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REFORMING CHINA'STELECOMMUNICATIONS L AWS

LESSONS FROM THE AUSTRALIAN EXPERIENCE?

by Martyn Taylor’

A. The challenge of sustainable Chinese economic development

China has achieved a dramatic economic transition under the leadership of successive
Presidents Deng Xiaoping and Jang Zemin. From 1978, the traditional Chinese agricultural
economy, based on communist command structures, has been transformed into a socialist
market economy with a burgeoning industrial and service sector.® These economic reforms
have been reinforced by far-reaching ingtitutional and lega reforms, as is well documented in
the literature® As a result, China has achieved economic growth rates averaging an
astounding 8.9% per annum over the past 15 years® China's economy now ranks as the
world’'s second largest behind the United States in red terms, suggesting China aready ranks
as agloba economic superpower notwithstanding its developing status.

However, as the World Bank has noted, China must overcome daunting internal
challenges if it is to sustain its present growth trgjectory.® Such challenges include rising
income inequdity, declining international competitiveness, regiona disparities and risng
unemployment.® These challenges are compounded by the globa information revolution,
which will force Chinese industry to undergo further rapid restructuring to remain
internationally competitive.  Relevantly, to address such challenges, the World Bank
recommended to the Chinese government in October 2001 that China's eisting five year
srategic plan should be amended to further promote the development of Chinese
telecommunications infrastructure.®  Indeed, while China has the largest telecommunications
network in the world (dwarfing that of Audralia), the accessibility of that network to the
Chinese population remains comparatively low, indicating significant scope for further
infrastructure development, as illustrated by the comparison in Table One below.
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Within the context of its rapid economic reform programme, China has aready
moved swiftly in recent years to reform its telecommunications sector. Such reforms were
expedited by Chinas entry into the WTO in 2001, resulting in significant amendments to
Chinese telecommunications regulation.7 However, towards the end of 2001, the Chinese
government indicated that it would prioritise and implement yet further telecommunications
law and policy reforms® Such reforms remain firmly on the Chinese policy agenda for 2003
and are likely to remain central to China s future economic development strategy, particularly
given the World Bank’s October 2001 recommendations.”

Against this background, this paper identifies further reforms that could be made to
Chinds exigting telecommunications laws and overdl regulatory structure to address critical
issues that Australia experienced during its own telecommunications law reforms. In
undertaking this analysis, this paper undertakes a comparative anaysis of Australids and
Chinas current telecommunications laws and assesses their effectiveness in meeting their
respective policy objectives.  This paper concludes with a number of law reform
recommendations for the Chinese Government, consistent with the economic development
strategy identified by the World Bank in its October 2001 report.

Table One: Key comparative statistics between China and Australia™

Statistic China Australia
Population 1,273.1 million 19.4 million
Land area 9.3 million square km 7.6 million square km
GDP (2000 est.) US$H4.5 trillion US$445.8 hillion
GDP per capita (2000 est.) US$3,600 US$23,200

GDP composition

15% agriculture, 50%
industry, 35% services

3% agriculture, 26%
industry, 71% services

Telephones linesin use 185.1 million** 9.6 million
Telephone lines per capita (%) 15% 50%
Mobile telephones 155.8 million*2 10.3 million
M obile phones per capita (%) 12% 53%
Internet users 27.5million 8 million
Internet usage per capita (%) 2% 41%
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B. Comparative telecommunications sector reforms

In order to analyse Audtralia and China's current telecommunications laws, it is
necessary to understand the historical context to their respective telecommunications reforms.
Telecommunications sector reforms were initiated, on an internationa basis, during the late
1970s and early 1980s in recognition that state ownership was hindering the development of
telecommunications infrastructure and the adoption of new services and technologies.*® Such
reforms were partly motivated by the rapid evolution of new technologies and the
considerable capital investment that would have been required by governments to implement
such technologies and meet growth in demand.™ Such reforms were also motivated by an
increasing international emphasis on competition policy and market mechanisms as a means
to promote economic efficiency and increase socia welfare. The primary purpose of such
reforms was to provide consumers with a greater quality and diversity of services at a lower
overal cost.”

l. Australian historical and policy context

Hisgtoricaly, Austrdian domestic telecommunications services were provided by the
Australian Post Office and, later, the Australian Telecommunications Commission (ATC).*
International  telecommunications  services were provided by the Overseas
Telecommunications Commission OTC)."” The ATC and OTC each comprised statutory
commissions operating statutory monopolies in their respective sectors. In 1989, the
Audtrdian government corporatised the ATC while enacting the Telecommunications Act
1989 to implement the first stage of Australian telecommunications reforms®  This
legidation permitted limited competition in the provison of certain vaue-added services,
while establishing an independent regulatory agency (AUSTEL) to protect consumers and
ensure fair competition.*®

In 1991, the Australian government enacted the Telecommunications Act 1991 which
facilitated the market entry of Optus Communications Limited (Optus) by way of competitive
tender, and Vodafone Limited (Vodafone), as large-scale private sector competitors.®
Meanwhile, the OTC and ATC were amagamated to form Telstra Corporation Limited
(Telstra) under 100% government ownership.?* Optus and V odafone were granted statutory
access rights to various Telstra networks and services, supervised by AUSTEL as independent
industry regulator.®  Retail competition was increased by encouraging market entry by
resellers who resold basic carriage services provided by Telstra
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for Transport and Communications “Australian Telecommunications Services: A New Framework”,
Ministerial Press Release, Federal Government of Australia, 1988.

Part 17, Telecommunications Act 1989 (Cth).
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In 1997, a new Telecommunications Act 1997 was enacted in conjunction with
significant amendments to Australia s Trade Practices Act 1974.” These amendments were
expressly intended to promote market entry and greater competition.”* As a result, there are
now more than 60 holders of carrier licences in Audtralia and around 130 providers of
telephony carriage services, indicating that Telstra, as incumbent, is now subject to significant
competition.”> Relevantly, during 1997 and 1999, the Australian government reduced its
ownership of Telstrato 50.1%.

Underlying these Australian telecommunications reforms was a government policy
emphassing the long-term interests of Australian consumers®®  This emphasis was
complemented by the Austradian government’s desire to enhance the efficiency and
international competitiveness of the Australian telecommunications industry.”” To achieve
these objectives, the Australian government sought to promote the greatest practicable use of
industry self-regulation, but implemented a sophisticated overarching regulatory framework to
guide such sdf-regulation and to ensure it remained consstent with Austrdian policy
objectives”

. Chinese historical and policy context

Pardleling Audtralia, China s telecommunications services were historicaly provided
by a departmental statutory monopoly, the Ministry of Post & Telecommunications (M PT).?
Until 1994, the MPT was insrumenta in promoting the development of the Chinese
telecommunications sector in accordance with China's successive “Five Year Plans’.® In
1993, MPT’s statutory monopoly on telecommunications services was curtailed.** The State
Council approved a Chinese state-owned entity, the JTong Communications Company
(JiTong), to roll out its own data communications network in competition with MPT.** Other
firms were permitted to provide limited competition in paging, mobile telephony, email and
video communications services.

On 17 July 1994, the statutory monopoly of MPT was formally ended by a directive
from the Chinese State Council. Simultaneoudly, the commercia activities of the MPT were
transferred into an entity known as China Telecom with responsibility for providing domestic
and international telecommunications services. The MPT remained as an agency responsible
for the development and enforcement of regulatory policy.** Meanwhile, the China United
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Telecommunications Corporation China Unicom) was formed by the Chinese Ministry of
Electronic Industry (M EI), providing another state-owned competitor to China Telecom.>*

In March 1998, within the context of significant reforms to the Chinese bureaucracy,
the MEI and MPT were consolidated to form the Ministry of Information Industry (M11).%
The MII became the principal regulator of the telecommunications and information industry
and was initialy granted operational control over both China Telecom and China Unicom.*®
During 1999 and 2000, China Telecom and China Unicom were restructured to promote
greater competition, cresting a total of seven digtinct Chinese state-owned
telecommunications enterprises each with primary operations in a different functiona aspect
of telecommunications, as set out in Table Two below. In 2000, these seven state-owned
enterprises were each given independent operational responsibility.>’

Underlying these reforms was a Chinese policy driven by a number of different, and
at times contradictory, policy concerns. These policy concerns included, for example,
Chinese national security, co-ordinated regional development and the promotion of
competitive domedtic industry.®*®  Yet given the relativdy low accesshility of
telecommunications to the Chinese population and extreme socio-economic diversity, Chinese
telecommunications policy remained consstently oriented towards the development of
telecommunications infrastructure. This infrastructure development policy assumed a two-
pronged approach:*

- Telecommunications policy in China's more advanced coastal regions has emphasised the
deployment of sophisticated new technologies and next-generation networks.*

- Telecommunications policy in inland provinces has emphasised basic connectivity. *

As China's infrastructure development objectives are gradualy achieved, it is likely
that Chinese telecommunications policy will increasingly focus on competition policy. Such a
change in focus is required by China's basic telecommunications obligations under the WTO
and is consistent with China's long term economic plans. Indeed, the Chinese Government’s
recent draft Long Term Development Plan to 2015 expressly contemplates the establishment
of afair, transparent and effective market competition mechanism for telecommunications.?
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See M Newlands “ Advantage China’ Communications International, London, September 2002, p 33.
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Table Two: Chinese state-owned telecommunications enter prises

State-owned Description of 1999/2000 restructuring
enterprise
China Telecom China Telecom continued as operator of China's fixed-line telephony business

with 299% market share in that market **

ChinaMobile China Mobile Communications Corporation (China Mohile) was established
to operate China' s mobile telephony business with a 50% market share in that
market.**

China Satellite China Satellite Communications Group Corporation China Satellite) was
established to operate the key part of China's satellite business previously
owned by China Telecom.*®

China Unicom China Unicom was strengthened by divesting China Mobile’ s paging business
to it while permitting it to naintain its 25% market share in mobile telephony
and to roll out new CDMA mobile technol ogies:*®

China Netcom China Netcom Communications China Netcom) was established as a new
state-owned entity to build and OPerme abroadband data transmission network
and to provide Internet services.*’

China Railcom China Railcom was established as the second-largest fixed network provider
by transferring to it a telephony network established by the Chinese Ministry
of Railways aong China srail networks.

