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1998 will prove a watershed for telecommunications and telecommunications policy in Hong Kong; it will mark the end of an era dominated by ever growing revenues from the international voice public switched telephone service, revenues which cross-subsidized the domestic public switched telecommunications network. A deal has been reached between the Hong Kong government and Hongkong Telecom to end the exclusive right of Hongkong Telecom International to provide international gateway facilities and real-time voice public switched telephone service. It will mark the final close on the monopoly of Hongkong Telecom, a monopoly that has been subject to a process of erosion which started in the 1980s and accelerated during the 1990s. Paradoxically, this deal may have greater significance for domestic competition than for international insofar as its terms secure greater access to the local resident and business loops than has currently existed. But the early impact is likely to be on the international market in the form of international simple resale (ISR)�  while the most watched market will be traffic to and from China.














Liberalization and Competition in Telecoms in Hong Kong


Until July 1995 competition in Hong Kong’s domestic fixed wireline public switched telecommunications network - the PSTN - was prohibited owing to Hong Kong Telephone Company’s monopoly franchise, the terms and conditions of which were laid out in the Telephone Ordinance.� However, the paging market has been open since 1970, the customer premises equipment (CPE) market since 1983, and the radio cellular mobile telephone market from its beginning in 1985. Hence, Hong Kong customers have enjoyed an increasing range of competitive services up to the opening of the domestic fixed wireline market two years ago. In 1993 four Fixed Telecommunications Network Service (FTNS) licences were issued, one to HKTC upon expiry of its franchise in June 1995, the other three to new entrants Hutchison Communications, New T&T, and New World Telecom (NWT).�





In 1981 Hongkong Telecom International (HKTI), now a subsidiary of Hongkong Telecom, was granted a new 25 year exclusive licence until 2006 to build and operate the international gateway facilities (the switch, the submarine cable and the uplink and downlink satellite circuits) and to carry international PSTN voice traffic. It is that exclusive licence which has now been negotiated away.�  Despite this exclusivity, one compelling reason willing HKT to negotiate it away has been its erosion in recent years by the rapid growth of competition in the international call market. Callback of international voice telephone is leading the way. Within the industry it is estimated that callback currently accounts for around 30 per cent of international traffic. Callback was declared legal by the Office of the Telecommunications Authority (OFTA), Hong Kong’s regulator,�  and introduced an element of competition into a market that was otherwise closed to competitive entry.





Callback is traffic originating in Hong Kong but the direction of the call is reversed and for the purposes of accounting and settlement rates between international carriers is treated as an overseas incoming call. HKTI gains the incoming settlement payments but loses the IDD call collection charge at the Hong Kong end. The simplest form of callback arises when person A calls person B overseas and asks them to call back if the overseas IDD call charge is cheaper. This is a simple form of arbitrage, and is the basis for the more complex commercial organization of callback services, but in addition callback companies enjoy volume discounts from wholesalers of telephone circuits and they work on thin margins relying upon high turnover. There are few places in the world cheaper than Hong Kong from which to make a telephone call,� yet callback is a major source of revenue earning in Hong Kong, and the most important source of revenue earning for the three new FTNS entrants. Tables 1a and 1b illustrate the dramatic effects callback has had upon the direction of Hong Kong’s international traffic since 1995 when FTNS competition began in earnest. Whereas the overall annual growth rate of incoming traffic has doubled the growth rate for outgoing has more than halved.
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Outgoing traffic on major routes such as the USA and the UK has dropped to negative growth, but on the China route, which accounts for around 50 per cent of Hong Kong’s international traffic and on which China does not permit callback, the growth rate is still positive, although is declining steadily which suggests elements of callback and refile.�
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The use of callback is, in effect, a way for the three new FTNS entrants to cut costs and IDD call charges and win market share away from HKTI.�  Access to their services is through their respective access codes or call prefixes 007, 008 and 009. To protect market share HKTI has introduced its own callback service using the call prefix 0060 (and 0062 for fax) rather than HKTI’s normal 001 (and 002 for fax) access code.�  Currently, the critical disadvantage of the new entrants is that they do not have the right to operate an international gateway. Thus they have to deliver all callback IDD calls to HKTI’s gateway, for which they receive a delivery fee. Because international revenues are used to subsidize the cost of the provision of the local loop service, including the universal service obligation (USO)�  which HKT carries as the dominant carrier, the deliver fee includes a universal service contribution (USC) over and above the cost of the IDD call. The deliver fee has also been calculated in light of the weighted average� of settlement rates on incoming calls. The settlement rates are the payments made by international carriers for the termination of the traffic they send each other in accordance with the accounting rate system. �  The new deal between the Hong Kong government and HKT will permit international simple resale whereby outbound PSTN traffic by-passes the accounting rate system altogether because it is transmitted over leased capacity (international private leased circuits or IPLCs) offered by a discounter.� 





