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POSITION PAPER OF THE HONG KONG INTERNET SERVICE PROVIDERS ASSOCIATION ON THE PROPOSED ACQUISITION OF THE INTERNET BUSINESS OF HONG KONG STAR INTERNET BY HONGKONG TELECOM IMS

​An Outline
A. Our position
The Association opposes the proposed transaction.

1. The pro-competition policy of the HK Government

2. License condition in Hongkong Telecom IMS's PNETS license - not to prevent or restrict competition

3. OFTA as enforcement agency has the power not to permit the transaction to proceed.


B. Reasons for our Position

1. Competition in the mass Internet market will be adversely affected
a. Overwhelming market dominance by IMS
b. Absence of any effective counter-balancing competitor
c. Reduced choices of ISPs for Content Providers and companies engaged in e-commerce
d. Reduced Source of Content Materials for Competing ISPs
e. Reduced Choices for Consumers
f. Increased Barriers to Entry

2. Increased Dominance of HKT in the Internet Backbone Market

3. HKT market power across the entire telecoms services will be further enhanced

4. HKT will control the information infrastructure of HK


C. Opposition to approval of transaction with conditions.


D. Reference drawn from the US
1. WorldCom/MCI merger
2. HHI Index of market concentration
3. On the subject of economic efficiency.


E.  Conclusion

A. OUR POSITION

It is our position that the proposed acquisition is anti-competitive and against the interests of the consumers.  It is contrary to the pro-competition and pro-consumer policy of the Government.  It will jeopardize Hong Kong’s goal to become the communication hub of Asia.  We recommend OFTA not to approve the acquisition.

1. The pro-competition policy of the HK Government

The policies of the HK Government that:

· the widest range of quality telecommunications services should be available to the community at a reasonable cost;

· telecommunications services should be provided in the most economically efficient manner possible; and

· Hong Kong should serve as the leading communications hub for the region now and into the next century.

This has been made clear in numerous public addresses by OFTA and government officials; and in various government publications including;

(a) OFTA’s guidelines to assist the interpretation and application of the competition provisions of the FTNS license – June 1995 and

(b) OFTA’s paper to the Economic Services Panel, Provisional Legislative Council on the impact on the development of telecommunications industry in HK in light of the acquisition of Pacific Link by Hongkong Telecom dated 29 Dec 97.

2. License condition in Hongkong Telecom IMS’s PNET license

When IMS entered the ISP business in Apr 1996, OFTA and the industry were concerned with the advantageous position from which IMS can compete, given the vertical integration of Hong Kong Telecom in the telecommunications market.

The following condition, unique to IMS’s PNET license was introduced:

“The licensee shall not enter into any agreement, arrangement or understanding whether legally enforceable or not which shall in any way prevent or restrict competition to the operation of the service or any other telecommunications service licensed by the telecommunications authority.”

The proposed acquisition will enable IMS to prevent or restrict competition to the Internet market and beyond and IMS is clearly in breach of this condition.

3. OFTA as enforcement agency

Unlike in the US, UK, Australia and New Zealand where there are developed competition law based on which anti-competitive acquisitions can be challenged, we can only look to OFTA to enforce anti-competition conditions in licenses.  We request that OFTA exercise their powers not to permit the proposed transaction to proceed.

B. REASONS FOR OUR POSITION

1. Competition in the mass Internet market will be adversely affected.

The mass Internet market is the target for both IMS and HK Star.  This excludes the business user market.  We see the following happening as a result of the merger:

a. Overwhelming market dominance by IMS

Based on published figures, IMS has a subscriber base of 235,000 (HKT 97 Annual Report), whilst Star Internet has 80,000.  Accordingly the combined company will have a market share of 70%.

b. Absence of any effective counter balancing competitor

The next largest ISP to the combined entity would have less than 10% of the market.  The proposed acquisition by IMS is an acquisition of the single competitor that IMS care about.  With the elimination, IMS will have the ability to act without significant competitive constraint from its customers and competitors.

c.  Reduced choices of ISPs for Content Providers and companies engaged in e-commerce

ISPs are distributors of content and e-commerce on the Internet.  With IMS having 70% of the distribution channel, content providers and e-commerce companies will be caught in a situation of having to deal only with IMS.  As there is no other ISPs with market exposure comparable to IMS to go to, their bargaining power in their dealings with IMS will be severely reduced.

d.  Reduced Source of Content Material for Competing ISPs

When most content providers and e-commerce companies are pulled to IMS because of their market share, it will be difficult for other ISPs to attract good content to be featured on their sites.  IMS would also be in a better position to engage in practices directed at excluding competition such as exclusive dealings or tying arrangements over content providers and companies engaged in e-commerce.  This will lead to difficulties to compete with IMS in terms of content.

e. Reduced Choices for Consumers

With such market dominance held by IMS, existing players lose the incentives to further invest in their business and new players will be deterred from entering the market.

With the interplay of all factors (a) to (d), it will be increasingly difficult for other ISPs to survive.  Choices of ISPs for consumers will be reduced.

2. Increased Dominance of HK Telecom in the Internet Backbone Market

With the acquisition, Hongkong Telecom (through HKT Netplus and IMS) will add 10% to its existing 47% market share of the Internet backbone market.  (Calculation based on 9/1998 Cyber Map, published by IDG)

3. Hongkong Telecom’s market power across the entire telecommunications service will be further enhanced

IMS currently dominate the Internet broadband service market 100%.  With the approval from OFTA, HKT sell high speed Internet broadband service to ISPs at HK$500.  IMS in turn sell Internet broadband service to customer directly at HK$238, they have block all competition in this market.

