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Executive Summary

1. The 1990s was the decade of telecommunications liberalization in Asia-Pacific,
including Hong Kong, and the 2000s is likely to be the decade of regulatory stock
taking, review and revision. Some liberal reforms have gone well, notably in the
cellular mobile and international markets. Some reforms have been achieved
belatedly, such as the elimination of subsidies and the rebalancing of tariffs. And
some reforms have been problematic to say the least. The application of competition
policy is one problem area, and the lack of effective competition in the customer
access network or local loop is perhaps the most dismal failure of all. The comfort is
to know that this experience is pretty much worldwide, which perhaps means that the
source of the problem lies less in regulatory vigilance and application than in the
approach itself. The November 2001 Forum is therefore devoted to a very important
subject for the entire industry, from carriers to customers, and TIF wishes to thank
PCCW-HKTC for sponsoring this particular forum and making it possible. Our
thanks also to Bloomber g for again making available their splendid auditorium at the
Cheung Kong Center in the Central business district.

2. The occasion for this TIF arose because of the issuing by the regulator, OFTA, of the
Implementation of the Full Liberalization of the Local Fixed Telecoms Networks
Services Market from 1 January 2003: Consultation Paper. OFTA proposes to open
the FTNS market entirely from 1 January 2003, and thisin turn calls into question the
effectiveness and relevance of existing regulation. Should there be more of the same?
Should the emphasis shift towards more effective implementation? Or isit timeto
rethink? To change direction, and if so, in which direction? What lessons are to be
learned from other jurisdictions, and are their debates relevant to Hong Kong?

3. Yip Hak-Kwong is Director of Policy 21 Ltd at the University of Hong Kong after
having a distinguished career in the Census & Statistics Department of the Hong
Kong Government. He sets the scene for this TIF with some thought provoking
research findings, his main message being that investment in telecommunications in
Hong Kong began what appears to be a dowing down from the later 1990s while
rival regiona centres, such as Singapore and Taiwan, have displayed much stronger
growth. Crucial to such findings are the indicators chosen to measure the trends, and
clearly these are open to interpretation. For example, there are signs that mobile
penetration in Hong Kong has reached saturation point while Taiwan has recently
overtaken Hong Kong. Fixed line penetration rates per household also seem to be
declining, but whether thisis due to afailure to keep pace with population growth, or
whether it has some other cause, for example Hong Kong's strong growth of
broadband which does away with the need for second lines, remains open to question.
But whatever the causes, the Mr Yip’s point is that a Slowdown of investment also
reduces employment and the economy suffers the loss of the multiplier effects.

4. But Mr Yip also makes the point that Hong Kong still has not achieved its stated
objective of promoting effective local loop facilities buildout. In 1998 HKTC had 98



per cent of direct exchange lines and ‘ because the incumbent operator is still
dominating 90 per cent of the market in terms of network ...there will be continued
regulation. This seems to be the message.’

. In his presentationJohn Ure, Director of the Telecommunications Resear ch
Project, University of Hong Kong, and also Director of the TIF, argues that
publication of OFTA’s liberalization Consultation Paper offers a chance to caste the
net wider by thinking also about fixed-mobile issues, such as interconnection and
convergence, especially with 3G and broadband mobile Internet on the horizon. On
interconnection, he argues that the use of FDC was introduced at a time when LRAIC
was hot available and when cross-subsidies were the norm, so with areceiving party
pays billing system and no local fixed line call charges mobile operators ended up
billing for callsin both directions. In the resulting interconnection regime, called
PNETS in Hong Kong, mobile operators pay for not just the core network costs
apportioned according to mobile traffic on the network, but also indirect local |oop
costs. Moving to LRAIC, or even Sender-Keeps-All (SKA) or Bill-and-Keep (BAK),
would remove this indirect cost which could be recouped through tariff rebalancing
since there is still evidence of consumer surplus in existing fixed line tariffs. Such a
shift would also facilitate a move to calling party pays which may be more consistent
with fixed-mobile convergence, and with 3G. BothM.H.Au, OFTA’s Deputy
Director and Michael Reede from Paul WeissRifkind questioned the shift to
LRAIC, especially whether or not this implied the use of current rather than historical
cost. In Hong Kong exceptionally high and rising property prices have traditionally
distorted these calculations and OFTA has always taken a pragmatic view, choosing
the lower of the two calculations.

. AgnesTan, Legal, Regulatory & Carrier Affairs Division of New T& T echoes the
theme that carriers should be treated on a more equal basis with regard to
interconnection, this time in reference to competing fixed line carriers. In afree
market peering implies equal status in terms of traffic, otherwise a hierarchical status
is the norm, but in aregulated market where the policy objective is to promote
competition peering should be considered the basis of the relationship. Even then the
problem remains of enforcement and of regulatory drag. OFTA has mandated the
unbundling of the broadband customer access network, what in Hong Kong is called
Type 11 interconnection, but until such time as a determination in made the ‘tariff
charge is $198 per month plus $1,491 one-off installation for full bandwidth option. It
charges $182 per month and $2,576 one-off installation for partial bandwidth.
PCCW’s tariff for residential customersis $198 per month, plus $530 one-off for
installation. To its ISP customers, $196 per month and $530 one-off installation
charge. With that level of charges at the wholesale level there cannot be any viable
business case based on broadband type |1 interconnection.’

By listing similar examples, Agnes Tan illustrates the harsh commercial redlities the
new entrants or ‘second networks (2Ns) face. The question is then whether the
combination of regulatory drag and high (wholesale) network charges act as major
disincentives to network investment by 2Ns. Stuart Chiron, Director of Regulatory
Affairs, PCCW naturally does not think so. On the contrary, his position is that



phase-out of local loop unbundling is essential if the right signals are to be sent to the
2Nsto build out their own customer access networks. He points out that Singapore,
Canada and The Netherlands all have phase-out policies to address this issue. Further,
he argues strongly that all FTNS licences should include build-out requirements. If
this were the case then January 2003 would not represent an open door to service-
only providers. Stuart Chiron adds that in regard to network interconnection
regulation should be symmetric, a reference to the requirements on cable TV. This
again raises the interesting question of what is the appropriate regulatory approach to
convergence. Currently the set-top box technologies are not sufficiently standardized
to allow seamless interconnection for the end-user.

. Thefloor discussion ranged over severa points, including fixed-mobile
interconnection, the problems carriers face gaining access to buildings owned or
managed by affiliates of their rivals, and the degree of 2N commitment, to which
Agnes Tan replied that New T&T will be tripling their target for residential build-out
during 2002. Peter Lovelock, Deputy Director of TRP and TIF and chairing the
session, added that Hong Kong should not underplay itself. China, for example, was
watching carefully how Hong Kong handled its highly successful rollout of
broadband, and indeed broadband does seem to be doing far better in Hong Kong — as
well as places like South Korea — than in many parts of Europe or North America.
Does this mean that Hong Kong will have to pioneer regulation in this area.

. Our keynote speaker for the second session isAndrew Lih, Principal Investigator,
Interactive Design Lab, Columbia University who gives an excellent review of
telecoms policy in the USA and also reference to Canada. As background Andrew
Lih refers to the 1984 break-up of Ma Bell, the Telecoms Act 1996 and the remerging
of the RBOCs who have increased their market share since 1996 from 50 per cent to
80 per cent. But the ‘part of the 1996 Telecom Act that has reconfigured the current
landscape is the unbundling provision specifically at “ Any technically feasible point
within a carrier’ s network”, and using a forward-looking pricing scheme on these
unbundled elements.” Despite strong objections from some economists, notable
Alfred Kahn (see the appendix to John Ure's submission to the OFTA Consultation
Paper) and Nicholas Economides, the FCC’'s TELRIC pricing scheme (in Europe,
LRAIC) has become the regulator’ s benchmark for ‘best practice.’ Does
TELRIC/LRAIC remove the incentive to build rather than buy? Whatever the reason,
Andrew Lih points out that only 3 per cent of local loops in the USA have been built
by the new entrants, the so-called Competitive Local Exchange Carriers (CLECS). In
other areas the 1996 Act has also been as failure up to now. For example, only 1.3
million people use cable telephony in the USA. Broadband rollout has aso hit
problems of quality and poor interconnections, with recent evidence of customers
seeing nothing but a bad value proposition. The bright spot in Andrew’s Lih's
presentation arose from the tragic events of 9/11, the role of the Internet which kept
working when conventional telephone lines and mobile networks failed. This raises
an interesting question: should network charges include the costs of redundancy? It
would certainly make life more difficult for colocating 2Ns.



