Assessment of Liberalization in Services 

Sectoral Experience of Hong Kong, China in Telecommunications 

Introduction


This paper outlines, as an example, the economic and financial impact assessment conducted by Hong Kong, China in 1997-98 in connection with the liberalization of its external (international) telecommunications market.  The example is circulated with a view to sharing experience on assessment of liberalization in services with a sectoral focus.  

Background

2.
The liberalization of the external telecommunications market in Hong Kong, China described in this paper refers to the early termination of the exclusive license on certain external circuits and telephone services held by the the then monopoly, through negotiations and compensations, 8 years before the expiry of the license. This leads to the opening up the Hong Kong’s external telecommunications services and facilities market from 1 January 1999 and 2000 respectively. 
3.
This paper presents the methodology and approach of the economic and financial impact assessment on the liberalization, as well as the overall structure of the financial model used in the assessment.  It should be noted that the assessment was made prior to liberalization for the purpose of assisting policy-making.  It should also be noted that the assessment made no distinction between local and foreign service suppliers, and had not singled out impact attributable specifically to trade in services
 as such was not considered relevant to the purpose of the assessment.  However, we believe that the example would be indicative of issues and considerations that may be relevant to assessment of trade in services conducted after changes in policies.

Financial Model

4.
To assist the evaluation of policy options on liberalization of the external telecommunications market in Hong Kong, China, a financial model was constructed to estimate the tangible economic benefit and financial impact of the liberalization.  A summary of the financial model is at Annex.  The financial model is essentially based on estimates of cash flow under different possible scenarios based on certain macro assumptions and other projected trends.  The model was used to assist the computation of compensations for the early termination of the exclusive license, as well as the evaluation of cost-benefits of the liberalization.  

5.
A key feature of the model was that it established a “base case” which assumed the development of the external communications market without the surrender of the exclusive license.  That is, the “base case” assumed the existing exclusive license would remain until its scheduled expiry in 2006 and it took into account the continuing impact of call-back, international simple resale (ISR) of facsimile and data and the other liberalizations which did not breach the licensee’s exclusivities.  The model also constructed a “liberalization case” which represented the scenario where the market was liberalized, i.e. the exclusive license was terminated and the market was opened to other service suppliers.  

6.
The model was dynamic: it adjusted for price changes in the market and the stimulation in the size of market demand brought about by reductions in international direct dial (IDD) prices; it considered the redistribution of traffic among the competitive operators as well as the different forms of service (e.g. it migrates the bulk of call-back traffic to the better mode of ISR of voice (where allowed)); it recognized some routes would allow all forms of competition whilst several routes would have various restrictions; it also factored-in algorithms for market share loss by the existing operator.  The assumptions used in the model were cross-checked with historical data in Hong Kong, China and observations of overseas markets which have already been liberalized.

7.
To test the model and determine the feasible range of valuations of the licensee’s exclusivities, several sensitivity analyses were conducted.  The model was re-run several times to test what impact changes in the key assumptions would make to the valuation.  

8.
To ensure validity of the financial model, the outputs of the model were cross-checked against other sources of information, including estimates produced by financial/industry analysts, comparison with similar examples in other countries, and where available estimates based on alternative methodology (e.g. revenue contribution to market capitalization in the present case).

Cost-Benefits Analysis

8.
A primary purpose of the economic impact assessment was to assess if an economic case in support of liberalization could be established.  In the present case this was done by way of a cost-benefits analysis to assess if the “benefits” of pursuing a policy of liberalizing the sector concerned would likely outweigh the “costs”.  

9.
In the analysis of costs, the compensation payable by the government for the early termination of exclusive license was regarded as a direct “cost” to the community in proceeding with the liberalization.  Other costs included royalty foregone due to the termination of the license, and increases in local tariff which used to be cross-subsidised by international traffic.  These were either adopted from actual figures or derived from the financial model.

10.
In evaluating the benefits, both tangible benefits and intangible benefits had been taken into account, which are elaborated in the following paragraphs in greater details.  

