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THE CHAIRMAN: Good morning. Can I thank Mr. Bowsher and Mr. Vajda for their notes this

morning which have been very useful.

MR. BOWSHER: | know | have already sat down, but I should explain the documents.

Obviously, there is the summary of our challenges which is the document which was
contemplated. As | said yesterday, we were going to present a short list of what was in the
platform. There is obviously more evidence on all of this - relevant evidence - in Mr.,
Henry’s second statement at paras. 21 to the end where he goes through the material which
is already referred to in the skeleton. One point | should just highlight, of course, is that the
way we have categorised the term ‘Sky platform’ includes equipment and so forth which is
not necessarily owned by Sky. So, while one may talk in the vernacular about the Sky
platform, and people have always talked about the Sky satellite, there has never been, as far
as | am aware, a satellite owned by Sky. Getting access to the transponder is something
broadcasters have always done. But, since the 1980s people have always talked about the
Sky satellite in some general way as being part of platform. | just wanted to qualify that

note.

THE CHAIRMAN: Mr. Vajda?
MR. VAJDA: What I would like to do is to say something about the parameters of this appeal

because obviously that is quite important. | want to start by going back over some of the
ground that Mr. Bowsher went to yesterday in relation to the legal obligations imposed on
Sky. Mr. Bowsher took us to what I think he called the top of the legal tree which is the
Access Directive. | would like to go back to that, if I may. If I have got my references right,
that is 1722 of the Grey Book. As always with these treaty directives it is important to look
at the structure of the directive. Mr. Bowsher referred us yesterday to Article 5. Just to
refresh our memory it is Article 5(1)(b) where you get the origin of the FRND. The point |
want to make is that if one goes back to p.1721 one sees that this falls within the general
provisions, Chapter Il of the Access Directive. That is important because what Ofcom had
to determine is whether or not the price offered by Sky was FRND. This not an exercise in
price control. I will come back to Chapter 111 in a moment. As Madam Chairman pointed
out yesterday, one can have a range of prices that are FRND. We would say that even in the
case of one purchaser there could be a range of prices. So, if one goes to the facts of this
case, the £78,000 may not have been the only FRND price.

Now, what one needs to do as a matter of law is to contrast the FRND obligation which we
see in Article 5 with the more intrusive obligations in Chapter Il1, which you see is headed

‘Obligation on Operators and Market Review Procedures’. If one goes to Article 8, this
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provides for the imposition of additional obligations where an operator is designated as
having what is called in the jargon significant market power - SMP. For an operator to be
so designated, the NRA has to carry out a market analysis (as we see from Article 8(2)) in
accordance with Article 16 of the Framework Directive. One sees from Article 8(2),
“Where an operator is designated as having SMP, NRAs shall impose the obligations
set out in Article 9 to 13 of this directive as appropriate”.
We see that in contrast sub-paragraph (3),
“Without prejudice to the provisions in Articles 5(1), 5(2) ... NRAs shall not impose
the obligations set out in Articles 9 to 13 on operators that have not been designated
in accordance with para. 2”
Now, one of the additional obligations which might be imposed if you have SMP is price
control. One sees that at Article 13 at 1726. We just need to glance at that very briefly.
There you see that this is a much more intrusive form of regulation where,
“An NRA may, in accordance with the provisions of Article 8, impose obligations
relating to cost recovery and price controls, including obligations for cost orientation
of prices and obligations concerning cost accounting systems, for the provision of
specific types of interconnection ---*
Now, the distinction between what I call a Chapter 111 price control obligation and Chapter
Il FRND is extremely important in the present case because, as | heard Mr. Bowsher
yesterday, much of his case appears to proceed on the basis that this is a price control issue
and you have to fix a right price. For example, and | hope | got my note accurate, he said at
some point yesterday that Ofcom has to establish ‘a proxy market price’. With respect, that
IS not the correct test.

THE CHAIRMAN: | think that is when I went back and said, “Well, what was the question that
had to be answered?”

MR. VAJDA: Absolutely. In fact, he said in opening yesterday that one of the issues in this case
is, “Did Ofcom do enough?” He said that too often Ofcom accepted Sky’s position without
drilling down further. We then had a criticism -- These are points | will come back to, but
it is important that one sees the framework of what is going on. There has also been a
criticism - and, of course, this has been running throughout the case - that Ofcom has not
investigated what percentage of common costs should be recovered from third party users.
We remember the passage in the determination at 5.54 to 5.55 which I will deal with. But,
it is important for the Tribunal to appreciate that we are dealing here with an FRND

exercise - not a price control exercise.
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The next point in terms of legal obligation is how Ofcom has sought to discharge the FRND
obligation through the 2002 Guidelines. It is common ground - if I can just give the
Tribunal the two passages in Rapture’s skeleton at paras. 28 and 37 - that both guidelines
apply. We will need to look at the guidelines in a moment or two.
That then brings me to my second parameter point, which is, “What is the role of this
Tribunal in this case?” The Tribunal, as we know, hears this case as an appeal from the
Ofcom determination on the merits and | just want to make three short points — the Tribunal
already has our defence and our skeleton which go into this in a little detail. First, the
burden must be on the appellant. Secondly, this appeal is not by way of rehearing. Mr.
Bowsher suggested yesterday that an appeal could be by way of rehearing and indeed that is
correct, but he gave no reason why there should be a rehearing in this case, and we say there
should be no such thing.

THE CHAIRMAN: Although he has said it he is not really suggesting it because his relief is to
send it back.

MR. VAIDA: Yes, he accepted that it should be sent back.

THE CHAIRMAN: That is what his relief has been all the time, that it should be sent back.

MR. VAIDA: Yes, but the question of whether or not one has a rehearing or not is also relevant,
as it were, whether one starts de novo with a fresh piece of paper, and we say one does not.
The third point that | wished to make is that we would adopt the observations that you,
madam Chairman, made yesterday that the national regulatory authority — Ofcom in the
present case — has a margin of appreciation to which an appeal body must give some
deference. We well accept that this is not judicial review, but the point that you, madam
Chairman, made is well established and is well supported by the case law and I refer to
para.94 of our defence.
We would add this, that that point is of particular importance in the present case since the
principal attack on Ofcom is a misapplication of the 2002 Guidelines, and the application of
the 2002 Guidelines involves issues of judgment by Ofcom. When one is looking at the
application of the 2002 Guidelines one is not looking at a case of error of law, or indeed
error of fact, but one is looking at a question of judgment.
The third and final point that | wish to say on parameters — and | will deal with this
extremely shortly — is pleadings. Plainly pleadings are of great importance in all litigation.
In this case we have had the benefit of a 41 page Judgment, over which the Tribunal plainly

took a lot of time and paid a lot of attention to in deciding what could and could not be
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advanced. We say the Tribunal needs to examine very carefully whether what is now being
advanced falls within the parameters of the very careful Judgment.

What | would ask the Tribunal to do is that in relation to the piece of paper that Mr.
Bowsher put in yesterday, rather than taking up time now, if we would have the
opportunity, say, by the end of the week if there was anything that we wanted to reply to in
writing we could do so; | suspect if we do it will be very short — there may be nothing but |
certainly would not want to take up time this morning. That deals with parameters.

