Telecommunications in China - More Than Was Bargained For?
John Ure'

The flotation of China Telecom (Hong Kong) shares on the Hong Kong and New Y ork
exchanges has been interpreted by many as a sgn of breskthrough in the Ministry of
Pogts & Tdecommunications (MPT) oppostion to foreign direct investment in China's
telecoms sector. It isn't, and in fact it strengthens the MPT’ s hand within Chinato resst
magor changesin policy to FDI.

Thisisyet another example of the basic and common misconceptions surrounding
China s palicy-making process which continue to trip up internationa

telecommuni cations companies hoping to make an entry into China' s markets. Wishful
thinking, alack of detailed andyss and a misreading of the facts combine to perpetuate
the myth that Chinaiis moving towards opening its telecommunications markets to
foreign direct investment as a means to fund much needed network expansion. The fact
isthat the MPT remains adamantly opposed to concessions on FDI in networks or
network services.

| argue not as a securities andyst but as an economist with a specia interest in telecom
policy issues, that the China Telecom dedls heralds no such opening, but rather
illustrates very nicely that China s State Council and the MPT in particular have
congderably eased the pressure to open up the telecoms markets by taking shrewd
advantage of Hong Kong as one of the world's leading financid centers. Red chip
gocks are riding high on China business sentiments with premiums of 30 per cent or
more over fully discounted earnings vauations. In fact, China telecoms interests have
been moving into Hong Kong discretely but determinedly for some time. The following
table illustrates some of the Chinaplays.

Tablel
China s holdingsin Hong Kong' s telecoms

China Telecom (Hong Kong) has acquired 5.5 per cent shares of Hongkong Telecom
(Cable & Wirdess subsidiary) with an option for 29 per cent.

Everbright (China) buys 7.7 per cent of Hongkong Telecom shares from CITIC (China)
and becomes an inditutiond investor in China Telecom (Hong Kong).

China Telecom (Hong Kong) share flotation in Hong Kong and New Y ork; ingtitutional
investors include Hutchison, New World and Wharf Holdings, the companies behind
Hong Kong' s three new wireline telecoms companies.

China Strategic Holdings (China) acquires Star International Telecom (Hong

! Dr John Ureis associate professor at the School of Business and director of the Telecommunications
Research Project, University of Hong Kong.




Kong)

MPT’ s Town Khan becomes shareholder in Smartone, aHong Kong GSM moabile
cdlular operator.

China Resources Ltd is a shareholder in Peopl€e' s Telephone Company, a Hong Kong
PCS operator.

China Travel Services Ltd isashareholder in Mandarin Communications Ltd, aHong
Kong PCS operator.

Tesonic (Minigry of Electronic Industries) and Golden Tripod (Xinhua investment
company) set up Hong Kong joint venture with CCT Telecom

Cadl Tdecom (China Aerospace) listed in Hong Kong

MPT’ s subsidiaries in Hong Kong: Telpo (procurement), Putai (posts), Tianbo Jyou
Gongs and Janya Gongso (trading)

The firgt error that andysts frequently make is that China s network growth, from 20
million to 85 million exchange lines 1990-1995 and to 170 million by 2000, smply
cannot be financed without resorting to FDI. This needsto be put into perspective to
meake the point clearly. China, with less than 5 fixed wirdline telephones per 100
population, isto legpfrog in five years the largest telecommunications network in the
world, the USA which in 1995 had 164 million exchange lines built out over many
decades, and 63 phones per 100 population. On the cellular front, China has around 7
million users and MPT’ s forecasts for 2000 have risen from 18 million to 25 million and
now to 30 million. Some andydts believe the red figure will be closer to 45 million.

Figures on this scae indicate that Chinaiis rgpidly moving away from a supply-push to a
demand-pull economy, but that has an important financid implication. It means that
resources become revenue-based rather than having to be dlocated to the provincia
Pogts and Telecoms Administrations (PTAS) - see Table 2 for revenue growth. And as
the revenue base grows on both the wirdline and wirdess networks, so the ability of the
PTAs to raise finance from domestic sources, through arrangements such as leaseback,
and from foreign sources, especidly from equipment suppliers offering attractive
financia packages, but dso from offshore and overseas Chinainvestment funds, also
grows. In fact, around 80 per cent of Chinatelecoms investments come directly from
revenue sources (about 35 per cent from ingtallation or connection charges, and 40 per
cent from usage charges) and other domestic sources, and no more than 20 per cent
from foreign sources, dthough this has grown from around 15 per cent in the early
1990s and is likely to grow afew percentage points to 2000.