The current delivery fees are HK$2.23, except for China where delivery fees are HK$0.63 for calls to and from neighbouring Macau and Guangdong province, and HK$2.12 for the rest of China.�  Following the government’s agreement with HKT deliver fees will fall as the two elements above are reduced, replaced or removed, and as competition for international traffic drives down average tariff levels, especially on the China route. The FTNS themselves will become the first ISR operators, but others will follow, and each will need to interconnect with a local loop FTNS operator. For the bulk of non-callback incoming traffic HKT will remain the FTNS operator with superior local loop access for the foreseeable future. For outbound and callback traffic the other three FTNS operators have the opportunity to enlarge their market share by becoming ISRs or by operating their own gateways from 2000 onwards. But they might prefer to operate as ISRs (that is, lease international circuit capacity from HKTI) than build their own gateway facilities if they are able to charge high deliver fees to other ISRs for traffic routed through them. In a consultancy paper� on this issue OFTA has proposed to regulate a low delivery fee to encourage facilities-based competition in the belief that the tariff rebalancing which would see domestic residential rentals rise from 1998 levels of HK$68.90 to HK$90 in 1999 to HK$100 in 2000 and HK$110 in 2001, which is part of the government’s agreement with HKT, will provide revenue opportunities for the new FTNS entrants in local loop build-out.





A low delivery fee (that is, one closer to cost) leaves open the question as to whether it should include an element to cover the USO.�  On the assumption that more and more traffic after 2000 is routed through competing gateways which set their own commercially negotiated cost-recovery charges - where costs include the costs of, or ‘return’ on, capital - this option closes. OFTA has proposed for discussion that a ‘non-cost based’ access fee be charged to gateway operators or ISRs for interconnect to the local loop, but admits this seems little different from the delivery fee mechanism under a different name and at a lower level. This debate illustrates the dilemma, yet to be resolved, of who should pay for USO and how. For example, why not include non-international value-added revenues from closely-related services, such as cellphones where they interconnect with the PSTN? This last point also raises wider issues regarding whether or not mobile cellphone and PCN operators should also be allowed ISR licences and gateway facilities. A further problem that arises is with the charging principles HKT will adopt for IPLCs upon which ISR service providers will depend. If prices are lowered for non-resellers, such as large corporate clients, but raised to ISRs, then the degree of IDD tariff competition may not progress beyond current callback levels. The real issue here is the difference that exists between gateway facility operators who have Indefeasible Rights of Usage (IRUs) of international capacity, that is to say who have an ownership share in  international submarine cable and satellite circuit capacity, and those who don’t. IRU circuit costs maybe as little as one-tenth the price of an IPLC to an ISR. HKT has a world partner, its parent company Cable & Wireless, through which it has access to IRUs in global cable networks. International carriers, like AT&T, BT, Global One, KDD, WorldCom and a few others have IRUs in global networks. The three new FTNS operators don’t. The obvious conclusion is the forming of alliances, partnerships, perhaps even share-swaps and takeovers, but these will not be easy to reach if managerial control is jealously guarded by the local operators. 





The Framework Agreement with Hongkong Telecom





Pressure upon Hong Kong to foreshorten HKTI’s exclusive licence, which was due for expiry in 2006, reached irresistible limits in 1996 when Hong Kong’s great regional communications rival, Singapore announced the ending of Singapore Telecom International’s monopoly in 2001. This arose during the World Trade Organization (WTO) negotiations for the Basic Telecommunications Agreement (BAT) which was finally reached in February 1997 and implemented one year later. But pressure from callback traffic, aided by OFTA’s deliberately restrictive interpretation of the scope of the licence’s exclusivities, and the future threat of international simple resale, reduced accounting rates from the USA and the potential of competition from Internet telephony, combined to reduce the net present value of the licence over its remaining term. So Government were keen to remove the exclusivities and the company could see the value in cashing it in early if the terms were right.





