GUIDELINESTO THE APPLICATION OF THE COMPETITION
PROVISIONS OF THE BROADCASTING ORDINANCE

INTRODUCTION

1. The Communications Authority (CAs responsible for the regulation of all
television programme servicas Hong Kong. The legislative framework set ounh the

Broadcasting Ordinance (the Ordinahaontains express provisiorte ersure fair and
effective competition in the television prograe service market.

2. The Ordinace empowers the CAo enfoicethe provisions prohibiting the abuseaof
dominant position and the use of atdmpetitive conductln order for tle CA to carry out its
duty effectively, there must be transparent and accountable processes and prosédtires,
allow all interested partie® understand how andin what circumstances the CA will
enforceits statutoy dutiesin resgect of competition. This documens$ designedo assist that
process.

3. Nothing in these guidelinexan override any legislation, licee condition @
direction currentlyin force. They are intenddd set out the general principlésat the CA
expectgo apply when exercisg powers under theompetition provisions. However, the\p
notform part of the Ordinance and do not affect its legal scope. The CA would normakty expe
to follow the guidelines antb give reason it departed fronit. The CA, however, cannot
legally fetterits disaetion in advarnce and thereforet retains the abilityto depart from the
guidelines where the circumstances warrant it.

4, These guidelines focas issues suchsmarket definition, the assessment of market
power, the assessment of condincthe television programme service market, etc. However,
they do not attempib assess any individuakoadcaster’s actual positiorin the Hong Kong
market. The positioof individual broadcasterg the market will oty be assessl on a
case-by-case basis as the need arises.

5. These guidelines are divided into two main sections: -
Part A is an overview of theompetition provisions; and

Part B sets out thealytical ramework the CA will usevhenerforcing competition
provisions.

Thereis a separatees$ of guidelines, i.e. Competition Invetigation Procedures, setting ouéth
procedures that will be followedly the CA in dealing with complaint cases concerning
competition.

A. OVERVIEW OF COMPETITION PROVISIONS

Main Prohibitions
OFCA 10009 (12)




6. The Ordinance contains (sections 13 and 14) two main prohibitions:

(&) a prohibition of anti-competitive conduct which has the purpose or effe
preventing, distorting or substantially restrictingmpetition in a television
programme service market; and

(b) aprohibition on the abuse of a dominant position which has the purpofecor
of preventimy, distorting or substantially restrictirgpmpetitionin a televisio
programme service market.

7. For both prohibitions, the test that the @Arequiredto apply when assessing
potential liabilityin the Ordinancés whether the tiensee’s conduct has the purpose or effect of
preventing, distorting or substantially restrictz@npetitionin a television programme service
market.

Purposeor effect

8. The conduct of licensees will breach tlwenpetition provisionsf it has either the
purpose or the effect of preventing, distorting or substantially restricting competition.

9. In ascertaining the purpose of the condactjuestion, the CA would consider the
objective meaning and purpose of the conduids econonit context. In the absence of direct
and overweighing evidende the contrary, the CA may, on the basis of evidence available,
infer a proscribed purpose or draw an inference from conduct and other circumstances.

10. In evaluating whether the conduct hassis likely to have,ananti-competitive effect,
the CA would lookat the state of competitian the market andompare thato the nature ath
extent of competition which would existthe relevant television programme service market o
markets but for the conduitt question. The CA would assess the contyaxaminingit in

its market and economic context.

Preventing, distorting or substantially restricting competition

11. The CA recognises that all business condotctgensee have implications on the
level of competition within a television programme service market. Only the business conduct
that prevents, disttyor substantially restrictsompetition will be prohibitedby the Ordinance.

12. The CA considers that tffereventing”, “distorting” and‘“substantially restricting”
of competition in the context of the Ordinance have thegpective and ordinary meanings.

Television programme service market

13. Taking into account (i) the definition Gklevision programmeservice” in section 2
of the Ordinance; (ii) théservices” which are licensable under ti@dinance; and (iii) ta
scope of the anttompetitive conduct regimén the Ordinane, the CA considers #t a
television programmn service market refers ta downstream market or markets for the
provision of television programme servittethe general public or a smaller segment of the
public. The CA considers, therefore, that the focutsaggulation should be on the conduct of



licensee in a downstream market.

14. In addition, theCA also considers thdtensee’s conductn other upstream or related
markets (that is, markets which might not fall within the definition of a television proggamm
service market) where the conduct resultghe prevention, distortion or substantial restriction
of competition in a television programme service market may breach the competition
provisions since the restriction of competition océnistdevision progamme service market.

Anti-competitive Conduct

15. The prohibition covers conduct suehagreements between licensees that have the
purpose or effect of preventing, distorting or substantially restricomgpetitionin a television
programme service marketHong Kong. Examg@sof such conduct thataybe caught by the
prohibition are discusseak part of the Stage 3 analysis. Th& is not exhaustive anid for
illustration purposes only. The important isssi@vhether the condudh question has the
purpose or effect of preventing, distorting or substantially restricting competition.

Relevant Terms Used

16. “Agreement” has a wide meaning and covers agreements whether legally
enforceable or not, written or oraf;includes so-called gentlesris agreements. There does
not haveto be a physical meetingf the parties foanagreemento be reachedAn exchange of
lettersor telephone calls ay sufficeif a consensus arrivedatasto the action each party will,

or will not, take.

17. “Indirect agreements”. An indirect agreement ay exist where therés informal
co-operation without any formal agreement or decision.

Abuse of a Dominant Position

18. The prowion relatedo licensees with arein a dominant positiom a television
programme service market. The Ordinance only prohibits any conduct of the licensee which
amountgo the abuse of a dominant position, not the holding of the position per se. Conduct b
a dominant licensee that has the purpose or effect of preventing, distorting or substantially
restricting competition a television programme service marisatieenedto beanabuse. As

such, the provision prohibits conduct where the following two conditions are met:

(a) the licensee is dominant in the relevant television programme service m
and

(b) thelicensee is abusing that dominant position.