JiTong JiTong continued unchanged.

Il1.  Conclusions and recommendations

China and Audrdia have both adopted a broadly similar pattern  of
telecommunications sector reforms.  Government departments providing telecommunications
services were initidly restructured to separate their commercial activities from their
regulatory and policy-making functions. Departmental operationa monopolies were then
corporatised, while being subjected to progressively greater private sector competition. Next,
the regulatory and policy-making functions of such departments were isolated and bolstered.
To promote market entry, a basic regulatory framework was enacted, including specific
condraints on market power to promote competition. Any particular socia policy concerns
were addressed by issue-specific regulatory instruments. Finaly, foreign investment has been
permitted and, in Australia' s case, encouraged. Each of these reform elements are considered
in turn below.
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See http://www.chinatelecom.com.cn/en/. According to the MII, for the year to April 2001, China
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telecommunications revenue.
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services. See, for example, discussion in W Farris “The Future for Telecoms Companies in WTO
Chind’ (2001) 20(9) International Financial Law Review 56.
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While the Chinese and Austrdian reforms are broadly consistent, their particular
implementation has significantly differed as has their underlying policy orientation. While
Audtralian telecommunications regulation has been driven by a desire to increase competition,
Chinese telecommunications regulation has been driven by more eclectic objectives,
particularly a desire to promote infrastructure development. Yet as China is likely to
increasingly focus on competition policy over the next decade, Chinese and Audtrdian
telecommunications policy is likely to become increasingly aligned.

C. Corporatisation of commercial activities

The first stage of the telecommunications reforms in Australia and China involved the
isolation of the commercia activities of governmental departments. These commercial
activities povided the basis for the subsequent crestion of state-owned telecommunications
enterprises by a process of corporatisation.*® Such corporatisation was intended to encourage
these commercia activities of government to be conducted under corporate governance
structures with an emphasis on greater accountability in the alocation of resources and greater
efficiency.”® Critical issues arising from such corporatisation in China and Austrdia have
included the extent of operational autonomy of corporatised enterprises, the appropriate long-
term market structure, and the extent of subsequent privatisation.

. Australian corporatisation approach

The Telstra Corporation Act 1991 provided the mechanism for the Australian
government to corporatise its commercia activities, creating Telstra as a single state-owned
enterprise.® During 1997 and 1999, Telstra was partidly privatised by way of sale of shares
to the Australian public in tranches of 33.3% and 16.6% respectively.”® Further privatisation
of Telstra may occur if the current Australian Liberal-National federa codition government is
elected for another term.

As a state-owned enterprise, Telstra has been granted a high degree of operationa
autonomy athough it remains subject to specific accountability requirements. The Board of
Telstra must keep the Minister of Finance appraised of any significant events and must report
to the Minister on a regular basis® The Minister aso has special powers to make written
directions to Telstra, tabled in Parliament, which must be complied with by Telstra unless they
relate to work done, or services, goods or information supplied by Testra®® While these
datutory requirements have a high degree of transparency, the Austraian Government
controls the appointment of the Testra Board so continues to influence Telstra's business
activities. Investors remain concerned, in particular, that Telstra may be pressured to bear the
costly burden of various Governmenta social policy objectives® During the federal election
year in 2001 in Audtralia, Telstra's share price was materialy devalued, partly due to the
perceived political risk associated with costly Labour party social policies.”
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See discussion in World Bank Bureaucrats in Business: World Bank Policy Research Report (World
Bank, Washington DC, 1995).

See World Bank, above n 48.

Telstra Corporation Act 1991 (Cth), Act No. 146 of 1999.

See, for example, Explanatory Memorandum to the Telstra (Dilution of Public Ownership) Bill 1996.
See also Telstra (Dilution of Public Ownership) Act 1996 (Cth). Seeaso Telstra (Further Dilution of
Public Ownership) Act 1999 (Cth).

Part 2, Division 3, Telstra Corporation Act 1991 (Cth).

Part 3, Telstra Corporation Act 1991 (Cth).

See “Telstra Corporation: Weathering the Storm”, ABN AMRO Equities Research Report, Sydney,
April 2001.

See ABN AMRO, aboven 54.
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A dgnificant issue arising during the corporatisation of Telstra was the extent to
which it should be structurally separated into wholesale and retail operations.® Structural
separation is perceived as a means of promoting competition as it prevents vertically-
integrated firms leveraging their wholesale market power into downstream retail markets. It
also reduces incentives for verticaly-integrated firms to deny competitors access to wholesale
facilities. Partly due to the likely impact on the sde vaue of Telstra, the Australian
government decided against structural separation and instead favoured relatively heavy
regulatory controls.  While structura separation of Telstra is <till mooted by the Austraian
government from time to time, most recently in December 2002, it is likely that the fallout
from existing Audraian shareholders would now make such separation politicaly
unpalatable.

. Chinese corporatisation approach

Unlike Australia, China has favoured the creation of multiple state-owned enterprises.
This is partly due to Chinas larger size, but adso due to the differing policy objectives of
different factions of government. As each Chinese governmental agency has sought to assert
its power and influence, so inter-agency rivary has resulted and different agencies have
formed different state-owned enterprises to give effect to their particular policy objectives.
Rivary between MEI and MPT, for example, facilitated the market entry of both JTong and
China Unicom under the direction of the MEI, notwithstanding a fierce rear-guard action by
MPT to preserve its monopoly over public tdlecommunications.>’ Recent rivalry between M|
and the Chinese State Administration of Radio, Film and TV (SARFT) facilitated the market
entry of China Netcom under the direction of SARFT.>®

The relationship between Chinese state-owned enterprises and the relevant Ministries
has not been as transparent as in Audralia.  Allegations have historicaly been made that
Chinese Ministries have favoured the particular state-owned enterprise that they control.>® For
example, prior to 1998, both JTong and China Unicom complained that MPT was unfairly
promoting the interests of China Telecom, particularly in relation to telecommunications
interconnection disputes.®® While alegations of unwarranted governmental interference and
continued favourable protection of particular state-owned enterprises are gill made from time
to time, the situation has improved in recent years as the Chinese Government has sought to
increase the operational autonomy of the various state-owned enterprises. This regulatory
independence issue is further discussed below.

As with Australia, China is now facing concerns regarding the appropriate structure
of state-owned enterprises to promote competition vis a vis concerns of devaluing prized
government privatisation assets. Prior to May 2002, the existing seven relevant state-owned
enterprises listed in Figure Two above dominated their respective functional aress, leading to
concerns that such a sructure did not promote effective competition given minimal
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Such structural separation, for example, was implemented in New Zealand in 1998 in relation to the
New Zealand electricity industry and required separation of transmission line business from energy
businesses. See Electricity Industry Reform Act 1998 (NZ).

See "China: Unicom Breaks Monopoly in Telephone Service" China Business Information Network,
New York, 20 July 1998, p 1.

See “Into the Crucible: Chinese Telecoms’ The Economist, London, 3 November 2001, p 79.

See discussion in X Yan "Fixed-Mobile Interconnection: The Case of China and Hong Kong SAR",
Telecommunication Case Study, Office of the Secretary General of the International
Telecommunications Union, Hong Kong, 2001.

See, for example, discussion in Y Xu, DC Pitt & N Levine "Interconnection: A Bottleneck to Future
Chinese Telecommunications Deregulation?' in P Enslow, P Desrochers & | Bonifacio (eds) 21st
Century Communications Networks (10S Press, Washington DC, 1997) p 106-14. See dso GP He
"Various Technical Problems in the Interconnection between China Unicom GSM Network and P& T
PSTN Network" (1998) China Communications, July 1998, p 32-35. See adso SV Lawrence “Telecoms
Brawl” (1999) 162(39) Far Eastern Economic Review 69.
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competitive overlap.”® In May 2002, to increase competition, the Chinese State Council
further restructured these state-owned enterprises to create six multi-functional state-owned
enterprises with a high degree of competitive overlap.®* The restructuring is summarised in
Figure Three below:

Table Three: Chinese state-owned tel ecommunications enterprises

State-owned Description of 2002 restructuring
enterprise
China Telecom China Telecom was restructured by transferring its fixed line networks in

northern China to China Netcom. The new China Telecom will be permitted
to operate a mobile telephony business.