The next topic | would like to come to is some definitions, and this really arises out of the
Tribunal’s questions yesterday and really the two key terms is what is meant by the Sky
“platform” and what is meant by “EPG services”. | hope that there is some common ground
now between the parties. We have prepared a short note which | hope is of assistance to the
Tribunal, indeed, Mr. Bowsher has also prepared a note and | will comment on that in a
moment, but | do not think the parties are hugely apart on this. If I could ask the Tribunal to
take up our little note first? Ofcom uses the term “Sky platform” (para.2) to refer to a
collection of services provided by Sky to channels, i.e. to broadcasters, such as — and the
words “such as” shows that is illustrative and not exhaustive, because those are obviously
the key matters that we are looking at here, EPG, CA and AC, that is if you like software. If
one looks at Rapture’s brief outline of “Sky platform”, you see that he has put in ----

THE CHAIRMAN: Conditional access, access control, EPG listings.

MR. VAIJDA: And then he has also put in “computers and other electronic systems”.

THE CHAIRMAN: And components of the set top.

MR. VAIDA: Yes, | will come back to the component element of the set top box in a moment,
but he has put in, for instance, computers, and electronic systems, those do not figure in
para.2 but there are computer systems that are running there that we say fall within the
platform.

THE CHAIRMAN: In order to do this you have to have some sort of computer system.

MR. VAJDA: So if you like you have a lot of technical services and they are called “TPS”, that is
one aspect of the platform. The other aspect of the platform is, if you like, the hardware
which is, if you like, which is the set top box which, of course, will itself contain some
software within it. The hardware is essentially a set top box which includes the dish, and if
you see in Mr. Bowsher’s little outline “satellite dish”.

THE CHAIRMAN: Yes.

MR. VAIJDA: Without the hardware (the set top box) you are not going to be able, as a user to
use your EPG, so you need the two.
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THE CHAIRMAN: That is part of the access facility?
MR. VAJDA: Yes. When one is looking at the hardware, the STB, which includes the dish, one

is looking here, and this is what Mr. Roth took us to yesterday, and what is in our
determination — it is perhaps better if we look at the determination where really the same
point is made. It is paras.3.10 to 3.14. Sky launched its digital platform satellite in 1998
and, as of 30" September, the platform was viewed in over 8.5 million households. That
means that there are effectively 8.5 million STBs out there and one has to take account of
those; those are part of the Sky platform. Of course, that is of great importance in the
present case because one of the issues — the second issue that Mr. Bowsher is complaining
about — is the allocation of cost of the platform and, as we know and | will explain this in a
little more detail in a moment or two, the largest element of cost in the Sky platform is
common cost, that is to say common across the board for all broadcasters. The largest
element of that common cost — using it in the sense that | have just described — is the cost of
the set top box which, in fact, Sky subsidises. So, if one is just looking at it at the moment

- what is the cost of the Sky platform? - if the Sky platform, for instance, comprises one
million set-top boxes it would have a very different cost from a platform that comprises 8.5
million boxes. That, of course, is of fundamental importance to the present case because a
platform that comprises 8.5 million boxes as opposed to the platform that comprised one
million boxes is of greater benefit to a broadcaster. You cannot compare the two. One of
the things, again, which is very important in this case - with the greatest respect to Mr.
Bowsher - is that effectively Rapture is seeking to argue that it wants to pay for a particular
product that is not the market. The product on the market is a Sky platform which gives
you access to 8.5 million people. That is the cost. That is what the question is: what is an
FRND price in relation to that product?

If we go back to our little note at para. (3) - and again | do not think this is in dispute - it is
possible for a channel to broadcast via satellite without taking any of the platform services.
A viewer may receive such a channel via a Sky set-top box. Now, that would be effective if
you engage in what is called manual tuning. The position is that that is not very satisfactory
for a broadcaster. If it was satisfactory for a broadcaster we would not be here today
because that is what Rapture would be doing. What Rapture wants access to is the EPG. The
point about the EPG is that it is a ready way of directing a viewer to a channel. It is offering
a service to a viewer which is of tremendous benefit to the broadcaster. We go on to make

the point that if you are somebody like Rapture, you are broadcasting off a satellite. You
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could also receive that channel via a non-Sky set-top box. Indeed, I think that was the point
being made yesterday.
However, what we say - and, again, this is of fundamental importance to the position that
Ofcom have taken - is that the broadcaster is only on the Sky platform if he is taking one of
the services of the Sky platform. Again, it is question of comparing apples and oranges.
What Rapture what to do is to be on the platform and therefore that is the product that they
wish to buy. The platform then gives you access to the 8.5 million viewers.
That is all I want to say on the platform. | now come to EPG services. As a court of law
one looks to the definition in the Act first. It may be helpful if we just go back to that at
p.910.
“Electronic programme guide means a facility by means of which a person’s access
to any service which consists of:- the listing or promotion, or both the listing and the
promotion, of some or all of the programmes included in any one or more
programme services; and (b) a facility for obtaining access, in whole or part, to the
programme service or services listed or promoted in the guide”.
If we can perhaps go back to para. 6 first, this is effectively what it does.
“ The EPG listing services provided to the broadcaster involves assigning an EPG
channel number to each broadcaster’s channel and providing a technical interface by
which the broadcaster can deliver and amend programme schedules and related data.
The essence of the EPG listing services is that the channel may then be seen by
viewers with a set-top box”.
So, going back to para. 5,

“As a matter of practice, viewers of digital TV use EPGs primarily to navigate
between channels, access channels by unique channel numbers, and browse
programming schedules and related data”.

So, it is really a ready means of access for the viewer to a channel.

THE CHAIRMAN: Can I just ask you - really just to clear up my own mind so that I am not
confused about what | personally do on these things: BBC World News is 80. Now, that is
the unique number, is it? It is not what | would do if I could programme myself. If | put 80
in it will not work. It is a unique number.

MR. VAIDA: | think that is right.

THE CHAIRMAN: That is on Freeview - not on Sky

MR. VAIDA: On Freeview, yes. Rapture presumably have a number ----

THE CHAIRMAN: | do not know what it is on Sky.
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MR. VAIDA: When Rapture was on the Sky platform ----

THE CHAIRMAN: It would have had a number like 254, or something.

MR. VAIDA: Yes. That is how you would access it. The important point is that the viewer can
only benefit from the EPG if you have got a set-top box. A set-top box is required for the
viewer to use the EPG. So, again, coming back to, “Is one on or off the Sky platform if
there is no EPG listing? -- One is not on the platform, albeit if you are a bit of a technical
geek you may still be able to move your dish around and receive it.

THE CHAIRMAN: The numbers that used to be in the Radio Times - | do not know if they are
still there - are actually not this unique number, but the number you could do yourself?
(After a pause): No. No. So, something completely different.

MR. VAIDA: Yes. (After apause): Ithink the answer is ‘No’.

THE CHAIRMAN: Yes. That was video-plus apparently.

MR. VAJDA: So, in terms of the EPG which, of course, is being paid for by the broadcaster, the
broadcaster is paying effectively for, if you like, ready access. We accept that access might
technically be possible, although we all know that it is going to be of little use to anybody.
He is paying for access to the customer. That is what this case is all about.