The agreement itself exchanges HKTI’s exclusive international licence for the right of Hongkong Telecom to move away from a price-cap regime, allowing it to rebalance domestic residential tariffs to a cost-based price by 2001 and no restrictions on business line rentals, to operate HKTC and HKTI as a single entity, and to have the delivery fee and USC arrangements reviewed. (Of course, on competitive ISR routes delivery fees will disappear altogether.) HKT also ceases to pay royalties and receives HK$6.7 billion in compensation for surrendering its licence.� In exchange, HKT commits itself to opening up to 50 per cent of its local exchange access to residential subscribers to the new FTNS operators for direct (Type 2) interconnection by 1999. This, together with the domestic tariff rebalancing, OFTA hopes will encourage faster competitive FTNS investment in the local loop. There is evidence so far that the revenues from callback and delivery fees have not encouraged such investment. Other parts of the agreement open up international voice services to international simple resale in 1999 and international facilities competition in 2000. Initially the FTNS licence holders will benefit from these moves, but after January 1999 a new general ISR licence will be available. How many facilities (gateway) licences will be issued remains an open question at this stage. The Government makes clear that it favours facilities-based international competition,� but will apply strict criteria the ensure that gateway operators have secured IRUs, that is ownership rights over cable capacity and/or satellite circuits, and are prepared to invest in satellite earth stations and/or backhaul networks to link cable landings to their gateways or earth stations.





International routes are classified into two types, A and B. A routes are those in which it is anticipated that facilities and/or services competition will be most effective, and where delivery fees between international and domestic carriers will be set by commercial negotiation. B routes are those where competition is unable to make its mark, for example, mainland China currently bans callback and ISR and may well insist upon maintaining higher accounting and therefore settlement rates. In these cases delivery fees will be determined by OFTA. On non-China routes, the Government projects ISR will reduce HKTs market share from 45 per cent (1997-98) to 32 per cent (2002/03). Prices are anticipated to fall substantially on these routes, for example on the Hong Kong - USA route, where the settlement rate is likely to drop from HK$3.06 today to HK$1.20 by 2002, the tariff is anticipated to fall from nearly HK$7 (IDD) today to HK$1.20 (ISR) by 2002. On other routes where settlement rates fall less fast, tariff reductions will be lower. In each case the ISR rate will use the settlement rate as its ceiling. On China routes the financial model has forecast an annual reduction in tariffs of 5 per cent. 





Finally, a word about price elasticity. These tariff reductions are likely to drive up usage, either the number of calls or their duration. But by how much? How far does price drive the international market? The Government’s financial model uses a price elasticity of -0.3. In other words, a 1 per cent decrease in price will result in an increase in usage of only 0.3 per cent. This estimate may seem low, but it is entirely in line with my own estimates made in 1995.�  It may be partly explained by the existing relatively high usage rates and relatively low tariff levels, but a more convincing explanation I believe would correlate traffic to income and trade indices, with added ‘communities of interest’ factors explaining fluctuations around growth trends. For example, in the case of Hong Kong emigration patterns.


Table 2 provides an overview of the growth of international traffic for the past ten years, an increase in total minutes of nearly eight-fold.
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Current State of Competition and Economic Benefits





Table 3 measures the steady rise in local exchange lines, an increase in teledensity (lines per 100 population) from 45 to 68. 
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Since the introduction of domestic fixed-wireline competition in July 1995, HKTC has retained a 98 per cent market share of local subscriber lines. This represents a considerable failure on the part of the three new entrants to make significant inroads, despite each being backed by major property development companies. OFTA has suggested two explanations: that local telephone rentals are below cost - in Hong Kong there are no call charges on fixed-wireline telephone lines for voice or fax - and that progress in FTNS interconnection with HKTC at the local loop level (known in Hong Kong as Type 2 interconnection; Type 1 interconnection takes place at the inter-exchange level) has been unsatisfactory. There is no doubt that these reasons are valid, although the tariffing issue is of secondary importance to the gateway issue. The only significant revenue stream for the new FTNS operators has been callback IDD and the delivery fee income gained from that. This incentive has to some extent changed their investment priorities, slowing down their commitment to local loop build-out while they put into place intelligence in their networks to serve customers in selected markets. Slowly they are differentiating their focus and services, with one emphasizing high-speed ATM data networking, another network intelligence for popular applications, a third will eventually offer services over its sister company’s cable TV network. To facilitate competition and reduce customer switching costs, OFTA has ‘nationalized’ the numbering system and mandated number portability between carriers. And from 1998 mobile numbers will also be portable. 