Exemptions

19. The Ordinance provides (section 13(5)) for exemption from the prohibition against
the anticompetitive conduct, namely:

(@) any restriction imposed on the inclusinma television programme serviceaof



television programme wholly or substantially produbgdhe license®f the
service; or

(b) any prescribed restriction.

20. The Ordinance also provides (section 13(4)) that the &pfoman application made

to it by a licensee ina form specified by the CA and on prescribed grounds, exempt
anti-competitive conduct specifieith the application. Thers no such prescrda grounds for

the time being but the Chief Executive Council nay consider and produce details of the
grounds upon which the CAay exempt anti-competitive condudt,deened necessaryat a
later stage.It should however be noted that th&seo powerto grant exemptions from the
prohibition against the abuse of a dominant position.

21. Competition issues arising fromxtists’ contracts with licensees are not exempted
from the provisions of the Ordinance aasisuch are subjec¢bd the same prohibitionsasany
other agreement. However, it is unlikely thay andividual artist’s contract with a licenseen

itself could have the purpose or effect of preventing, distorting or substantially restricting
competitionin a television programme service market suldeotgulatiorby the CA under ta
Ordinance. Nonethelessmust be said that even indivallagreements ay fall foul of the
competition provisionsn certain cicumstances depending on a number of elements. These,
for example, ray include the immense popularity of the artist; the restrictive tennike
agreement beingepeatedin a number ofsimilar contracts affecting other artists; and the
licenseein question being dominam the relevant market. However, issues arising from or
concerning artistscontracts will be dealby the CAin the same wagsany other competition
case.

B. COMPETITION ANALYSISFRAMEWORK

| ntroduction

22. In acompetitive market for television services, firms will behavsuch a waysto
obtain maximum competitive advantage over rivals. Thpart of the workings of a healthy
competitive process and should provide viewers with a wide range of services, incadang
of high quality, and innovative television at reasonable prices, reflecting the effiméncy
licensees.

23. The aim otompetition policyis to encourage and enhance tuenpetitive process,
but the line between vigorous but fasmpetition and antcompetitive or abusive conduct can
be a fine one.Competition policy does not protect particular businesses whiaip e
adversey affected by faircompetition — inevitably thee are winners andosers from
competition — but it is designedto protect thecompetitive processtself. It providesa
mechanism under whictompetitors who believe they are suffering from unfair competition
can make their position known and for the allegatidosbe investigated thoroughly and
effectively.

24. Whilstit is possibleto list and prohibit certain conducts that are likedyprevent,
distort or substantially restricompetition, no such listanever be exhaustive. What matters is
the purpose or effect of a conduct and not the conthetf, orits form. For this reasoirt, is



importantto carry outan analyss of the particular factors affectirgpmpetitionin each case -
and be prepared to revisit this analysis should market conditions change.

25. Froman econonic perspective thens a needo base all analyses of competitiona
market context whichn turn entails defining the relevant economproduct narkets before
proceeding to analyse the extent of competition withihrteket.

26. Theframework for competition analysis currently based on international bes
practice and applies a sequential methodology comprising three broad stages:

(a) Stage 1: Defining the relevant market in which the party(ies) (r
specifically, the product(s)) under review operate;

(b) Stage 2: Assessing marketompetitionto idertify whether the pay(ies) have
market power, i.e. whether the licenseelominant and/or whethe
the presencef agreements or conducts give the licensee(s) me
power; and

(c) Stage 3: Assessing whether the conduct under review has the purpo
effect of preventing, distorting or substantially restricti
competition in the defined television programme sexwarket.

27. However,it is importantto be clear tht these stages should not be regarded as
separate, self-contained exercises. The purpose of defining the relevantistarkedvidea
framework within whichto analyse the agation of competition— market definitionis not an
endin itself. Thereis an inteaction between the stages, not lebstause therés often an
overlapin thesat of information requiredo define the relevant market atalassess the exten

of competition. Therefore the CA would not apply the guideliresa linear, stefy-step
progress that invariably follows the exact order of the three stagest outabove. An
integrated approado competition analysis @y be adoptedasappropriate. Market definition
canhelpinform competitive #ects whilecompetitive df ectscanhelpinform market definition.
The CA's central focusemainsin evaluating whether the alleged anti-competitive conduct has,
or is likely to have, an antempetitive effect.

28. Although television broadcasting hasme special econoim characteristics, in
particular high fixed costs and low or zer@aminal costs, these do naoh the CA's view,
require a fundamentally different analytical approach; tteybe taken into accounn the
analysis. Accordingi, thecompetition analysisrameworkcanbe appliedn any competition
case ands consistent with the conceptual approach adoptedther competition authorities
and regulators.

29. For the purposes of these guidelines, the CA believest tiatuld be useful to
provide guidance of how will undertakecompetition analysisAs such, the details provided

in the following sectionseflect the expegnce of othercomparable jurisdictions that apply
similar powersto those containeth the Ordirance aswell asthe CAs own experienein the
implementation of the competition provisiansthe Ordinance.The CA takes the view that
while previous cases can be informative, they should not be regarded as binding with
respect to future decisions. However, the CA would adopt the general approach to
competition analysis as set out below.



Stage 1: Market Definition

30. The first stagen the competition analysis the definition of the market, or markets,
relevantto the alleged anttompetitive conduct. Market definitiols notan endin itself, buta
tool used to identify and define the boundaries in which competition takes place.