China Netcom China Netcom received the fixed line network of China Telecom in northern
China and the business of JiTong. The new China Netcom will be permitted
to operate a mobile telephony business.

China M obiles China Mobiles continues unchanged as China's largest operator in the mobile
telephony market
China Unicom China Unicom continues unchanged and now provides a full range of

telecommunications services with afocus on mobile telephony.

China Railcom China Railcom continued unchanged and now provides a full range of
telecommunications services with afocus on fixed-line telephony.

China Satcom China Satcom continued unchanged, but is now expanding beyond satellite

servicesinto other aspects of the Chinese telephony market.

In addition, the State Council is likely to partidly or fully privatise some of these
state-owned enterprises to raise funds for further infrastructure investment. Relevantly, to
date, a number of Hong Kong subsidiaries of these enterprises have aready been privatised to
raise capita for infrastructure investment. China Telecom was one of the first mainland SOEs
to be partidly privatised, with an 1PO of around 10% occurring in November 2002.

Il1.  Conclusions and recommendations

While the Austrdian and Chinese approach to corporatisation has diverged, the
Australian experience provides a number of insights for China. The Australian Government's
policy decison was to preserve Telstras privatisation value by retaining the benefits of
vertica integration and economies of scope and scale.  However, given concerns regarding
Telstrals market power, the Audtralian Government employed regulatory techniques, in the
form of targeted competition legidation, to ensure Telstra remained subject to significant
competitive congtraints.”®

While China is now favouring further structural reforms with the intention of
promoting grester competitive overlap between its various state-owned enterprises, such
reforms are unlikely to address the underlying issue of market power associated with
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See comments by C Liu "Director of the Department of Policy and Regulations Comment on the
Reform of Telecommunicationsin China', Ml Press Release, Beijing, 1 January 1999.

See Total Telecom Asia, aboven 8.

See ACCC "Record Keeping Rules for the Telecommunications Industry”, ACCC, Canberra, April
1999.
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significant vertical integration. Furthermore, the Chinese Government's policy to date has
been to preserve the privatisation vaue of Chinese state-owned enterprises and vertical
separation would be likely to significantly reduce such vaue. Accordingly, infrastructure
access issues arising from vertical integration are likely to require further regulatory attention.
In particular, as Australia’s experience demonstrates, to the extent vertical integration remains
the Chinese Government should consider the extent to which targeted competition legidation
may be appropriate given that incentives towards anti-competitive behaviour will remain. The
relevant competition issues are considered in greater detail below.

In addition, a key concern with Chinese telecommunications regulation has been an
aleged historical bias in favour of particular incumbent state-owned enterprises. This bias has
been exacerbated by insufficient transparency between the Chinese Government’s regulatory
and commercia operations. To the extent state ownership remains, some degree of
governmenta influence is inevitable even with a high degree of transparency, as illustrated by
the Australian experience with Telstra.  Full privatisation would provide the most convenient
and effective solution to address such alegations of unwarranted political interference given
that the governmental conflict of interest between regulatory and commercia functionswould
be removed. Audtrdia, for example, is moving towards full privatisation of Telstra to address
similar concerns.

D. Demarcating regulatory and policy-making functions

The second stage of telecommunications reforms in China and Austraia
complemented the first stage and involved the separation of the regulatory and policy
functions of government from commercia activities. Such regulatory and policy functions
were, in turn, bolstered by creating specialist regulatory agencies. These regulatory agencies
adopted a particular regulatory focus, consistent with prevailing government policy in China
and Austrdlia at the time® Critica issues arising from the demarcation of regulatory and
policy-making functions in China and Australia have included regulatory independence, inter-
agency rivary, and the appropriate level of separation of enforcement and policy-making
activities.

. Australian regulatory agencies

The importance of separating the commercia activities of government from its
policy-making and regulatory functions was highlighted in Austrdia as early as 1986, when
the High Court of Australia reasoned that the ATC's market power at that time partly arose
from its ability to influence tdecommunications regulation.®®  Australia's subsequent
telecommunications reforms have now achieved a high degree of separation between
governmental regulatory and operationa activities. Telstra has minimal influence over the
development of Austrdian telecommunications policy and has little material influence over
regulatory activities.

In addition, the policy-making and regulatory functions of government have
themselves been separated in Audtralia.  Following the enactment of the Telecommunications
Act 1997, three governmental entities now regulate Australia’ s telecommunications markets:

- The Audtradlian Communications Authority (ACA) is responsible for technical and general
industry regulation.®®  The ACA is an independent statutory body charged with the
supervison and adminigtration of telecommunications regulation, including licensing,
facilitating self-regulation, and ensuring compliance with relevant standards.
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As noted above, while Australia’s policy-makers emphasised market entry and competition, China's
policy-makers have concentrated on the co-ordination of efficient infrastructure investment.

Tytel Pty Ltd v Australian Telecommunications Commission (1986) 67 ALR 433.

See http://www.aca.gov.aul.
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- The Audraian Competition & Consumer Commission (ACCC) is responsible for the
supervision and enforcement of Australia’s competition laws.®” The ACCC is an independent
dtatutory body charged with responsibilities which include the enforcement of Austrdia s Part
XIC access regime, as discussed below.  The ACCC, in particular, is well respected in
Audtralia partly dueto its perceived political independence.

- The Australian Department of Communications, Information Technology and the Arts
(DCITA) is responsible for the development of Australian telecommunications law and
policy.®® DCITA aso supervises the administration of the Austraian telecommunications
regime and advises the Minister on the exercise of his statutory powers in relation to that
regime.

In practice, this tripartite structure has proved highly effective. Inter-agency rivalry has been
mitigated by clearly demarcating the areas of responsibility of each agency and by providing
DCITA with overdl responshbility for resolving any differences of opinion or approach.

. Chinese regulatory agencies

Importantly, policy-making in China has involved the complex inter-play of many
different interests, subject to national priorities as determined by the Communist Party
leadership, and as reflected through the State Council and other organs of Government.
Government policy has typicdly been formed via a lengthy process of inter-agency
bargaining, resulting in considerable inter-agency rivalry or “turf warfare’.*® Such rivaries
have shaped the Chinese competitive landscape, given that they have resulted in the entry of a
new sgas\te-owned competitors which embody different governmenta policies, as discussed
above.

To mitigate such turf warfare, the Chinese government consolidated the MPT and
MEI into a single omni-powerful industry regulator, the MII.  The MII is now solely
responsible for the deveopment, implementation and enforcement of Chinese
telecommunications law and policy. However, the creation of the MEI has not eliminated turf
warfare. Continued turf warfare is reputed to continue to impair the efficiency of Chinese
telecommunications sector regulation.  Convergence of telecommunications and media
technologies has exacerbated the potential for such rivalries. Policy conflicts, for example,
have arisen between MII and the SARFT over who should have jurisdiction to regulate
telecommunications and broadcasting cable operators, to the frustration of Premier Zhu
Rhongi”*  This conflict resulted in significant over-regulation of broadband cable sector and
wasteful infrastructure duplication as SARFT and severad other Ministries collaborated to
facilitate the entry of China Netcom. "
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See J Chan, M Ellis & A Zhao “Cable TV - What Do the New Procedures Offer”, China Law and
Practice, Paul Weiss, June 2000.
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While the MII is sructurdly independent from state-owned telecommunications
operators it continues to maintain a close relaionship with the state-owned incumbents.”®
Indeed, this relationship has assisted China to achieve its telecommunications infrastructure
development targets.”” Former MII officids, for example, were appointed to the key
management positions in the state-owned enterprises while many other staff members of the
state-owned enterprises are former MIIl bureaucrats with strong persona ties that could
influence MII officials.”” Additionally, continued state ownership of these enterprises may
make it difficult for the MII to be perceived as impartid in the face of increasing private and
foreign competition. Accordingly, while separation of policy-making and regulatory
functions from commercia activities in China continues to increase, such separation remains
incomplete and it remains to be seen whether the MII can maintain its perceived neutrality and
independence.

The consolidation of power in the Ml has aso created its own difficulties. The MII
has been perceived as too powerful given its central control over both policy formulation and
enforcement, leading to reduced inter-agency accountability. Indeed, the predecessor to the
MII to some extent became infamous for its apparent policy reversals.”® Thisisillustrated by
the China Unicom fiasco in which 21 foreign investors were permitted to inject US$1.3 hillion
via Chinese-foreign joint ventures between 1995 and 1998 to finance China Unicom’'s
provincid cellular networks.”” However, following concerns expressed by the Chinese
government that that such investment was circumventing Chinese foreign investment
restrictions, China Unicom conceded that these investments did not comply with Government
policies”®  Accordingly, China Unicom ordered these foreign investors to withdraw their
investments.”