9. Switching focus to the European UnionRichard Fawcett of Bird & Bird explains
how the European Community approach begins with a general body of competition
rules which apply across al industry sectors, and that directives coming out at the
moment are focusing on the regulation of electronic communications networks and
services, not limited narrowly to ‘telecommunications . The EU is departing from
distinctions between telephony, broadcasting, Internet. There is also a move away
from individual licensing towards general authorizations, paving the way for
recognition of the market as an open one. Incumbents that were once monopolies and
may now remain ‘dominant’ in their respective markets are designated as having
‘Significant Market Power’ which is regarded from three directions: direct market
power, power with others, or power over related markets. Arising from these
considerations the suggestion of structural separation at the local loop level has been
raised. The thinking has been prompted by the almost universal failure to date of local
loop unbundling. Thisis atheme echoed in at least some of the submissions to the
OFTA Consultation Paper.

10. Finally, with a overview of the Asia-Pacific, Michael Reede of Paul WeissRifkind
argues that context is al important for understanding how we got to where we are, for
good or bad, and that this should enable us to review regulation in the light of (a)
experience, and (b) changing context. For example, in Hong Kong ‘the regulatory
policy for domestic entry was not really combined with build commitments. Evenin
1998 the build obligations that were renegotiated, they were not based upon
incentives, they were based upon obligations.” For the result is that 2N local 1oop
buildout has been retarded. He argues that by international standards Hong Kong's
interconnection charges are very low, athough in response M.H.Au (OFTA)
cautioned that the basis of comparisons has to be studied very carefully. [‘I think you
cannot do an absolute comparison, you have to weight that against the retail prices for
business line and residential telephone line and then see whether or not with that sort
of weighted comparison Hong Kong's interconnection charge is still the lowest in the
world.’] Michael Reede' s fundamental point here is that any cost methodology can
come up with different sets of figures, and really he wants to take the evidence of the
market to decide which figure looks right. Currently alack of facilities competition
may signify that the prices are wrong, too low.

11. An interesting remark from a lawyer is his observation that it is widely acknowledged
that Singapore has much higher network charges, but ‘we cannot do a direct
comparison of charges because Singaporean charges are subject to the Official
Secrets Act and you would actually be jailed if you were to disclose them.” He also
observes that lobby groups can influence regulators, at least by keeping an issue in
front of them. In the US in 1996 some ISP did not pay access charges as the service
was hot considered as commercia in the early days, and ‘there was a very, very
strong lobby group in Hong Kong to reduce the ISP charge. It is still a strong lobby
group with many members. Not surprisingly, that pressure does lead to a further
emphasis towards a progressive lowering each year.’



12. Looking ahead, Michael Reede sees third carriers (3Ns) entering the market after
January 2003 and even a fourth group (4Ns) who are large corporations, such as
banks, wanting to serve themselves and their clients. The implication is that network
charges will require serious review under those circumstances to see who qualifies for
reductions, and what costs, including what element of shared costs, should be
allowed. Time did not permit discussion in detail of the points raised by the three
second session speakers, but very clearly they threw up (@) experiences, including
failures, from overseas jurisdictions that mean that Hong Kong cannot let others do its
thinking for it, and (b) issues that have to be addressed when January 2003 arrives.



Tuesday, 13 November 2001, 2.10 pm conference commences.

James Ogilvy-Stewart: Ladies and gentlemen, good afternoon, I'm James Ogilvy-
Stewart. For my sins I'm responsible for our business in this part of the world, this
region, which incorporates for us Greater Mainland China, Korea, Thailand, The
Philippines as well obviously as our business here in Hong Kong. | just wanted to add
my welcome to you al on behalf of Bloomberg. It's a pleasure for us to provide our
facility here and clearly the rain wasn't enough to dampen the enthusiasm for a lot of
people. "Regulating Telecom Pricing in Wholesale and Retail Markets -- Has Hong Kong
Got It Right?' WEell, | checked some news on my Bloomberg terminal and there are
varying views on that and I'm sure those views will be aired in the course of this
afternoon. | was reminded recently when | was at a conference in Seoul of Alexander
Graham Béll's predictions that: "The telephone is valuable. | envision that at least every
town will have one." Sure, you've heard that many times but it is interesting for us to
reflect that that was | guess getting on for 100 years ago, or slightly over when he said
that, but the fact that 30 million of us across the globe not only have a phone at home but
are welded to our cell phone devices; | think that is also kind of interesting.

Telecommunications and communications in general is a fascinating area and clearly one
that sparks considerable debate. Y ou're not here to listen to me this afternoon so | will
finish here. But, again, on behalf of Bloomberg we are delighted to see you and | am
sure it is going to be a very interesting afternoon. Thank you very much.

John Ure: Thank you very much James. Just to say on that note, that reminds me that
one of our invited guests today is David Butcher who was the Communications Minister
in New Zealand. David is here as part of the World Bank team looking at universal
service and Cambodia, so not every town in Cambodia necessarily has a telephone and |
am doing some work at the moment in  Indonesia and certainly not every village in
Indonesia has a telephone, so there is still actually quite along way to go.

Before | do the official introduction, firstly, | would like to draw your attention to the fact
that our web site -- where you will find al the proceedings papers under TIF here -- has
recently added Data File aswell as e earning. Norman, who is sitting here, is our web
master, he is responsible for the good design of this web site and these files might be
useful to you where they contain basic data about telecoms around the region and this one
contains, basically, material that can be used for training purposes and research purposes.
If anybody has materia that they would like to put up on the site, it is available to
everybody who visits the site, so please do contact me to do that.

A couple of announcements before we move on. Firstly, to the press who may be here,
the house rule is please do not quote directly or attribute remarks without asking the
permission of the person who has spoken. If you abide by that rule | am sure thereis
usualy no problem. Secondly, we would like to thank PCCW for the sponsorship of this
TIF. Sponsorship does not guarantee that the forum will necessarily come up with views
that are entirely those of the sponsor but we are grateful to PCCW. Our deputy director
of the TRP, Peter Lovelock, in the front here, will be chairing this first session.



Unfortunately, Linus Cheung was not able to make today's meeting so | will probably be
chairing the second session unless PCCW would like to chair it. We will discuss that in
the coffee break. That isall | have to announce at this stage. Peter, would you like to
take the floor as the Chair.

Peter Lovelock: Onthat basis, we are doing it dlightly differently thistime. Each
session, as you will see in the agenda, we have a keynote speech. For this one, the first
session, we have Mr Yip Hak-kwong speaking about the research he is doing into the end
user benefits of telecommunications, deregulation in Hong Kong. So on the basis of Mr
Yip providing the context | am going to abdicate the Chair very quickly and we will bring
each speaker up one at atime. So following then will be John, then Agnes Tan from New
T&T, and finaly Stuart Chiron from PCCW. Without further ado let us get it moving.

Yip Hak-Kwong: Thank you, Peter and John. | would like to share with you today
what our research has done for the past year. | understand that in the forum we have
experts talk about interconnection models, so today | would like to approach the problem
from a different perspective. We discuss by asking very simple questions, questions that
ordinary citizens would ask: What is the effectiveness of telecommunication policy in
Hong Kong? In terms of: what are the benefits to me as an ordinary consumer, to
investors and to Hong Kong? Then we come to John's question in the web site: Isit time
for achange? And in which direction should we be heading? Before | start | would like
to rehearse a note of congratulation for the impressive records the Government and the
Telecommunication Authority in Hong Kong has done. It istoo familiar to you about the
licences that have been issued for the past 8 years since 1993 when OFTA was first set
up. Before | proceed perhaps somebody may ask: Have | used the wrong slides? Or
have | picked the wrong indicators? | remember when | was working for the World Bank
and the ADB in Cambodia and Vietnam, if | use this kind of output indicators | would
probably be thrown out of the country or the room very shortly because we are not
talking about outputs, because al these are not outcomes. The purpose of Government
regulation is not to issue licences. Of course, the objective of OFTA is not to issue
licences.