31. The keyo the prohibition on anti-gopetitive conduct and abuse of dominarsthe
requiremento establish that the conduct of a licensee has the purpose or effect of preventing
distorting and subst#lly restricting competitionin a television progmame service market.
Since the scope of the prohibitions specifically covers the downstream television pregramm
service market or markets (please reéfeparagraphs 13 and 14 above), the prooéssarket
definition primarily involves the identification of a downstream market(s). However, conduct
in an upstream or related marketagnaffect the relevant downstream market, which also
requires establishing (as the case may be) the relevant upstream or related market(s).

32. In the context ottompetition analysis, firms that constra@achother through the
supplyof close substituteare saidto competein the same market. The proces®f market
definition thus involves the identification of close substitutes, from both the demand side and
the supply side.It starts with (a) those demand and supply conditions associated with the
products or services supplibg the firm under investigatiom respecbf which theras some
competition concerns; and (b) the geographical arearmwthich the products or services are
supplied or purchased.

33. The approacto market definition's a conceptualramework ands not intended to

be applied mechanicallyAccordingly the CA would not necessarily follogachstepindicated
below in every case.The CA would lookat the evidence whicls relevantto the case in
guestion andto same extent, would be constraihby the evidence availabldn particular, it

may be clearin same cases that, although more than one market definition could potentially be
usedin the analysis, the conduct under ekzation would not be considered a breactihe
competition provisions on any reasonable market definitiom.such cases, it would not
normally be necessary to establish which of the potential market definitions is correct.

Demand-side Substitution

34. On the demand side, the CA would netxconsider the choices available to
customers and viewers, how tblicesbetween different television programme services are
made and whether there are restrictions on those choices being Tred&ey issues the
extentto which the availability of alternative produatanimpose a constraint on the way in
which a firm prices a particular produddemand substitution constitutes the most immediate
and effective disciplinary force on the suppliers of a given producglationto their pricing
decisionsas well as other factors affecting the terms on which services are available to
customers and viewers. Its assessment reqairaaderstanding of the particular services (for
example, the importance of prigerelationto other features sudms quality and content) and

the possible alternatives available.

35. In terms of assessing the scope for demand-side substitution, the main factors that the
CA would therefore take into account are:

(@) evidence of how customers had readtggrevious changaa relative prices;



(b) the extentto which consumers would incur costs switching from one
productto another and also thieme frame which consumers would need t
organise such a shift; and/or

(c) evidence that suppliers base their business decisions on the prospec
consuner substitution between produdtsresporseto relative price changes.

36. Thislist is not intendedo be exhaustive bus intendedto illustrate the sorts of
evidence that could be used to support arguments about the extent of substitution.

37. Demand substitutability and thus market definition will depend on the circumstances
of each case and custeni andviewers’ needs and preferenaesHong Kong. In the contek

of programnesandviewers’ interests, a broad assessment of the nature of the service (taken as
a wholeaswell asin its component parts) anits likely subsitutes for viewers- having regard

to viewers’ preferences producesaninitial market defiition. Any services that are likely to
benefit from viewers switchingrom the other service shoulae included in the market
definition and those that would not should be excluded.

Switching Costs and Demand-side Substitution

38. Switching costs nead be consideredn the definition of markeasthe imposition of

such costs can affect consumer behaviour and, therefore, assessment of demand-side
substitution. Consumers iy not consider two homogenous produttisbe substitutable if
switching costs are high.

39. For example, switching costs haweban important consideratiom the definition
of the relevant market for payv servicesin other jurisdictions. In th&K case, pay-TV
servies providedby bath cable and sathite distributionsystems were deesd to bein the
sane market, i.e. they were foutal be effective substitutesThis conclusion was based an
consideration of the role of price and non-price factors subscriber’s decision-making.
Although many subscribers had investedsatellite dishes, this did not appear deter
subscribers from switching from satellitecable (soratimesassistedy the practice of some
cable companies of buying-back dishesMoreover, non-price facter such as aesthetic
considerations and the volume and range of programming, were not suffidieeinselves to
determinea viewer’s decision to subscribe to, or switch between, pay-TV suppliers.

40. In orderto identify demand-sidsubstitutes, a variety of different sourcgsevidence

will be sought. The CA would make use of any audience research, market r¢sedundmg
focussed surveys of subscribers and potential subscribers), aaswttier statistical data,
including, where possible, trends in relation to prices, product ranges and subscriber demand.

Supply-side Substitution

41. Supply-side conditions are also importandefining the relevant market. Supply
substitutability elatesto the eaeand speed with whichrims could switcho thesupply of the
product or servicen question, in response, for instant®a price change or a change in
viewing habits, that would makeé profitableto do so. For example, viewers of a weather
channel may only consider existing suppliers of weather chatmnkés effective alternatives.



A consideration of only the demand conditions, i.e., whateis pereive to be substitutes in

the range of chaniecurrentlyavailableto them, nay leadto a market definition that only
embraces these channels. Theey hrowever be, say, a supplier of news channels, or providers
of non-broadcast news (say a news agency) or welabants, that could- in a responsé a
hypothetical increasia the price of the weather channelsome otherfactors— launch a riva
weather channel within a short period (without havowgvest substantiallyn new resources).
The relevant market could, therefore, includes 8upplierin recognition of the competitive
restraint thatit imposes— evenif viewers themselves do not currently recognisas an
alternative.

42. In orderto determine whether there are supgige substitutes, and whether these act
asconstraints on the behaviour of existingrket participants, the CA may seek evidence-on:

(@) thetechnology and other requirements requineaffer a product or service of
comparable functionality into the market under review;

(b) spare capacity within the industry;

(c) information on the willingness of consumers to switchnew suppliers
following a small but significant and non-transitory increiasgrice (SSNIP),
possibly via market research; and

(d) information on past supplside substitution and thah similar markets in
other countries.