Table2
MPT Revenues
Year Telecom Turnover
2000 $34 hillion (e)




1997  $19 billion (&)
1996 $15 billion
1995 $11 billion
1994 $7 hillion
1993 $4.3 hillion
1992 $2.6 hillion

These figures indicate a strong revenue base. Tariff rebalancing could boost them
further. The MPT has begun to edge up local cdl charges from avery low base, while
reducing long-distance tariffs to stimulate usage, and in 1977 dropped IDD charges by
acumulative 51 per cent. Since net internationa revenuesin 1996 were only 16 billion
yuan, under 15 per cent of total revenue, the risk of mgor revenue |loss (assuming short-
run demand is price indadtic) is dight, while the longer-term prospects for growth are
good. Moreover, by cutting internationd tariffs now, the MPT is aso undermining one
of the potentia sources of revenues for its rival Unicom and thereby one of the
bargaining opportunities for foreign companies intent upon breeking into the China
market.

The Bargaining Model

This point brings usto the crux of the matter. Policy-making in Chinais a complex affair
involving the inter-play of many different interests subsumed under the nationd priorities
as determined by the Party leadership, and as reflected through the State Council and
other organs of government. For policy decisonsto be taken alengthy process of
bargaining isinvolved, but the key question is how to get the issue to the top of the State
Council agenda. Telecommunications has flegtingly reached the top of the agenda
severd times because it is recognised as a strategic sector, not just for security reasons
but because the efficient and effective flow of information isvitd for the Party and the
government to manage the rapid diffusion of Chind s economy and the government’s
economic reforms. Telecommunications isimportant for another reason. It is highly
profitable and provides the State with one of its mgor sources of revenue. For that
reason many other ministries want to get into the market themsalves. Led by the
Ministry of Electronic Industries (MEI) the minigtries of Railways and Energy lobbied to
launch China's second carrier, LiangTong (Unicom). The Peopl€e' s Liberation Army
(PLA) is another important player. Partly to divert the threat of competition, the MPT
has entered ajoint venture with the PLA to build and operate CDMA cdlular networks
in competition with the MPT/PTA’s GSM digitd networks. This dliance effectively
blocks a PLA-Unicom dliance.

The domestic bargaining modd implied by these developments works a both horizontal
and vertica levels. Minigtries and State Commissions vie with each other to gain entry
or influence over different agpects of the nationd information infrastructure. The Minigiry
of Flm, Radio and Tdevison, for example, islooking to use cable TV asavehicleinto



telecommunications, internet services and inter-active commercid services and appears
to be ressting MPT effortsto build jointly. Yet a some provincid levels, for examplein
Shanghai, the two have been ingtructed to co-operate. At provincid levd, thereis often
rivalry between thefiat of the ministry in Beijing and the municipa government. Again,
taking cable TV as an example, while the Ministry would like to see a single network
under its supervision, in many provincia capitals there are two networks, one run by the
provincid government. In every area of information network servicesin Chinathere are
players positioning themselves. Internet services are another example, where turf battles
rage over where ownership and control lies, between network builders, usualy
minidries, sysems integrators, the most prominent is the MEI-backed JTong
Corporation; suppliers of the databases, such as the State Information Centre; and
service suppliers - for example, there are currently over one hundred internet service
providersin mainland China. Developments are being driven by trid and error, and trid
of grength, which, unlike in the West, rardly involve zero-sum games but more usualy
involve bargained outcomes.