Hongkong Telecom controls:

· 100% of Internet broadband service

· 98% of fixed line

· 40% of international long distance

· The international gateway of HK

· About 30% of mobile phone market

· 70% of Internet dialup market (if the acquisition goes through)

The acquisition will complete HK Telecom’s dominance across all sectors (except paging) in Hong Kong.

4. Hongkong Telecom will control the Information Infrastructure of Hong Kong

The convergence of technologies has brought voice, data, and video/image onto the Internet platform.  Internet based services extend into new dimensions and are reshaping all business sectors.  Our entire economy relies heavily on the Internet infrastructure.  With the dominance in the mass Internet market as a result of the acquisition, Hongkong Telecom will have a controlling position over the entire information infrastructure of Hong Kong.  One of the major reasons contributing to the rapid development of the Internet in the US and Europe is the lack of dominant player that can stifle competition.  No single ISP has more than 30% of the market share.  We believe excellence and innovation only thrive in a competitive environment.  Experience has shown that monopolistic power stifles creativity and innovation.  Allowing one single company to dominate our infrastructure would be a serious compromise to our technology development.

C. OPPOSITION TO APPROVAL OF TRANSACTION WITH CONDITIONS

We are also opposed to OFTA approving the transaction with conditions for the following reasons:

1. If OFTA is of the view that there is a significant probability that the acquisition may result in the competition in the future to call for conditions on the acquisition as a safeguard, it would be better off to disapprove the acquisition outright.  Experience around the world show that it is much easier to check anti-competitive conduct by disallowing a potentially harmful merger than trying to regulate its operation.

OFTA can only impose conditions on anti-competitive behavior that can be foreseen (e.g. against predatory pricing).  In reality, many anti-competitive moves cannot be anticipated this way.  The market power once given is irreversible.  Given the complexity and dynamism of the Internet, it is impossible to foresee all the situations where an operator with market power might act anti-competitively.  No one can foresee all the ingenious ways a player with market power might raise barriers to entry, harm competitive entrants after they enter, or otherwise create an unfair and economically warranted advantage for itself.  It is impossible for 

OFTA to impose conditions or undertakings on the acquisition to cover all possibilities.

2. Restraints on anti-competitive conduct by regulatory actions are often ineffective and inefficient.  Despite the numerous guidelines and directions issued by OFTA to deal with price competition, interconnection, service bundling, violation of anti-competitive conduct has been rampant.

A recent example of the futility of such sanctions is Hongkong Telecom’s breach of OFTA’s 1st Apr 98 direction against offer of discounts on products or services bundling.  A fine of HK$20,000 was imposed.  An after event penalty is not an effective reprimand or deterrent against future breaches.  It does not redress the economic harm suffered by Hongkong Telecom’s competitors.

3. Imposing conditions may present a risk of over-regulation of the Internet market which have developed so rapidly largely because of the lack of regulations.

D.  REFERENCE DRAWN FROM THE US

1. WorldCom/MCI Merger

The 1992 Horizontal Merger Guidelines issued jointly by the US Department of Justice and Federal Trade Commission (as amended in 1997) – that mergers should not be permitted to create or enhance market power or to facilitate its exercise.  The reason for the need of such prevention is that “the result of the exercise of market power is a transfer of wealth from buyers to sellers or a misallocation of resources”.

An example can be drawn from the WorldCom/MCI merger.  This is the merger of the 2 largest Internet backbone services.  MCI was both an Internet backbone provider and an ISP.  WorldCom owns three Internet backbone providers and a number of Internet access points.  The merged company would carry more than half of all US internet backbone traffic, control more than half of all direct connections to the Internet and have connections with nearly 2/3 of all Internet services providers.  Critics were concerned that such market dominance would short-circuit the growth of the global information network.

The transaction was only approved when MCI volunteered to divest its Internet business to C&W prior to the merger.

2. HHI index of market concentration

One of the numerous criteria used for evaluation of market dominance is the HHI index (Herfindahl-Hirschman Index) of market concentration.  HHI is sensitive to unequal market shares among participants in the market as in the case of the HK ISP market.  According to our calculation, the HHI index of market concentration for IMS after the acquisition is in the range which will raise alarm bells and call for the closest scrutiny should this proposed merger is to take place in the US.

3. On the subject of economic efficiency

IMS may argue that the acquisition will increase the overall efficiency of it’s operation and that the increased efficiency will reduce their costs so much that their prices are likely to decline, to the benefit of consumers.  Such advantages do not outweigh the adverse effect of monopolistic power.

The 1992 Horizontal Merger Guidelines states: “Efficiencies almost never justify a merger to monopoly or near-monopoly”.

E. CONCLUSION

In OFTA’s 1997 Paper, it is stated that “TA does not wish to see any particular operator becoming dominant in the market by acquisition of another operator”.  It is undeniable that the proposed acquisition if allowed will give IMS and HK Telecom as a group tremendous market power over the entire Information Infrastructure of Hongkong.  Such market dominance by a single player reduces Hongkong’s overall competitiveness as a telecommunications hub of the region.

We paid HK$6.7 billion to Hongkong Telecom as compensation to their giving up of their monopolistic power in the international long distance telephone market.  It is ironical that the same money is assisting Hongkong Telecom to buy themselves back into a virtual monopoly over the entire telecommunications market.

We plead with OFTA not to permit the transaction to proceed.
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