Until competition can kick in, HKT remains the dominant carrier, and as such is subject to regulation, including a price-cap mechanism: for a basket of services the weighted average Consumer Price Index (CPI) - 4%; for residential telephones CPI-3%. Under the Framework Agreement the price-cap is replaced by tariff rebalancing, but subject to HKT opening up 50 per cent of its residential lines to Type 2 interconnection by January 1999. OFTA envisages the competition that results will deter HKT from pushing the rebalancing to the limit, that is to the estimated cost-based price level of HK$103.� 





The problem with this scenario is that it potentially conflicts with the previous belief that by keeping down delivery fees (of outgoing calls to gateways or ISRs) the new FTNS operators will look towards local loop revenues based upon higher local tariffs and easier (Type 2) customer access. If local loop competition is sufficiently fierce to keep tariff rebalancing in check, then it is not at all clear where the break-even point arises for the new FTNS operators. The trade-off between diminished delivery fees and increased domestic rental income is a sharp edge. One way out of the dilemma would be surge in international traffic. This could arise from three sources. The first and most likely is simply happenstance, income or trade related. If Hong Kong and the regional economy do well, then traffic will grow naturally. But that does not result from telecommunications policy, and is therefore irrelevant to the policy argument. 





The second hinges upon the weighted average price-elasticity of IDD calls. This is a tricky one. It is almost impossible to directly measure price elasticity, and the numerous efforts to do so result in a wide variety of findings, which provide inconclusive evidence. As we saw above, the Government’s financial model for the purposes of the Framework Agreement - built by Arthur D.Little consultants - uses an elasticity estimate of -0.3, which happens to accord with my own lower estimate for the year 1994-95.� This clearly will not help the trade-off. The third source of rescue is China traffic. Until now China traffic has been largely immune to the effects of callback - which is illegal in China - so China IDD call charges remain high. At the same time, according to the Annual Report 1997 of  Hongkong Telecom, China traffic is 57 per cent of outgoing traffic, or 991 million minutes. 





In 1991 Dr Milton Mueller � made the estimate that a 25 per cent reduction in the then average IDD tariff level would compensate a 20 per cent increase in the local rental level, and that any subscriber making 48 minutes of IDD calls during the year would be no worse off. In a commentary I assumed that not all subscribers made IDD calls, and estimated the elasticities that would be required to leave no residential subscriber worse off if we assumed that the 25 per cent fall in IDD tariffs did encourage these subscribers to make IDD calls. I assumed one-third of subscribers did not make IDD calls, and it was easy to estimate that an elasticity of -0.5 was required to leave this segment no worse off. In fact fewer than one-third make no international calls, so the no-worse-off elasticity required is actually lower. And as we saw above, an elasticity of -0.3 is assumed in the financial model of the Government. Furthermore, it is likely that the China route would be the most likely to encourage IDD calling from this group, although there will always be a segment who have no interest to make any IDD call. The conclusion is that the China route is the most hopeful source of additional revenue for the new FTNS operators who otherwise may find their IDD revenues declining but little in the way of compensation from local basic services. 





Before we leave the issue of competitive benefits it is worth recording the estimate of the benefits that have derived to consumers and Hong Kong from the liberalization of the sector up to the Framework Agreement. My own calculations, undertaken for the Committee for Pacific Economic Co-operation, concluded that, by September 1997, the benefits of recurrent PSTN tariff reductions since FTNS competition was introduced in 1995 amounted to HK$10 million, while savings on IDD came to HK$1.2 billion. The cumulative effects of accelerated and new investment in the sector was adding around 1.115 per cent to GDP over the next five years in today’s money.�





Cellular Mobile Services


The cellular market has been open from its beginning in 1985. Three operators, CSL, a subsidiary of Hongkong Telecom, Hutchison and Pacific Link had the market to themselves until 1993 when digital technology was introduced and a fourth competitor, Smartone was allocated spectrum for GSM. Today, CSL and Smartone offer GSM, Hutchison offers GSM and CDMA. The fourth operator, Pacific Link which offers digital AMPS, was acquired by CSL at the end of 1997. This takeover is widely seen within the industry as the first of maybe two or three ‘consolidations’ as the competition intensifies, especially following the introduction of PCN (see below).� Table 4 below shows clearly how subscriber growth in demand for cellphones has accelerated.


