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WHARF T&T LIMITED
SUBMISSION IN RESPONSE TO
THE TELECOMMUNICATIONS AUTHORITY (“TA”)

CONSULTATION PAPER DATED 28 DECEMBER 2006 ON REVIEW OF THE
REGULATORY FRAMEWORK FOR UNIVERSAL SERVICE ARRANGEMENTS

1.1

1.2

1.3

1.4

2.1

14 March 2007

INTRODUCTION

We welcome the review initiated by the TA on the regulatory framework for
universal service arrangements. The review is long over-due considering the
market developments since the universal service arrangement was first put in place.

We believe that many of the questions put forth by the TA are unnecessary at this
stage of the review. The key questions to be addressed at this stage should be:

(a) Whether the existing universal service arrangement should continue;
(b) Whether the scope of Basic Service should be re-defined; and
(c) Whether there should be competitive provision of universal service.

The other issues as raised in the consultation paper, namely, costing for universal
service obligations (USQ), funding arrangements for USO and administration
matters are best to be left to a later stage when the key issues are settled. Indeed
these issues may not need to be addressed at all depending on the outcome of the
review on the key issues.

We do not agree with the TA that the current universal service arrangement should
continue to be maintained. We submit that the universal service arrangement
should be cancelled for the reasons as we set out in this submission. In short the
costs of maintaining it do not justify its continuation. If universal service
arrangement were maintained we believe PCCW-HKT Telephone Ltd. (“PCCW-
HKT™) the current universal service provider should bear the USO and the costs
thereof due to the various intrinsic benefits accrued to PCCW-HKT and its
affiliates.

UNIVERSAL SERVICE ARRANGEMENT

We note the 1998 Statement sets the policy objectives for universal service
arrangement being:

e To ensure access to affordable basic telephone services for all people in
Hong Kong on a non-discriminatory basis irrespective of where they reside
or carry on business; and

o To ensure that the costs of providing universal basic services are fairly
borne by the users of network services.

USC submission 14 March 2007 1
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2.6

To achieve these policy objectives, the existing universal service arrangement has
been put in place whereby PCCW-HKT has the universal service obligation to
provide basic service to all persons within the areas of Hong Kong, as defined in
section 35B of the Telecommunication Ordinance and in the fixed carrier licence
granted to PCCW-HKT. For the USO, PCCW-HKT is being compensated by all
external telecommunication service providers for the costs that it has incurred in
meeting the USO in the form of universal service contribution for cach minute of
external telecommunication traffic and in the form of local access charge (LAC).

We believe it is timely to review these policy objectives and the current universal
service arrangement. We do not believe it is equitable for the other network users
to subsidize those who choose to reside or do business in a remote rural area when
they do have a choice. It is only fair that those who choose to reside or do business
in a remote rural area would have to bear the extra costs (if any) of
telecommunication services in the same way, as they would be paying more for
transportation for instance. One cannot demand the same proximity from the
nearest bus stop and the same frequency of bus services if he or she elects to live in
a remote location (which is precisely what USO would guarantee all fixed line
users).

It is also timely to review the policy objectives and the current universal service
arrangement given that the telecommunication market in Hong Kong has been
fully deregulated for a number of years now and there are abundance of choice of
fixed network service providers. Due to keen competition in the
telecommunication market, prices for telecommunication services including
charges for IDD calls, line rentals etc have fallen dramatically and in some
instances services are provided below costs. It is no longer the case where industry
should be expected to carry the social and economic costs of providing
telecommunication services to those in remote rural areas.

The consultation paper mentions that PCCW-HKT has to face competition from
new entrants in the more profitable areas and business that it is no longer viable for
it to meet the universal service obligation with profit generated from its profitable
operation or business to cover the loss incurred in the provision of services in high
costs area. However this is an altruistic statement and ignoring the intrinsic values
brought to PCCW-HKT with the USO, the market power that it can exert in the
market and the hurdles face by its competitors. Behaviorally, PCCW-HKT is
already gouging uncontested customers to subsidise contested customers, which is
unfair and immoral to its competitors, particularly when they are having to in turn
subsidise PCCW-HKT through the USC to enable PCCW-HKT to compete for the
very customers that competitors are competing for.