There is asecond international bargaining level. Thisworks dl the way down from
pressures from US and other trade negotiators, and the bargaining that takes place with
multilatera organizations such asthe WTO, the World Bank and the IMF, to the
negotiations with overseas equipment suppliers over foreign state-backed soft |oans,
vendor credits, technology transfer issues, joint-venture and management issues, to the
entry drategies of overseas corporations wanting to gain access to China s growing
services markets. The range and scope of bargaining has widened with the devolvement
of financia respongilities and purchasing decisons to the PTAs since the early 1990s.
But this has not smplified the entry process. On the contrary it now requires oversess
entrants to China s telecommunications markets to maintain head-officesin Beijing,
representative offices in one or more provincia capitals, and to ded with numerous
vertica layers of central and locd state bureaucracy and enterprise, and a broad
horizontal range of ministries, commissions and other interested parties. On the one
hand, this alows for widening business opportunities, on the other it involves more time
for negotiation and due diligence.

Managed Competition

Negatiation in Chinais essentidly an endless process. Unlike the West, where
negotiations can be confrontational but decisve, concluding in acommercid contract
which has been put through the shredder of corporate lawyers, in China negotiations
can be ritudized and frequently conclude with an agreement, at leest so far asthe
Chinese sde are concerned, to work together, which means to thrash out problems and
difficulties as they arise in accordance with ill-specified criteria. Thisis not perversity on
the Chinese sde, athough the Chinese have learnt very well how to keep the pot from
ever bailing over. It isagenuine reflection of how the bargaining process works within
China, and it is a guaranteed method of keeping the options open with foreignersin
areas where uncertainty prevails. And in China s telecommunications sector there are



many uncertainties ranging from policy-making to the choice of technologies, from
business plans (wher€ s the revenue coming from?) to commercia and contract law.

But over and above these endemic problems for foreign companies trying to do
busnessin Chinais a bargaining-policy positioning by the State Council and the MPT in
particular. It can be cdled ‘ managed competition’: in short, China manages the market
and foreign companies compete to get into it. This explains why so many foreign
companies complain in bewilderment that Chinais such alarge market, yet they can't
make money from it! For example, on 8 November 1996 the Hong Kong Standard
was quoting an assigtant to the vice-presdent of Shanghal Bdll as saying ‘ The
competition is much more severe than in other countries. Some of our prices are now
only athird of what you see in other countries.” Thisisteling. Switches now cost less
than US$60 a circuit in China, and that implies that even if only 50 per cent of switching
capacity is connected to subscribers premises, total line costs are less than US$800,
and that dlocates al overheadsto line costs.

We began by suggesting the view that China could not hope to achieve its build-out
plans without resorting to FDI was wishful thinking, based upon alack of detailed
andyss and amisreading of the facts. Often the rule-of-thumb cost for a connected
loca exchange line is between US$1200-1500, but this ignores the fact that, sarting
from such alow base, China can use the most cost-effective technologies. An estimate
made in 1992 by David P.Reed (Residential Fiber Optical Networks: An
Engineering and Economic Analysis, Artech House) suggested a modern electronic
digitally switched and transmitted network need only cost US$690 per loca loop line,
and Chinaisright in line with this estimate. (When rura penetration rates surge the
overal average network costswill change, but it probably makes better sense to view
and cogt each provincid network separately. From an investment point of view thisis
certainly true. The targets for the year 2000 are penetration rates of 30-40 phones per
100 population in the mgjor urban centers and an average 10 phones per 100
population across the whole of China.)

The Future of the Bargaining Model

As China gepsinto the information age, high on thelist of priorities are information
systems which provide Party and government, state enterprise and banks, farmers and
China s risng middle-classes, with economic intelligence, trade and industry data and
market Sgnals. The opportunities for telecommunications, computer and information
technology firms to provide equipment and components, build networks and integrate
systems, design data bases and search engines, offer services and access to services,
and provide finance, management and consultancy will be enormous.

Whatever disappointments have dampened the spirits of overseas companiesto date,
these opportunities will bring them flocking to the bargaining table, seeking domestic
partners with loca influence to further open the doors. Never mind that for those drictly



adhering to the thought of Deng Xiaoping information will be the very last frontier to
have the doors flung open, the competition will be as fast and furious as dways. China
will do very well out of it, especidly if Chinamanages to ride the learning curve through
the trandfer of technology and management skills. Without that, China smply cannot
afford to open its doors as the WTO and US Trade Department officials would like,
That isthe end-game for China, that is whet the highest level of bargaining is aboui.