Partly to address these concerns, and in light of China's WTO admission, the Chinese
government has established a new Telecommunications Commisson that is likely to have a
similar function to Austraia's DCITA and will co-ordinate the relationship between MIl and
other agencies. The policy role of the MII is likely to be reduced so that it eventudly
becomes a hybrid of Austradlia's ACA and ACCC, charged with enforcing and implementing

73

74

75

76

7

78

79

See, for example, comments in C Hsu & G Chua "China: With or Without Change, Telecoms
Continues to See Growth and Opportunities’, Perspective Research Report (Asia Pacific), Pyramid
Research, Hong Kong, 21 December 2001.

Article 4 of the Telecommunications Regulations provides, for example that: “Telecommunications
carriers shall abide by laws, follow commercial morality and accept supervision and concede to
examinations according to the laws and regulations’.

See comments in Y Xu & DC Pitt "Chapter 15: Competition in the Chinese Cellular Market: Promise
and Problematic" in DG Loomis & LD Taylor (eds.) The Future of the Telecommunications Industry -
Forecasting and Demand Analysis (Kluwer Academic Publishers, Boston, 1999), p 247-264.

See A Zhang “What's Ahead for China's Telecoms Market?’, PriceWaterhouseCoopers, January 2002.
See also discussion regarding the “calling party pays’ controversy in P Waters & D Cottier “Foreign
Investment in Qina's Telecommunications. The Impact of Globa Trends’, Paper Presented to PT
Supercomm Asia 2001, Shanghai, April 2001. See also the discussion in “Face Value: The Minister of
Arbitrary Power” The Economist, London, 9 December 2000, p76.

The legal ambiguity of the joint venture model sent a misleading signal to carriers such as Bell Canada,
Cable and Wireless, France Telecom, NT& T, and Sprint International, which took a risk in the absence
of clear rules, hoping for afuture slice of China Unicom's market.

See detailed discussion in JK Chan “The Regulatory Waiting Game” (1999) 26(3) The China Business
Review 4. See also "China Closes Doors To Foreign Telecommunications Providers' Communications
Today, Potomac, 24 September 1998, p 1.
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rules and regulations set by the Commission. The Telecommunications Commission would
assume responsbility for over-arching strategy and policy development, under greater
supervision from the State Council.

Il1.  Conclusions and recommendations

Regulatory independence is critica to the effective development of long-term
competition.** Generally, the greater the independence of the regulatory agency, the more
effective the regulator will be at ensuring fairness to market entrants, and the more effective
the subsequent development of competition will be® While Austraia has achieved a high
degree of regulatory independence, China has not yet done so. Partly as a result, the
perceived quality of China's regulatory regime has been affected by historical alegations that
Chinese regulatory agencies have unfairly favoured the interests of the Chinese state-owned
enterprises with whom they are affiliated.

As noted above, with the intended privatisation of many of the existing state-owned
enterprises, the ability of the Chinese government to exert direct control over these enterprises
will be removed, as will the incentives for the Chinese government to favour particular state-
owned enterprises. Such privatisation would require the Chinese government to influence the
conduct of market protagonists in a more transparent manner, by appropriate
telecommunications regulation. Bearing this in mind, it is important that the qudity of such
regulation is maximised by improving the qudity of the regulatory agencies that will
supervise and enforce it.

However, China's current approach consolidates both regulatory and policy-making
powers within a single agency. The dangers of such concentration of power have been clearly
evident, including reduced accountability and ad hoc policy formulation. The creation of the
new Chinese Telecommunications Commission may provide an opportunity to resolve such
issues and, in this regard, the Austraian experience provides further insghts. Idedly, that
Commission should principally assume a policy-making role in the same manner as with the
DCITA in Audrdia, while the enforcement and implementation role should remain with the
MII. The Commission should aso assume overall responsibility for refereeing turf warfare
between different Chinese agencies and for achieving greater co-ordination of Chinese

regulatory policy.
E. Implementing basic regulatory obligations

To assst telecommunications markets to operate effectively, governments have
imposed a range of basic regulatory obligations. These obligations have typicaly sought to
benefit three different interest groups, namely end consumers, the community, and other
telecommunications operators. As with most other nations, China and Australia have each
utilised tdecommunications licensng a a vehice for imposng such basc
telecommunications regulation. Critical issues arisng in Austrdia and China in relaion to
such telecommunications licensing have included the extent of regulatory coverage, a desire
to maximise regulatory flexibility, and the appropriate extent of industry self-regulation.
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I Australian licensing regime

Audtrdid s licensing regime commenced with the Telecommunications Act 1991 and
was significantly refined with the enactment of the Telecommunications Act 1997. #
Importantly, the 1997 legidation sets out the broad regulatory framework, while many
particular regulatory obligations have been imposed by subordinate legidation. Such an
approach provided greater flexibility to the Austrdian government, thereby enabling it to
better respond to the rapid pace of change in the dynamic Australian telecommunications
industry.  In addition, the Austrdian government has emphasised voluntary industry
regulation. Industry codes, for example, provided further flexibility to address new issues that
have arisen from time to time.*®

In order to apply basic regulatory obligations, Audtrdia’s licensing regime makes an
initid distinction which is common to most licensing regimes, namely between:

- carriers, which are owners or operators of underlying public telecommunications network
infrastructure® and

- carriage service providers (CSPs), which are entities that provide telecommunications
services to the public using that network infrastructure.®®

Each are considered in turn below. Most carriers are also CSPs as they use their own
infrastructure to provide telecommunications services to the Australian public.

- CSPs.  Under the Australian regime, CSPs do not require a licence, but must comply with a
range of “service provider rules’ which, in turn, require CSPs to comply with Austraian
telecommunications legidation and with certain access obligations set out in Austraian
competition legislation.”® Where CSPs provide basic telecommunications services, they must
ensure that those services achieve a particular level of qudity and include particular elements,
including operator and directory assistance, untimed local calls, emergency call services, cal
presdection and itemised hilling.?”  Such services must aso be provided via standardised
customer contracts.®

Relevantly, CSPs must comply with applicable industry codes and must enter into Audtraia’s
telecommunications ombudsman scheme, reflecting the Australian Government’s emphasis on
industry sdlf-regulation.’® CSPs must aso, for example, ensure that telephone number
information is provided to the centra number database operated by Telstra and CSPs must
comply with the Austraian telephone numbering plan.*® CSPs must also co-operate with
various government agencies for such purposes as national security, law enforcement and
disaster management.®*
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- Carriers. Carriers are more heavily regulated and require a“carrier licence” from the ACA
which is subject to a range of carrier licence conditions®® There are no restrictions on the
number of carrier licences that may be issued by the ACA so the market is not subject to
artificia entry redtrictions. Many of the obligations on carriers ae smilar to the obligations
on CSPs. However, carriers have a number of additiona rights and obligations by virtue of
their ownership or operation of network infrastructure.

In particular, carriers must comply with an “industry development plan” which sets out how
each carrier intends to promote the development of the Australian telecommunications
sector.”®  Importantly, carriers must make a contribution to a universa service levy to assist
Telstra to recover its costs of providing of telephony services to uneconomic areas of rura
Austrdia® Carriers also have certain rights arising from their status as holders of a carrier
licence, including certain rights of use of, and entry onto, land in order to establish and
maintain telecommunications infrastructure.®* However, they have correspondingly greater
infrastructure access obligations.”®

I. Chinese licensing regime

Until 2000, there was a dearth of telecommunications legidation in China.  Chinese
telecommunications regulation was largely based on fragmented administrative decrees
addressing mainly technical standards and service tariffs®” The process for issuing and
implementing such rules and regulations was non-transparent and inconsistent, exacerbating
the difficulties faced by private sector market entrants.”® Chinese regulation also tended to be
influenced by the incumbent state-owned enterprisess who could shape the regulatory
environment in a manner favourable to their competitive interests.

On 20 September 2000, to address these concerns, the Chinese Government
promulgated the Regulations of the People’s Republic of China on Telecommunications
(Regulations) to unify Chinese telecommunications regulation while increasing transparency
and updating the regulatory regime®®  These Regulations marked a milestone in China's
effort to manage Chinese telecommunications markets through regulation and created a range
of obligations associated with licensing, competition policy, service standards, infrastructure
development, and network security. Historically, China's licensing regime restricted market
entry, as well as providing a vehicle for regulation. However, the Regulations contained
many pro-competition measures intended to assist China's campaign for accession to the
WTO.

The Regulations were intended to provide a provide an interim solution pending the
enactment of a full Telecommunications Law which would sit a the apex of the
telecommunications legidative hierarchy. However, this law has now been contemplated for
over 6 years.'® Asat December 2002, no draft has yet been circulated of thislaw and thereis
no timetable for its implementation, although the Law may be promulgated in 2003 or 2004.
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Unfortunately, the likelihood of further regulatory change in the near future increases the risks
of investing in China’s telecommunications sector.

