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1. The Competition Commission (the Commission) has been asked to advise
on the competition aspects of the Transport and Housing Bureau’s (THB)
proposal to introduce franchised taxi services (FTS Proposal). The core
elements of that proposal are set out in a 17 March 2017 Legislative Council
Panel on Transport discussion paper (FTS Discussion Paper).

2. There are several aspects of the FTS Proposal that the Commission
considers raise specific competition concerns. These are set out in
paragraphs 1 to 20. But most significantly, the Commission firmly believes
that the FTS Proposal should not be considered in isolation of the current
taxi licensing regime. As acknowledged by THB (see paragraph 5 of the
FTS Discussion Paper), there has been “strong public demand on enhancing
the personalized point to point public transport services”. Structuring the
FTS Proposal in such a way that it only facilitates a niche service for a small
group of people does not seem to align with this clear public demand. An
impetus for change in the taxi industry is clearly needed and we believe that
suitable changes made to the FTS Proposal highlighted in this paper may go
some way to achieve this. In addition, in paragraph 20, we set out three
alternatives to the FTS Proposal which the Commission believes would be
more pro-competitive and go further to address public demand for enhanced
taxi services while meeting the Government’s policy goals.

The FTS Proposal
Fare level

3. Underlying the FTS Proposal is a surprising assertion that there is a demand
for better quality service at higher fares. While there are likely to be some
consumers who are less price sensitive about the taxi fare they are willing to
pay, it makes no economic (or common) sense to assume that they would



demand higher fares. Everyone has an interest in receiving a higher quality
service and if it could be obtained at a price level which a consumer
considers to be a bargain, all the better.

. The FTS Proposal proposes that the Government (artificially) sets the price
that consumers are required to pay for franchised taxi servicers at 50%
above the current price of licensed taxis. This rate is based on a survey
which suggests 9% of people would be willing to pay that price for such
services. The problem with this is that consumers will have no choice but to
pay more for these franchised taxi services than if the Government allowed
for the price to be set based on a competitive process. This is clearly not in
the overall interest of consumers. The amount extra consumers will need to
pay as a result of the Government setting the fare is currently unclear but can
be expected to be consistent with the “franchise fee” offered by the
successful franchise operators.

. The Commission notes the taxi trade’s view that “operators of franchised
taxis should pay a franchise fee so as to maintain a fair competition in the
taxi market” (Paragraph 29 of the FTS Discussion Paper). This is a plain
misunderstanding of what “fair competition” means.

. Fair competition does not require the Government to ensure everyone
charges the same amount, or those who provide a better service are forced to
charge a fixed amount more than those who provide a worse service. The
principle behind fair competition does not entail favouring or protecting the
incumbents by imposing a franchise fee or tax on a new potential source of
competition, or requiring them to set high prices to make it harder for them
to compete. Instead, new franchise holders should be encouraged to compete
and be provided the flexibility to offer a combination of low fares and high
quality. A way in which this might be achieved is set out in paragraph 9
below. If a franchise taxi provider can offer a higher quality of service at the
lowest possible price (which may even be below the price of existing taxis),
this is a pro-competitive outcome that is in the interest of Hong Kong people.
This should be the objective of the FTS Proposal.



7. Of course, if the franchised taxi service providers are able to provide a
higher quality taxi service at a price close to the existing taxi services, those
providing the current taxi services may find it harder to attract customers.
The solution to this is to amend the ordinary taxi regime to either give taxi
owners greater flexibility in setting their charges or reduce the flag fees to
allow taxis to compete effectively. Licensed taxis could also seek to
improve their service quality and reputation.

8. This in turn would have a likely impact on the value of taxi licences as
owning an ordinary taxi licence would potentially be less profitable
(although the effect is likely to be very small if the total number of
franchised taxis is kept at 600). But “fair competition” does not require the
Government to artificially increase the price that consumers pay for a service
to protect investments or licences from declining in value in the face of
competition.

Competition for franchise holders

9. One pro-competitive way to ensure the public are able to benefit from the
FTS Proposal would be to use the level of fares proposed by franchise
bidders as a criterion alongside quality of service. So that, if two parties are
bidding to operate a franchise offering a similarly high level of service
quality, the party intending to charge customers less would be successful. A
competitive process would therefore be allowed to set the price of franchised
taxi fares. This would provide a mechanism for competition on price to be a
feature of the Hong Kong taxi market in a way that also ensures high quality
and transparency. The Government would also be able to avoid acting as a
price regulator.

10.While this approach might appear to result in fewer providers of franchised
taxi services, there would be ways of designing the tender exercise so this
could be addressed. Ultimately the key point is that consumer would be able
to benefit from franchise operators competing vigorously on price. This
approach would require measures to be taken to ensure subsequent



competition to win the franchise is equally vigorous. These are addressed in
paragraph 17 below.

11.A possible concern about allowing the market to set the price of franchised
taxi fares, or any increased role for competition to set prices, is that it would
have a negative impact on taxi drivers. However, the terms on which taxi
drivers would be employed could be introduced as either a requirement of
winning a franchise or a criteria against which bids would be assessed. This
would in turn put pressure on taxi licence holders to compete to retain
drivers who may prefer to work for franchise holders who would be required
to pay them generously. In addition, the extra franchised taxis will provide
more employment opportunity for drivers. Although if the number of
franchised taxis is kept low, the possibility of improved driver welfare will
be minimal.

12.1n so far as the Government is looking to raise funds through the operation
of taxis, a tax could be levied across all providers of taxis both franchised
and licensed. This could potentially be based on congestion (see paragraph
13 below) or emissions or other harmful externalities that the Government
wishes to minimize.