PROFESSOR STONEMAN: May I just ask for clarification? Are you saying that, as you put it,
the geek is in any way acting illegally in accessing the data through unauthorised channels?

MR. VAJDA: No. No. I think the position is that programmes like Rapture, which are free to
view, you can access in any way. There is no copyright problem. Perhaps | might mention
it now before | forget it actually. This is a point which is not, in a sense, relevant to this case
at all, but arose yesterday | would just like to clear up what might have been a
misconception. Access to the Sky platform is not the only way that Rapture can broadcast.
If we can just look at Mr. Henry’s second witness statement, which is at tab 7 of
supplementary bundle 1. Paragraphl5 on p.176:

“Rapture continue to be broadcast on satellite by Argiva until approximately the

end of April or beginning of May 2007.”
It appears, | am not sure what the date of this statement is — July of this year — it is now
being broadcast by virtue of broadband. “A broadband stream of the channel is now
established from this location.” So that is the way, if you want to access Rapture at the
moment, you would do. As | say, it is not a point that is at all relevant to this case, because
the question is, is this price FRND, but I think there was some suggestion yesterday that the
only way Rapture could broadcast would be if it got on to the Sky ----

THE CHAIRMAN: Because the others are closed, Freeview ----
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MR. VAIJDA: That is technically — I am instructed — not entirely correct either. It is perfectly
true that there are less channels available on Freeview, but it is actually done by auction, so
anybody could bid, but I am told that you would be having to pay a lot more than £76,000
to get on to Freeview, so as | say it is not relevant to this case, but the Tribunal did indicate
yesterday that it may this was the only method for rapture.

THE CHAIRMAN: Before we indicated that is what we had heard. 1 think Professor Stoneman
has a question.

PROFESSOR STONEMAN: | want to go back to the point you made before you made the point
that you did not want to forget ... (laughter) ... which is, what it is that the price being
charged by Sky for EPG services covered? | think we agreed yesterday that Sky did offer
some value-added services to the information that comes from the broadcasters. So
basically the broadcaster supplies Sky with a certain amount of material, Sky will then
make sure that it is spelt correctly, that it is not offensive, etc., and one or two other
services, and that will then go out on the EPG listing?

MR. VAJDA:

PROFESSOR STONEMAN: So part of the price will cover those services. The other part of the
price will be the price being charged for access to the 8.5 million set top boxes on the Sky
platform? Is that correct? | am just dotting “i’s” and crossing “t’s”

MR. VAJDA: The access to the 8.5 million is common cost, and the issue is how much of the
common cost should somebody who is just wanting EPG contribute to? But in terms of
what Sky is doing, apart from correcting spelling mistakes and so on, they are providing the
set top box which will enable a viewer — because without set top box the viewer does not
have EPG, so there is an element in the set top box that is necessary so that your EPG works
if you are sitting at home, or wherever.

PROFESSOR STONEMAN: | thought that was what | was saying.

MR. VAIDA: Well the service that they are providing is not just correcting, if you like, spelling
mistakes from broadcasters, but part of the STB plainly relates to EPG, there may be other
parts of the STB which relate to CA or AC, that is the point | was seeking to make.

THE CHAIRMAN: Can I just ask you, when you said that you can access it by broadband, that
means that you can access it on your PC?

MR. VAJDA: Yes.

THE CHAIRMAN: Not on your television unless you ----

MR. VAIDA: | am told it depends on your ----
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THE CHAIRMAN: That is why | said “unless”, because if you have one or these systems that ---

MR. VAIDA: You can hook your computer into your TV.

THE CHAIRMAN: Right, and it comes that way?

MR. VAIDA: Yes. You can tell from that answer that | have not actually done that myself!
(Laughter). What | would like to do next and, indeed, perhaps | will just give the Tribunal
a route map now where | am going, having dealt with parameters in some depth. | am going
to look briefly again at the guidelines — the guidelines are very, very important in this case
for obvious reasons. Then what | am going to do is to look again in a little detail at the
determination to try and explain what Ofcom did. | will then refer to that confidential table
that I put in yesterday without, | hope, revealing any figure in open court. After that I will
go through my skeleton, | hope relatively rapidly, and then pick up the main points that Mr.
Bowsher made yesterday.
So if we could start at the guidelines, which are at tab 6 of the Ofcom defence. Just for the
Tribunal’s note we deal with the significance of the guidelines, at paras. 9 to 18 of our
skeleton, so | am not going to repeat what is in 9 to 18, but if the Tribunal bears that in
mind.
Could I ask the Tribunal to begin at p.3, which is the summary, and if we can just look at S3
for a moment, just pick up some of the bullets there. This is “Key points amplified within
these guidelines”:
“The obligation on providers of conditional access and access control is to offer such
services on a fair, reasonable and non-discriminatory basis to third parties wishing to
purchase services regulated under that licence.”
That is, if you like the origin of what we term in our skeleton “competitive neutrality”, and
Mr. Bowsher wondered yesterday aloud “where does this expression appear in the
guidelines”™? “Competitive neutrality” as such does not appear in the guidelines but that is,
if you like, the principle underlying that. We will see as we go through the guidelines that
the whole point of this — or one of the major points — is to ensure that, if you like, Sky does
not favour its operations as against third parties.
Then we see the second bullet:
“in assessing fairness and reasonableness, Oftel will consider whether the terms offered are
consistent with those which would be expected in a competitive market.”
We then have the ‘floor” and the “ceiling’ point, and then if I can just look at the last two

bullet points:
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“a range of factors should be taken into account in assessing prices including the service
required, the benefits to the platform for carrying the service, the benefits for the
broadcaster or service provider of inclusion on the platform, the revenues accruing to the
broadcaster from the carriage on the platform, and the willingness to pay of the broadcaster
for the service.”
So it is a flexible approach.
“in assessing non-discrimination, Oftel regards it as acceptable for differential prices to be
offered where there is no material adverse effect on competition; but the basic approach
should be that comparable prices should be offered to comparable users, for comparable
services, at comparable times.”
Just pausing there, it is part of Mr. Bowsher’s case, if you like, on discrimination and
willingness to pay that Rapture should have got — if | can put it like this — a special deal.
Now, the basic principle is non-discrimination, so for Rapture to have a special deal it
would be necessary for there to be evidence that Rapture was in a different position from
another broadcaster, because put it this way, if Mr. Henry had gone to Sky and said, as |
think he did at some point, “I would just like to pay £1 for this EPG service”, and Sky said
“Okay, that’s a deal”, there would no doubt have been a number of other broadcasters who
would have to my clients to say “Well, hang on a moment” how is this £1 FRND when we
are paying all this money to Sky”, so it is important to bear in mind, it does not mean that
everybody always has to pay the same, but if people are going to pay differently then we
need to know why.
If we can then go to p.5 Chapter 1, which is “Introduction”. | would just like to draw the
Tribunal’s attention to para. 1.7. These guidelines represent OFTEL’s current view of the
way it would interpret its responsibilities and exercise its discretion under the current
legislation. | emphasise because it is an exercise of discretion. If we go to 1.11 on p.6, this
IS setting out the approach to regulations. Again, this is very different from the price control
approach of Chapter 111 of the Access Directive.
“The current statutory provisions were framed in terms which enabled OFTEL to
intervene in firms’ pricing only in the event that commercial negotiations fail to
arrive at an outcome which is fair, reasonable and non-discriminatory. The
statement confirmed that OFTEL does not propose to modify the licence to allow the
DG to set prices for CA services. OFTEL considers that the ex post regulatory
mechanism for such services combines the advantages of flexibility to take account

of different circumstances with valuable scope for incentives”.