The Regulations now establish a Chinese telecommunications licensing regime which
adopts the same basic distinction as the Australian telecommunications licensing regime,
namely the distinction between infrastructure-owners and infrastructure-users. In particular,
the Regulations distinguish between:***

- basic telecommunications businesses (BT B's), which are businesses that involve building or
operating public telecommunications network infrastructure;*® and

- vaue-added telecommunications businesses (VAT Bs), which are businesses that involve the
provision of telecommunications services over that network infrastructure.'®

The operation of a telecommunications business in China is conditiona upon obtaining a BTB
or VATB licence. Unlike Augtralia, the supply of BTB licences is closdly integrated with
China s restrictions on foreign investment, as discussed later. The Chinese Government also
retains a high degree of discretion regarding the potential issuance of licences.'**

However, there is a lack of clarity in the definitions of BTBs and VATBs. As a
result, certain providers that do not own or operate network infrastructure may still require a
BTB licence, notably if they were to provide voice telephony services over the assets of
another party (e.g, resale). Idedlly, the Regulations should be amended to increase the level of
clarity and ensure that entities that do not own or operate telecommunications infrastructure
should only require aVVATB licence.

Furthermore, the coverage of China s telecommunications regulatory regime is not as
comprehensive as Audtrdias, leading to several important omissions, including number
portability and presalection.’® Relevant requirements of the Regulations include that:

- BTBs and VATBs must provide telecommunications services in accordance with service
standards stipulated by the MI1.1%® As with Australia, failure to meet these service standards
can result in liquidated damages payable to end users.'®” However, unlike Australia, BTBs
and VATBs are aso required to “ t social supervison” in order to improve the qudity of
their telecommuni cations services.'*
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- Itemised hilling must be provided free of charge to customers and customers must be
notified of abnormally large bills'®® The consequences of customers failing to pay invoices
are prescribed in the regulations.’® BTBs and VATBs are also required to notify customers
of outages™ While the thrust of such obligations is similar to Austrdia, the level of their
legidative granularity is significantly greater.

- The design and construction of telecommunications networks must correspond with nationa
security requirements and network security requirements and must comply with Governmental
plans, constructions and operations.'*>  Unlike Australia, telecommunications infrastructure
development is subject to state planning and is correspondingly heavily regulated by the
Chinese central and loca governments.**®

- The Regulations also address a number of essential telecommunications services, such as
emergency call services. Emergency call services, for example, must be provided a no
charge in Chinaasin Australia.***

The Regulations were intended to be supplemented by “implementing rules’ which would
flesh out many of the broad principles and obligations. However, as at December 2002, few if
any implementing rules have been promulgated. Furthermore, the Chinese Government has
reiterated on several occasions that the Regulations must be viewed only as an interim
measure providing a bass on which a fully comprehensve Chinese nationa
Telecommunications Law can subsequently be devel oped.

Il1.  Conclusions and recommendations

A key concern with Chinas current regulatory regime is that it still requires the
unifying structure likely to be provided by the Telecommunications Law. At present, multiple
issues are addressed in the Regulations in a fairly eclectic manner at different levels of detall.
On the one hand, many issues are addressed broadly amost as statements of intent, creating
potential legal uncertainty. On the other hand, the granularity of other aspects of the
Regulations appears inappropriately high, such as obligations relating to customer billing,
creating potentia inflexibility In addition, a number of critical issues are presently omitted
from the regulatory regime, creating industry uncertainty as to how such issues will be
resolved and scope for commercia disputes. Such uncertainty is anathema to private and
foreign investors who need regulatory certainty upon which they can make their investment
decisons. The fact that China has not issued implementing rules, and has stated that the
Regulations are to be considered only an interim measure, has further heightened such
uncertainty.

The current challenge for China is therefore how to bolster and expand its regulatory
regime while addressing the various regulatory issues at an appropriate level of detail, without
losing flexibility. In this regard, the Austraian experience provides a number of insights. The
level of sophistication and detail of the Austraian regulatory regime is significantly greater
than that of China and each of the issues omitted from the Chinese regime are addressed by
Augrdian legidation. Yet notwithstanding such granularity, Australian regulation remains
relatively flexible.

To achieve such coverage yet flexibility, Australia has deliberately adopted a
structure whereby broad regulatory obligations and principles are set out in legidation, with
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specific detail fleshed out by subordinate regulation and industry codes. Austraia has aso
relied on a hybrid of industry sdf-regulation and governmenta regulation, known as "co-
regulation”.™®> On detailed technical matters, for example, the industry itself determines the
appropriate level of regulation which is then incorporated into Audralian law by ACA

notification. Such an approach could prove useful in China

In summary, the key to success for China will lie in crafting an integrating regulatory
framework that resolves the key industry uncertainties in a coherent fashion, provides
assurances to private and foreign investors, and responds flexibly to technologica innovation
and changes in government policy priorities.

F. Imposing specific regulatory constraints on market power

The principal concern of competition regulation in the telecommunications sector is
with the ability of firms with substantial market power to exploit that market power with
adverse effects on market competition.**® Such market power may be particularly acute in the
cae of teecommunications as it is impossble for any market entrant to provide full
telecommunications capability without interconnecting to the incumbent carrier's network.*’
Accordingly, the incumbent has significant market power arisng from its control over
existing telecommunications infrastructure.™®  Australia and China have each adopted specific
regulatory constraints to address such issues. Critical issues arising from such regulation have
included the appropriate extent of telecommunications-specific regulation, appropriate
infrastructure interconnection requirements, and the desirability of price controls.

I Australian competition obligations

Higtoricaly, Australias approach to the regulation of market power involved
regrictions on the behaviour of the "dominant carie” (i.e, Telstra), coupled with
requirements to charge in accordance with filed tariffs and certain non-discrimination
obligations™® AUSTEL, as industry regulator, had the power to disallow anti-competitive
tariffs."*® Disputes involving interconnection were subject to arbitration by AUSTEL .***

In light of various recommendations flowing from Australias Hilmer Report into
national competition policy in August 1993, the Austrdian government moved to implement a
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more effective competition regime for telecommunications based on generic competition
legidation.”® The Australian Trade Practices Act 1974 was amended to include a new Part
XIB and XIC which set out more stringent competition obligations on telecommunications
firms and created a telecommunications-specific access regime.** In particular:

- Part X1B: Under Part XIB, the ACCC can issue “competition notices’ if it has reason to
suspect that any carrier or CSPis in breach of the “competition rule”.***  The competition rule
involves a more severe application of Audradias generic competition obligations to
Austrdian telecommunications markets. Non-compliance with a competition notice attracts
sgnificant penalties, including fnes of up to a AU$1 million per day.”® The ACCC has

dready issued several competition notices against Telstra, most recently in March 2002.*%°

- Part XIC: Under Pat XIC, the ACCC may “declare” services provided over
telecommunications infrastructure where it considers that such declaration would promote the
long-term interests of end-users.*””  Such declaration is typically made only if access to that
sarvice is essential to competition and the service is not subject to significant competition.*®
Where a service is declared, statutory non-discrimination, access and interconnection
obligations apply to that service. In the event of disputes relating to access to the declared
service, the ACCC may arbitrate the dispute and make binding determinations.®®  This Part
XIC access regime has resulted in a proliferation of access disputes in the Australian
telecommunications indugtry, largely involving Telstra™*°

Under Australian telecommunications regulation, a separate access regime aso applies to
enable access to particular underlying infrastructure, including giving carriers a statutory right
to make use of facilities owned by other carriers (i.e., a form of mandated infrastructure
sharing).***  In the event of disputes over access, the ACCC again has the power to arbitrate
such disputes.**

To date, amost all access disputes in Australia have concerned the price of access to
the relevant telecommunications service. Given the critical importance of determining a price
which balances the interests of access seekers against the interests of access providers, the
ACCC has publicly announced the relevant pricing methodologies that it will apply to resolve
access disputes. In the Australian context, a“TSLRIC” pricing methodology is predominantly
used which prices the service at a level which enables the access provider to recover the
underlying costs of providing that service plus a reasonable risk-adjusted return on
investment.**
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See, for example, paragraph 18 of Schedule 1, Part 3, Telecommunications Act 1997 (Cth).

See discussion in ACCC “Access Pricing Principles. Telecommunications Guide’, ACCC Discussion
Paper, ACCC, Canberra, July 1997. See aso discussion in ACCC “Assessment of Telstra's
Undertaking for Domestic PSTN Originating and Terminating Access’, ACCC Final Decision, ACCC,

Canberra, June 1999. See aso K Ergas "TSLRIC, TELRIC and Other Forms of Forward-Looking Cost
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In addition to these access obligations, Telstra is subject to specific price controls. In
particular, Telstra must ensure that the overal price of a defined basket of its
telecommunications services continues to decline by a rate of 4.5% relative to inflation.
Particular services are also subject to “sub-caps’ within this basket, including a cap on loca
cals of 22 cents and a requirement for aggregate local calls and line rental increases not to
exceed the inflation rate (although they may be adjusted relative to each other).**

. Chinese competition obligations

Given China's higtorica background of state-ownership and control, the Chinese
telecommunications sector remains heavily regulated by world standards and is till to be fully
liberalised and deregulated.™® Furthermore, China's policy model to date may be perceived
as aform of “managed competition” in which the Chinese government manages the market to
achieve its particular policy ambitions. Higtoricdly, a prime motivating force in the industry
has been competing state interests rather than competitive market forces.  The concept of a
“socidist market economy” in the telecommunications sector ill contemplates that the
activities of state-owned telecommunications enterprises will remain subject to a high degree
of governmenta influence, enabling the Chinese government to better implement its Five
Year Plans. However, continued significant governmental involvement potentially reduces
the scope for private sector competition and risks introducing adverse market distortions.