With USO and the universal service contribution PCCW-HKT has built out its
territorial wide network. This territorial wide network has enabled PCCW-HKT
and its affiliates to provide other non-basic services such as broadband services
and pay TV, particular in the remote rural areas which resulted in PCCW-HKT and
its affiliates enjoy de facto monopoly status in the broadband and pay TV services
market in these areas. Effectively all contributors to the universal service costs of
PCCW-HKT have funded the roll out, operating and maintenance of the network
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which is being used by PCCW-HKT and its affiliates for other services such as

broadband and pay TV services.
2.7  The current universal service arrangement involves significant costs for all
contributors to the universal service costs and OFTA. Based on the TA’s
statement dated 13 November 2006 on the Confirmed Level for Universal Service
Contribution for 2004, the total universal service cost came to $103.3 million or
1.3 cents per minute of external traffic. The confirmed level of universal service
costs for 2004 comprised of $55.5 million for serving uneconomic customers and
$47.2 million for uneconomic payphones. Among the 1.9 million customers, 10%
of them were uneconomic during the estimation period and they took up 9% of the
number of telephone lines. The universal service costs for serving the uneconomic
customers was $55.5 million, or an average of $25 per uneconomic customer per
month. The administrative cost and bad debts was around $0.6 million for 2004
which do not take into account the administrative costs of OFTA and contributors
to the universal service costs.
2.8  With the adjustment of over-compensation to PCCW-HKT in LAC of 1.0 cent per
minute, the actual universal service costs for 2004 was 0.3 cent per minute. Based
on our estimation of the relative share of external traffic, the actual amount of
universal service contribution received by PCCW-HKT from other contributors for
2004 was about HK$18 million (OFTA may verify this amount). Based on the
statements published by OFTA each year for confirmed level of universal service
costs, the total universal service costs for serving uneconomic customers and the
number of uneconomic customers as well as their average costs are dechning.

The table below shows the declining costs of USC for the period from 1997 to

2004:
Universal Service Contribution
Year Total Uneconomic | Uneconomic | Uneconomic customers
uUsC customers | payphones
{(HKS) (HKS) (HKS)

1/4/97- $510.5M | $398.2M $112.3M 2.7M customers: 49% uneconomic

31/3/98 = Average $25.6 p/c/m USC

1/4/98- | $360M | $303M $5TM 2.7M customers: 46% uneconomic =

31/12/98 Average $27.1 p/c/m

1999+ $327M $242 6M $83.7M 2.7M customers: 23%# uneconomic
= Average $32.4 p/c/m

2000 $170.7M | $102.1M $67.3M 2.7M customers: 9%# uneconomic =
8% of telephone lines
= Average $34 p/c/cm

2001 $127.9M | $74.8M $53.2M 2.6M customers: 7% uneconomic =
6% of lines
= Average $33 p/c/m

2002 $111.3M | $67.3M $43.1M 2.4M customers: 8% uneconomic =
8% of lines
= Average $28 p/c/m

2003 ** $1042M | $59.8M $4aM 2.1M customers: 7% uneconomic =
8% of lines
= Average $31 p/c/m

2004##%# | $103.3M | $55.5M $47.2M 1.9M customers: 10% uneconomic =
9% of lines = Average $25 p/c/m
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2.9

2.10

3.1

* Prior to actual for 1999 — calculation was based on TA statement on Universal Service
Arrangements: the Regulatory Framework issued on 14/1/98. Review for 1999 and onwards are
based on the revised calculation methodology stated in TA Statement dated 13 July 2000 and also
took into account the re-balancing of residential DEL and full ETS commencing from 1/1/99