OFTA’s policy is to allocate spectrum to maximize the number of viable competitors, but leave the choice of technology to the operators (technology neutral regulation). Demand� grew so quickly that until the introduction of Smartone and pressure from OFTA, the original three service providers were easily able to recoup their investments through very high handset prices. By the early 1990s a handset could cost up to HK$20,000. Even with four cellular players in the market demand still ran ahead of supply, dampening the impact of additional competition. To accelerate the effects of competition and accommodate ever-increasing demand, in 1996 OFTA issued six new licences for Personal
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Communication Networks (PCN, the equivalent of PCS in North America) at the 1.8 GHz frequency, making for eight facilities-based operators  (seven after CSL’s takeover of Pacific Link) providing eleven mobile services. Although it is too early to accurately assess the impact of PCN competition as services have started only in recent months, it is clear that cellular operators have been anticipating their highly aggressive pricing strategies. Since 1995, and especially since 1996, the cumulative effects on handset prices, monthly rentals and airtime charges have been substantial. If we estimate the fall in price as an average of the reductions over the past two years in minimum and maximum priced-handsets, a reasonable comparison would see handset prices falling by around HK$4,500 since 1995, while monthly rentals plus airtime charges have probably come down on average around HK$200. Despite the strong marketing of PCN in the latter half of 1997, and despite the Asian economic downturn which has affected Hong Kong, although not as badly as most economies in the region, demand growth for cellphones remains robust as Table 5 illustrates.





Table 5


�








Broadband and Multimedia Policy





An attempt was made by Government in the early 1990s to introduce competition in the telecommunications market by issuing a cable TV licence along with the right to offer telecommunications. This would have been a duopoly model, a model that failed in the 1980s to produce substantial results in the United Kingdom. The consortium to run the cable TV-telecoms services collapsed before a cable was laid, and the Government then redesigned the policy to separately licence the three new FTNS operators and a single cable TV company, Wharf Cable TV, which is a sister company of FTNS licence-holder NT&T. Wharf Cable operates an analogue network over micro-wave and cables, but has built an optical fibre ring to support advanced services. Before it can offer NT&T use of the network to access residential customers it will have to upgrade to digital transmission, and will also require a revision to its licence. It also has plans to introduce cable modems to offer Internet and other services, but at US$700-800 cable modems remain prohibitively expensive, and it is far from certain in early 1998 that a business is yet there. 





As a television service provider Wharf competes with two free-to-air broadcasters, and one satellite broadcaster, but Wharf’s greater concern seems to be with the threat of competition from Video-on-Demand. Two VOD licences have been issued, to IMS, a subsidiary of Hongkong Telecom, and to Star iTV, a sister company of Star Paging and StarNet, two of the most successful service providers. The advantage that IMS has as a subsidiary of Hongkong Telecom is immediate access to investment in a state-of-the-art technology, and by pioneering the world’s first commercial VOD service from February 1998 at discounted pricing IMS is running a gauntlet of criticism from Wharf and the Internet service providers who accuse Hongkong Telecom of predatory pricing. In reality Hongkong Telecom is simply following a commercially obvious path by rolling out a broadband network over which it can experiment with services for the future. This investment, around HK$10 billion, will be recouped from any service provider who wants access to provide VOD, Web-based services, and so on. IMS pays Hongkong Telecom the same access charges as any other company, but is, in effect, being subsidized by HKT which, as shareholder, has to bear any losses IMS incurs. IMS has successfully exploited its close relationship with HKTC by establishing a position as Hong Kong’s leading Internet service provider. IMS has clearly leveraged its advantages as a subsidiary of Hongkong Telecom, but it is also taking the risk of opening a new range of markets, like home shopping, home banking, home kareoke, and VOD, none of which has proved a commercial success anywhere in the world as yet. The commercial success of IMS is not at all assured, and so long as market entry remains open its competitors may yet come up with equally successful business models.





The key element this raises for policy makers is the regulation of the vertically-integrated structure of Hongkong Telecom and its subsidiary IMS. This point has been widely debated in Hong Kong, especially in OFTA’s Information Infrastructure Advisory Committee.� The IIAC was an initiative by OFTA to confront the issues of convergence and the growing urgency to address the question of how Hong Kong will develop into an information economy and society. This was a keynote of the Inaugural Policy Address of the Chief Executive of the SAR Hong Kong in September.� The result is the announcement of an Information Technology and Broadcast Bureau which will subsume the work of telecommunications from the Economic Services Bureau, of broadcasting from the Broadcast, Culture and Sports Bureau, and of Government IT procurement and policy from the Information Technology Services Department. For the first time Hong Kong will have a single authority to oversee IT, broadcast and telecommunications policies. The establishment of the ITBB comes at a time when Hong Kong’s telecommunications industry and policy enters a new era.





The Future


The Framework Agreement between the Hong Kong government and HK Telecom changes the whole face of telecommunications in Hong Kong. The first stage will be the all-important review by the regulator, OFTA� - under the new policy leadership of the Information Technology and Broadcast Bureau - of the FTNS licences and, simultaneously, a review of the cable TV licence and other broadcasting issues. The critical decisions will be how many FTNS licences to issue in addition the existing four, and how many gateway facility licences to offer and when. For example, the cable TV licence could be amended to embrace public telecommunications. Also, international operators could be licensed to offer gateway facilities, but resistance to opening up the market too far too fast is likely to come from the three new FTNS operators. 