What ar e the outcome indicator s that we should be looking at? It is not for me to
say. Let uslook at Government policies. Vision. Asthe leader the strategy isto build
infrastructure and the objective is to be the leading telecommunications house in the
world. Another document; we should be talking about quality and prices and high
performances. Infact, thereis one report to the Legidative Council ayear ago and the
purpose of liberdisationisforthe consumersin terms of lower prices, quality,
investment and employment and job creation. So research we are trying to look at is not
interconnection charges, not models, but something which we as consumers are longing
for, network development, prices, quality, investment, productivity, employment and,
very important for Hong Kong today, job creation. We tried to look at indicators, and
there are some around, about fixed line penetration, mobile penetration, broadband.
Unfortunately, there is not much information on broadband when we compare across
economies in the world. Let us take the digital line. In fact, Hong Kong boasts to be one
of the first countries in Asia to have 100 per cent digitalised telephone linein 1993. This



isrealy an impressive record that we are al proud of. The second line is Singapore.
Singapore is catching up. Taiwan, Japan are catching up. That means that by now
everybody, all the main countriesin Asia, our competitorsin Asia, they are 100 per cent
digitalised. Thisis before we have any liberalisation policy in Hong Kong.

Thisis a complicated chart but | would like to show it at once because it looks at the
residential lines per 100 households. That means the penetration of fixed linesin Hong
Kong compared with our competitorsin Asia, Singapore, Korea, and Taiwan. The red
lineis Hong Kong and Taiwan is the blue line. We will see that we have achieved 100
per cent penetration, that is, the number of lines to 100 households in Hong Kong, severa
years back. But since then Hong Kong is drifting back. Compared with Singapore,
Taiwan, we are losing alot in terms of the number of fixed lines. In 1991 we were ahead
but by 1999 we were lagging behind Taiwan and Singapore. Since 1996 theratio is
declining. The implication is that the number of families in Hong Kong is growing faster
than the number of fixed telephone lines installed in Hong Kong. There is something we
boast about, cellular subscribers in Hong Kong, because we have the highest penetration
rate. Thisis the rate for Hong Kong, over the past year it has risen rapidly. Thisis based
on the ITU March 2001 publication, the ITU Year Book. We will see that Singaporeis
behind Hong Kong. Taiwan and Korea are also behind, but you will see the trend that is
picking up very, very quickly. Thisisthe situation up to 1999. The graph speaks for
itself, that we are still ahead up to 1999. But before | came to this forum | looked up the
updated statistics and, unfortunately, on 21st October the updated statistic were
published, thisis Hong Kong, we are still moving rapidly ahead. Singapore and Taiwan,
if welook at the trend that we extend 1, 2, 3 years we will not be able to say that we are
the first in Asia because Taiwan has caught up marginally.

Prices. | think everybody in Hong Kong is familiar with prices. We have enjoyed a very
good reduction in the IDD rate over the past years and this is something that we are proud
of and to be congratulated. But mind you, if we look at countries al over the world,
everybody is enjoying similar if not more reduction. In fact, one of the latest surveys of
the ITU of 34 countries, they find out that the percentage reduction per year between
1998 and 2000 is at the rate of, on average, 20 per cent ayear. So what we have achieved
so far is not remarkable if we compare with the world record. In fact, three or four years
ago the Consumer Council pointed out that all the competition is not benefiting the
consumer most, they are targeting the business users.

This is another set of information | hope will not bore you, it is about capital investment.
Thisis the rate of change because comparing capital investment between economiesis
difficult, it depends on the size of the countries we are talking about. We cannot compare
in terms of capital in absolute terms between Hong Kong or even with Korea, so we look
at the rate of change between years and see how Hong Kong is varying. You will see the
red line as usual is for Hong Kong. In 1992 compared with 1991 we are doing quite well,
investment is booming, we have positive increase, over 50 per cent increase. 1993, 1994
investment changes are not smooth because investment is not like a costing model, we do
not have incremental investment. What is worrying starting 1996, consecutively, 1997,
1998, 1999, there is a decline in investment in the telecommunication industry. Whereas



in other countries, notably, Taiwan, Korea, they have very positive growth. Of course,
quite closely related to investment is  productivity, it is the choice between capital and
labour for the economist. | try to measure productivity in terms of staff per revenue,
revenue in the whole industry. In order to compare between economies we have to put it
on the same footing. So in 1991 we put it at 100, so it is a sort of index of growth. The
red as usud isfor Hong Kong. The graph speaks for itself quite well; related to
investment in terms of productivity, revenue per staff which, if the industry is
competitive, it means the salaries of staff is not catching up compared with other
countries, notably Taiwan and Korea. Thisis employment creation. Without going
through it al, starting 1996 something has gone wrong, | don't know why. Investment is
declining and employment generation is not doing well. Employment, total full-time
staff is declining. So what are the outcomes that we are trying to look at, regardless of
what we talk about, sophistication of models, then network development. All the red
indicates something that we should look closely at; prices and quality, quite good,
investment, employment. So the question will obvioudy be, any researcher will ask: Has
the time come for a change? Do we need to look closely at what we are doing in the
industry? Or what regulation in Hong Kong has helped, has brought benefits to investors,
to Hong Kong? This begs the issues and | do not think it is sufficient for me to discuss. |
just focus on several very smple questions like | have asked. Questions like: Whether
the approach is pro growth, pro employment? Whether it is efficient? Whether it is
market driven? Or whether it is consumer oriented? These are very simple questions.
We just look at one sector, say the FTNS market. Back in 1996 the Consumer Council
said that the incumbent operator has 99 per cent of the network. The Information
Technology Bureau said by 1998 it is 98.5 per cent. We have done a survey just recently
and it indicated that it is still 90 per cent by the incumbent operator. In short, there has
not been much growth in terms of competition, in infrastructure development. Indeed,
one of the researchers of the University of Science and Technology has mentioned the
international traffic people are making use of the infrastructure to compete for services
for international traffic. 1n 1996 what the Consumer Council has warned is that there will
be alack of competition for local services. So what we have looked at for the past six
years of the policy isthat there will still be a need for regulation because the
incumbent operator is still dominating 90 per cent of the market in terms of
network and there will be continued regulation. This seemsto be the message.

| would ask one question before we proceed. Arewe going for service competition or
are we going for facilities competition? That we should promote competition between
operators to invest and then we can discontinue with regulation altogether in the next few
years. If welook at competition elsewhere, | think some of our speakers will no doubt
touch on it later, in other countries it seems to me that they are emphasizing putting the
focus on facilities competition. Thisis research done by one of the University of
Berkeley researchers. A Finnish researcher also made this conclusion, that in the USA
investment is through infrastructure rather than services. In Canada and The Netherlands
they have alimited period for mandatory abandoning. What they are advocating is
facilities competition. | cometo efficiency. Thisisavery, very difficult question to look
at but avery simple question for economists because there is no such thing as efficient if
the price is determined administratively and not by the market. Certainly a price can be



determined, it is really a choice between a market economy or a planned economy. |
won't go into detail but there's alot of debate but, basically, the choice is, whatever
models, if you try to set a price for the market, what one has to do is you have to forecast
demand, you have to look at risks of capital, at alot of behaviour of the economies, of the
market. In short, you have to micro- manage the market. We have alot of bad experience
if we look through what the planned economy has done about sign to set prices. | quote
one of the researcher's conclusions conducted in 2001. He said that all methodologies
about forecasting, estimating cost, because we do not have incremental changesin the
market, it's just lump sum investment, consumers making lump sum decision purchases.
Even in a country like the USA, the European Union, they don't have a satisfactory model
for pricing. So the choiceis realy between micro-managing the market or leaving to the
market to decide on the price.