Tangible Benefits

11.
The main tangible benefits arising from the liberalization and early termination of exclusive license was the introduction of competition in external services and facilities, which would bring about reductions in IDD rates over and above the reductions expected to be achieved in any event as a result of existing services like call-back, virtual private network services and international simple resale (ISR) of facsimile and data.  

12.
In addition, it was expected that new services such as ISR of voice, video telephony, Internet telephony and facilities based gateway services which would be enabled by the liberalization would also bring tangible benefits.  The technology of these new services would allow direct-routed, high quality IDD service to be provided at lower cost than call-back, and competition will also result in lower prices for leased circuit services.  

13.
The economic benefits arising from reductions in charges that would flow as a result of the liberalization were estimated based on the financial modeling described above, including IDD reductions and leased circuit reductions.  Forecast consumer benefits were also evaluated by projecting these reductions against the estimate of the likely size of the external services market.  It was noted that these projections were based on historic trends in price reductions and estimate of the likely size of the external services market in the absence of liberalization, and would thus likely to be on the conservative side vis-à-vis the actual outcomes in a competitive market.

Intangible Benefits

14.
Apart from tangible benefits, other intangible benefits that were not readily quantifiable and fall outside the considerations of the financial modeling were also taken into account.  These included –

(a) Greater consumer benefits flowing from competition.  The consumer benefits that would be brought about in terms of choices, innovations, new service offerings, better market responsiveness, more price/service packaging, etc. were taken into account.

(b) Increased competitiveness for the economy.  The contribution of telecommunications to the economy in its own right including both its direct and indirect components, as well as its role as a facilitator and enabler of the services sector as a whole were taken into account.  In particular, the positive effect of more efficient telecommunications services on the competitiveness of the services sector as a whole and in turn the economy were recognized.

(c) New investment and new employment.  The benefits due to substantial new investment in both external and local telecommunications infrastructure brought about by progressive liberalization of the telecommunications sector were recognized.  These included investment by new operators entering the market, as well as by existing operators to meet the demands of a competitive market.  The new employment opportunities created directly in the industry by the investment as well as the profile of such job opportunities were analyzed.  Jobs realized in other employment categories to support the built-out of new telecommunications infrastructure were also taken into consideration.  

(d) Increased attraction as a telecommunications hub and a business location.  The positive effect of enhanced telecommunications infrastructure on development of a telecommunications hub, as well as attractiveness to business to establish regional head office operations, were recognized.

(e) Enhanced information infrastructure and society.  The significance of the liberalization as a first step to create the right conditions to maximize the information infrastructure and enhance its economic efficiency was recognized.  The liberalization was considered supportive of the policy objective of better positioning Hong Kong, China to take advantage of new opportunities arising from the structural transformation in the global economy brought about by information technologies.  

Observations

15.
A number of observations can be made on the assessment -

(a) This assessment focused on a specific liberalization measure in the telecommunications sector.  A main objective of the assessment was to evaluate the likely costs and benefits of the measure to the economy, which included both tangible benefits as well as intangible benefits.

(b) The assessment comprised a financial modeling of tangible effects in prices, as well as qualitative appraisal of intangible effects such as price and market size that were not readily quantifiable and fell outside the considerations of the financial modeling, e.g. consumer benefits, competitiveness, investment, employment and other policy objectives.

(c) The assessment on the benefits to the economy had included local companies, as well as commercially present foreign service suppliers which also contribute to the local economy.  The assessment on economic benefits due to price and market size had also included effects due to services through all modes of supply. 
(d) The use of a financial model was considered useful in projecting likely market developments.  Transparency in the relevant assumptions and inputs as well as the model’s outputs was essential.  

(e) Generally speaking, to assess impacts on other sectors/sub-sectors which may be important for an infrastructural sector, we found that it was often necessary to assess such impacts qualitatively (e.g. on the basis of past trends or reference to other countries' experience).
----------------------
� 	It is pertinent to note that Hong Kong, China has entered “none” in the column of National Treatment of its schedule of specific commitments in respect of Mode 1-3 in International Services of Telecommunications Services (subsector 2.C.II in GATS/SC/39/Suppl.2).  Thus distinction between local and foreign service suppliers was not considered relevant to the assessment of impact on the economy.  
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