10
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That is what we talk about in the skeleton - the importance of investment.
“It allows for negotiation, but at the same time offers a safety net of a complaint to
OFTEL in the event of negotiations failing”.
We will see in a moment, but it is important to bear in mind, that an aspect of FRND is
negotiation. Negotiation, when it was suggested yesterday that negotiation was a legally
irrelevant matter, we would disagree because in fact negotiation is absolutely critical. Had
Ofcom failed to look at negotiation, they would have been subject to a valid criticism,
because they would have departed from the guidelines, as we will see.
We then see at 1.13 what we call in the skeleton the multi-layered approach.
“The process OFTEL would undertake to assess whether prices for conditional
access or access control serves are fair, reasonable and non-discriminatory
incorporates consideration of a number of factors, multi-layered, including the
following: the structure of tariffs and tariff setting; an assessment of whether
charges are reasonably related to costs, in particular, whether the terms offered by
the provider were consistent with those which would be expected in a competitive
market; assessment of whether prices are non-discriminatory; and how the tariffs
should approach the distribution of common costs”.
Then they say they describe that in more detail.
That takes us then to Chapter Il - assessment of whether terms are FRND. OFTEL first
considers fair and reasonable. Mr. Bowsher took us to this yesterday. | hope the Tribunal
forgive me if we just look at this again in a moment. We can pick it up in the second
sentence.
“In assessing fairness and reasonableness, OFTEL will consider whether the terms
offered are consistent with those which would be expected in a competitive market”.
The whole point of the guidance is that you have this multi-layered approach to try and
replicate what is not in fact the position. The important starting point is that the primary
consideration is ---
“-- to ensure that intra-platform competition (i.e. competition on the same platform
[so, in this case, competition on the Sky platform as opposed to competition between
platforms] between broadcasters is not adversely affected”.
We will see later that the prime focus on that is that Sky should not favour its own. That is a
real concern because Sky is vertically integrated and has upstream and downstream whereas

all these other people are effectively relying on the upstream.
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Yesterday Mr. Bowsher said in relation to the phrase, “OFTEL will consider whether terms

offered are consistent with those which would be expected in a competitive market” -- He

said this was a logical oddity. He was trying to construct what is in a competitive market,

and that there is not a competitive market. That is true. There is not a competitive market.

That is why you have this guidance. But, he is not able, in a sense, to attack the guidelines

because he has accepted the guidelines are the correct way of going. The guidelines offer a

template for seeing whether or not the charge is FRND.

If we go into 2.2,
“In any assessment as to whether charges are fair and reasonable, OFTEL will
usually need to consider whether input costs are reasonably and necessarily incurred
in supplying the services in question”.

Then, at 2.3,
“OFTEL takes ‘reasonableness’ to mean, amongst other things, that terms and
conditions under which products offered are fair between the parties; sensible,
practical and proportionate. [Again, this is an element of exercise of judgment.] The
following offers some guidance as to what OFTEL would consider to be
‘reasonable’. The provider [that is, the platform provider] should be able to recover
its officially incurred costs over a reasonable period of time; the services offered
must, if technically feasible, be sufficient ‘unbundled’, so that the broadcaster only
pays for what it needs”.

We then have a section at 2.4 to 2.7 on the treatment of risk. This really designed to ensure

that investment incentives are preserved. We see at 2.5 in the second sentence,
“OFTEL’s approach would consider the relationship between input costs and
expected revenues. OFTEL’s approach would be to consider whether the pricing
framework was such that the provider [that is, the platform provider] would be
expected on average to make a return on its investment that was neither inadequate
or excessive, taking proper account of risk and uncertainty applying to the
investment at the time it was made. In a competitive market, neither excessive nor
inadequate returns could be sustained over an extended period.
The treatment of risk over time is important. OFTEL would not use the benefit of
hindsight to review the pricing structure. The existence of high returns in the short to
medium term, if the investment turned out to be more successful than originally
projected, would not necessarily be regarded as evidence that prices were too high.

The supplier would have to bear the losses if the business were less successful, and
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must conversely be allowed to reap the benefits of greater success than was
guaranteed”.
Then they explain that a bit more in the annexes. They then deal with non-discrimination.
This is now the point about favouring their own, which is obviously of primary importance
to Ofcom. The second sentence of 2.8,
“A vertically integrated provider may have an incentive to provide products on terms
which discriminate in favour of its own business. Therefore an important aim of a
non-discrimination condition is to ensure that a vertically integrated supplier does
not treat itself in a way that benefits itself, its subsidiaries or its partners in such a
way as to have a material effect on competition”.
That, if you like, is another expression of what we call competitive neutrality. Then, going
to 2.9, which Mr. Bowsher took us to yesterday,
“Non-discrimination does not necessarily mean that there should be no differences in
treatment between broadcasters, rather than any differences should be objectively
justifiable ----*
That, again, is important. It is evidence-based. If a treatment is not objectively justifiable,
the difference in treatment would be discriminatory. They say,
“ --- for example, differences in underlying cots or the absence of a material adverse
effect on competition”.
If we then go down to 2.11, the last bullet,
“In order to ensure compliance with the non-discrimination obligation, a provider
should ensure, amongst other things, that ... it can objectively justify any
differentiation”.
You need to have evidence to see why it is that Rapture should only pay £1.
I think I drew the Tribunal’s attention to 2.13 as to the potential categories of broadcasters
that Sky need to consider - free to air, pay-tv and interactive.
Then at 2.15,
“Within any one category of broadcaster, OFTEL presumes that comparable terms
and conditions offered to one would be available to another similarly situated at the
same time”.
So, that is the basic principle - that if you are comparable, you should be offered the same
price.
Then Chapter 3 - the Tariff Structures. What one sees when we go to the determination, the

determination really goes through the checklist of what are the points that are made in
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Chapter 3. First of all, the question is what costs are going to be allowed. The answer is
perhaps not surprisingly that Ofcom would allow those costs that should be reasonably and
necessarily incurred in the provision of those services. That is the test for allowable costs.
We then come on to the issue of fixed and common costs, which is a very important issue in
this case.
“With a conditional access or access control system, most of ht actual costs involved
in the set up and running of the system do not vary significantly with the number of
channels provided”.
Pausing there, if you take the EPG, the cost of setting up the EPG is not going to vary
hugely whether you have ten broadcasters or five hundred broadcasters.