Geographic Markets

43. The relevant market also definedn termsof a particuhr geographic aret or from

which the products or services are supplied or purchased: e.g. part of Hong Kong, the whole of
Hong Kong. In trying to define the geographical boundartesa product/service market, the

key aimis to identify an area sufficient to include only those alternative services, which
represent @aompetitive restraint on the behaviour of a hypothetical monopolist. Given the size
of Hong Kongiit is likely thatin most cases the geographicarket will be for the whole of

Hong Kong Special Administrative Region.However, depending on the case under
investigation,it is possible (though unlikelat present) that alternative geographic market
definitions could include a part of Hong Kong or possibly Hong Kongsam@ other region or
country.

44. For market analysis purposes, the CA may have to examine possible wider
geographic markets assess the real environment that licensee concernéalduaspete in. It
should, however, be noted that the CA does not have jurisdiction over television markets
outside Hong Konglt is also importanto note that the geographic scagfea market does not
automatically align with thareain which a supplier operates, but depends on a proper analysis
of demand and supply conditimnas well as the scope for imports.Cultural, linguistic
(particularly the availabilityof alternative Cantonese content) asadial preferenes havea
significant impact on the geographic market definition for television broadcasting.

Temporal Markets

45, Markets may also need be definedn terms of tine. This temporal dimension to



marketss particularly relevanto television broadcasting. For example, the scope and duration
of the coverage of a live premium sports evefikely to have much greater value (and, hence,
scope for antcompetitive conductn the exploitation of the relevant rights) than a repeat the
value of which will decline rapidly oveime and which my not be seems an effective
substitute.

Stage 2: Assessment of Market Power

46. The next stagm the competition analysisamework, having defined the relewan
markets,s to assess whether licersan those markets have the potential abilitybehave in
an anti-competitive manner, i.e. whether aseominant or whether they have market power.
Only a licensee with market power (or a gradpicensees acting togeththat jointly possess
market power) candiave in a potentially anti-competitive manner.

47. Effective competitiorin a market implies tit all firms within that market are
constrainedn the way that they can behave, i.e. they cannot act without significant competitive
restraint from their competitorspnsumers and/or supplierdf a single firm (or several firms
acting togetheris capable of independently setting prices or any other term on which services
are made available to viewers that would imply a lack of competitive restraints on those firms.
This firm (or these firm) is saidto possess market power and possesses more market power
than any of its competitors.

48. Accordingly, the second st@p the competition analysiss to assess the degree of
market power held by licensees within the relevant markets.

49. In most cases, du® the inter-relationships beaen market structure, the firgh
conduct and financial performance, siogle piece of evidenceanprovide a reliable indicato
of the degee of competitionin a market. Important facterhowever, include markethares
(and the degree of concentration or distribution of shares betwees) éinth any changes in
these shares oveéme. However, market shares, which are often wsadmeanso indicate tke
extent of competition, only give a partial pictaea particular momenn time and may not
providean accurate representation of actual competitive foirt@smarket. Consequently,
will be necessaryto look at a range of factors orderto buld up a pictue of the operation of
competition in that market.

50. Other factors that would neé&al be considered nomy include: the potential for

entry and ek from the market, including the existence and scaéay barrierso market entry

the extent of countervailing buyer power and the presence of supplier countervailing power.
The existene of these factors my be sufficientto prevent dicensee wh substantial market
share from acting without significamompetitive restraih In practice,it is necessary to
balance available evidea— qualitativeaswell asquantitative- beforecoming to an overall
judgement. The key objective of this stage of the analysis is, howewdntify whether there

are constraints onl&ensee’s conduct and how effective these are. The principal fatidxs
considered in determining whether a licensee hakathpower could be aksified as follows:

(@) the behaviour of existingompetitors (evidence on the degreecampetition
between existing firmsn the relevant market, foexample movements in
market share, price trends, profitability);



(b) the scope for potential competition imposed on existingsfin the market
by firms outside the markéevidence of competitive restrasy particularly
barriers to entry); and

(c) the strenth of countervailing buyer powédevidenceof competitiverestraints
imposed on existing firmm the markeby buyers of the products or services
that they sell).

These factors which may constrain market power are considered in turn below.
Existing Competitors and Market Shares

51. The evidence used define the relevant markets will be relevamestablishing the
degree of competition between existing #nThe threat of customers or viewers switching to
an alternative product or sepa, or other suppliers launching rival services constities
rigorous competitive discipline on the behaviour of theunnbent firms. The analysis of
demand and supplgubstitutesas part of the market definition stage provides impottan
evidence about the dgree of existingcompetition and this help® buld up a piture of the
market structure.

Market Structure

52. At a very basic level this the numler and identityof firms in the market, togethe
with the distribution of market sheswithin the market: i.e. how concentrated a market is. At
the sametime additionainformation suctaswho the principatompetitas are, whether thes
are different types of companies competinglifferent segments of the market (e.g. serving
different customer groups) etc, is important in order to build up a picture of the market.

Market Shares

53. The market shares of existing firms can be a helpful piece of eviddrwe.
development of market shares otiene provides a useful picture ofarket structure, how this

has evolved and givesinitial guideasto thosefirms likelyto hold market power. Although
market share alonis a poor measure of market powieris unlikely that a licensee withoat
significart share of th relevant market wodl have suficient market power to behave
anti-competitively onits own. If the relevant market has beggined correctly and licenses

have verylow market shares, then they will generally not possess market power, and an
investigation can norntig be droped at an early stage. A licensee with a persistetilgh
market share relativi® its competitors— and one thais increasing ovetime — may be more
considered to have market power.