Finally, | would like to look at consumer interests. Again, | won't dwell on this. | would
like to raise the point; is there sufficient channels existing for Government to gauge
what is the demand from consumers? This is the advisory mechanism at present. It is
quite familiar to what it was 30 years ago when Hong Kong did not have the present day
of representation in all levels of Government. So the question is. Is it effective?
Especialy if the Government policy is to intervene if there's an overwhelming public
interest. So the present vehicle, isit effective to gauge the overwhelming public demand
for intervention? | will quote one of the researches we have conducted. Thisis asking
people, consumers, business about their awareness of the regulatory authoritiesin Hong
Kong, it is less than one third. It is about one third for business consumer; less than one
third, 20 per cent for residential. Have they ever contacted or been in contact with
Government authorities? Itisavery disma low percentage. To conclude, the direction
we should be heading, | would like to throw in three questions. Whether we are pro
growth or pro employment or pro regulatory? Whether we need to micro-manage or to let
the market determine the solutions? Whether we have a proactive consumer's oriented
approach? Thank you.
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Scope of Discussion

» Effectiveness of telecommunications policy In

— Promoting competition, to the benefits

e Consumers
e |nvestors

— Enhancing Hong Kong’ s position as a
telecommunications hub in Asia

 Hasthetime for change arrived?
* Where should we be heading?



Impressive records of liberalizations

1992, four public mobile radiotel ephone
service (PMRS) licenses issued

1993 Cable TV license granted
1993 OFTA established
1995 four FTNS licenses

1996 six personal communication services
(PCS) licenses issued



lmpressive records........

1996, call-back voice service and international

simple resale (ISR)

1999, competition in international services
2000, external facilities based competition
2000, FTNSlicense issued to HKCTV

2000, five wireless F]

2000-01, 22 external
2001, 3G licenses

"NS licenses

NS licenses



ARE

ARE NOT




Government’ s Policy

e Vision
“ a leader and not a follower in the information world of
tomorrow”

o Strategy

“to build capacity and infrastructure to support a thriving
Infor mation economy”

e Objective
One of the world s leading te ecommunications hub

Reference: 2001 Hong Kong Digital Strategy



OFTA policy objectives

e A world-class telecommunications center
for doing business

* High quality telecommunications services at
competitive prices

« High performance in telecommunications
measured against OECD economies

Source: Information Technology and Broadcasting Bureau (2001) Policy Objectives



lmpact of liberalization
Report to the Legislative Council in 2000:

Liberalization will result in enhanced level of
competition, bringing benefits to consumersin
terms of lower prices and better quality, and
resulting in additional investiment and creation of

jobs

Source: Information Technology and Broadcasting Bureau (2000)



Expected outcomes of
liberalizations




Network Development

We will assess performance..... against the
following indicators:

 Thelevd of fixed line penetration,
* Mobile telephone penetration, and

e Accessto broadband telecommunications
networks

Source: Information Technology and Broadcasting Bureau, Policy Objectives, 2001



Percentage Digital Main Line

e 100%
digitalized in
1993

» BeforeGovt's
liberalization
policy

e Market-driven
achievement

e Other
economies have
caught up !'!!

Data Source: ITU (2001)
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Residential Lines per 100

In 1991, Hong
Kong leading;

In 1999, lags
behind Taiwan and
Singapore
Declining since
1996

Growth in no. of
lines not kept pace

with increase in
no. of households
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Cellular Subscribers per 100

population
o Still highest in 0
Asia, but growthis »
leveling off ? A
e Taiwanand Korea * / 7
/. —*—Hong Kong

(liberalized in 0 " Sngaoe
1998) are catching // / .

up fast i / . y Korea

e Other factors:

technology-led, 10 —
. ¥ .
demand-driven 0 E—L/“—ﬁ//ﬁ/ﬁ(
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Data Source: ITU (March 2001)



Cellular Subscribers per 100

* No longer the
highest In Asia

e Tawan has
caught up

Data Source: ITU (October 2001)
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Prices

e Residential telephone monthly subscription
rate increased by 61% between 1992 and
1999 (source: 1TU(2001))

e |DD rate decreased 17- 46% between Dec
1997 and Jan 2001 (Source: OFTA(2001)).

e Consumer Council (1996):

At present, most of the innovative pricing
packages are aimed at businesses



Y ear-on-Y ear changes in capital
Investment

—+—Hong Kong
—/— Taiwan

Singapore




Index of revenue per 100 staff

(in local currency)
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Full-time telecommunications staff
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What are the outcomes ?

Network devel opment
— Mobile: other economies are catching up
— FTNS: lagging behind ?
— Digitalized line: technology-led, market-driven achievement before
1993

Prices and Quality
— Biastowards business users

Investment and productivity
— Worrying trend after 1996

Employment and Job creation
— Negative growth after 1996



Regulatory approach

Questions:

» Pro-growth ?
» Efficient ?
» Market-driven ?
» Consumer’ s interest ?



Pro-Growth ?
(outcomes)

e Consumer Council (1996) : Incumbent
99%

e ITTB (1998) : Incumbent 98.5%

e Policy 21 (2001) : Incumbent over 90%
(residential)

e Yan, UST research (1999): more than 30%
International traffic go to new operators



Pro-growth ?
(Impact of policy)

e Consumer Council (1996) :
— New operators focused on business where profits are
highest
— Lack of competition for local services
» 6 years of asymmetric regulatory policy:
— Short term gain: beating the dominant market |leader
— Long termgain: create a vicious circle of
disincentive to investment and continued
regulation



Choices Between

o Service competition

Reduce investment incentives, viclous circle
of slow growth and control

* Facilities competition

Stimulate Investment, virtuous cycle of
Investment and maximum market growth



Facilities competition el sewhere?

U.K., Australiaand New Zealand: facilities
competition
USA: compete through investment in

Infrastructure; leasing of unbundled local loops
0.2%

Canada: unbundling of designated elements
mandated for alimited period of 5 years

Netherlands: from cost-based pricing to
commercial over 5 years



Pro-growth policy for Hong Kong ?

e Consumer Council (1996)

Review Interconnection charging principle
to provide investment incentives



Efficient ?

. OFTA (2001):

The LRAIC provides an economically efficient
“pbuild versus buy” pricing signal to the new
entrants

 Market versus Planned Economy ?
» Administratively determined price OR
Market price
» Administratively set signal OR
Market Signal



Choices between

e Micro-management
— Forecasting demand
— Assessing cost of capital and risks, etc.

NERA consultant (2001)
All methodol ogies have limitations
EU has not yet established any specific method
USA wrestling with cost determination since 1996

e Market-driven solution

— Canada: unbundling of designated elements mandated for alimited period
of 5 years

— Netherlands: from cost-based pricing to commercial over 5 years



Consumers Interests ?

 OFTA Advisory Committee on Telecom
Users and Consumers

— Chaired by Assistant Director of OFTA
o Effective?

e ITTB report to Legidative Council (1999)
— Strong preference for market-driven solutions

— Intervene where overwhe ming public interest
demands it



Consumears Awareness

O Residential
B Commercial

Aware of OFTA Contacted OFTA



Thank you



Peter Lovelock: Thank you very much, Mr Yip. With the context in place let me give a
proper brief introduction. For those of you | don’t know my name is Peter Lovelock, |
am the Deputy Director of the Telecoms Research Project. | currently live in Beljing, |
am effectively John’s beachhead for taking over Chinaand dare | also say | do aday job
of running a research consultancy. A very brief point | want to pick up from Mr Yip to
help facilitate the rest of this first session, and the second session which is alittle bit more
comparative. Flying back in Hong Kong, because when John clicks I come running, it
keeps hitting me over the last couple of months just how downbeat Hong Kong is at the
moment. We heard about the fall in employment and this need for pickup. Hong Kong
feels, in amorale sense, about as low as | have ever experienced it, which is strange
because China and telecommunications is about as ridiculously upbeat as you can get
right now. For all of this study we are going to do of the Hong Kong setting, you should
keep in mind just how much attention gets given to what Hong Kong isdoing. Thereis
an immense amount of attention getting given in China right now to these developments
in Hong Kong as a means for learning. We were supposed to have a meeting today on
China’s mobile commerce developments. We have an informal group of operators and
vendors. The operators heard about the meeting and they suggested we call it off and
have it next week so that | could come down and attend.

The pricing issues are phenomenally important to them for two reasons right now. One
IS, they see the transition of broadband being fundamental and they figured that in China
they got the policy alittle bit more right than the deregulation environment which took
over the rest of the world through the 1990s, that the rate of competition has come back
to haunt alot of the developed markets and that the trade-off between rushing to
competition and the need to keep reinvesting in the network is something which is played
out in their favour. The need to stimulate demand by lowering prices, at the same time to
balance that with the amount of money to come back into the network is something that
they fedl very consciously aware of and they are studying how Hong Kong handles these
changes with quite a degree of intensity at the moment, to the extent that they asked if we
would run asimilar set of sessions up in Beijing. With that, et me bring on John Ure, the
Director of the Telecoms Research Project and the recent joiner of the silly acronyms
club, for someone who comes up with a forum entitled "Regulating Telecommunications
Pricing in Wholesale and Retail Markets -- Has Hong Kong Got It Right?' whichis
about as boring atopic as | could think of titling, if you turn to the PNETS paper, "Pretty
Nasty Economic Tariffing scheme?' John.