The chalenge for China is how to introduce greater competition principles into its
overal regulatory regime while gradualy reducing government intervention. In this regard,
China s accession to the WTO has placed a clear obligation on China to further adopt Chinese
competition policies. The Regulations themselves aready clarify that the supervison and
adminigtration of Chinese telecommunications must conform with the principle of “the
encouragement of competition”.*** However, China will aso be required to now implement
the pro-competitive regulatory principles contained in the WTO “Reference Paper” on Basic
Telecommunications, so further reforms are likely to be forthcoming.**’

China s generic competition legidation is not as comprehensive as Audtralia’ s generic
Trade Practices Act 1974 and fals to address many issues of concern relating to
telecommunications competition.**® While the Chinese government has indicated it will enact
comprehensive compstition legidation in 2003, such legidation apparently has low priority
relative to other policy initiatives. Competition issues in the Chinese telecommunications
sector have thus been addressed within the context of the Regulations, principaly via:
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Models in Telecommunications. A Curmudgeon's Guide", Paper prepared for the 1998 EU
Competition Workshop at the Robert Schuman Centre of the European University Institute, 1998.

See Telstra Carrier Charges - Price Control Arrangements, Notification and Disallowance
Determination No. 1 of 2001.

China Telecom, for example, retains a monopoly over international calls and has a 99% market share in
basic fixed-line telephony. See International Telecommunications Union World Telecommunications
Development Report 2001 (ITU, Geneva, 2000).

Article 4, Telecommunications Regulations 2000.

General Agreement on Trade in Services, Annex B of the Agreement Establishing the World Trade
Organisation, dome at Marrakesh on 15 April 1994 (1994) 33 ILM 1167 GATS). GATS Annex on
Telecommunications (1994) 33 ILM 1192 (Telco Agreement). See Reference Paper (1997) 36 ILM
367. See aso LB Sherman “Introductory Note on Reference Paper to the Telecommunications Annex
to GATS' (1997) 36 ILM 354. See discussion in Pl Spector "The World Trade Organisation
Agreement on Telecommunications' (1998) 32 International Lawyer 217.

The Law for Countering Unfair Competition adopted at the Third Session of the Standing Committee of
the Eighth National People's Congress in China and promulgated on 2 September 1993. This law does
address some competition issues. For example, Article 12 prohibits tie-in sales. Article 27 prohibits
price fixing or bid rigging. However, the Law is principaly directed at fair trading in general and
addresses such matters as bribery, deceptive advertising and coercive sales. The Law is not as
comprehensive as the generic competition laws of most nations.
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@ price controls, and
(b) interconnection-specific regulation.
Each are considered in turn below.

- Price controls: Higtoricaly, price controls have been pervasive in the Chinese
telecommunications sector. Price floors were justified as ensuring stable telephony revenue to
encourage government-mandated infrastructure investment.™*®  Price ceilings were justified to
protect consumers from over-charging. Notwithstanding such price controls, alegations of
predatory pricing still existed. China Unicom, for example, aleged that China Telecom was
engaging in predatory behaviour and was utilising a price squeeze to reduce China Unicom’s
competitive effectiveness.**° Over the past 2 years, many of the price restrictions have been
relaxed and minimum prices have been reduced to promote more effective competition. Asa
result significant tariff rebalancing has occurred, providing grester scope for competition.***
However, significant price controls still remain.

In particular, two types of price controls may be applied by the MIl to telecommunications
sarvices if it considers such services to be insufficiently competitive.  Government-guided
rates can be imposed for both BTB and VATB services, requiring prices to be set within a
range prescribed by the MIl. Government-fixed rates can be imposed for BTB services.'*
The price setting process is moderately transparent, requiring the MI1 to consult with Chinese
industry and the State Development and Planning Commission before seeking approval from
the State Council."*® It is likely that these price controls will be gradualy phased out as
competition increases in the Chinese telecommunications sector.

- Interconnection regulations. The Regulations set out basic principles applicable to the
interconnection of telecommunications networks, including overriding principles  of
“technological feasibility, economical reasonableness, fairness and justice, and reciprocal
cooperation”. These Regulations are supplemented by more specific interconnection
regulations.*** Under Chinese law, “dominant” telecommunications operators may not refuse
requests for interconnection by other telecommunications operators and must formulate
binding MII-approved interconnection rules based on principles of transparency and non-
discrimination. Network operators must aso interconnect with one another in accordance
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Due to regulatory concerns over “vicious competition” leading to the devaluation of state assets, China
Telecom and China Unicom were required by the MII to comply with price controls. China Unicom
was only permitted to reduce its tariff by a maximum of 10 per cent below the regulated rate. Although
some local operating companies of China Unicom and China Telecom sought to circumvent this
regulation by offering discounts to subscribers, they were immediately prohibited by M1l from doing
so. In April 2000, the MII required China Telecom and China Unicom to execute an agreement, and
each party agreed to follow the regulated tariff of the MII.

See L Holland “Tuned in to China’ (1999) 162(1) Far Eastern Economic Review 1.

Over the past 2 years, China Telecom has sought to rebalance its telecommunications tariffs to better
prepare for greater competition in basic telephony services. Its previous pricing structure was based on
high installation fees but low monthly fees and call charges. However, the latter barely covered the
operating costs of local operating companies.

Prices are still considered high in China. See discussion in C Dodgson “China Looking for the Great
Leap Forward” Communications I nternational, London, November 2000, p 84.

Article 25, Telecommunications Regul ations 2000.

Regulations for Administration of Interconnection of Public Telecommunication Networks, promulgated
by the MI1 with effect from 10 May 2001.
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with any regulations proscribed by the MII with respect to the technical standards,
management and settlement methods.

If operators fail to reach agreement on the terms of interconnection they may apply for
statutory mediation or binding expert arbitration. The MIl is empowered to promulgate
further specific regulations for the administration of interconnection and for the determination
of interconnection charges. The Regulations set out a more genera principle that charges for
telecommunications services will be determined on a cost bass, taking into account the
requirements of the national economy, the development of the telecommunications sector and
affordability to end users.**®

In addition to the above, the Regulations set out a number of competition obligations with
more generic application. In particular, there are specific prohibitions against unreasonable
cross-subsidisation, unfair pricing below cost, and the imposition of restraints on customers.**’

Il1. Conclusions and recommendations

While Chinds existing telecommunications markets are not yet fully competitive, and
China continues to adhere to a form of managed competition with significant price controls,
China is progressively liberdising its markets to redise full scale competition. However, as
China moves toward market-based palicies, it is important for it to develop an effective
competition policy. Inthisregard, Australias experience provides three important insights:

- First, successful implementation of competition policy is dependent on effective competition
laws, well-defined property rights and overall adherence to the Rule of Law. *** While the
latter two elements are becoming increasingly well established in the Chinese lega system,
effective generic competition laws have not yet been enacted and should be given higher
priority on the Chinese reform agenda. In particular, generic competition policy reforms
should idedlly complement future telecommunications reforms and would be consistent with
Chinas WTO obligations.

- Second, China should implement a basic regulatory framework to promote
telecommunications-specific competition, particularly in respect of infrastructure access.
While the Regulations address such issues, Australia's experience suggests that they do not
extend far enough. The Chinese Regulations, for example, do not contemplate such critical
issues as network unbundling and do not prohibit a wholesdle provider from refusng to
supply services for anti-competitive reasons.

- Third, China should ensure that its enforcement agencies are adequately funded and
resourced, given that pro-active enforcement will remain essentid to promoting and
preserving competition in the Chinese market. The earlier comments relating to regulatory

independence apply. *°
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Article 22, Telecommunications Regulations 2000. See discussion in X Yan “The Impact of the
Regulatory Framework on Fixed-Mobile Interconnection Settlements: The Case of China and Hong
Kong” (2001) 25(7) Telecommunications Policy 515.

Article 23, Telecommunications Regulations 2000.

Article 42, Telecommunications Regul ations 2000.

See F Fishwick Making Sense of Competition Policy (Cranfield, London, 1993). See also discussion
in RS Khemani, W Rowley & L Waverman “Competition Policy, Accountability and Economic
Adjustment” (1999) International Business Lawyer 482. See also discussion in CR Crishtak, B
Hadjimichael & U Zachau Competition Policies for Industrialising Countries: World Bank Policy and
Research Series Paper 7 (World Bank, Washington DC, 1989).