54. It is importantto emphasise, however,ata licensee with a relatively high market
share my not hold market powerlt may be the case that a licensee with a high market share
could still be unablg¢o act without signitart competitive restraint fromits competitors,
customers and suppliers due, for examoleery low barrierdo market entry and therefore the
potential for new market entry or expanslonother operatorsit may aso be the case that
licensee with a relatively low market shameabsolute termg ableto act without significant
competitive restrainfrom its competitors, consumers and suppliers duehe substantially
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smalker marketshares of its many competitors and thabsence of any external competitive
restraints (from potential new market entrants or large buyers). Market share must, therefore,
be treated onlyasa guide and examined alongside all the other sources of equally important
evidence.

Market Share Guidelines

55. In relation to market share, the CA expedis adopt the following quantitative
guidelines unless specific circumstances require otherwise. These are:

(@) In relation to the prohibition on abuse of dominance, that a license is
unlikely to be individually dominanin a defined television programme servic
market,in the absencef factors suggesting otherwisé,its market share is
below 40 per cent. Thereillwbe, however, a presumption of dominanoehe
absence of evidence to the contrary,aiflicensee hasa market share
persistently above 50 per cent.

(b) The CA recognises that high market shaes given point are not necessarily
indicative of market power. Therefore, the presumption explioifisrs to a
market shargersistently in excess of 50 per cent (e.g. for a period of mo
than 12 months). Theistherefore a eedto examine changeis the pdtern of
market shares ovéime. This will also meanthat just because a licezess first
into a new markethat licensee will not automatically begaumed dominant in
that market.

(c) A licenseecould beconsideredas dominantevenif it records a market share
less than 40 per cent if consideration of other factors, for example,
existerte of very weakcompetitors, substantial barriets market entry and
limited buyer/supplier countervailing power, provides strong evidence
dominance by that licensee.

(d) In reation to the prohibition on anti-competitive conduct, that market
poweris unlikely to exist, i.e., that agreements among would:tmapetitors in
the sane market will not generally have substantial effeiftdhe combined
market sharef the partiess less than 25 perent. At market shares excess
of 25 per cent agreements will be considered on alwasase basis andeh
CA may still find that effects on competition are not substantial. Other fact
such as the content of the agreement under review, the structure c
market(s) affectetdy the agreement, barriets entry andcountervailing buyer
power will be considered in determining whether the agreementa he
substantial effect.On the other hand, certain conducayrbe foundto havea
substantial ééct even where theombined market share falls below the 25 pe
cent threshold. These are covered in the Stage 3 analysis.

56. Market shares may be calculated on several different bases: For example, according
to the value of the services provided, the number of subscribers, the hours of \oewheg

share ofadvertising revenue. Which methalmost relevant will depend on the particudase

and, in some cases, more than one method may be appropriate.
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57. When applying the market share thresholds, or for that matieoking at the

conduct of a licensee, the Ordinance expressly provides that it is the relevant market share and
the conduct not only of the party or parties under direct investigation but also that of other
companies/entities whichre associates of thHeeensee (Section 15(1) of the Ordinance refers).
This is to ensure that licensees do not séekavoid their obligations through the use of
subsidiary companies or agents etc.

Potential Competition and Barriersto Entry

58. A keycompetitive restraint on firms within a marketgnarise from the threat af
newfirm currently outside that market investimgthe necessary resa@&sand enterin@sa
new rival or a firm currently witin the market from expandirits operationsn resposeto a
competitor’s business conduct. For example, a firm with a large market shareahidigy be
unableto sustain high margins iresice provisionin thelong run (i.e. wield market power) if
barriersto entry are low because the potentiaéarn abnorml profits will attract new entrants
into the market which will put downward pressure on prices.

59. In assessing the potential for entoyact as a competitive restraint, the CA would
have regard to different factors including, but not limited to, the following:
(a) recent history of movements into and out of the market;

(b) extentto which past entrants have successfully acquired market share an
costs associated with acquiring that market share;

(c) direct evidence of barriers to entry, expansion and exit;

(d) probability of entry by players in related markets or by start-ups;

(e) costs of exiting the market which may deter entry;

(H  potential impact of technological change on barriers to entry; and

(g) likely response of incumbent firms to entry or expansion.
60. The potential adverse impact oompetition of barriergo entry cannot be over
emphasised.There are many different sources of potential entry barriers and therefore th
analysis will be tailoredo reflect the circumstances eadchcase and will necessarily change
from time to time (particularly in television broadcasting where technology develops quickly).
However,it is possibleto distinguish two broad source$ entry barriers: absolute advantages

and structural advaages. Both of these are relevant television broadcasting and are
examined briefly below.

Absolute Advantages

61. Regulation can create absolute barrierentry, forexample, via a moratorium on
new licences. Nevertheless, Hong Kong, all sectors of the television programme service
market have been fully liberalised and there is no pre-set limit on the number of licences.

Structural Advantages

62. There exist a number of main structural barti@entryin the television programen

12



service market, including but not limited-to:

(@)

(b)

(©)

(d)

(e)

(f)

High minimum efficient scale ankdrge proportion of sunk costs associate
with theindustry which may constitute a derrent to potential entry. This is

particularly the case for a new broadcaster where the cost of providing a
service nay involve costs which cannot be recovered or easily recoug
within an appropriate timeframn

“First mover” advantage @y be considereds barriersto entryasthe resit
of another firm establishing itsali a market first and using this factdeter
other firms from entering (althoughshould be stressed that being first int
the market by itself will not be penalised, nor wilcceadul and fair
exploitation ofamarket positioh

Importanceof being abldo acquire key content ay reinforce the first mover
advantage, where incumbents with an existing customer bageahav
automatic advantage over new entrants becauséartper custorar base
allows the itumbents to bid more and deter the entry of competitors.

The above also relatés barriersto entry causedby constraints on end-user
behaviour, including high switching costs and strong brand awarenes
incumbent operators.