One spectacular growth phenomenon over recent years has been the number of Internet Service Providers (ISPs), as Table 5 below makes clear. This points to the
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ready acceptance in Hong Kong of an electronic medium which opens new means of communications. Hong Kong is a communications intense society, as any casual visit to a local Cantonese restaurant will quickly verify! The level of internet traffic is already quite substantial, as Table 6 measures.
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What is less clear is how far will the seemingly insatiable desire to communicate spill over into a demand to use electronic communications for commercial purposes. Both business and residential subscribers already access a wide variety of information online, and entertainment online is attractive to younger users. Not surprisingly the first consumer applications of the Video-On-Demand operators will be Music-On-Demand and Kareoke-On-Demand alongside  movies. But applications such as home shopping and home banking will require a greater supply of well-designed applications before a consumer mass market ever arises. Government is unlikely to play more than a facilitating role in these areas, and getting the licensing regime right is the key issue. In practice, this means deregulating as far as possible.





Where government is bound to look more searchingly is into questions such as the role of a universal service obligation with regard to building broadband access to schools, hospitals, public libraries and community centres, and the subsidy of easy and affordable access to services over such networks. Who should take on that role and how it should be financed are questions for the near future. At another level, Hong Kong is debating whether and how it should promote high-tech industries, especially those that focus upon software development and industrial and business management applications of networking systems. Hong Kong has recently agreed to fund the development of a Science Park, but at this stage it remains an open question what role this will play, if any, in the development of the information infrastructure in Hong Kong.





Hong Kong has never pursued an industrial policy, although at times the government has proved willing to be interventionist on social and economic infrastructure. But the promotion of a national information infrastructure and its use involves issues which straddle commercial interests which belong to the market economy and social concerns which clearly involve government policy. In one sense Hong Kong has  an easy choice because the infrastructure is there already, it just needs fine tuning. In another sense, Hong Kong has a difficult choice: the infrastructure offers opportunities for the development of entirely new  commercial and industrial ventures, but does Hong Kong have the right set of conditions, of risk-takers and innovators, of venture capitalists willing to finance them, and of IT research and development, to bring about the desired transformation of Hong Kong’s economy? Although an answer to this question requires much more detailed analysis than can be offered here, the provisional answer may be no. Reports about the inadequacy of Hong Kong’s education system and its low level of IT training and use, reports about the risk-averse nature of Hong Kong’s small and medium-sized enterprises and the problems of raising capital for start-up companies, reports about the short time-horizons within which Hong Kong investors expect to get returns on their capital, reports about the deindustrialization of Hong Kong and its increasing reliance upon activities which involve a low-technology middleman role of servicing markets rather than creating them, reports about the lack of backward linkages between institutes of research and higher learning and local Hong Kong companies, and so on, fuel speculation that without more proactive government policies Hong Kong will remain essentially a consumer and a supplier of electronic gadgets rather than an industrial innovator. 





However there is some irony in the idea that Hong Kong should think of embracing some form of industrial policy at a time when many Asian economies are reconsidering the wisdom of such policies. ‘Backing winners’ would certainly provoke a backlash in Hong Kong where ‘positive non-intervention’ has been the rule of the day. More likely is a trial-an-error approach of providing more infrastructure subsidy, such as the Science Park, investment incentives such as tax relief on research and development expenditures, the encouragement of small and medium-size company financing, possible through a second-tier stock market, and through more government funding of applied R&D schemes.





Finally, as Hong Kong liberalizes the last remaining monopoly within the telecommunications infrastructure, there is speculation as to the future of regulation itself. Hong Kong has no anti-trust laws and no competition policy laws. Industrial regulation is confined to one or two sectors, such as telecommunications and electricity supply. With a competitive market the role of regulation should, in theory, diminish, although it is doubtful whether it will quickly disappear entirely.  The alternative is the New Zealand model, to which Australia has shifted in recent years, of doing away with the regulator and substituting general competition or commercial law. The Hong Kong Consumer Council has been the leading advocate of competition policy, although many Hong Kong companies fear it offers government too much opportunity of interference. In this respect, how telecommunications is regulated in the coming years may have much wider implications for industrial policy generally in Hong Kong.