Number of franchised taxis

13.The Commission fully understands the THB’s concerns about increasing the
total number of taxis might “aggravate the road burden”. This issue has
been the subject of a number of studies some of which are summarized in a
June 2018 OECD paper - Taxi, ride-sourcing and ride-sharing services. This
states:

One of the most cited arguments for quantitative restrictions on taxis
IS preventing congestion and pollution. This argument suggests that
without quotas, the supply level will be higher than an optimum
supply level, causing negative externalities such as pollution (OECD,
2007, pp. 23-24). This will depend on the substitutes that passengers
use when they are unable to find a taxi. If majority of the passengers



switch to private vehicles the impact on pollution and congestion is
likely to be negative. If they would switch to ride-pooling and ride-
sharing services there is likely to be a positive impact on pollution and
congestion (Alonso-Moraa et al., 2017).

Instead, there may be less intrusive options for addressing congestion
and pollution. For instance Scheller (2017, p. 20) proposes other
methods which aim at decreasing the unoccupied time of both taxis
and for-hire vehicles including ride-sourcing cars. Other options can
be the imposition of a congestion or pollution tax on each ride,
improving public transport by focusing on end-to-end passenger
experience, or regulating the traffic in specific locations suffering
from congestion.

14.The FTS Paper gives no indication that the THB considered these studies or
what the effect of increasing the number of taxis (but not licences) in Hong
Kong would be. Instead we note that the justification for limiting the number
of franchised taxis is the effect on demand for existing taxi services (see
footnote 7 of paragraph 23).

15.Reference is made (in paragraph 23) to the concern that increased number of
franchised taxis would “adversely affect the development of ordinary taxis”
but the FTS Discussion Paper makes no reference to what that development
is, or whether people would directly benefit from such development. It is
not clear how the proposals for enhancing ordinary taxi services set out in
paragraphs 34 to 40 of the FTS Discussion Paper are in any way related to
the number of franchised taxis. Indeed paragraph 9 of the FTS Discussion
Paper provides the “the problem widely criticized by the public cannot be
resolved within the existing taxi regime”.

16.While the Commission understands that the FTS Proposal could benefit
from being part of a trial scheme, the justification for specifying the 600
vehicle limit in legislation appears unnecessary. If franchised taxis are able
to provide a higher quality of service at favourable market prices rather than
those artificially set by the Government, then they are likely to be popular.
In such circumstances, there are good reasons for reassessing the total



number of such vehicles to reflect demand. If the evidence suggests the
current total number of taxis is appropriate, then the THB could also
consider purchasing licences and using that capacity to provide greater
number of franchised taxis.

End of franchise competition

17.The FTS Discussion Paper does not address the concern that after the first
round of competition, the incumbent franchise providers will become
entrenched. This is a common concern with franchise arrangements. While
there might be tenders every five years in practice the existing providers
who own all the necessary assets and employ the drivers may be at such an
advantage that the role of competition to drive ongoing innovation and
higher quality of service will no longer apply.

18.These concerns can be addressed by strict end of franchise transition
provisions that address what happens with the incumbent providers existing
assets and potentially employees. The FTS Discussion Paper does not appear
to address this point (including in annex 4) even though failing to do so
could result in the franchised providers becoming similarly immune from
competition to drive quality and efficiency as existing licensed providers.

“Tips” or surge pricing

19.To deal with increased demand during peak hours, THB proposes to allow
tipping through apps. Presumably this tip would need to be indicated in
advance of the matching process otherwise it would have no influence on it.
There would seem to be no restriction on the amount consumers might need
to “tip” to get a franchised taxi at certain times. This appears to undermine
the core justification for having a metered taxi system which is to prevent
consumers being taken advantage of at peak times. While there are
arguments on both sides of this issue, it seems strange that such a key feature
of the FTS Proposal is left to be implied in annex 4.



General Competition Related Concerns

20.The Commission has focused its comments on the FTS Proposal. However,
we believe that innovation, most notably the widespread adoption of smart
phones, and new forms of competition, warrant at least consideration of
more wide-ranging reforms to the current taxi licensing regime. Several of
the justifications for the existing taxi licensing regime no longer apply in the
way they once did. Such reforms should look at providing more opportunity
for ride hailing services to compete legally, albeit with necessary measures
to protect the health and safety of drivers, passengers and other road users.
While the Commission acknowledges that more dramatic change is not
straightforward it will ultimately be required if Hong Kong people are to
benefit from competition and innovation in taxi services that are evident in
comparable cities around the world. By way of example some alternative
approaches include:

a. Providing for the introduction of a limited number of franchised taxis
with some threshold service and quality requirement, but without
setting the fare. Franchise holders could then respond to market
demand in regard to the price and quality combination people are
willing to pay.

b. As with (a) but in order to facilitate more competition on price and
quality, the market could be left to decide the number of taxis each
franchisee holds. This could be done by regularly auctioning off
franchises. Although to avoid concentration, an upper bound could be
set on the total number of taxis each franchisee could operate.

c. Introduce the variant of the FTS Proposal as discussed above but
making the price offered in the franchised bid an upper-bound on the
fare, with the franchises free to otherwise compete on price and
services above some minimum threshold.

21.In addition, there is no indication in the FTS Discussion Paper that a
competition impact assessment has been conducted by the THB on the FTS
Proposal, nor is there an indication that it considered how the current
licensing regime for taxis may be harming competition. There is a large



volume of studies and research, including in the OECD report referenced
above, that provides a strong evidence base for policy makers to draw upon.
The Commission does not underestimate the challenges of reform in this
area, nor does it consider that the concerns of the taxi trade are not relevant,
but it does believe that there are pro-competitive alternatives to how the FTS
Proposal can be implemented that would achieve the Government’s policy
aims and should be explored.

22.The Commission is keen to provide whatever further assistance it can in this
matter.
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