Needto access delivey platforns. This is particularly important for new
entrarts who needo secure carriagm orderto access end-userdn recen
years, however, the increasing use of telecommunications networks fol
deliveryof video content has created a wider range of delivery platforms &
therefore, reduced this structural barrier to entry.

Vertical integration. Vertical integration, sues the ownership of studios
producing television progranes aswell asof a television stationn itself
does not necessarily imply that a licensedominant. Vertial integration
can achieve economic efficiency and provide consumer benefits,
increased efficiencies in the production, distribution, and marketing
television programming, which ay translate ito lower prices.
Consequently, the CA would not view vedidntegration pese negatively.
However, where a licenses dominantin one market and is vertically
integrated into upstream or downstream markets relatéddt market, then it
may have the abilityto affectadversely the upstream or downstream marke
in question. Thiganbe achievedby leveraging its dominanda one market
into another related market.

Countervailing Buyer Power

63. The strong position of a licensee with relatively high market shaydenoffset by
bargaining power on the part of the buyers of the finished product or service such that prices are
determined by their relative bargaining power. The significance of any bargpmivey held

by the buyer relativedo the potential market power of the supplier depends on the market
characteristics. Buyer powersignificant if,in the absence of that buyer, prices charged by the
supplier would have been higher. Factors thay determine the abilitpf buyersto constrain
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suppliers include, but not limited to, the following:

(a) the availability of altenative supbers;
(b) the buyer switching costs;
(c) the feasibility of buyers setting up their own supply arrangements;

(d) the extentto which buyers can credibly threatém stop purchasing other
products sourced from the supplier; and / or

(e) the ability of buyerdo impose costs on supplieby for example, delaying
purchases.

64. A buyeris more likelyto possessountervailing powerif the buyer purchases a larg
proportion of the producer’s output. Given the fragmented demand nature of television
programme service market(s),is unlikely that a single end-user will account for swch
proportion ofanoperate’s revenues or salesdihit is ableto exert countervailing buyer power.
However, in certainimited casesjt is possible that single lar@ buyer of television
programme services, e.g. housing estates, hotel chains, hospital groups, the public aector or
public entertainment chain, could accotmt a significant share adn operator’s output and
thereby have countervailing buyer power.

Other Relevant Factors

65. It is difficult to provide acomprehensive §it of all the factors that might be important

in the consideration of the extent abmpetitionin any given market. The above section has
focused on the main issues for the television programme service markets. The objective of
gathering this information is to gain a better understanding of how a particular mark#tactu
functions and that necessitates going beyond just examining the structure of theasidudket
factors that are importanto the operation of competition will vary from marketmarket. For
examplejn a market where the produstbasically homogeneous, firms are likébycompete
solely on the basis of prickh other markets, like broadcasting, where customers are prepared
to accept price/content trade-offs, firms may attenptifferentiate their products and other
factors suclasbranding and advertising specanbecome more signdant. Othelissues such

as:

(@) the wayin which competition is organised.eg., whether there are forme
tendering processes;

(b) the rate of‘churn’ of customers- which could be takeno indicate that
customers were actively switching between suppliers;

(c) theimportance of branding (e.g. brand loyalty/reputatitects); and

(d) the importanceo firms of being abldao offer a complete portfolio of service
to customers

canall be importanin assessing competitian a television programme service marké.
all these instances, input from the industry (biotherms of suppliers and customers) will
be particularly important.
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Review

66. Once the various sources of evidence for market power have been assimilated and
reviewed, a clear picture of the extent of market pamtre relevant market should emerde.

thereis foundto be no market power (whether arising from a dominant position or from the
existerte of agreements or conducts between $iyno further actiorby the CA will be taken.

In the presence of market power, further analg$the alleged anti-competitive conduct will

be necessany establish whether the conduct has the pggpoeffect of preventing, distorting

or substantially restritng competitionin a tdevision progamme service markeds prohibited

by sections 13 and 14 of the Ordinance respectively.

Stage 3: Assessment of Conduct

67. Once market poward/or dominance had been established, the CA will asagss,
third stage of theompdition analysis, whether therse any anticompetitive condat or any
abuse of a dominant positiothat shall be prohibitethy the Ordinance. Both prohibitions
depend on establishing that the condactuestion has the purpose or effect of preventing,
distorting or substantially restricting competition.

Anti-competitive conduct, including agreements and other arrangements

68. Where the CA establishes the existencarohgreementformal or otherwise, or
conduct,it will seekto ascertain whether the agment, conduct etc. has the puspor effect

of preventing, distorting and substantially restricting competition. This constitutes th
Substantial Effect Test.

69. Based on overseas experience, the CA takes the view that agreemegasevally

have no substantiaff@ctoncompetition— and tlusnot be prohibiteé- if the parties’ combined
share of the relevant market does not exceeR8&ept, although there will be circumstances

in which thisis not the case. This might arise where, for example, the agreement reduces
competitionin analready highly concentradl market or that the parti¢s the agreement are so
much larger than the otheompaniesn the industy sothatit would amounto a restriction of
competition.

70. The Ordinance prowd (section 13()) same examples of the type of anti-
competitive condat that nay be caught by the Ordinance and the guidelines above
indicae the approach #tthe CA intendgo usein investigating suclkeases. Examplesf such
conduct may include, but are not limited-o:

(a) direct or indirect agreement® fix the pricein a television programme
servie market;

(b) conduct preventing or restricting ethrsupply of goods or services tc
competitors;

(c) dired or indire¢ ageements between licensees to share any televis

programme service market between them on agreed geographic or cust
lines;

15



(d) limiting or controlling production, markets, technical development or
investment;

(e) applying dissimilar condition® equivalentageements with other tradm
parties, tlereby placing them at a competitive disadvantage;

(H  making the conclusion of agreenmt®rsubjectto acceptanceby the other
parties of supplementary obligations whidly, their natureor according ®
commercial usage, have no connection with the subject of such agreements.