John Ure: Peter, you forgot to mention that we aso invented a new licence in Hong
Kong, FNTS, for some of those of you who received it viaemail. Mr Yip has very nicely
laid out a whole range of issues on the kind of macro level. What I’'m goingto do is
focus on just one area of debate which | think has been certainly rumbling along as it
were in the underground or undergrowth but | think should now come out into the open
because OFTA has issued a series of consultation papers this year on liberalising the
market and on interconnection issues. So I'm going to focus today exclusively on the
mobile fixed aspect of it. Agnes, | know, will be taking more up on the fixed



interconnection and Stuart will no doubt have a chance to reply to some of these issues
and add others.

Just as a background, wher e did the current inter connection regime come from in
Hong Kong? When the mobile licences were first issued in the 1980s a receiving party
pays regime was introduced, or a mobile party pays might be a better way of putting it.
There are various reasons for that. One reason, for example, is that there are no local call
chargesin Hong Kong. So the issue arose about: How did HKTC recoup any costs
involved in sending calls to mobile networks that originated from the fixed wire network?
Cdllsin the other direction obviously could be catered for by interconnection from
mobile to fixed. So the answer they came up with was the idea that mobile operators
would pay interconnection charges in both directions. Somebody has recently pointed out
to me aso that perhaps the only other model available at that time was in the US and a
similar model was being used there. So network charges were charged to the mobile
operator in both cases and network charges were based upon fully distributed costs.

Without going into too much detail, thisis a useful little chart, it actually comes from a
World Bank publication called the Telecommunications Regulation Handbook which is
an excellent publication, it is about 200 or 300 pages long. It is downloadable for free
from the World Bank (InfoDev) web site so go into it and have alook at it, it is very
good. This comes from one of the appendices. It summarizes very nicely the various
accounting cost mechanisms. Basically, at the top is incremental cost. In other words:

By how much does your total cost increase if you have to provide the service? If you
didn't provide the service, how much would you save? At the bottom are stand-alone
costs and fully distributed costs which it basically the total cost of your operation divided
by the total output, which in this case might be telephone lines. In the 1980s, fully
distributed costs was basically all that telephone companies knew about because they
didn't have to work out in detail what their costs were. There was no competition, there
was no driving force behind that need to work out what incremental costs were. Needless
to say, if you are a new entrant you prefer incremental costs as a basis for interconnection
because you are paying less and if you are an incumbent you prefer a fully distributed
cost basis because people will pay you more. FDC was introduced as the basis of the
network charge in the 1980s, this was basically the incremental costs, plus a few knobs
and whistles, plus the indirect local loop fixed cost.

So the question arises: Why not, instead of including the indirect local l1oop fixed
cost, smply increase thelocal tariff and just charge an incremental cost for the
network charge for mobiles? Asl say, incrementa costs were basically not known at
that time so it would have been difficult to do. Secondly, local loop costs were heavily
subsidised from IDD traffic revenue and to have re-balanced in the case of mobile but not
in the case of IDD would have been dightly inconsistent policy-wise, so that issue did not
really arise in the 1980s. Today it is different. Today incremental costs are known. The
accounts manua that OFTA has issued, PCCW is required every quarter to fill it in and
give the details of their cost. Secondly, the PNETS traffic—PNETS, for those of you not
aware of the acronym, is not particularly nasty, it is a Public Non-Exclusive Telephone
Service Licence. Basically, mobile operators have to have a PNETS licence and value-



added service operators like Internet service providers have to have a PNETS licence.
Over 40 per cent of network traffic today is actually traffic from those two sources. |If
you add in the additional traffic from fixed wire interconnection, over 50 per cent of the
traffic on the incumbent network is actually interconnection traffic. Cellular clearly is
therefore a peer of the fixed network today. The actual numbers of subscribers to cellular
now exceeds the number of subscribers to the fixed network. Therefore, economically it
is the case that the cellular network actually adds value to subscribers on the fixed
network. They have more people to call and they have more people to receive calls from.
Finally, carrier licences have been introduced in this last year. They are divided into
fixed carrier licences, carrier licences for mobile and carrier licences for satellite. Itis
suggested that this is a purely administrative convenience to put them on the same
footing, but in practice they are not on the same footing, in particular, carrier licences for
mobile do not have the same rights to cross public rights of way as the fixed. The
suggestion | would raise at this point is that since the whole regime is going to be
liberalised from January 2003, according to OFTA’s latest consultation paper, it does
seem to me that thisis an opportunity to consider fixed and mobile together rather
than to maintain the separation in thinking.

On the economic efficiency grounds, | believethat thereisin fact a good reason to
shift away from fully distributed cost. There is effectively a cross subsidy it seems to
me taking place to the local loop because the indirect fixed charges are included in the
interconnection charges. If the local loop was re-balanced it would simply increase to
include those indirect fixed cost charges. Would there be resistance? Thereis dways
resistance to price changes. But we might note the fact that local loop charges at the
moment for residential are $110 a month. People are very happy to pay much more than
that for their monthly mobile subscriptions. Clearly, mobile also includes an element of
functionality i.e. mobility. Nevertheless, it does suggest that there is alarge degree of
consumer surplus, even now, in the local loop rental. In other words, people who are
paying $110, many of them, not al, would be prepared to pay more than that if they
really had to. Another way of looking at that is, ask people how much they would need to
receive in cash to give up their fixed telephone line. How many people for $110 a month
would stop having afixed telephone line? Not many.

So | think thereisabasisfor moving from FDC to LRAIC or indeed even to a
peering arrangement, which would be the next logical step. In other words, the
mobile operators would pay the receiving network but would receive payment if they
were terminating traffic from the fixed wire network. We might note that the logic behind
fully distributed cost from an economic efficiency basisis really the build/buy decision.
In other words, isit really sensible to pay that interconnection fee or to build your own
network? That is an irrelevant issue as far as mobile network is concerned, it does not
arise. Infact, it isirrelevant for the core or fixed wire networks as well, it is only an issue
that really arises in the local loop fixed.

Finally, what would happen then if there was re-balancing? Firstly, mobile operators
would have the option thereby of reducing their tariffs to their customers and that could
conceivably increase the level of substitution as some people at the margin gave up their



fixed line phone altogether to adopt a cellular phone. Indeed, some of the figures that Mr
Yip put up, | wondered whether there was an element of that in those figures.

Secondly, and perhaps more radically, it would offer the opportunity to mobile
operatorsif they wanted to take it of moving from receiving party pays or mobile
party paysto a calling party pays which is, for example, used mostly throughout
Europe. Again, that would significantly increase the attraction of cellular phone
subscriptions to users and, again, could accelerate substitution. But that’s what markets
do and that is how markets work if prices reflect the genuine costs of providing the
service. Findly, | think that move to calling party pays would certainly help the
process of fixed-mobile convergence in a broadband world. In abroadband world we
would have symmetry in the area of voice where people would pay for outgoing voice
calls and in the case of data we have what | would call asymmetric calling party pays
system. In other words, where you are receiving what you have requested, so the request
is the outgoing part and you pay for the downloading.