THE CHAIRMAN: Do you think 3.3 may be relevant in relation to the subsidy?
MR. VAIDA: (After a pause): Yes. The subsidy is dealt with specifically later on, but 3.3 is

important. The subsidy is actually dealt with expressly at 3.9 to 3.11. There is, in relation
to the set-top box, an element of marketing.
If I could just finish at the bottom of 3.4,
“As the fixed and common costs of running the system must be recovered through
the charge, it is not possible for the provider to charge a price equal to the
incremental cost to every purchaser. Such a price would not cover all the costs
associated with the infrastructure that makes the operation of the service possible”.
Pausing there, we know that the figure - and | cannot remember whether it is a confidential
figure or not - there is actually the figure in the determination as to what the incremental
cost of this service is. That is the justification, if you like, for the floor to ceiling approach
which we see at 3.5.
“OFTEL considers that it is appropriate that all users of the service should pay a
charge that is equivalent to incremental costs together with a reasonable contribution
to common costs (i.e. a price that falls between the floor of incremental costs and a
ceiling of the ‘stand alone’ cost of provide the system). This is the outcome that
would be expected in a market where there was a competitive supply of conditional
access or access control services, although the relative contributions might well vary
between different users”.
Then at 3.6,
”OFTEL would expect that the result of negotiations between providers and the

broadcaster is that common costs are likely to be distributed amongst different
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bundles or single channels at differential levels depending on the overall balance of
benefits which could accrue to the provider and the broadcaster”.
So, what they are saying there, and we will see this, in the sense of allocation of common
costs, that one looks first to the question of negotiation and then if negotiation fails or is not
satisfactory, there is the long-stop of going to Ofcom for a determination.
One of the factors in negotiation is willingness to pay. We see that that is in bold type above
3.7.
“Where a channel generates retail revenues, either through subscription, advertising
or otherwise, OFTEL considers that such revenue is a key indicator of ‘willingness
to pay and would expect a reasonably close linkage between retail revenues and
conditional access or access control charge”.
Pausing there, there was quite a lot of criticism yesterday about small broadcasters.
Leaving aside for a moment the pleading point, and whether this is a point to be taken, this
willingness to pay factor feeds into a small broadcaster because obviously you would then
look at the business plan and that sort of thing. So, if you are a small broadcaster it is not
that there is nothing that you can latch on to in the guidelines. Willingness to pay is a factor
that might mean that a small broadcaster might pay less than a large broadcaster - not
‘would’, but “‘might’. As the guidelines go on,
“This is not the only factor to be taken in to account, as there would be other
attributes a broadcaster might ask to be considered in negotiations, such as those
outlined at paras. 3.13 to 3.14.”
It goes on to say, and this is why this is not, if you like, mechanistic:
“OFTEL is not suggesting that this should form the basis of a “formula between
retail price and the conditional access/access control charges, but would expect the
agreements as a whole to be broadly reflective of the retail revenues expected by the
broadcaster when offering its service to the end user”.

PROFESSOR STONEMAN: Can I stop you there? | have a lot of problems with the willingness
to pay criterion. Why does that reflect the characteristics of a competitive market? If I go
along to the car dealer and say, “I’m only a poor academic and | can’t afford to pay that sort
of price, he is not going to say “Well, this is a competitive market, you can have it cheaper”.
He will charge me the same price whether | am poor or rich. So why should it be that in a
competitive market the willingness to pay criterion should be in place?

MR. VAIDA: There are two answers to that question. The first is for the purposes of this appeal

this Tribunal has to proceed on the basis that willingness to pay is in there, because there
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has been no attack made on the guidelines and, in my submission, it would be wholly wrong
for this Tribunal in any Judgment to say: “We do not understand willingness to pay”,
because , as | say, it has been accepted by the applicant in this case that the guidelines
apply.

PROFESSOR STONEMAN: 1 think it is perfectly okay for the Tribunal to ask you to explain to
us ----

MR. VAIDA: Yes! (laughter)

PROFESSOR STONEMAN: -- why the willingness to pay guideline is consistent with the rest of
the guidelines?

MR. VAJDA: Well the view was taken in 2002 that it is consistent, that this is a factor that comes
into play. In a negotiation there may be an element of horse trade, if somebody says “l am
going to offer you something” and again one has to go back to the start of the platform in
1998, it may well have been in Sky’s interest, because of course it was an unknown quantity
how successful the platform was in those days, to take into account what people could
afford to pay, and that is something that does happen in competitive markets. It may be that
if you went along to the dealer on 24" December (Christmas Eve) and you said “I am a poor
academic, you need to give me a discount” in fact he might well give you a discount
because he wants to make that extra sale so he reaches his target. If you go along three
months later when he has sold all his cards he might not be interested.

PROFESSOR STONEMAN: If you go along on Christmas eve and say “l am a lawyer” we will
all know that you will not get a discount, although he would still like to make the sale. Let
us look at it another way. How do you put together the willingness to pay criterion with the
non-discrimination criterion?

MR. VAIDA: There is a balance. This all comes back to the question of judgment and
discretion, because plainly, if you were to say: “Willingness to pay trumped everything”,
and if we take, say, the case of Rapture, let us assume that Rapture had said: “I am only
willing to pay £1, that is all | can afford, and a deal was then done. That would, of course,
immediately run into difficulties in relation to non-discrimination, which is why one needs
to balance the matter, when you look at what Ofcom did in the determination on willingness
to pay they looked not just at the position of Rapture, but effectively other channels in a
similar position.

This is why it is a multi-layered approach, you have to look at it in the round, and certainly

willingness to pay is not a factor that effectively can trump every other factor because as
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indeed is implied by your question, if it did you might run into problems with non-
discrimination.

MR. SUMMERS: | seem to recall yesterday that the word “ability” in relation to pay was also
used — “willingness to pay” and “ability to pay”.

MR. VAJDA: Yes.

MR. SUMMERS: How are you distinguishing the two? | may be very willing to pay, | may not
actually be in funds. Do these guidelines take account of that situation?

MR. VAJDA: When we come to the determination, | am sure the Tribunal has read the
determination very carefully, | will pay special attention when | come to that bit of the
determination because you can then see how Ofcom have applied the willingness to pay,
because it is absolutely right, as you suggest, Mr. Summers that within willingness to pay is
also ability to pay, because plainly somebody might say “I am only willing to pay £1”
although they are actually able to pay much more.

Of course, you have to bear in mind the question of treatment of risk, because people might
say “I am only willing to pay £1”, and then they go along to Ofcom and say: “This is
outrageous because SKy is not offering it to me for £1”, well if everybody says: “I am only
going to pay £1” then Sky is never going to get their money back on the platform. There
are no absolutes here, these are guidelines which apply; the test itself has a degree of
flexibility. The test is not “What is the correct price?” It is “Is it FRND?” which itself is a
range, the guidelines are there, if you like, to give some guidance to the platform provider,
give some guidance to prospective broadcasters, and then they are applied by Ofcom, and
they apply one would hope — and indeed in my submission that is what the determination
does — in a flexible and non-mechanistic way which is, if I may respectfully say, how
guidelines should be applied.

PROFESSOR STONEMAN: Just to go back, I asked a general question about what this
“willingness to pay” was trying to pick up, and I am now going to ask you a very specific
question about it. To what extent is this something to do with barriers to entry and limit
pricing?

MR. VAJDA: Can | come back — I am conscious of the time — | am sure those behind me have
heard your question, can | press on and come back to that and I will then have an answer
that | can give you?

PROFESSOR STONEMAN: Yes, fine.