See the earlier discussion in Section 3 of this paper.
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Chinads current regulatory approach of a mandatory interconnection offer, coupled with
potentiad MIl oversight, is potentialy stricter in some respects than Audtralias Part XIC
regime. However, the effectiveness of this regime is only as effective as the agencies that
supervise and enforce it. Issues of transparency and natural justice therefore remain critical.
Furthermore, given the critical importance of pricing in telecommunications interconnection,
the MII should publish a guiding pricing methodology. In this respect, Audtrdias experience
is useful, with Audrdia favouring a "TSLRIC" pricing model to ensure prices reflect
underlying costs.**

Chinas tariff structure also requires urgent deregulation if competition policy is to be
effectively employed in China.  As Australias experience with locd call pricing illustrates,
Government price controls have the potential to significantly distort economic incentives.
China Telecom's interconnection prices, for example, are not necessarily cost based in some
areas, partly due to the cross-impact of MII tariffs on fixed line and mobile products, but also
due to China Telecom's ability to bundle services subject to price controls with those not
subject to such controls.™* Reform of price controls is a necessary prelude to effective price
competition in the Chinese telecommunications markets.

G. Addressing market failure by targeted regulatory instruments

A clear intention of telecommunications reforms in China and Audtralia has been to
assist market mechanisms to operate efficiently. However, in certain circumstances markets
may lead to an alocation of resources considered sub-optima or socialy undesirable,
resulting in “market failures’. Of particular concern are market failures associated with:

- management of limited strategic resources, such as the control, ownership and transfer of
telephone numbers (Numbering); and

- universa service obligations USO), namely the provison of basic telephony services to
uneconomic areas for social reasons.

Telephone numbers have strategic vaue in the telecommunications industry and can be
exploited by incumbent firms as a means to dissuade competition. USO requirements are
necessary to give effect to government socia policies. Both issues have been addressed in
Chinaand Australia by targeted regulatory instruments.

l. Australian numbering and USO issues

Numbering: Telephone numbering issues were addressed at an early stage in Audtradia by
retaining ownership of telephone numbers with the Government.  All telephone numbers in
Audtralia are now alocated to carriers by the ACA in accordance with the Australian
Telecommunications Numbering Plan.** This allocation may occur in a number of ways,
including by auction or tender. Once a number is alocated, the carrier to whom it is allocated
has a statutory “right of use” in relation to that number under the Numbering Plan.'*?

If a customer wishes to keep the same telephone number, but physically connect to a
network owned by another carrier, then a “number portability” issue arises. Australia has
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See earlier discussion relating to the TSLRIC pricing model.

See “China Cuts Prices for Telecom Services’ (1998) 20(11) East Asian Executive Reports 17. See
also discussion in "China. Opening China's Telecom Market: Process is Slow, Nontransparent,
Piecemeal and Often Frustrating" (1998) 20(11) East Asian Executive Reports 8.  See also discussion
in The Economist, aboven 71.

Australian Telecommunications Numbering Plan 1997, made by the Australian Communications
Authority pursuant to subsection 455(1) of the Telecommunications Act 1997 (Cth).

Part 22, Telecommunications Act 1997 (Cth).
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gradualy implemented procedures to allow number portability over the past few years and in
2001 implemented number portability in relation to mobile telephony.™  Telephone numbers
in Audtralia are now freely transferable between different carriers. Telstra also maintains a
numbering database of all telephone numbers and customer addresses on behaf of the
Audtrdlian telecommunications industry for the purposes of directory assistance and
production of telephone directories."

USO: The universal service obligation in Augtraia has proved controversa. A key policy
concern of the Australian government is that constituents in remote rura aress are given the
same standard of telecommunications services, a the same cost, as congtituents in the magjor
Australian capitd cities™® In particular, the government’'s express policy is that basic
telephony services should be reasonably available to al people in Audtraia on an equitable
bass, regardiess of where they reside or carry on business.’®” Under the conditions of its
carrier licence, Telstra is currently required to provide such basic telephony services to dll
Audtralians as the default Austraian “universal service provider”.

However, the underlying costs of providing basic telephony servicesto rural areas are
sgnificantly grester than providing such basic telephony services to metropolitan aress.”™
Given fierce price competition in metropolitan areas, Telstra cannot increase its metropolitan
charges to cross-subsidise rural areas. Accordingly, Telstra provides telephony services to
rural Australia at a loss™®® To assist Telstra to recover this loss, the Australian government
imposes a universal service levy on dl carriers and then redistributes that levy to Telstra™®
The level of that levy has proved highly controversa. The Austrdian Government has
capped the levy at roughly AU$300 million, however Telstra has historically claimed that its
actua unrecovered costs of providing the USO are closer to AU$1.8 hillion. From 1991, the
Australian Government introduced a policy of USO tendering to appease rura congtituents
known as “USO contestability”. Few if any, serious operators have participated in such
tenders, indicating that Telstra's claims regarding the relevant USO costs may be closer to the
truth than the Australian Government would currently like to believe.

. Chinese numbering and USO issues

Numbering: As with Audraia, the Chinese Government has favoured centralised
management of numbering resources and ownership d telephone numbers has remained with
the Chinese Government.®*  The Numbering resource is currently administered by the Mi|
and other operators must pay standard charges to the Ml for the utilisation of the Numbering
resource.’® The MIl may alocate telephone numbers either by auction or designation.'®®
Once an operator has acquired the right to use numbers, al other telecommunications
operators are required to co-operate with it to ensure the efficient use of the overall numbering
resource.®  Unlike Australia, only limited number portability has been implemented in China

as at December 2002.
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See discussion by the ACA at http://www.aca.gov.au/number/local .htm#Mobile.

Thisisacondition of Telstra'scarrier licence.

See discussion by the ACA at http://www.aca.gov.au/consumer/uso/whati stheuso/usointro.htm.
Section 9, Telecommunications (Consumer Protection and Service Standards) Act 1999 (Cth).

See P Cribbett "Population Distribution and Telecommunications Costs', Staff Research Paper,
Auslnfo, Canberra, August 2000.

See ACA “Telecommunications Universal Service in Australia’ ACA Media Release, Canberra, 7
January 1998.

See R Alston "Government sets USO Telecommunications Subsidies for 2000-01", Media release 64/01
by the Minister for Communications, Information Technology and the Arts, Canberra, 17 April 2001.
Article 27, Telecommunications Regul ations 2000.

Article 28, Telecommunications Regulations 2000.

Article 29, Telecommunications Regulations 2000.

Article 30, Telecommunications Regulations 2000.
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USO: As China has poor telecommunications coverage in many rura areas and a significant
rural-urban wealth differential, the need for a universal basic telephony service is clearly acute
and remains fundamental to current Chinese Government telecommunications policy. To date
China has relied on cross-subdidisation within the context of mandated pricing to enable
China Telecom to provide basic telephony to rural aress; effectively an informal USO.

However, with the onset of competition and the relaxation of price controls such cross-
subsidisation will become unsustainable. Furthermore, any privatisation of China Telecom
will require the Chinese Government to formdise its USO.

In this respect, the Regulations aready contemplate a Chinese universal service
regime and enable the MII to impose a USO on certain telecommunications operators in
accordance with regulations to be proscribed by the MI1.**®  The cost incurred by such
operators would be compensated in accordance with the mechanism proscribed in such
regulations.*®® In February 2002, the MII announced its intention to implement a Chinese
USO regime, probably within the 2003 year. The USO regime is most likely to involve alevy
on dl telecommunications operators in China based on their annua revenue.

Il1. Conclusions and recommendations

In relation to numbering issues, the Chinese and Australian approaches are broadly
similar. However, China will need to ensure that it implements full number portability to
increase each customer’s willingness to switch between different telecommunications
providers, thereby promoting competition. Mobile number portability, for example, does not
yet exist in China, hence Chinese mobile phone users cannot switch between different
providers without being required to change their phone numbers. Associated customer inertia
can be disadvantageous to market entrants. Austraia implemented mobile number portability
from September 2001.

In relation to universal service issues, China must develop an effective strategy to
enable the sustainable provison of basic telephony to rurad areas. The current Chinese
approach relies on cross-subsidisation and is contingent on continuing price mntrols. China
Telecom, for example, has relied heavily on cross-subsidies from eastern to western China,
and from mobile and long-distance services to local phone services, such cross-subsdisation
achieved as a result of price controls. Such price controls effectively require consumers in
low cost areas to bear the cost of providing services to high cost consumers. However, as
noted previoudy, the removal of such price controls is a necessary precursor to full price
competition in the Chinese market. This then begs the question, how will China Telecom’s
USO be funded if it cannot rely on such cross-subsidisation?

Austraids experience provides severa insights. While Australia imposed a levy on
all carriers to contribute to the cost of Telstra's USO, this levy proved highly susceptible to
politica influence. China should ideally seek to mitigete this political risk by implementing a
highly transparent and independent mechanism for costing the USO. Austraia's experience
also suggests that the Chinese Government should carefully consider the appropriate scope of
the USO to ensure it remains affordable, particularly gven the vast rura areas in western
China. For example, the operationa costs in western China are believed to be exceptionally
high because of the harsh natural conditions and low population. This Stuation is Smilar to
the high costs Telstra experiences in providing telephony services to outback Australia.*®’
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Article 44, Telecommunications Regul ations 2000.

See K Wieland “All Eyes on Mainland China’ (2001) 35(1) Telecommunications 17.