# uneconomic customers significantly reduced due to permission to re-balance tariff for RDEL+

** Took into account promotional offers by PCCW to customers — unfair for contributing parties to
finance the marketing campaigns of PCCW, therefore any rebates, discounts and incremental costs
associated with promotional programs were taken out from USC calculation. Also for promoted DEL
that were likely to have been switched to competitors had those promotions not been launched, they
were excluded from USC calculation

## To ensure USC contributing parties were not unfairly financing marketing campaigns of PCCW,
any discounts including rebates, waivers, allowances, freebies and any other incremental costs
associated with the promotional programs of PCCW would continue to be taken out from USC
calculation. Also those lines under promotions by PCCW that could have been switched to other
competitors had those promotions not existed would be totally excluded from USC calculation.

Given that the amount of universal service contribution received by PCCW-HKT is
declining each year and the total universal service costs for serving uneconomic
customers and the number of uneconomic customers as well as their average costs
are declining, the costs for maintaining the current universal service arrangement
simply do not justify its continuation in its present form,

In view of the above we do not agree with the TA’s preliminary view that the
universal service arrangements should continue to be maintained. We belicve the
current universal service arrangement should be cancelled as soon as practicable.
If the Government wishes to continue the universal service arrangement, we
submit that PCCW-HKT should continue to bear the USO. We propose that either
the Government funds the costs of the USO of PCCW-HKT or PCCW-HKT and
its affiliates bear the costs of the USO. We believe PCCW-HKT and its affiliates
should bear the costs of USO for the following rcasons:

(a) PCCW-HKT has by far the most extensive network coverage which has
been funded by universal service contributions;

(b) PCCW-HKT'’s affiliate uses the very same network to provide broadband
and pay TV services to generate revenue and in remote rural areas it enjoys
de facto monopoly status with pricing power since its competitors do not
have the coverage;

(d) costs of USO is insignificant considering the financial power of PCCW-
HKT and its affiliates. For 2004, the actual USC of $103 million represents
only a 0.4% of PCCW’s 2004 turnover of $22.9 billion. The estimated $18
million USC which it received from other contributors represents 0.08% of
its 2004 turnover; and

(e) PCCW-HKT and its affiliates enjoy intrinsic benefits associated with USO
e.g. visibility of corporate image; ease of building access, access to
advertising space and revenue.

SCOPE OF UNIVERSAL SERVICE

The scope of universal service is referred to as the basic service, which is defined
in the Telecommunications Ordinance and the special conditions of the various
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3.5

4.1

telecommunications licences. At this stage of the review we do not suggest any
changes to the scope of the basic service.

Based on the yearly statements by the TA on confirmed level of universal service
costs, and as provided in Table 1 in the consultation paper, uneconomic payphones
costs have come down from $112.3 million for the period 1 April 1997 to 31
March 1998 to $47.2 million for 2004. Payphones now represent nearly half of the
total universal service costs, compared to 26% for the period from January 1999 to
December 1999. Whilst we agree that the costs of maintaining the uneconomic
payphones has become stable since 2002, nevertheless it represents a very
significant portion of the universal service costs and for 2004, 94% of the
payphones were uneconomical and there were 4,200 payphones for the same
period. We believe there is a need to review the need for universal service
contribution towards maintaining these uneconomic payphones given that nearly
all of them are uneconomical.

As pointed out in the consultation paper, these payphones have been used by
PCCW-HKT and its affiliates for advertising. We understand they have been used
for advertising PCCW-HKT’s own products and the products of its affiliates for a
period of time. Whilst PCCW-HKT may not actually receive advertising revenue
from the advertisements, however the benefits must be taken into account in
calculating the costs for maintaining these uneconomic payphones. The
advertising revenue should reflect the fair market value of the advertising space on
the payphone kiosks. If PCCW-HK'T were permitted to place advertisements on its
payphone kiosks, it should also be required to offer the advertisement space to
other operators on commercial terms.