In summary, | think the points that Mr Yip was redlly raising was that we are a a
crossroads in Hong Kong, the liberalisation from 2003 is clearly raising alot of
opportunities to rethink some of the basic issues that we have been working with quite
successfully for the last 10 or 15 years and | think certainly fixed wire line mobile
convergence and rethinking the basis of interconnection is something which | would urge
OFTA to take on board. The reason | urge them is because at the moment it does seem
that OFTA wants to deal with the issues rather separately. Thisis an opportunity, it
seems to me, of actually dealing with them together. Thank you.
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1980s: Fixed - Mobile Interconnect

e CSL and Hutchison = RPP (Recelving Party
Pays) or Mobile Party Pays (MP)

* Nolocal call charges = how would HKTC
recoup costs of traffic to mobile networks?

e Answer = charge interconnection fees for
outgoing aswell asincoming traffic

* Network charges = Fully Distributed Cost




The Relationship Between Costs, Costing M ethods and Allocations

LRIC

TSLRIC/LRAIC

TELRIC

TELRIC
. *
+ uniform mark-up

TSLRIC/LRAIC
+Uniform Mark-up*

FDC/FAC ™

Stand-alone Costs

| ncremental
Cost
| ncremental Service-specific
Cost Fixed Cost
: — Allocation of Part
Incremental Service-specific of Joint &
Cost Fixed Cost Common Cost
|ncremental : L Allocation of Part Alloceation of
Cogt Se'F“i')fgdSE%CS'{ ¢ of Joint & + | Residual of Joint
O Common Cost & Common Cost
Incremental Ser V_i ce-specific Allocation of all
Cost Fixed Cost Joint & Common Cost
| ncremental Service-specific FAC-based allocation of
Cost Fixed Cost al Joint & Common Cost
Incremental Serv_i ce-specific All Joint and Common Cost
Cost Fixed Cost

Notes. 1. For TSLRIC/LRAIC theincrement is defined asthetotd service. Hence, indirect cost dements are shaded while direct
cost e ements are not shaded.
2. Inthisexample, FDC/FAC is assumed to be cd culated based on forward-looking economic cost methodology.
3. Thetota costs of the 3 cost concepts identified by an asterisk (*), do not necessarily haveto be
equa as shown in this example.
4. Note therdative sizes of the costing concepts are indicative only and should not be taken as an approximation
of an actud cogts

Source: World Bank (2001) Telecommunications Regulation Handbook




No Alternativesin 1980s?

FDC = LRAIC + Indirect local loop fixed
costs - so why not increase local 1oop
rentals and charge LRAIC?

|ncremental costs not known in 1980s - no
competition, no need to know them!

Local monthly access rentals cross-
subsidized from IDD = not consistent to
rebalance for mobile interconnection?




Alternatives Today?

_RAIC Isavailable
PNETS traffic > 40% of Network traffic

PNETS + FTNS traffic > 50% of Network
traffic

Cdllular isthe peer of fixed (Note: mobile
subscribers > fixed subscribers)

Carrier licences = fixed, mobile and satdllite
- place on equal footing?




Economic Efficiency?

FDC = mobile cross-subsidizes local |oop?

Rebalance local 1oop monthly rentals to
Include proportion of indirect fixed cost

Local loop = $110 pm cf mobile = $150 -
$200 pm = consumer surplusin local loop!

Shift from FDC to LRAIC or peering/SKA?

FDC = incentiveto ‘build’ rather than ‘buy’
- but Irrelevant 1ssue for mobile network




Fixed - Mobile Substitution and Convergence?

* Mobile operators can lower tariffs =
Increased substitution?

 End RPP (or MPP) for CPP? = increased
substitution?

o CPP facilitates fixed-mobile broadband
convergence?

— voice = symmetrical CPP
— data = asymmetrical CPP (sending or downloading)




Peter Lovelock: Before | bring on our next contestant: Who has a mobile? Who owns
amobile in thisroom? Let me do it the other way: Who doesn’'t? Good. So everyone
has got a mobile in thisroom. Of all of those people who admitted having a mobile, if |
walk around the room right now and give you HK$1,320 who will promise to give up
their fixed line? | figured he was sort of swinging into thin air. Y ou have got half a
dozen people out there who would give it up straightaway. $1,320 ayear. With that
reality check let me bring on Agnes Tan, who is the Director of Legal, Regulatory &
Carrier Affairs Division of New T&T.

AgnesTan: Good afternoon, ladies and gentlemen. My topic this afternoon is“FTNS
Interconnection in Hong Kong. Isit time for change?’ The local fixed lines market was
deregulated in July 1995 with licences issued to PCCW, Wharf New T& T, Hutchison
Global Crossing and New World Telephone respectively. PCCW was the monopoly
service provider before deregulation. It started with 100 per cent market share and now it
has just over 90 per cent of the market share, whereas the other three operators together
have at most 10 per cent of the market share. We have also seen the issuing of five fixed
wireless FTNS licences issued in early 2000 and an FTNS licence to Hong Kong Cable
TV. The Government has also just announced its intention to issue further wire line
FTNS licences in 2002 with operations starting from 2003. | think the state of
competition in the market should be the judge in deciding whether a change is called for.
With the current state of competition we believe it istime for change. There are many
issues requiring OFTA’ s urgent attention and resolution for the development of a truly
competitive market in Hong Kong. These issues come in the form of excessive charges,
excessive delay and restrictive provisions that deter the development of competition in
Hong Kong. What | am going to tell you for the rest of my presentation will be the
practical difficulties and the experiences that we have as a new entrant entering into the
market since the Government first deregulated the market in July 1995.

First of all, | want to address the relationship of the interconnecting parties. Itis
important to recognise that each operator has the obligation to establish and maintain
interconnection so as to operate in a multi-network environment. This also stems from
the licence obligations to provide a good, efficient and continuous service to its
customers. So we believe the relationship between the partiesis one of equal standing
with equal responsibilities. We believe that one operator should not treat the other as
requester or provider as the case may be. It isnot proper for one operator to have to
request and beg for interconnection capacity and to commit on usage. It isalso not
proper in our view that the other party being requested should have the opportunity to
review and consider whether or not it will accept the request, when to accept, and what
terms and conditions. We believe to demand that would be to increase the competitor’s
costs and barriers. All these costs and barriers would weaken the other parties ability to
compete in the market. So we believe that when dealing with interconnection it is
important to establish that relationship and the terms of interconnection between them
should therefore truly reflect that relationship.

| mentioned earlier on that there are three issues that deter the development of
competition, | will deal with each of them. First of al, in terms of interconnection



charges. Based on our own reasonable assessment, the charges imposed by the dominant
operator in all cases are way above our own reasonable estimation and in all casesthereis
no transparency of charges and there is no cost breakdown. There is no room for
meaningful negotiation because there has always been urgency. While there is a recourse
to determination by the TA we know that it takes time and there is aso the risk that
OFTA may not accept the request and it wants to be convinced that it falls within the
matter of interconnection under section 36(a) of the Telecom Ordinance, it wants to be
convinced that there is consumer interest involved and that it will encourage efficient
investment and so forth.

| want to deal with the broadband type || interconnection charges. Asyou know,
OFTA has mandated type 11 interconnection for broadband in November 2000. PCCW
recently published atariff for broadband type Il interconnection which is applicable to
the FTNS licensees. The tariff charge is $198 per month plus $1,491 one-off installation
for full bandwidth option. It charges $182 per month and $2,576 one-off installation for
partial bandwidth. PCCW'’s tariff for residential customers is $198 per month, plus $530
one-off for installation. To its ISP customers, $196 per month and $530 one-off
installation charge. With that level of charges at the wholesale level there cannot be any
viable business case based on broadband type 11 interconnection. Number portability for
fixed lines. It comes at ahigh cost. According to the last determination by OFTA, per
line set up chargeis at $95.40 per DEL number, which is payable by the recipient
network operator to a donor network operator. In most cases by the new operator to the
incumbent as there is more chance of ported numbers from an incumbent to the new
operator. Clearly, a high number of port charges deters the development of competition
as it raises the cost of the recipient network operator. It is not hard to see the effect in the
case of the mobile number port. There is no payment between the mobile operators so
that is why you see the number of customers change is significantly higher in the mobile
market than in the fixed line.

| want to talk about the type | interconnection chargesfor VAS calls. Currently thereis
a huge discrepancy between the intercarrier and the retail interconnection charges, which
is clearly unfair, in our view. If you look at the pictures, PCCW’s PNETS charges to its
retail customersi.e. the ISP customers, these charges are reviewed by OFTA every year
and ison adownward trend. Following the last review, the charge is now at 2 cents per
minute. To compete with PCCW our PNETS charge to our | SP customers has to track
very closely with that of PCCW’s. Although, in theory, we can set our own charges, in
practice, this ssmply does not work. On the intercarrier site the interconnection charge
remains unchanged since the last determination by OFTA in 1998 and this chargeis at an
average of 2.5 cents. Therefore, for every minute of a dial-up traffic from PCCW to an
ISP on our network we incur aloss of 0.5 cents. What it means is that other network
operators, such as Wharf New T&T, are being penalised for winning over ISP's
customers from PCCW. This represents a major discrepancy in maintaining fair
competition in the market. Thisis an issue being acknowledged by OFTA in its recent
consultation paper. From afair competition perspective, this discrepancy should not
happen or be alowed to exist in the first place.