See discussion in B Zhang “Telecom Competition, PostWTO Style” (2000) 27(3) The China Business
Review 12.
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H.  Promoting greater foreign investment

Findly, Chinese and Ausralian telecommunications reforms have involved the
opening of the respective markets of both nations to foreign investment. Such foreign
investment has provided necessary capital for infrastructure investment while further
increasing competition. Critical ssues arising in relation to such foreign investment in both
Austraia and China have included the appropriate level of such investment and the extent to
which foreign investment should be restricted.

l. Australian approach to foreign investment

Historicaly, to address concerns regarding foreign control of strategic assets, the
Australian government imposed foreign ownership restrictions on Telstra in the prelude to
Telstra's partial privatisation. These restrictions ensure that no single foreign person can own
more than 5% of Telstra and no group of foreign persons can own more than 35%."*® In
addition, Telstra must remain incorporated in Austrdia and maintain a substantial operational
business in Augtrdia'®®  The Chairperson and mgjority of directors of Telstra must be
Australian citizens'™ Initidly, foreign ownership restrictions were aso placed on both
V odafone and Optus, although these restrictions have now been lifted.

Otherwise, Audtralia has no remaining foreign investment restrictions applicable
specificaly to the telecommunications sector. Rather, al foreign investors are subject to
Australia s generic foreign investment laws.'”*  These laws require notification to the Federal
Treasurer, via the Foreign Investment Review Board, of proposed acquisitions by foreign
persons in excess of proscribed statutory thresholds.'>  Once a proposed acquistion is
notified, the Federal Treasurer has 30 days in which to decide whether or not to object to the
acquisition. The Federal Treasurer may block the acquisition if satisfied that it would be
contrary to the Australian nationa interest.’”®  The application of this regime to
telecommunications foreign investment was tested in 2001 when SingTel Limited of
Singapore acquired Optus. Notwithstanding concerns regarding Singapore ownership of
certain infrastructure vital to Australian national security, that transaction was ultimately
approved. "

. Chinese approach to foreign investment

Historically, China has expressly prohibited foreign investment in nost parts of its
telecommunications sector, ostensibly for national security and sovereignty reasons but
alegedly aso to retain control over Chinese communications. Where foreign investment was
permitted, such investment was heavily restricted and subject to arbitrary state-intervention.*”
Accordingly, foreign participation was typically limited to contracts for equipment supplies or
specific work on particular infrastructure projects.’”®  With China's accession to the WTO,
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Part 2A, Division 4, Telstra Corporation Act 1991 (Cth).

Part 2A, Division 8, Telstra Corporation Act 1991 (Cth).

Part 2A, Division 9, Telstra Corporation Act 1991 (Cth).

The relevant requirements are set out in the Foreign Acquisitions and Takeovers Act 1975(Cth) and
Foreign Acquisitions and Takeovers Regulations 1989 (Cth).

See http://www.firb.gov.au/

Sections 18 and 19, Foreign Acquisitions and Takeovers Act 1975(Cth).

See P Costello (Treasurer) "Singapore Telecommunications Limited - Application for Foreign
Investment Approval to Acquire Cable & Wireless Optus Limited", Press Release No. 060 by the
Treasurer, Canberra, 22 August 2001.

See LD Chuang “Investing in China's Telecommunications Market: Reflections on the Rule of Law and
Foreign Investment in China” (2000) 20(3) Northwestern Journal of International Law & Business 509.
See M Mueller “The WTO and China's ban on Foreign Investment in Telecommunication Services. A
Game-Theoretic Analysis’ (2000) 24(8) Telecommunications Policy 731. See also P Westover “M&A
in Asiac An Overview of the Telecoms Sector” (2001) 20(9) International Financial Law Review 31.
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China has reformed these tel ecommunications-specific restrictions.  While foreign investment
in the Chinese telecommunications sector remains heavily restricted, these restrictions will be
gradually relaxed over a5 year period from 2002.*"'

In particular, China's foreign investment regulations applicable to telecommunications
ae now set out in the Provisions on the Administration of Foreign-invested
Telecommunications Enterprises 2001 (FITE Provisions) which are supplemented by
operating permit procedures.'”® These FITE Provisions contain various licensing qualification
criteria, and set out application and approva procedures, which must be met and followed
before a foreign entity can invest in the Chinese market.'”® Essentidly, this involves a two-
tier approval process by MIl and MOFTEC. In al circumstances, such investments must be
made via a Chinese-foreign equity joint venture, severdy limiting investment vehicle
flexibility.™®®  While foreign investors have sought to adopt structures to circumvent such
restrictions, these remain high-risk structures that are currently tolerated but could equally be
declared illegal of the Chinese government’s view on the benefits of foreign investment were
to change.

Importantly, the extent to which investment may occur in Chinese BTB and VATB
businesses is restricted in accordance with a trangitiona timetable established pursuant to
China's WTO commitments. Foreign investment up to alevel of 49% in aBTB and 50% in a
VATB will be gradualy phased in over the 2002 to 2007 period, commencing with VATB
services, then BTB mobile and fixedline services. Beljing, Shanghai and Guangzhou are the
first geographic regions to be subject to such foreign investment, followed by the 17 maor
Chinese cities. From 2007, no geographical restrictions will apply.”®*  In effect, these
geographic restrictions prevent foreign investment in the existing state-owned geographically
unrestricted enterprises until 2007, potentiadly curtailing Chinese privatisation activities.

II1. Conclusions and recommendations

Notwithstanding Chind's entry into the WTO, China's redtrictions on foreign
investment in telecommunications remain among the drictest in the world. This contrasts
darkly with Australid's desire to encourage foreign investment in its telecommunications
sector. The issue arises, what are the likely consequences of this difference in approach? In
this regard, China's continued restrictions on market entry are likely to continue to restrict
competition in the Chinese market, to the detriment of Chinese consumers and overal
economic efficiency. Furthermore, future investment in Chinese infrastructure will continue
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This could occur, for example, by establishing a subsidiary in China or acquiring a stake in a Chinese
firm.

A Chineseforeign equity joint venture is a form of limited liability company with a registered capital
set by law as a proportion of its total investment. The venture remains subject to Chinese law in
general as well as specific laws for foreign-investment enterprises. See, for example, discussioninYY
Wu “Joint Venture Law of the People’s Republic of China” in AES Tay & G Doeker-Mach (eds) Asia-
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to be financed by foreign debt, rather than foreign equity. Both issues are potentialy
disadvantageous to Chinese long-run economic devel opmert.

Accordingly, a clear recommendation of this paper is that China needs to further relax
its foreign investment restrictions to promote grester market competition and to increase the
mechanisms for foreign investment. The chalenge for the Chinese Government is to recraft
internal political ideology, and counter internal vested interests, in a manner that will enable
such restrictions to be further reduced.

l. Conclusions

Notwithstanding their significantly different socio-economic and political contexts, the
telecommunications reforms of China and Audtraia have surprisingly similar themes. The
manner in which Australia has successfully addressed certain issues provides clear insights for
China. In particular, given that China will be required to rely more heavily on competition
policy in future years, Audtraia’'s experience in promoting effective telecommunications
competition remains clearly relevant.

Based on the analysis set out in this paper, sx key recommendations can be made to the
Chinese Government:

- Recommendation 1 (Full privatisation): China should move towards full privatisation of
its state-owned enterprises as soon as possible, thereby removing the governmental conflict of
interest between regulatory and commercia functions. Such privatisation would reduce the
international perception that Chinas state-owned enterprises could potentialy influence
government policy to suit their competitive objectives.

- Recommendation 2 (Policy-making separation): China should curtail some of the powers
of the MII by giving its new Telecommunications Commission the role of policy formulation,
leaving the MII with enforcement and administrative functions. China should also ensure the
MII is adequately resourced and subject to requirements of transparency and natural justice,
thereby ensuring Chinese regulatory policy isimplemented fairly and effectively.

- Recommendation 3 (Telecommunications legislation): China should quickly enact a
comprehensve and unified Telecommunications Law which resdves key industry
uncertainties in a coherent fashion, provides assurances to private and foreign investors, and
responds flexibly to technological innovation and changes in government policy priorities.

The current Regulations are insufficient.

- Recommendation 4 (Competition legislation): China should enact targeted competition
legidation focused on infrastructure access, thereby mitigating competition issues arising
from vertical integration. China should aso adopt underlying generic competition laws and
should emphasise the development of competition policy, condstent with the APEC
Competition Principles and China s WTO aobligations.

- Recommendation 5 (Promoting competition): China should implement key reforms
intended to bolster competition. In particular, China should phase out al price controls to
ensure greater price competition. As part of such reforms, China should implement an
affordable USO funded by an independently determined USO levy. China should aso move
to quickly implement full number portability.

- Recommendation 6 (Foreign investment): China should further relax its foreign

investment redtrictions.  Such relaxation would complement China's privatisation activities
and would assist the financing of China' s infrastructure development.
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By implementing these six recommendations, China will teke dignificant steps towards
implementing the economic development strategy identified by the World Bank in its October
2001 report.
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