MR. VAIDA: If we can then move from willingness to pay to 3.9 “Treatment of consumer

subsidy”, this really lies at the heart of this case, because as we know the real case of
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Rapture is that they should not have to pay anything to the STD, and so it repays a little
study.
“3.9 A vertically integrated supplier may wish to subsidise consumer equipment
to promote take-up of its retail services. The question arises whether this subsidy
may be treated as a cost to be recovered via conditional access or access control
charges, or whether this should be borne entirely by the vertically integrated
company”
i.e. that there should be no subsidy.
“3.10 In principle, Oftel considers that other broadcasters ...”
non-Sky broadcasters, third parties:
“... typically benefit from such a subsidy (in terms of increased viewer base), so it
is therefore reasonable to expect them to contribute to the costs. [of the subsidy]
Different broadcasters may benefit to different extents, in which case their relative
charges should reflect this.”
Now, 3.10 is absolutely key to this case, because this is a policy decision that was taken by
Ofcom. You will note that 3.9 starts with the words: “A vertically integrated supplier may
wish”, this is not prescriptive, this is saying: “This is a business model that a vertically
integrated supplier may wish to choose”. As we know, this is in fact the business model
that Sky has chosen, and it is not for Ofcom to second guess the Sky business model;
Ofcom’s responsibility is to ensure that the price that Sky charges third parties is FRND.
What this guideline is saying very clearly is that Ofcom is not going to challenge that
business choice, it considers that there is a reason why other broadcasters should pay for
that and that is the position. Looking at this, because there has been a lot of argument: how
are these to be treated? Are they really common costs? Are they incremental costs? Are
they externalities? What one sees quite clearly in chapter 3 is a section which is “Fixed and
common costs” (3.4 to 3.6). Then one has a totally separate section which is “Treatment of
subsidy of consumer equipment” where Oftel is directing its mind to the specific question:
Should people like Rapture contribute to the STB subsidy? And the answer is “yes” in
principle. Then we see at 3.11, which is, if you like, again a reference to competitive
neutrality:
“3.11 However, in certain cases, recovery of subsidy via conditional access or
access control charges [from third parties] may have anti-competitive effects. In
such cases, recovery would not be permitted. Each case would be examined on its

merits. However, one example where Oftel would have serious concerns is where
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the granting of subsidy was tied to a requirement to subscribe to a retail service of
a vertically integrated supplier.”
Because that would infringe the principle of competitive neutrality.

THE CHAIRMAN: Is the real importance not the last sentence of 3.10?

MR. VAJDA: Well, it is no more important than the first sentence. Yes, 3.10 is absolutely key,
first and second sentence.

THE CHAIRMAN: Yes.

MR. VAIJDA: No one sentence is more important than the other.

THE CHAIRMAN: In principle broadcasters should pay, but different broadcasters may benefit
to different extents, so as | understand it, because Rapture is not taking the CA and AC part
of it they benefit to a different extent from those who do?

MR. VAIDA: That is in a sense an issue in dispute. That is a point that is dealt with in the
determination. The point to bear in mind in relation to Rapture, if we are looking at Rapture
specifically, is first of all Rapture, at the time that this dispute was going, was not
broadcasting in any other form, so this was actually of great benefit to Rapture because this
was the only way that they could broadcast. This is a point that we then make in the
skeleton, that when you are looking at access to the platform you have 8.5 million viewers.
Let us assume we have people — there may be a number of people in this room — who have
taken Sky simply because they want to watch Premiership football; they have no interest in
anything else, so they have to have CA, because you cannot have Premiership football
without CA, so they are part of that 8.5 million. That is actually of benefit to Rapture
because it is a pool of potential viewers, even though the man who is a dead keen Arsenal
supporter will never ever have heard of Rapture that is of a benefit to Rapture because when
he presses his EPG Rapture will be on there. This is all a question when one comes to
judgments, but it is simply -----

THE CHAIRMAN: But you are saying that they do not benefit to a different extent, they benefit
to the same extent because they benefit from the 8.5 million, therefore you cannot just take
out the CA and AC because they are benefiting from those who come in because of the CA?

MR. VAJDA: We have to be careful because in relation to the CA and AC the direct cost of CA
and AC have been taken out in any case, all that we are concerned with, if you like, are the
common costs. It is perfectly true that there is an element, if you started unscrewing the
STB which might relate to CA and AC, and the question is, and this is a question of
judgment which Ofcom looked at very carefully at 5.54 to 5.56, and we will look at this in

the determination, whether or not it needed to go down to that level of detail. The answer
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was “no”, because the very short point is that the contribution that third party EPG
providers were making was so tiny that it did not matter. It is as simple as that.

In view of the time | am going to leave the guidelines. | think all parties urge the Tribunal
to look at the guidelines, obviously 3.12 and 3.16 are also important, but | think it is time |
move on to the determination.

THE CHAIRMAN: There was a question yesterday as to whether these paragraphs that we have
just referred to apply to EPG, and ----

MR. VAJDA: The answer is “Yes’.

THE CHAIRMAN: You are saying they do apply because the whole thing applies mutatis
mutandis.

MR. VAIDA: Yes. Absolutely. It is the point we have made in our skeleton, yes. Indeed, it was
common ground yesterday between all the parties that they apply, yes.

THE CHAIRMAN: | am not sure it was common ground in relation to Rapture.

MR. VAIJDA: No. It was common ground.

THE CHAIRMAN: It was common ground.

MR. VAIDA: Yes. Mr. Bowsher will get up to ----

THE CHAIRMAN: It was common ground that the guidelines applied, but it was not common
ground that everything in the guidelines ----

MR. BOWSHER: Let me clarify that. Indeed, it was Mr. Roth who made the point first that while
the guideline always apply, in construing the guidelines you do have to bear in mind that
they were written ----

THE CHAIRMAN: For some other purposes.

MR. BOWSHER: They are written as apply to conditional access. So you do in each case have to
consider what the words “conditional access’ do cover.

THE CHAIRMAN: But you can say ‘and also’.

MR. BOWSHER: Exactly. | do not want to take it any further now. I have said what | have said.
Someone can look it up on the transcript.

MR. VAIDA: We do not accept Mr. Roth’s point. We have a paragraph in our skeleton. The
guidelines are flexible. So, plainly, if somebody has a point on EPG which says that they
are entitled to make it -- We do not accept that, in a sense, the guidelines were not written
with EPG in mind. | give the reference in our skeleton to that.

MR. ROTH: Given what Mr. Bowsher has said - that the interpretation is flexible - I do not think
there is really anything between us.

MR. VAIDA: There we are. | am very grateful for that observation. It is para. 9 of our skeleton.
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Can we now then look at the determination? I am actually going to be working off a
confidential version, but I quite understand why the Tribunal wants to work off a non-
confidential version.

THE CHAIRMAN: | thought I was working from it yesterday, but, no ----

MR. VAIDA: Does the Tribunal also have the little note that we handed in at lunch-time?