Excessive delays, along altogether with excessive charges and restrictive provisions, all
work against the development of competition. Excessive delays come in various forms,
usually delay in providing proposals, quotations, in concluding agreements, in is just
about everything, delay in service roll-out and therefore competition. In addition to
excessive charges, there are other restrictive provisions which also work against the
development of competition. For instance, the unofficial quota on the number of ports
which the incumbent will perform per day per operator. Any volume above that quota
will not be processed. When that happens, the customer could not switch over as
scheduled and we will be left to deal with the customers’ complaints in turn. Also on the
cutover the local access linksfor thetype Il interconnections, currently the quarter is at
nine levels per cutover window during normal hours and 12 levels per cutover window
during overtime per operator per exchange. This has been revised four days ago. Itis
still short of our demand but we will observe the requirements in the next six months.
The Asia-Pacific Telecommunity has accurately stated the redity in our view. The
interconnection market is smply not a competitive one and there is an imbalance in
negotiating power between the related parties. Normally, the incumbent network
operator has the market dominance in the interconnection market. So the new entrants
were invited to this market.

There was even the AK-47 assaullt rifle type of fixed line licence. They weretold to
invest and commit with a market that they were told would alow true competition.
Maybe we were naive but we were told that there would be proper regulation and we
would be joining an organised and regulated market. Asit turned out, it was pretty
chaotic. The new entrants have opposed matters of pricing interconnection and even the
very fundamental rules of the Telecommunications Ordinance itself, the effect of the
endless complaints and arguments, uncertainty, delay and more grievances. And
consumers, they are till waiting for the competition and the benefits that the Government
promised. Six years after deregulation the biggest disappointment is that most consumers
still only have one option for alocal phone service. PCCW still controls 90 per cent of
thelocal residential phonelines. If Hong Kong really expects to get the competition that
it has been promised it has got to make some very tough decisons. Hereiswhat we
believe OF TA should do. It should take a heavy-handed approach in dealing with the
dominant operator and require that it publish all terms and conditions of interconnections
and all charges. It should enforce the principle of the most efficient network operator.
This ensures that one operator cannot raise his competitor’s costs and with it the ability to
compete. It should remove all restrictive provisions. It should introduce strict time lines
for response and provisions of the proposal. It should have more resources to deal with
requests for determinations and be proactive in monitoring market conduct and issue
direct interconnection if agreement cannot be concluded within a reasonable time. If this
plan were to be adopted we believe the telecom industry would look very different from
what it does today. It would not be a dream world but it would certainly be alot better
than what we have got today.

Thank you.
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Hong Kong local fixed lines market

*Deregulated in July 1995

o[icence issued to PCCW-HKT, Wharf New T&T,
Hutchison Global Crossing and New World
Telephone

Early 2000 - 5 wireless FTNS licences issued and
FTNS licenceto Hong Kong Cable Television

e Further licences to beissued in 2002 for
operation from 2003
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Isit Timefor Change?

- Y es

 Needtoeiminate
Excessive charges
Excessive delay
Restrictive provisions
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Relationship Between
| nter connecting Parties

 Equal standing with equal responsibility

* |nappropriate to treat each other as “reguester”
and “provider”




| nter connection Charges

” - e Excessive

% No transparency

Request for
determination takestime
and may not be accepted

Eg. sub-tie cable & 250%
over priced
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Broadband Typell
| nter connection Charges

e PCCW-HKT's Tariff for
— Full bandwidth = $198 p/m + $1491 one-off
— Partial bandwidth = $182 p/m + $2576 one-off
e PCCW-HKT'stariffsfor
— Residentia customers $198 p/m +
$530 one-off
— ISP $196 p/m + $530 one-off .,
Installation charge

New Force Wharf New T&T



Number Portability

o Last determination by OFTA per line set up
charge of $95.40 per DEL number payable by

recipient network operator to donor network
operator

* Mobile Number Portability - no payment 0
between mobile operators S0,

%
—
—
O

New Force Wharf New T&T



Typel Interconnection Charge

For VAScalls

| SP User

ISP Wharf y PCCW-HKT E
» NewT&T b ISP User

ISP pays PNETS charge Wharf New T& T pays interconnect charge
(2.08) to Wharf New (originating charge) to PCCW-HKT
T&T (average 2.51)

New Force Wharf New T&T



Excessive Delays

 |n providing proposal/quotation
 |n concluding agreement

 Just about everything

7+ Delay In service rollout and competition
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Restrictive Provisions

e Unofficial quota on number port

e Cutover of Local Access Links

10
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Qutcomes

o Asia-Pacific Telecommunity hasthisto
say:

¢ |nterconnection market Is not a
competitive one and there is an imbalance
IN negotiating power between related parties.
Normally, incumbent network operator has
the  market dominance In the

Interconnection market. ...”

New Force Wharf New T&T



W hat need to be done?

* Heavy-handed approach in
dealing with dominant operator

e Dominant operator to publish all

|

charges, terms and
conditions QWH {{/' %D
 Most efficient operator \

-
/

e Remove all restrictive \/
Nrovisions

* Impose time line for responding
to requests

e Moreresourcesfor OFTA
e |nterconnection first

[
NS

~ |
| ]

N
[
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Tk You

New Force Wharf New T&T
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Peter Lovelock: Thank you, Agnes. | like thisrole, thisis a good way of doing it. Can
| just have a quick check again. You are all telecom people, you al know the difference
between incumbent and dominant. Y es? Because the last time that | watched Stuart
Chiron take the floor and enthrall the crowd he managed to make the students come back
and tell me how much the dominant suffered and that the dominant really needed alittle
bit of help out there. It was good. With that, let me give you Stuart Chiron, Director of
Regulatory Affairs, PCCW.

Stuart Chiron: Clearly, | should have taken the option where | could control the
speakers and so next time we will pay more, it certainly would have been worthwhile.
These are just some of the issues that | am going to try to plough through and then,
hopefully, | will have time at the end when we all come up and | will be able to respond
to the other speakers. These are the issues.

What | want to do istry to draw a clear relationship between liberaisation and
interconnection and show how those issues are very much related and why OFTA now
has before it two consultations that are (a) related and (b) critically important and these
will determine alot the future of the telecom market in Hong Kong over the next several
years. In thisfirst quote it shows the relationship that the Government realises that
pricing, and this means pricing on interconnection, has an awful lot to do whether
network competition happens or does not happen. This is the eternal debate about resale
competition, which some of our competitors seem to thrive in and facilities based
competition, which Dr Yip indicated would have substantial benefits to Hong Kong.
These are a couple more quotes. You will see again that what we are talking about here
is the need on a liberalisation policy to really focus on infrastructure competition and
creating eventually the right make/buy point. Here is another quote from the Government
actually more recently.