The End


Dr John Ure


Director of the Telecommunications Research Project Centre of Asian Studies,


Associate Professor, School of Business, University of Hong Kong
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� ISR permits companies to lease circuits with connectivity to the public network from the international carrier and resell capacity on those circuits to third parties at discounted prices.


� Since 1983 HKTC has been a wholly owned subsidiary of the Cable & Wireless Plc. group, and since 1988 a subsidiary of the holding company, Hongkong Telecom Ltd. HKT’s turnover of HK$29 billion represents 2.5% of GDP. Other operators (public and private) may account for a further 1% of GDP.


� The new entrants each pledged a bond of  HK$50m to meet minimum network build-out targets within three years according to the separate business plans approved by the Office of the Telecommunications Authority (OFTA). In 1998 OFTA will decide whether to issue further FTNS licences.


� The deal, and its implications for telecommunications and telecommunications policy, is discussed below.


� Strictly speaking the regulator is the person vested with the powers of the Telecommunications Authority who is concurrently appointed Director-General of the OFTA.


� According to Hongkong Telecom’s own estimates (Annual Report, 1997, p.61) for a 3 minute call at the standard rate in early 1997, it was marginally cheaper to call to Hong Kong than from Hong Kong in the case of  China (Guangdong province), Singapore, the UK and Taiwan, and substantially cheaper in the case of Canada. To almost every other destination it was cheaper to call from Hong Kong, and substantially so compared to the USA. However in many cases, including the USA, these figures are sensitive to the length of the call and the time of day or night,  and whether the call is made during a weekday or weekend.


� Refile is the rerouting of traffic through third countries to gain from differential accounting and settlement rates.


� According to OFTA Surrender of the HKTI  Licence: Supplementary Brief on Local Network Competition, February 1998, in 1997-98 on non-China routes around 70 per cent of the traffic of Hongkong Telecom’s competitors was callback. In aggregate 43 per cent of traffic on these routes was callback, 15 per cent by Hongkong Telecom and 28 per cent by HKT’s competitors.


� By early 1998 HKTI had submitted to OFTA a claim that its market share was down to around 65 per cent of the international call market, well below the 70 per cent considered to be a benchmark for being declared ‘dominant’ and thereby subject to the restrictions of dominance regulation. The restrictions include obtaining OFTA’s permission before special discounts can be offered, before a variety of services can be bundled, and a requirement that all prices be listed.


� The USO  is the obligation to provide service on demand to any location at the standard installation fee and monthly rental. There are numerous remote locations where the installation fee does not cover the cost of running out the service, and where the monthly rental may not cover the costs of periodic maintenance. On the other hand, where the monthly rental does cover maintenance costs and makes a contribution towards the recovery of installation costs, the question then arises as to what is a reasonable timeframe by which to judge whether a service is being subsidized or not. As there are associated benefits for the carrier which provides exclusive service to certain remote areas, the notion of USO as a burden is questionable in the context of a small territory like Hong Kong. 


� The weights are the percentage of total traffic on different traffic streams. Each stream has a different settlement rate. 


� Where two traffic streams, inbound and outbound, between two economies are equally balanced the net settlement becomes zero. The Hong Kong - Singapore route is an example. Otherwise, carriers in the net outbound traffic economy pay the carriers in the net inbound economy. Because more developed economies, with more modern - and more efficient - networks, enjoy a lower cost structure, their lower IDD call charges encourage a faster growth of outbound traffic, including overseas callback (reverse-routing) and they end up with net outpayments. The reverse situation for the developing economies brings them net inpayments. The United States has the world’s largest net outpayment - accelerated by the callback phenomenon which is largely fuelled by the availability of discounted capacity in the USA available for callback operators - and this has become a weapon in the hands of the Federal Communications Commission (FCC) to threaten unilateral action to cut settlement rates if the member economies of the International Telecommunications Union (ITU) fail to reform the accounting rate system. Which means driving tariffs towards real costs. Accounting rates are the per minute rates placed - through bilateral negotiation between carriers - upon a given traffic stream, usually expressed in US dollars or IMF Special Drawing Rights (SDRs) or gold francs. The settlement rate is conventionally, but not always, 50 per cent of the accounting rate. 


� From 2000 onwards the Framework Agreement opens the possibility of multiple gateway operators from whom international private leased circuit capacity could be available. Until then HKTI will be the sole source of IPLCs.