(After a pause): Paragraph 5.15. It is the heading “Were the costs that Sky sought to
recover from EPG customers reasonably and necessarily incurred ----“ Of course, the
Tribunal will immediately recognise that that was a passage that | took the Tribunal to from
the Guideline which are, in fact, quoted at 5.15 itself. There is, if you like, the first
application of it. Ofcom point out that there is a problem in determining the cost of a
particular service because the direct costs are relatively low. We see that at the first sentence
of 5.17. “This is because the largest costs of establishing and running the platform ... are
used in providing a number of different technical platform services to third parties. Ofcom
estimates that around ----

I had better not mention the figure in open court -----

THE CHAIRMAN: | am actually looking at the non-confidential version.

MR. VAIJDA: | do not know whether it has a figure, does it?

“Ofcom estimates that around 80 percent of the total cost of the Sky platform is
currently made up of such ‘common costs’”.

I would now like to go to the note that we produced. Just to be clear, if | can read this,
“To assist the Tribunal, Ofcom has produced this note summarising certain
information in relation to costs and revenue of the Sky platform taken from the Sky
platform model which is at ----*

So, this is not new evidence. This is effectively evidence already in the case.

THE CHAIRMAN: That would be in the confidential version.

MR. VAJDA: That would be in the confidential version. This note has gone to Mr. Bowsher and
his team on the normal confidentiality basis. The purpose of this is not to get into all the
detail, but to try and illustrate to the Tribunal what is actually going on here in terms of
common costs and direct costs. If we then go over the page, we say that in each case the
figures for revenue and costs have been derived simply by adding together the figures in the
relevant row of the model. That will be over a ten year period. So, as you see from Footnote
2, there has been no form of DCF analysis. However, the purpose of the note is simply to

illustrate to the Tribunal the relative magnitude of the costs and revenue involved in the Sky
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platform and a DCF analysis would not materially change the percentage stated in the tables
contained in the note.

If we start off by looking at the revenue information -- This is the revenue that Sky obtains
for its services. You see that the largest producer of revenue is the CA services. | am not
going to mention any of these figures, but you see what they are. You see that the revenue
for EPG is less than 5 percent. You see the figure there. You see it in terms of both the
percentage and actual. Now, that is what it gets both from Sky broadcasters and non-Sky
broadcasters. The last revenue stream there, which is headed ‘Other Revenue’ covers a
number of items, but essentially it covers payments that the consumer -- the viewer have
made for STB. It does not cover all of that because we know there is a subsidy. But, it
covers some of it. | hope that that goes some way to answering the question that Professor
Stoneman asked yesterday.

We then break down Table 1 because we then split it out in Table 2 so that you can see
how it is done as between Sky and non-Sky. You see that by far the largest chunk of
revenue comes from Sky, which is not surprising, given that they have got a large number
of channels on their own platform. Then you see the third party contribution. Obviously,
the one that we need to focus on is third party EPG, which you can see. The figure in the
left-hand column is in fact half the figure that we saw in Table 1. You see that as a
percentage of total revenue that you are getting from third parties, that has now -- You can
see the percentage is considerably lower. Of course, the Rapture fee for EPG would fall
within that column - third party EPG revenue. So, you can see that a very, very small
amount of revenue, both in percentage and actual terms, comes from third parties paying for
EPG services.

We then have other revenue again. That is the same as was given in Table 1. What have
done, if the Tribunal wish to do it, is that in footnotes we have indicated where these figures

come from, if you want to print out the Excel spreadsheet.

PROFESSOR STONEMAN: Could you clarify something for me? These is the revenues of the

platform. | know we are just talking about an accounting identity here. If we think of
conditional access, there will be programmes which are broadcast by Sky that the viewer

has to pay for. Yes?

MR. VAJDA: Yes.
PROFESSOR STONEMAN: The amount paid by the viewer to Sky will go to Sky. Some of that

will then be cut off from that payment and credited against the platform as a conditional
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access charge by Sky. Some of it will stay with Sky for the programme. Is that correct? Is
that how this works?

MR. VAIDA: Yes. There is nodding to my right.

PROFESSOR STONEMAN: So, these conditional access payments that are made by the viewers
are split into two parts - probably somewhat artificially. Sky is getting, sort of, two bites of
the cherry. It is getting the payments from the viewers for the use of the platform and the
difference between the amount paid and the amount paid for the use of the platform; is that
correct?

MR. VAJDA: Sir, this is not concerned with any content revenue. This is simply revenue for the
platform.

PROFESSOR STONEMAN: It comes from payments for content revenue?

MR. ROTH: Sir, you are absolutely right. The split of that, of course - the conditional access
charge that is credited to the platform - has to be non-discriminatory by reference to the
conditional access charge, charge to third party programmes that want conditional access,
according to the Guidelines. Those principles very much apply. So, that is how the figure
that is taken from the payment and credited to this ----

PROFESSOR STONEMAN: Has that been explored? That split is non-discriminatory?

MR. ROTH: That the conditional access charge that is credited to the platform is non-
discriminatory compared to the conditional access charge actually imposed on third party
broadcasters. | do not think it has been explored in this determination because it did not
concern it, but I am sure that third party broadcasters who are paying Sky sometimes quite
significant conditional access charges - because that is the main part - would be very quick
to complain if they felt that they were being charged more than Sky was charging for its
own programmes.

PROFESSOR STONEMAN: Those third party broadcasters - they will charge their viewers for
the programmes that they broadcast with conditional access. So, some of that revenue will
be paid to Sky and will be charged as revenue for the platform.

MR. ROTH: Whether they charge their own viewers will depend on what arrangement they have.
There is some conditional access, | think ----

PROFESSOR STONEMAN: We will forget the ITV regions, but the others ----?

MR. ROTH: Even the BBC, apparently, with Wimbledon, | am told -- you could switch courts
using the red button. That is access control.

PROFESSOR STONEMAN: All right. We are talking about conditional access. It could be the
films that you watch in the middle of the night, or whatever.
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MR. VAIDA: | have just been informed by those behind me that so far as the revenue from Sky
is concerned, if one takes Sky conditional access -- What it is, is effectively a charge which
is made by the platform to the Sky broadcaster. It is a notional charge. As Mr. Roth said,
obviously the charge has to be non-discriminatory. So, if you are then making a charge to a
broadcaster who is using CA, who is not Sky, it would have to be the same subject -- You
would have to comply. It would have to be FRND.

PROFESSOR STONEMAN: So, the charges made by the platform to Sky, and then Sky factor
that in to the amount you have to pay to watch your Premier Division football matches.

MR. VAJDA: Yes.

MR. ROTH: The only thing to add, | am told, is that one of the conditions imposed on Sky is that
we have to provide accounting information to Ofcom so that they can monitor the way the
thing is split. So, there is a control

PROFESSOR STONEMAN: Thank you.

MR. VAJDA: Could I just give the Tribunal a cross-reference? It may not actually be in the non-
confidential version of the decision, but if one goes to 5.62 and 5.63 of the determination —
it is confidential, yes. Figure 2 and figure 3 ----

THE CHAIRMAN: That has come out?

MR. VAIJDA: That has come out. Well, figure 2 ----

THE CHAIRMAN: Do we look at the confidential one?

MR. VAIDA: No, I do not think it is necessary, because | realise there is an element of time
pressure, it is simply for the purpose of cross-referencing your note, that effectively table 1
mirrors what you will find in figure 2 in the confidential version which is 5.62 to 5.63, and
if you go to table 2 that mirrors what you have got at figure 3, which is 5.64 and 5.65.