71. In addition, th&€A will generally regard any agreement between parties which:
(a) directly or indirectly fixes prices or shares markets;
(b) imposes minimum resale prices;

(c) isone of a network a$imilar agreements which have a cumulative effect «
the market in question

asbeing capable of having a substantial effect even whereathbined market share falls
below the 25 per cent threshold.

72. Even when the partiegmbined market shaie higher than 25 per cent, the CA may
find that the &ecton competitionis not substantia Other factors, for example, the content of
the agreement, the scope and extent of the agreement especially telaitthier market
activities and the structure of the market or markets affectedebggteement will be
consideredn determining whether the agreement has a negative effectgetition. It does
not automatically follow thatan agreement between two or more parties wittorabined
market share higher than 25 per cent will have a substantial effect on competition.

Price Fixing

73. Price fixingis a form of collusive or cartel behaviour whereby firms that should be
competing against each other tacitly or otherwise make agreements that have the @urpose
effect of fixing, controlling or maintaining the price of products or services. For example, they
may engagen agreementto buyor sellat a specified target, minimum oraximum prices, to
standardise markups, discounts or credit taomirchasers, do rig bids. In many respects,
price fixing is similar to market sharing agreements (which is covered in a following section).

Vertical Restrairts

74. Vertical restraints typically reféo ageanents between firmat different levels of

the supply chain which restrict the commeré&ieédom of one or more partigsthe agreement

or other competitors. The majority of vertical tragits are benign or even beneficial,
particulaty if thereis effective competitionin both the upstream and downstream markets
Under circumstances where market power existise upstream or downstream level, however,
vertical restraintcan have the purpose or effect of preventing, distorting or substantially
restrictingcompetition. Examples of such verticagstraints nayinclude, but nolimited to, the
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following:—

(&) resale price maintenance whereby suppliers specify a minimum price be
which products or services are not to be resold (minimum resale prices);

(b) selective distributiomn which asupplier only supplieso alimited numler of
acquiring parties, often on an exclusive basis;

(c) excessively long-term supply arrangements where the impaminogpetition
in the relevant market, the economic characteristics of the service contre
for (e.g. scale of investment required, write-off period etc.), aed
availability and terms and conditions of shorter-term contracts fosahe
service determine if the arrangement is excessively long; and

(d) exclusive dealing arrangements whereby one partiye agreement impose
restrictions on thether’s ability to choose with whom, om what, it can
trade may result in market foreclosur

Market-sharing Agreements

75. Market-sharing agreements conceompeting firms agreeingo divide up their
market either geographically by classes of customessthat the partieto the agreement are
protected frontompetition. They ray take several forms su@sagreementso refrain from
producing oneanother’s products, selin one aother’s locations, or selto one another’s
customers.

76. The potential for market-sharing agreemamthe television broadcasting sectsr i
limited, althoughas mentioned above, exclusive dealing arrangemerdg sometime be
regarded as attempts to share markets and could be duly prohibited.

Abuse of dominant position

77. In relationto an abuseof a dominant position of a licees,abuse will be showii a
licenseeis foundto be exploitingts dominanceto the detriment of the competitive process and
the interests ofompetitors, suplpers, and customers/viewers (whettdirectly or indirectly).
The Ordinance states (section 14(4)) that dominant licensee has engagedonduct which
has the purpose or effect of preventing, distorting, or substantially restgotmgetitionin a
television programme service markthen that license will be deened to have abused its
dominant position.

78. Examples of conduct #t may constitutean abuse of a dominant position (section
14(5) of the Ordinance) include, but are not limited to:

(a) predatory pricing;

(b) price discrimination;
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(c) making the conclusion of agreements subjj@etcceptancey other parties of
terms or conditions which are harsh or unrelated to the subject of
agreement;

(d) discrimination in the supply of services to competitors.

These are no more than examples and are not exhaustive. The importaistugstber the
dominant licensees usingits domnant positionin an abusive way. This ay occurif it uses
practices different from those normally adoptethe course ofompetitionin the market with
the purpose orftect of preventing, distortingpr substantially restrictingompetitionin a
television programme service market.

79. Where the conduct ofdmminant licenseés in breachof section 14 of the Ordinance
thereis no powerto grant exemptions. Any mitigating factdisat may exist nay afect the
enforcement action taken.

Predatory Behaviour

80. Low prices or price reductions are normally sesmbenefit fom, and the successful
result of, the process abmpetition. However, not all price reducti@pro-competition. In
particular, predatory pricing where a dominant licensee uses financial resources to
delibeiately sacrifice prat by setting per unit priesat lessthan cost (spafically the margina
cost of production otachunit) to eliminate or weaken moreffient competitorsso that
longer-term profit will be enhanced is ari-competitive becauseit seeks to exclude
competition. Howeve it may be difficult at timesto acarately determine the marginal cost.
Average variable coss commonly acceptedsa reliable estimatef marginal cost and willdo
used by the CA to proxy for marginal cost.

81. There are three factors that are importartonsiderin the context of evaluating
whether a price reduction is evidence of a predatory strategy:

(@) feasiblity: this involvesexamining the structure of the market and tt
characteristics of the alleged predator in otdegstablish whether predation
(including recoupmendf profit once rivals are driven out or weakenexa
feasible strategy;

(b) incremental losses: im@nental lossis changein loss that results from the
particular decision sucas price reduction. Howevett, should be noted that
althoughin such a case the losses may incressgges not follow that the
firm is not coveringits costs. A predatory pricing strategy involves the
deliberate sacrificdoy a dominant liceree of short-term praf by pricing
productsat less than the marginal cost of production which meansittiat
necessaryto consider the effects of the alleged predatory action upon
profitability of the alleged predator; and

(c) intent: whether theres evidence that the alleged predator intetaddrive a
specific competitor out of the market.
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82. Predation includes exclusionary pricirayy example of which @y be offering
increasing discounts faachadditional channel a subsceitpurchases which are unrelated to
costs. These discountsagbe such thait is impossible for a new entratt compete on price
for subscribers who already take one or more channels from the incumbent firmvercage
with all other type®f conduct, what matters the effect of the conduat question.In a fully
competitive market, discounting is normally a sign of healthy competition.