To supervise the bargaining game, at both the domestic and internationa level, in 1996
the State Council upgraded to status the Nationa Committee for the Informatization of
the Economy to a Leading Group. There has been discussion of it being upgraded
further to a State Commission that would become the overal policy-maker for
telecommunications and I T, but outside observers dways compress the timescale on
which China’ s bureaucracy works. It is, after dl, abargaining process and not smply
adecison-making process. The Leading Group has some twenty members, chaired by
avice-premier, with representatives of dl the primary interest groups from gate
commissions and ministries. So far it has determined, in documents not yet made public,
that the NIl shdl be as protected as telecommunications from foreign influence or
control.

This does, however, leave open the question of what Chinawill givein the bargaining
game. To date is has not been required to give much at dl, just awindow of opportunity
to foreign equipment suppliers and carriers wide enough to catch them elbowing past
each other to get to the negotiating table. At the APEC Ministers meeting in Manilain
1996 China gave hints that it was considering opening its value-added services (VAS)
markets to foreign participation, without committing to equity investment. It made no
mention of value-added network services (VANS) and the presumption must remain
that network management will remain off bounds. In 1993, State Council Document 55
edtablished ‘provisona’ measures for the liberdization of VAS such as EDI, e-mall,
audiotext, videotex and other information services. Radio mobile communications were
separately liged as requiring alicense from the MPT, but would logicaly be deemed
VANS rather than VAS unless resde services are envisaged. Thetria use of foreign
investment in joint ventures was decreed by the MPT in 1994 where by foreign
investors would participate in operating profits according to their proportion of
investment, but here the valuations placed upon assets would be a problem. In 1995 the
Minigtry of Foreign Trade and Economic Cooperation (MOFTEC) classified foreign
investment in telecommunications * operation and management’ as prohibited, but some
observers saw this as leaving open non-equity options.

The Final Step?

Will Chinatake the find step towards FDI in the telecommunications sector? There are
certainly pressuresin that direction. Around the domestic bargaining table there are
players who would welcome FDI for the finance, for the technology and for the
management expertise it brings. Unicom is one obvious candidate. Some of the PTAs



are potentidly aso interested. Many China enterprises are certainly interested, and
maybe even some work units within the PLA. Theinternationa bargaining tableisfull of
such pressures. But for as long as China can rely upon dternative modes of raising the
capital and gaining access to technology and know-how these pressures are largely
resstible, not least because there are plenty of carrots that China can dangle before
foreign noses.

The more redigtic question is how will China experiment with different forms of foreign
participation, which will ultimately lead to FDI? Many obsarvers are putting their faith,
wrongly, in the drawing up of a Tdecommunications Law. The MPT has been under
pressure from its domestic competition to separate its roles of policy-maker, regulator
and operator, and in doing so the MPT will be forced into a more codified position on
what foreigners can and cannot do. But the MPT has been most successful in
forestaling any such law, and it ismost unlikely to see the light of day before 1999. In
the meantime the MPT has room to maneuver, to dlow semi-official concessonsto
overseas companies to enter gray areas between loan finance, equipment supply,
management consultancy and arms-length joint venture participation in the operating
revenues. The areas opened in these gray-areas have mostly involved paging and trunk
radio and some cdllular mobile operations. At least high-technology broadband network
for video-conferencing in Guangzhou was permitted, but once the technology transfer
had taken place the operation seems to have stalled.

At the turn of August and September 1997 China cutover its 100 millionth telephone
exchange line, well on itsway to its 2000 target of 170 million. In the provison of basic
services China has little difficulties, except for increasing the successful cdl rate and
boosting revenue-generation through greeter usage. In mobile communications China
has arising star and cash-cow rolled into one. Where Chinais weskest isin developing
high-technology applications, epeciadly in high-speed data processing and networking,
and multi-media. Directly or indirectly China needs to finance development in thet ares,
S0 the pressure to experiment is a given. We should therefore watch for the
experiments, not for the big breskthroughs, and anticipate more of the managed
competition modd that has worked so successfully for China, rather than major
concessionsto individua companies. In short, foreign companies need to push aside
wishful thinking, rely more upon their own good homework, and to face the facts.
China s bargaining mode is telecommunications with Chinese characteritics.