In addition to the advertising revenue, the costs of maintaining these uneconomic
payphones should also take into account the intrinsic benefits or value to PCCW-
HKT and its affiliates with the visibility of its corporate image through these
payphones kiosks. We suggest that OFTA engage an independent body to assess
the amount of the intrinsic benefits of the payphones kiosks to PCCW-HKT and its
affiliates.

In view of the advertising revenue and the intrinsic benefits to PCCW-HKT and its
affiliates, we believe PCCW-HKT and its affiliates should alone shoulder the costs
for maintaining the payphones. Given the actual amount of universal service costs
that PCCW-HKT would collect from the contributors, it is not cost effective to
introduce any mechanism or arrangements to add to the administrative burden for
all concerned.

COMPETITIVE PROVISION OF UNIVERSAL SERVICE

We agree with the TA as stated in the consultation paper that, in principle, the
universal service should be provided by the most efficient operator irrespective of
the technology deployed and whether they are mobile or fixed network operator.
There is no reason why the provision of universal service could not be opened up
for competitive bidding and with the extensive network coverage of mobile
operators, they are equally able to compete in providing universal service.

USC submission 14 March 2007 5
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6.1

6.2

6.3

Subject to the TA’s verification, the network coverage of PCCW-HKT is by far the
most extensive one and it is in the best position to provide universal service given
its incumbency and USQ. Therefore the incremental costs (if any) for PCCW-HKT
to extend its network to provide universal service would be less than the other non-
incumbent operators.

Given the current legislative framework we agree that the current review should
perhaps be confined to examining the existing arrangement of providing universal
service by PCCW-HKT.

EXCLUSION FROM USO OF AREAS WITH ALTERNATIVE FIXED
NETWORK COVERAGE

We agree that to continue subsidizing the universal service provider in areas where
other network operators are willing to compete will distort the competitive
landscape and 1t 1s also not a fair or reasonable arrangement.

We agree with the TA’s preliminary view that arcas or buildings with alternative
fixed network coverage should be excluded from the USO and where there are
choices for public payphones, these payphones should also be excluded from the
USO.

With such proposed exclusions we could expect the areas subject to USO to be
significantly reduced and the corresponding universal service costs as well as
universal service contribution. Indeed this is further justification to discontinue the
universal service contribution to PCCW-HKT for such reduced USQO given the
significant administrative costs that would be involved to calculate the universal
service costs and contribution.

COSTING FOR USO

We submit that other network users should not be expected to subsidise those who
choose to reside or do business in remote rural areas and the price of the service
should reflect the costs of provisioning the service. However if it is considered that
basic service or universal service should be maintained and be made available to
those in remote rural areas and where there is no other alternative, we believe
PCCW-HKT should provide the required basic service and bear the costs thereof
and should not look to contributions from the other service providers for its USO.
If not, the Government should bear the costs of UUSO.

Given the estimated decline in the scope of universal service coverage, universal
service costs and amount of universal service contributions to be received, it is not
costs efficient to maintain the universal service contributions in view of the costs
involved in calculating the universal service costs and contributions.

In terms of compensation for its reduced scope of USO, PCCW-HKT should look
to the intrinsic benefits or value associated with the USO including provision of
broadband services using the same network, advertising revenue on its payphone
kiosks, corporate image on payphone kiosks etc accrued to it and its affiliates.
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6.5

6.6

6.7
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6.9

6.10

6.11

Subject to our comments above, we do not see any reasons for departing from the
current costing principles for universal service costs, which was last reviewed in
1999 to 2000 and concluded in a TA’s statement issued on 13 July 2000.

Based on the review of the costing principles for universal service costs in 2000,
where the line is used for the provision of both narrowband and broadband services,
the “relevant costs” include only the costs apportioned to the narrowband services.
Where the same physical connection line has been used to provide broadband and
pay TV services, we believe the TA should again review the economics of
providing broadband and pay TV services with the view to consider whether the
revenue from them should be included in the “relevant revenue™. It is possible

that a customer could be economic with the inclusion of broadband and pay TV
related costs and revenue due to increasing penetration of broadband and pay TV
services and declining costs.