What is interesting here | think is the point that future liberalisation should be facilities
based, yet when we look at the current consultation it doesn’t tie anything to a facilities
based investment or commitments. So somewhere along the line we have forgotten
what the underlying policy is | am reminded, and so | wrote this down so that | would
get it right, even though | am sure | won't, since we are not being quoted, this failure to
remember what was said before reminded me of aquote. “Implementation focussing on
the details without revisiting policy principles and decisions. Policy principles without
analysis.” Okay, it was atakeoff on a Chinese leader. The benefits of promoting
independent infrastructure. These things are pretty clear and there is no surprise. These
are the consumer benefits of choice, innovation, service quality, there are no great secrets
to these things. But the critical thing is the separate networks which is what the
infrastructure competition is supposed to be about. These are not what you get with
resale competition, it is not what you get when you smply unbundle loca loop. In fact,
unbundling local loop to a large degreeisinconsistent with infrastructure competition.
What you actually need to do, if you introduce unbundled local loop resale competition
you need to control it, you need to phaseit out. If your goal is infrastructure
competition you cannot be running unbundled local loop at the same time. That is the
message you get from Canada, The Netherlands and even from Singapore. All these



countries clearly favour infrastructure competition and what they do is they phase out
unbundled local loop. Five years for Canada and The Netherlands, two yearsin
Singapore. So if you are going to enter the market you have a strong commitment to build
and you have got five years or two yearsto do it. At that point unbundled local loop as
an interconnection wholesale service disappears and you just negotiate from there. If you
want to get the benefits of infrastructure competition you have got to do that. Pretty easy
stuff here. If you push for infrastructure competition you will have better growth in the
industry.

| think Dr Yip’'s numbers would probably show that if we were not so tilted towards
resale. But if you look at the other markets you see the curves are better. What you
certainly get is more inward investment and a better possibility of job creation and also
network redundancy. Actualy, in the US since September 11, that last point has become
more important. What does that mean for regulation? The first thing it means is you have
got to make the correct make/buy signals on unbundled local loop. For us, that means
ending the subsidy flow from PCCW to our competitors or, more specifically, from our
residential customers to business users that are taking our service on aresae basis from
thetwo Ns. In addition to the correct make/buy, you need commitments from the new
licensees for significant infrastructure build-outs You also need symmetrical
regulation of our competitors in terms of unbundling interconnection and discrimination.
There is no reason why one network should be able to provide service to one of its
affiliates and then not offer the same type of service at the same terms, conditions and
rates as somebody else. Yet that happens in the market here. If you were able to do this
in terms of the correct make/buy signals and an infrastructure policy that required new
licensees to commit and build, then actually you would have fewer interconnection
disputes because you would have fewer type Il interconnection issues. That, ultimately,
would give you light-handed regulation.

So the first part of the conclusion is these two things are very much related and they
impact each other and in fact from a policy point of view you can make significant
progress and whatever you want to do in terms of public policy in terms of making
people build out to more residential and rural areas and moving them away from central
business districts just by finally getting right infrastructure, competition issues and the
make/buy point.

Thisis the boring page but it really gets down to interconnection practices here. What is
right and what is wrong? What is probably wrong isthat LRAIC isimplementedin
such away asto give a very low interconnection price. That sounds good to new
entrants but if you are pushing it at the wrong point in terms of PNET charges and
unbundled local 1oop then you are going to get resale competition and services
competition rather than infrastructure competition. So if the make/buy is wrong, nothing
else will work. When you get into LRAIC you have got to recover the shared costs, and
that means all the shared costs and not just the direct costs, and when you are running a
telecom network, direct costs end up to be very little, a very small percentage of your
total investment. So you have got to be able to take your joint in common and allocate
them to interconnection. Network conditioning needs to be included. Depreciation



schedules have to be realistic, particularly today when things are written off alot faster.
Historical versus current replacement cost; the economic literature is pretty clear, that
you should be using current replacement cost and not the lower of, whichever is lower,
historical versus current, which iswhat we do today. What obviously happened several
years ago is that the interconnection rates were artificially set low to assist the new
entrants. Probably bad economics then. Certainly it’s time to change that and actually in
the Government’ s statement there is language that says “in the initial years’. | think we
are well beyond the initial years, it is time for a change.

Thisiskind of small but if you could read it, it would be looking at per minute
interconnection charges. Thisis Hong Kong down here and thisis origination and
determination, almost the same thing. The point is that the charging in Hong Kong is one
half or one fourth what it isin other markets. So it tells you—and most of these other
markets are using some variation of LRAIC— that we are either three or four times more
efficient than anybody or we are not recovering our relevant costs. | can assure you that
it is the latter and not the former. Here is another aspect of wholesale pricing in Hong
Kong. Thisisunbundled local loop. | have taken out the numbers to protect the
innocent. But on either monthly rental, which is the recurring charge, or on the
installation charges you can again see that Hong Kong is way below other markets.
Again, asubsidy flow from PCCW’ s residential users to the business customers of our
competitors. Here is the relationship between what you do with interconnection pricing
and what happens in the market. Because you have not created the right make/buy signals
you will get service-led rather than facilities-based competition.

No-one should be surprised at this, thisis the reality of the rates that exist in the market.
If you are going to have service-led where people are not building out, the first place they
are going to focus when they build or otherwise is central business districts and larger
users that are business customers. The two Ns have built only limited local networks,
again, in the central business districts. One of our competitors reaches 100 buildings
after five or six years. If you are thinking about an infrastructure competition reaching
100 buildings or 200 buildings when there are 30,000 in Hong Kong, is not asign of a
successful policy. If you have built only 100 kilometres of fibre, that cannot be an
indication of a successful policy. Why? Because the make/buy point isin the wrong
place.

The way forward. Clearly, what needs to be done and OFTA has a consultation
outstanding on revising TA statements 4, 5, 6, 7 and 8 -- is to set interconnection charges
at points where PCCW will recover al of itsrelevant costs. That certainly means, as
those charts showed, that those rates will need to rise. Asthose ratesrise, it sends the
correct incentive to actually build. When they build there might actually be real benefits
in terms of users having choice, other than resale choice, of multiple carriers outside of
central business districts. So fixed interconnection, switch to class tariffs, which iswhat
we have donein our recent filing on unbundled local loops for broadband, and in fact
make it clear that unbundled local loop will go away. Sunset unbundled local loops,
whether it is one or two years from now it does not matter, but it needs to be done
otherwise you will never have infrastructure competition, you will not get the benefits



that you have been promised. So in addition to sending the right make/buy signal, you
have got to promote infrastructure competition by having investment commitments in the
new licences. Thisisreally belts and bracers. Fix interconnection, get commitments. |If
you do both you will have infrastructure competition. Thank you.
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Key Factors to Consider

i Policy context

w Benefits of infrastructure
competition

@ Interconnection charging
principles

a International benchmarks

@ Current state of

competition



"d POCCW :
Policy Context

“The fundamental objective in specifying a

particular pricing principle is to encourage
network competition among carriers. With this in

mind, the Government agrees that the relevant
principles would need to be reviewed, in due course,
when the new entrants have attained a greater
market share”

(Government’s response to the Consumer Council Paper, September 1996)




" PCCW
Policy Context (Cont.)

“With the licensing of additional local wireline-based
fixed telecommunications ...... This should attract

more investment in hetwork infrastructure”
(Anthony Wong, DGT, OFTA press release 16 October 2001)

“As a matter of policy, the Government wishes to
ensure that the liberalised environment encourages
Investment in information infrastructure widely
throughout Hong Kong”

(The 1998 Review of Fixed Telecommunications - A Consultation Paper, ITBB)




"d PCCW
Policy Context (Cont.)

“The Government is aware that long term
commitments to substantial and continued
Investments are required to establish a local FTNS
network of a wide enough coverage to provide
adequate competition with the dominant FTNS
operator ... If further FTNS licences are issued, the
licensees should be required to enter into
commitments to provide networks which are
comparable to the best of the three new FTNS
licensees”

(The 1998 Review of Fixed Telecommunications - A Considered View, ITBB)




"d PCCW
Benefits of Promoting Independent
Infrastructure Competition

i Consumers
= Greater choice
= Enhanced service innovation
= Better service quality
= Faster speed to market
= Ensures affordable rates
= Separate networks




"d PCCW
Benefits of Promoting Independent
Infrastructure Competition (Cont.)

i Economy
= Growth of telecoms industry
= QOverall economic driver
= Hong Kong as telecoms hub
= Infrastructure investment
= Job creation
= Network redundancy




"d PCCW 8
Benefits of Promoting Independent
Infrastructure Competition (Cont.)

@ Regulation

= Correct make/ buy signals (end subsidy
flows from PCCW residential customers to
2NS)

= Commitments for new licensees

= Symmetrical regulation of Wharf
(unbundling, interconnection,
discrimination)

= Light handed regulation

= Fewer interconnection disputes ﬂ




" PCCW
Benefits of Promoting Independent
Infrastructure Competition (Cont.)

Conclusion: Interconnection regime impacts
Infrastructure investment &
competition
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Interconnection Charging Principles

P
|

[

P
[

The proof of subsidy = International benchmarks

Appropriate make/buy price signals to encourage

Infrastructure competition (or at least not encourage resale
competition)

The LRAIC standard
What's wrong with OFTA's cost standard ?
= LRAIC or FDC ?

= Recovery of shared costs between access & conveyance
networks

= Relevant costs (e.g. network conditioning)
= Depreciation schedules
= Historical v.