoms again came to the top of China’s agenda. The Telecommunications Law, which is being drafted by the MPT’s Policy and Regulatory Affairs Department, and which is due for State Council consideration this year before being presented as a consultation document to the state commissions and other ministries, has now placed telecoms back in the top half of the agenda. This somewhat fortuitously coincides with major developments in world telecommunications. 


Market forces, using the latest technologies and aided by benign regulatory oversight in the USA, are rapidly undermining the long-established international telecoms accounting rate regime. A combination of callback, refile and, potentially the most potent of all, internet telephony, together with de-regulation such as permitting international simple resale (IPR), international virtual private networking (IVPN), self-provisioning, is changing the parameters of the industry. These changes are irresistible in the longer-term, and they are developing at such as rapid pace that the long-term in telecoms is getting shorter all the time. They are irresistible for a variety of reasons. One, they utilize technologies which are networkable and therefore easily available. Two, they lower the costs of entry, and of exit. Three, they are borderless and therefore virtually impossible to resist through regulation. Four, they are increasingly in popular demand by all classes of consumers, for business and social purposes. Five, they are therefore vital (strategic) to national development.


International agreements at state and multinational corporate levels are forcing countries to adopt more open and competitive equipment and service regimes. The WTO agreements (see below) are to be ratified by the end of 1997 for enforcement during 1998. Virtually all leading Asian economies have signed up. Among corporate telecoms carriers, new alliances are appearing. BT-MCI’s Concert has recently stolen Spain’s Telefonica away from Unisource, AT&T’s European partner consortium, and everyone is wooing Japan’s NTT. In Asia, Cable & Wireless - HongKong Telecom’s major shareholder - remains an enigma. The ASEAN carriers have recently formed their own regional venture. Clearly the major carriers are reckoning they are entering a new era of global corporate, broadband and internet communications in which end-to-end services linking Asia, as the world’s most rapidly growing region, with the Americas and Europe will be critical to their competitive strategy. 











Globalization


Pressure upon the MPT to further liberalize the telecoms market is growing internally from new entrants who stand to gain from foreign participation which involves them. These internal pressures are aided by the phenomenon of globalization, the process by which national economies are being integrated through FDI into a world matrix of  capital, labour and materials sourcing, production, distribution, exchange and consumption on a scale hitherto unseen. 





In trade terms it is represented by the shift of emphasis from trade-in-goods to trade-in-services and the transformation of the GATT into the World Trade Organization (WTO). The almost simultaneous signing of the International Technology Agreement (ITA) and the Basic Telecommunications Agreement (BTA) earlier this year nicely illustrates the two sides of the trade coin. Using standard SWOT business strategy jargon, these two agreements represent both the opportunities and the threats (OT) which are opening to all players. Now each of these businesses have to examine their own strengths and weaknesses (SW), and in China’s case their strengths lie in the fact that to do business in China foreign companies need a China partner, especially one with good guanxi. Their weaknesses lie principally in higher end technology and commercial management. In addition, the new entrants, such as JiTong, Unicom and the PLA, also need financial resources, much more so than the MPT. The WTO agreements provide a big incentive to China’s domestic players to lobby for greater flexibility towards foreign participation in the telecoms sector, either as network builders or service providers. 





China, as an emerging force in world trade, just cannot ignore these developments when formulating telecoms policy. This does not mean that these external events and pressures will be decisive, at least not yet. They will become decisive only when the impact upon the MPT’s international revenues from falling IDD tariffs threatens the viability of the PSTN build-out. But they will influence the strategic direction of China’s telecoms policy. China needs to accelerate the pace of its own capabilities in digital equipment manufacturing and in software applications, including telecoms applications. It needs to do this because (i) the locational advantages of China’s major (international) cities need to serve more than the local market - if, for example, Shanghai is to become an international banking centre it must offer more than basic telecoms services; (ii) if China is to venture directly into the international market, for example, if China Telecom or Unicom is to provide services to Chinese companies overseas, then they must be in a position to match and join the services of the alliances. This means that China must give its telecoms companies the opportunity to work more closely with foreign companies and on more flexible terms.





The point is reinforced by the following item: the China Daily/Business Weekly,  13-19 April, 1997 carries a report that the State Council believes ‘the country’s investment in infrastructure would far exceed the World Bank’s estimate of $280 billion from now to the end of the century. China’s power and telecommunications industry reportedly are planning to collect (sic, invest) $30 billion and $6 billion (sic, $60 billion) in the next five years.’ (p.1). This reports adds poignancy 





The Value-Added Argument


It is clear that since the early 1990s the drift of China’s telecommunications policy has been to cautiously liberalize the local market, while at the same time reiterate the ban on FDI or any operational involvement by foreign participants. It is entirely consistent with China’s industrial policies of promoting restricted or managed competition to encourage the development of Chinese operators. The following regulatory pronouncements since 1993 illustrate the point.�





September 1993: Order 128 issued jointly by the State Council and the Central Military Command affirmed the PLA control over its own spectrum effectively sanctioning its use for commercial purposes. The PLA was actively involved in non-public cellular AMPS and paging networks across the regions.