In calculating the universal service costs, OFTA has rightly excluded any discounts
including rebates; waivers, allowances and freebies associated with the
promotional offers of PCCW-HKT and rightly adopted PCCW-HKT’s standard
tariffs for the telephone lines. We believe the treatment of telephone lines under
promotions as stated in the consultation paper should be formalized and
continually to be applied. As rightly pointed out by OFTA, to do otherwise would
mean that contributors to the universal service costs would be subsidizing PCCW-
HKT’s promotional programs to their detriment.

We are very concerned with the ability of PCCW-HKT to recover its impairment
of assets losses through universal service costs. We are of the view that the asset
written downs should be excluded from the calculation of universal service costs.

We submit that it is unfair for PCCW-HKT to recover the costs of excess capacity
as a result of effective competition. Any costs of excess capacity should not be
included in the calculation of universal service costs.

We do not believe we should consider alternative costing principles at this stage of
the review. Given the size of Hong Kong in terms of geography landscape and
population, it can hardly be sensible to follow the situations of other countries such
as Canada and USA.

The current approach on customer-by-customer basis to identify each individual
uneconomic customer, as rightly pointed out by OFTA is an extremely detailed
approach. Whilst it might have given high accuracy of estimation of costs, it is not
efficient or costs effective and the calculation is always some 2 years behind. We
would support a simplified approach such as using the approach of “area” provided
such approach does not result in higher universal service costs. However we
believe this issue is premature at this stage of the review.

There are intrinsic benefits accrued to the universal service provider. As identified
in the consultation paper, these benefits include brand awareness/loyalty, public
payphone advertising/visibility, ubiquity of service and life cycle effects. In
addition to those benefits identified by the TA, PCCW-HKT and its affiliates have
used the same network funded by universal service contribution to provide other
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services such as broadband and pay TV services. These benefits should not be
underestimated or ignored.

In our view the costs involved in administering the current universal service
arrangement including the effort of OFTA in determining the scope of USO,
calculation of universal service costs, the collection fees for the collection agency
and the reporting obligations on the part of the contributor, it is time that we should
take a practical approach to universal service arrangement and query in an
environment such as Hong Kong whether we need to have a universal service
arrangement.

Given the size of Hong Kong, with reduced scope of USO (based on the actual
level of universal service contribution for 2004, only 10% of customers were
uneconomic or 9% of the lines), reduced universal service costs and the amount of
universal service contribution actually received by PCCW-HKT, the universal
services costs of PCCW-HKT would be more than compensated by the intrinsic
benefits associated with the USO.

FUNDING ARRANGEMENTS FOR USO

Given that the USO is to meet social objectives, we believe the Government should
be funding it instead of the telecommunication industry. If funding by the industry
were justified based on the size of the revenue base in comparison to the cost of
USO and the benefits from the universality of network services, PCCW-HKT and
its affiliates would be the ideal candidate to fully fund the cost of USO.

IDD traffic minutes have been used as the USC sharing basis. The first reason for
using IDD traffic minutes i.e. the cross-subsidy between local and IDD services no
longer holds true. Whilst IDD services providers do rely on local fixed network for
access, they compensate for such access via LAC to the fixed line operator whose
network has been used. Whilst other mobile network operators and fixed line
operators benefit from universal service, they pay for the services they acquired.

There are complications associated with looking at alternative sharing arrangement.
The 4 options identifted by OFTA are:

Option 1 — Status quo, i.e. sharing on the basis of IDD traffic minutes through
circuit-switched networks;

Option 2 — Sharing on the basis of eligible revenue;

Option 3 — Sharing on the basis of numbers allocated to fixed services with
prefixes 2, 3, 8, 57 and 58, and

Option 4 — Sharing on the basis of numbers allocated for fixed and mobile services
with prefixes 2, 3, 6, 8, 9, 37 and 58 when MNOs are accorded the same treatment
as FNOs in relation to regulation of the fixed mobile interconnection charge,
subject to the outcome of consultation of the Deregulation for Fixed-Mobile
Convergence. Prior to that, Option 3 is adopted.
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There are pros and cons with each of the option. We object to option 3 where
sharing is based on numbers allocated to fixed services. We fail to see why fixed
services have to be singled out to bear the burden of USO. We fail to see why
MNOs should be given preferential treatment .