� These weighted average delivery fees that HKTI pays HKTC for originating or terminating IDD calls include a contribution (the USC) to the Universal Service Obligation of HK$0.45. The three new FTNS operators now  make the USC to HKTC out of their delivery fees. For 1996-97 this was set at 13.4 cents per minute, and this interim USC holds until revision in mid-1998. Up to 1997 the USC was known as the as the Access Deficit Charge (ADC) to cover their right to access areas covered by HKTC’s USO. Since 1997 OFTA has taken the view that any of the FTNS operators could offer universal service in particular areas, and the USC should therefore be seen as a contribution to uneconomic service rather than access. The USC is also applied to public mobile radio service (PMRS) licensed operators, offering to deliver or receive IDD calls over mobile cellular telephone networks. Currently the scope and methods of funding the USO is subject to review. The policy of equalizing the delivery fees of incoming and outgoing traffic is to avoid price distortions which would encourage reverse-routing or callback.


� OFTA Review of the Deliver Fee Arrangements. See www.ofta.gov.hk.


� OFTA has calculated the cost of a local cellphone call routed over the PSTN as 6.7 cents per minute and the cost of the average Internet traffic per minute as 4.2 cents per minute, the difference being due to the shorter average holding time of a cellphone traffic. Residential traffic is costed at 6 cents per minute. OFTA, 1996, Review  of the Pricing Structure of Local Telephone Services. A cost-based delivery fee including the USC (HK$0.45 - see footnote 13 above) would be HK$0.51. This would exclude any share of the settlement rate on incoming traffic. 


� The Government’s financial model suggested the NPV of tangible benefits in the form of lower IDD prices, especially on the China routes, was HK$14.8 billion, and a further HK$2.3 billion for lower leased circuit prices, a total of HK$17.1 billion. After local loop price increases (NPV HK$3.4 billion) and the loss of royalty payments (NPV HK$3.1 billion) and the HK$6.7 billion compensation the net NPV benefits were estimated at HK$3.9 billion. HKT’s estimated NPV profits loss from surrendering the exclusive licence, based upon key assumptions regarding future traffic growth and tariffs was around HK$20 billion. 


� Economic Services Branch, 1998, Liberalization of Hong Kong’s External Telecommunications - A Policy Statement.


� 1995: Ure J. ‘Telecommunications’ in Cheung Y.L. and M.H.Sze eds. The Other Hong Kong Report 1995. Hong Kong: The Chinese University Press (pp.380-401).


� Business and residential line costs are established by apportioning fixed network costs (including the cost of capital based upon a 15 per cent rate of return) according to usage, plus line usage costs. OFTA Review of the Pricing Structure of Local Telephone Services, 1996, estimates the former to be HK$75 per line per month, and the latter to be 6 cents per minute. (This cost of usage was set by OFTA as the interconnect fee for Internet Service Providers. It was reduced it to 4.2 cents in 1997). The average monthly usage of a residential line was 462 outgoing minutes, or a usage cost of HK$27.72 per month.  The flat rate monthly rental in 1996 was HK$65, suggesting a subsidy of HK$38 per month. The average monthly usage of a business line was 546 outgoing minutes, a usage cost of HK$32.76 per month. Business monthly rental was HK$98, implying a monthly subsidy of HK$10. 


� See ‘Estimation of the Economic Benefit and Financial Impact on HKT due to Liberalization in the External Telecommunications Sector’ as Annex A of Surrender of the HKTI Licence: Financial modelling and Fair Compensation, www.ofta.gov.hk.  In 1994 OFTA took the view that IDD traffic was price-elastic, arguing that FTNS competition would grow the pie. See OFTA Access Deficit Contribution and Delivery Fees: Context and Methodology, Information Paper, October 1994. For a refutation, see J.Ure ‘Telecommunications’ in Cheung Y.L. and M.H.Sze eds. The Other Hong Kong Report 1995. Hong Kong: The Chinese University Press (pp.380-401).





� Milton Mueller, 1991, International Telecommunications in Hong Kong Hong Kong Center for Economic Research.


� See J.Ure, 1997, The Economic Benefits of Telecoms Liberalization in Hong Kong, www.trp.hku.hk


� The decision was influenced also by the Asian currency crisis to which Pacific Link’s parent company was exposed, and by the fact that Pacific Link had been awarded a PCN licence - although it had not started service - and CSL had not. CSL now becomes the only operator to hold GSM, digital AMPS and a PCN licence. 


� By mid-1997 there were over 1.5 million cellular telephone subscribers in Hong Kong, a population penetration rate of 25 per cent. 


� See www.ofta.gov.hk


� See www.info.gov.hk


� Strictly speaking, OFTA is the office of the Telecommunications Authority (TA). The TA is the person in government vested with responsibility under law  to implement policy, and by practice is appointed Director-General of OFTA. 