1993: the JiTong and LianTong corporations were first given State Council approval. The PLA was involved early on, but during 1993-95 its over-extended business operations came under attack nationally and it was forced to withdraw for the period.





October 1993: the State Council issued Document 55 which established “provisional measures” for the liberalization of value added services (VAS). Radio mobile communications services required an MPT licence, but only MPT approvals were required for EDI, e-mail, audiotex, videotex and other information services. 





1993: MPT issued Opinion of the MPT on Further Strengthening Control of the Telecommunications Services Market (‘the Opinion’)- confirmed the ban on any involvement of foreign companies in the operation of public or special telecommunications networks.





1993: MPT issued Interim Measures for Administration of the examination and Approval of Engagement in previously Restricted Telecommunications Business (‘the Interim Measures’) - reiterated the ban on any participation by foreign firms or individuals.





1994: MPT issued Notice of the MPT on the Trial use of Joint Investment to Further Speed Up the Development of Telecommunications (‘the Joint Investment Notice’) - encourages the use of foreign funds but again reiterates a ban on any involvement in network operations - foreign investors may participate on a fixed period of return basis or a percentage of the operating profits according to the proportion of investment.





1995: MOTEC (Ministry of Foreign Trade and Economic Cooperation) issued Provisional Regulations on the Guidelines for Foreign Investment - classified foreign investment projects into four categories: (i) encouraged (ii) permitted (iii) restricted (iv) prohibited which included the “operation and management of telecommunications services.” But this regulation seems to have left the door open to some form of  ‘debt equity’ rather than ownership shareholding in the telecommunications field.





January 1996: Provisional Internet regulations were issued which authorized four international gateway service providers: the MPT’s ChinaNet,  JiTong’s (MEI) GBNet (Golden Bridge Net), the China Academy of Science’s CASnet and the State Education Commission’s CERnet (China Education and Research Network). Internet comes under the liberalization decree of October 1993, and operators can provide service according to a national hierarchy architecture. Two ISPs, CEInet (China Economic Information Network) and COL (China Online) were operating at national level by May 1997, and over one hundred were offering service at provincial and municipal and county and township levels. For example, LNnet in China’s northeast province of Liaoning opened in April 1997 as part of the State Information Centre’s CEInet. In the same month the first foreign service provider, Prodigy, was granted permission to enter a joint venture in Shanghai to offer service. 


(By the end of 1996 the number of Internet users - not subscribers - exceeded 150,000 and a further 100,000 forecast for 1997, China Daily, 30 April 1997, p.10)





What’s new now is the growing body of evidence that China is preparing to take another typically cautious step forward by offering to open value-added services (VAS) - but not necessarily valued-added network services (VANS) - on an experimental basis in a few ‘test’ cities, according to one MPT source, within the next two years. This follows widespread reports that the Telecommunications Law, currently being drafted, will divided services into three categories: basic, mobile and value-added. Bans on direct foreign participation in the first two seem likely to continue. 














Forms of Foreign Participation


What forms of foreign participation may be allowed remains unclear. Debt equity seems to be one possibility, according to an interpretation of MOFTEC’s regulations. Some companies have in the recent past explored the possibility of retaining earnings in an equity-type account, awaiting the day when conversion into ownership equity becomes permitted. An article on 8th January in the China Daily drew attention when it suggested China’s plans to open the sector had been raised at the APEC meeting in Manila last November, quoting Professor Xue Rongjiu of  MOFTEC’s University for Foreign Trade and Economics as confirming that China was planning to open VAS to foreign direct investment, and then going on to suggest that one-third equity holdings may be allowed. If this is MOFTEC’s view then other reactions in China suggest that the MPT may yet oppose such a scheme. Only in April of last year the MPT minister, Wu Jichuan, told an international conference in Beijing that while China was experimenting with new ways of using foreign capital, that did not mean foreigners would possess share (voting) rights or would be allowed to participate in the management. It seems that China’s government is as divided over the issue as most other governments when they reach this stage. The lessons should be clear to everyone.





Over the past two years numerous foreign companies have been knocking on China’s door. AT&T tried hard to get involvement with a financial services network in Pudong, and by all accounts is still trying. HongKong Telecom tried to get a deal with the Beijing PTA to build a GSM network with an inventive ‘equity-type’ revenue-sharing agreement. It is presumed that they have entirely given up either. Singapore Telecom is also actively involved through Beijing Asia Pacific First Star Communications Technology Company. First Star is a joint venture between Singapore Telecom (35%) and subsidiaries of the MPT and the Beijing Municipal Government (as the principal local shareholders). Small stakes are held by the Hong Kong-listed ING Beijing Investment Company and Asia Pacific (China) Electrical Company. First Star is financing and constructing China’s first nationwide paging network.