We are very concerned that on one hand the TA continues to impose burdens on
fixed carriers in relation to universal service and the costs of USQ, on the other
hand he continues to give relieves to MNOs via several rounds of reductions in
their licence fees and taking regulatory intervention in the review of fixed-mobile
interconnection charges. It is time that the TA takes a balance approach and give
some form of relieve to the fixed carriers in the form of a reduced licence fees.

ADMINISTRATION MATTERS

We maintain our view expressed earlier that with the declining scope of USO,
universal service costs that it is not cost justified to maintain the universal service
arrangement. With the abolishment of universal service or our suggested
arrangement whereby PCCW-HKT and its affiliates bear the costs of USO, then
we can dispense with the collection agent and OFTA’s on-going administrative
costs as well as the on-going administrative costs for the other contributors to the
scheme.

We do not have objection to the TA’s proposal in handling the unclaimed rebate.
IMPLEMENTATION OF THE NEW REGIME IN PHASES

We agree that a comprehensive review of the universal service arrangement could
take a long time to complete. We suggest that the review should focus on the key
issues namely the need for the universal service arrangement and the funding
arrangement.

Our proposal is to cancel the universal service arrangement given the size of Hong
Kong, the number of lines or customers considered as uneconomic is very small
and the unjustified costs in administering the universal service arrangement. With
this proposal the industry and the regulator would be relieved of the burden of
administering the universal service arrangement and there is no need to review all
the complex issues identified such as the identification of relevant revenue,
relevant costs, calculation methodology of USO, contributions and on-going
administration.

If for social and economic consideration the Government considers it necessary to
continue the universal service arrangement we submit that PCCW-HKT should
undertake the USQO. The cost of USO should be funded by PCCW-HKT and its
affiliates. With the declining scope of USO and costs, the cost burden to PCCW-
HKT and its affiliates would be insignificant. Besides PCCW-HKT and its
affiliates have been enjoying and will continue to enjoy the benefits associated
with USO namely the corporate image, potential advertising revenue and more
importantly due to the extensive network coverage it is the only operator which is
able to provide universal network coverage to provide broadband and pay TV
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services etc on top of basic services to remote rural areas which no other operator
1s able to compete.

10 CONCLUSION

10.1 We welcome the review of universal service arrangement. We urge the TA to take
a practical approach to dealing with the arrangement. Ensuring that basic service is
available to those in remote rural areas at acceptable costs is essentially a social
and economic issue that the Government should also take responsibility.

10.2  The actual level of universal service costs for 2004 shows that there were only 9%
of the lines, which were uneconomic, on average $25 per customer per month. For
the same period uneconomic payphones represented nearly half of the total
universal service costs and 94% of them were uneconomical. Yet to administer the
universal service arrangement on an on-going basis, the TA and the industry have
to carry a huge burden and costs to service 9% of the uneconomic lines and 94% of
uneconomic payphones. The costs and effort involved do not in our view justify
the continuation of the universal service arrangement; we therefore propose that it
be cancelled.

10.3  If the Government is concerned to ensure that basic service is available to those in
remote rural areas, it should impose the USO on PCCW-HKT and require PCCW-
HKT and its affiliates to bear the costs of USQO.

10.4 In view of the various intrinsic benefits associated with the USO and the actual
amount of universal service contribution, which it received for 2004, as well as the
expected or projected decline in scope of USO and costs of USO, we believe
PCCW-HKT and its affiliates would be well able to bear the costs of USO. This
would save the TA and all existing contributors to the universal service costs
significant costs and resources in administering the universal service arrangement.

Submitted by Wharf T&T Limited
14 March 2007
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