Refusal to Supply

83. Refusato supply products (e.g. programming materials) or services (e.g. access to
transmission facilities) by a dominant liceeson reasonable commercial terms constgute
anti-competitive conducif it has the purposar effect of preventing, distorting or substantially
restricting competition in a television programme service market.

Mandatory Product Bundling

84. The CA does not consider bundling peto be anticompetitive. Both dominant and
non-doninant licensees can offer product bundles to end-users.

85. The issuas whether adominant licensee undertakes mandatory product bundling.
Mandatory product bundling generally means the tying of the supply of one service or product
in which the supplieis not dominanto the supfy of otherin which the supplieis dominant,

i.e. forcing consumers of produatswhich the supplieis dominanto take products which it

is not dominant. This conduid arti-competitivein thatit forces consumer® take products

from the dominant operator which theyaynhave taken from other suppliers. This distorts
market competition.

86. Althoughin same cases mandatory product bundlingynmave antieompetitive
effects, the issues are likdly be complex. Factors that will need be taken into account in
considering whether a particular agreement is @omtipetitive include the technical and
econonic feasibility of unbundling and whether thesean exclusionary effect. For example,
allegations have been made same jurisdictions that bundling of television services and
telephony is potentially antiempetitive. This issue will become increasingly important as all
operators seeto derive market advantagey cross-selling and bundling their products (the
triple-play and quad-play product strategies)These developments are generally pro-
competitive and provide conswn benefits, providd that dominant licensees do tno
undertake mandatory procibundling. In addition, there are certain forms of bundling that,
even though the licensee also offetedupply different parts of the bundle separatelgy bre
similar in effectto predatory behaviour égpaagraph 80), a margin squeeze anosssubsidy
(see paragraph 87). @hwould constitte an abuse where thelis the purpose orfiect of
preventing, distorting or substantially restricting competition.

Cross-subsidy
87. The assessment of cross-subsidy raises similar isstiesse raisedby predatory
pricing andin practice will tendo be investigateth asimilar manner. Cross-subsidies refer to

a situation where a licensee allasall or part of the costs afs activity in one product or
geographic markeh whichit is non-dominanto its activityin another product or geographical
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marketin which it is dominant, i.eit leveragests dominancen one marketo a market in
which it is non-dominant through financial transfers. Predatory pricing involves the short-run
sacrifice of profitsin orderto force competitorsto exit followed by the recoupment of those
loses in the longer run through pricing above tompetitive level. However, whereas
predation tendso be seen mainlgsa single-product issue (dealing with a pricing strategy i
respect of one particular product) cross-subsidy temts mainly a cross-product issue (low
prices for one product being fundieghigh prcesfor other products) and does not necessarily,
therefore, involve a short-run sacrifice of profits.

88. The fact thaanactivityis in receiptof a cross-subsidig not itselfaninfringement of

the prohibitions. The CA recog®s that cross-subsidiesinin fact be procompetitive. The

key issueis whether the cross-subsidy has the purpose or effect of preventing, distorting or
substantially restrictingompetitionin a televsion programme service market. For example
where a licensess financing losse a market wheré is not dominant from profits made in
another market wheri is dominant,there could be a significant feect on competition in
breach of the prohibition on abuse of dominance.

89. A cross-subsidy will normally be deedto exist where a licensee's revenues from an
activity (e.g.a new business or a new product) failcover the costs associated with that
activity (or, equally, fail to generaten ‘adequate return’) over its econonc lifetime (as
expectedat the point when the cross-subsidyprovided). That is, the fact that accounting
profits for a particular period, shasa year, are negative, would not be sufficiergstablish
that an activity wasn receipt of a cross-subsidyThe question of whether or not a cross-
subsidy exists, has be relatedo the econorne life of the underlying assets involved, not just a
consideration of past losses but also of future revenue streliris the proftability of the
activity asa whole ovetime which mattersOne important elememf the analys will be a
reviewof the underlying assumptions that aredeabout the development of the project and in
particular those relatingo the futue competitive conditionsin the market. It would be
unreasonabl® expecta license@¢o meet the targets set dnta business plan for a new service
in their entirety. However, where a businessetas been developed on the basis of unjustified
and implausible assumptioasthe outset and/or thera$been a failure of a licensée take
remedial action oncé had become apparent thiatvould not neetthe targets set oun the
business plan, this could be regar@escviderce of an anti-competitive purpose behind eh
cross-subsidy.

Useof Evidencein an Assessment

90. The CA may obtain evidence from various sources including licensees, other
interested parties and expert advisors (including those appdainthe CA). The CA would
review all arguments and evidence submitted and would ntakawvn judgement on the
relative merits of each submissiofss a general princig, the CA would prefer arguments that

are logical, structured and consistent more favourably.

91. The CA would prefer arguments that are based on eadather than hypothetical.

It is not considered sufficientb provide allegations without any supporting, relevant and
compelling evidence. The CA would also peévidence thtis based on and reflectpresent
realities” rather than projections or predictions. TiaBects the risks inherenn developing
projections and the increasing uncertainty associated with longer term projectans.
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example, when detmining the impact of business conduct on a market structure, the CA
would tend to base its arguments on existing strastand histoic trends rather than ¢h
potential market structure given a set of future developments and assumptions.
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