A second trial joint venture in telecoms was the Guangzhou Huamei Communications Company. Huamei is a 50/50 joint venture between two American companies—SC&M International, a Chicago investment bank, and Brooks Telecommunications, a St. Louis-based builder of advanced telecoms networks—and Galaxy New Technology, a company controlled by COSTIND, the manufacturing, research and development arm of the PLA and the key agency overseeing China’s aggressive defence conversion effort. The MPT and MEI hold small stakes in Galaxy. Huamei (‘China America’ in Mandarin) has built a US$7m prototype, state-of-the-art broadband network in Guangzhou using ATM switches and SDH optical transmission standard and was to have provided a range of voice, data and multimedia services - ranging from telemedicine to karaoke-on-demand - to government and business customers in Guangzhou and other cities, although it seems that demand has been (predictably ?) low. 





Where Huamei and First Star are similar is in the corporate structure of their joint ventures. The foreign parties involved in both ventures say they have equity stakes in companies that are financing and building networks—they therefore claim part ownership in the physical assets of these networks. However, the same foreign parties insist that these companies will not be involved in the actual running of the networks, the marketing of services and the collection of customer payments (although they will help to maintain their networks to ensure everything works properly). Instead, the operations side will be handled by local state-owned firms or entities. In Huamei’s case, the operating company in Guangzhou is the city’s posts and telecoms bureau (PTB).In First Star’s case, the operating company is the Beijing Asia Pacific Telecommunications Technology and Development Company (BAPT), which is also the subsidiary of the MPT that owns a stake in First Star. BAPT won the first licence to run a nationwide roaming paging network in China.





In principle, the networks will be leased by the owners to the operating companies (hence, they are referred to as ‘build-lease’, ‘build-lease-service’ or ‘build-own-transfer’ projects). But instead of being paid a flat fee in return, both Huamei and First Star will receive a share of the revenues generated by their networks. This gives both a greater stake in the long-term viability of their ventures.





In general, foreign direct investment in China is required to take one of three forms: equity foreign ventures, which divide revenues according to capital invested by each party; cooperative joint ventures, which divide revenues according to an agreed contractual basis; and wholly foreign-owned enterprises. An article 3rd January in the China Daily which again upset the MPT and seemingly Deutsche Telecom stated the Deutsche Telecom was in close negotiations with the MPT, the State Planning Commission and Anhui province to finance a network build-out. The word soon got out that this might involve some form of  ‘cooperative’ structure, and the rumours this article set off reportedly prompted a queue of other telecoms companies to head straight for the MPT to ask for the same privileges. Garbled press reports, and unwise public statements - certainly those ahead of any statements that may be issued by the authorities in China - are an almost certain recipe for closing doors.























Conclusion


Real change seems to be on its way, and there is no better evidence for it than a brief review of the slow but steady shifts in China’s policies and regulations since the early 1990s. China is consistent, consistently often slow but willing to take decisive steps to make policies work when necessary. The test-bed approach, which can be halted if it fails to meet China’s expectations, is part of the consistency. The consistency arise because it is internally driven, but increasingly externally influenced. The latter arises precisely because there are a growing number of players within China in whose interests it is to see greater liberalization and foreign participation. Since powerful state bodies are part of these interest groups the changes will occur, and as they do China will edge nearer to joining the WTO and the commitments that WTO will inevitably bring. But like everything in China, this will be a drawn out process of negotiation. The interesting question then arises, with the current speed of technological change - especially Internet applications such as Internet telephony - and user and consumer demand overtaking the industry, will China’s negotiating position be overtaken by these events as well? 





Or rather, we should amend that statement to read: the MPT’s negotiating position within China, because it is the internal debate that has to be decided first of all. The contradiction for the MPT is that it can resist liberalization for as long as possible in an effort to build the entire network itself, but the more facilities it builds the greater will be the opportunities to by-pass the network. For example, China wishes to control access to the Internet, at this stage mainly to block Web sites considered undesirable, but as more citizens have affordable IDD access they can easily access the Internet through Hong Kong, Taiwan, South Korea, Japan or anywhere else. The advent of Internet telephony will then be equally available, and China’s IDD tariffs will feel the effects. If this seriously affects the MPT’s ability to fund further network expansion then even the MPT will change its tune.


�  John Ure and Peter Lovelock (Ph D candidate at the University of Hong Kong) have written and spoken on this topic frequently, usually at odds with leading securities analysts.


� Elsewhere I made estimates of the revenue affects of tariff rebalancing. In 1995, I wrote: ‘By 1995 exchange capacity is due to reach 50 million, and if working lines remain as no more than 60 per cent of capacity, that is 30 million subscribers. If revenue per line remains unchanged this represents a total telecoms revenue of US$6.8 billion. If working lines rose to 65 percent, and revenue per line rose at an average of 12 percent per annum since 1990 to US$281, telecoms revenue would be over US$9 billion. These two assumptions maybe conservative.’ (Financing China’s Telecoms, AIC Asia-Pacific Telecommunications Forum, Beijing, October 1994).


� See also John Kuzmik ‘Telecommunication Regulation in the PRC’ chpt 14 in xxxxxxxxx.