If we can then look at the costs’ side what we have done is we now look at it costs by
source — this is table 3 of the note — and one sees three direct costs, CA, AC and EPG, and
one sees that those are pretty small compared to the common costs, which include the
provision of STB. What one can also do, if you see that there is a total figure there, that is
total cost, and then you can see in table 2 there is a total figure for total revenue, and that
obviously is important in looking at whether one is earning too much money on the
platform.

THE CHAIRMAN: This says including costs such as the provision of a set top, that is a subsidy,
or is that something else?

MR. VAIDA: It is what is in footnote 21, which is equipment costs, marketing costs, smartcard

costs — it is the gross cost.

24



© 00 N o o1 B~ W N e

W W W W W N DD DD DD N DN DD PR R R R R R R R
A WO N P O © 0N OO O A WODN P O ©W 00N OO O b W DN+ O

THE CHAIRMAN: | am with you.

MR. VAJDA: Because we have, as you have seen from tables 1 and 2 there is other revenue
which comes in on the revenue side, some of which is in relation to the ----

THE CHAIRMAN: The total cost less the revenue is the subsidy in relation to the STB.

MR. VAIDA: One perhaps cannot b e quite as precise as that because ----

THE CHAIRMAN: That is how the calculation is being done.

MR. VAIDA: Not necessarily because in the other revenue line, not all of it is actually payment
in relation to STB, but it does not terribly matter, it is not material for this case.

PROFESSOR STONEMAN: Just to clarify that point, this is a cost to the platform ----

MR. VAJDA: Yes.

PROFESSOR STONEMAN: -- associated with the provision of set top boxes. The fact that the
customer is also paying £100 or something, that is not included in here?

MR. VAJDA: No.

PROFESSOR STONEMAN: So it is just what the platform incurs for the provision of every
extra set top box, which is the subsidy as we have been defining it?

MR. VAIDA: Yes. As | said, the amount that is paid by the consumer in relation to STD is
included in the revenue line, but not in the cost line, so it is a gross cost.

PROFESSOR STONEMAN: Itis included in the revenue line you mean in table 2?

MR. VAIDA: Yes, in table 2 and table 1 — | said that the largest element of other revenue are
consumer payments for STBs.

THE CHAIRMAN: Can we work out from this what the common costs would be excluding the
costs of the set top boxes?

MR. VAIJDA: We are coming on to table 4.

THE CHAIRMAN: Can you tell us.

MR. VAIJDA: Because what we have in table 4 is common costs by type, and one sees that the
largest element of common cost is consumer equipment.

THE CHAIRMAN: Is that the set top boxes? | suppose it is the set top boxes including the
satellite, is it not — the satellite dish?

MR. VAIDA: Not the satellite but the dish, yes.

THE CHAIRMAN: Is there anything else/

MR. VAJDA: There is some element of marketing cost, that sort of thing.

THE CHAIRMAN: That would not be in the consumer equipment point, would it? (After a
pause) Marketing costs is “other” because if you look at the footnote ----

MR. VAIDA: Yes, | apologise, “marketing cost” is “other”, yes. So that is just the STB.
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THE CHAIRMAN: And not the smart card apparently?

MR. VAIDA: Yes, that is right.

THE CHAIRMAN: That has gone into “other” as well.

MR. VAIDA: That is right.

PROFESSOR STONEMAN: Can I come back to this question of the consumer payments for the
boxes being in the revenue and in the costs’ line?

MR. VAJDA: Yes.

PROFESSOR STONEMAN: 1 think this is a crucial issue, because when you start looking at
rates of return, if you include the consumer payments as part of costs and parts of revenue,
you are going to get a completely different rate of return than if you exclude the consumer
contribution. 1 think it is important that we know what the treatment is here. | would have
thought the logical thing here was that the only charges that would be charged to the
platform would be those that are not incurred by the consumer, that is not incurred by the
household or the owner of the set top box, and therefore it is taken out of the revenue, and it
is taken out of the costs, because otherwise you are including somebody else’s costs in a
platform where they should not be included.

MR. VAIDA: | do not think it matters at all for the present case. There is no issue in this case
about the IRR of Sky, the issue in this case is how one treats the set top box subsidy. What
is important in the present case is question 1: should, as a matter of principle, the
broadcaster make a contribution to the subsidy at all, which the guidelines say “yes” in
principle. Question 2: how much should he contribute to it? That is dealt with in the
determination on the basis that the contribution that is being made to common cost is so
small that there is no need when one is looking at that aspect of the guidelines to drill down
any further.

PROFESSOR STONEMAN: But that contribution will look a great deal smaller if the common
costs are calculated to include the consumer cost of the set top boxes than if the common
costs are not calculated to include the consumer contribution for the set top boxes.

MR. VAJDA: Yes, but in either case ----

THE CHAIRMAN: That is the percentage, is it, between the percentage on table 4 of consumer
equipment and the percentage on table 3 of consumer equipment. Is that how you work it
out?

MR. VAIDA: No, no. If one goes back to table 3, if we can go to 5.17 of the determination, the

last sentence of 5.17:
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“Ofcom estimates that around [ ] percent of the total cost of the Sky Platform is
currently made up of such ‘common costs’.”
So those are all costs that are not ----

THE CHAIRMAN: Actually that percentage has not been redacted — we might be wrong there, |
do not know.

MR. VAJDA: Now, if we then go to 5.35 of the determination, we see:

“The largest single cost in the Platform Model is the cost of consumer equipment”.

THE CHAIRMAN: That has been redacted.

MR. VAIDA: Mr. Woolfe was just reminding me not to read that figure out. “This accounts for
approximately [X%] of total nominal costs.” If you go table 4 of the note you can see that
consumer equipment accounts for a percentage of the common costs, which is a percentage
of the costs that one has in table 3, but in the last line “common costs”, and when you look
at that as a percentage of total cost that comes to the figure which is in the confidential
version at para. 5.35.

THE CHAIRMAN: That is why | was saying you take one away from the other, and then you get
to the answer.

MR. VAJDA: It is not quite ----

THE CHAIRMAN: It is not quite how it works?

MR. VAIDA: No, because you have a different denominator. The position is that you have
common costs which are by far the largest element of cost. When you break down common
cost the largest element within common cost is the set top box subsidy and that is what the
confidential version of 5.35 shows you, the figure that is in the confidential version.

PROFESSOR STONEMAN: | do really want to get it clear because it does not seem logical to
me to set it out this way. Take table 4 — “Common costs by type” and you have “Consumer
equipment”, now what you are saying is that consumer equipment is basically total cost of
all the set top boxes, no matter who paid for it, whether the consumer paid for it or whether
Sky paid for it. Now, Sky is shaking their heads.

MR. VAIDA: (After a pause) What | have been told is this: if the box cost the platform £150 to
procure then £150 is counted in the common costs, which is tables 3 and 4. If the
consumer, makes a payment, say, of £50 towards the box the £50 is in the “other revenue”,
which is in tables 1 and 2. That is how these tables have been produced.

PROFESSOR STONEMAN: So the revenues include the costs of selling the hardware?

MR. VAJDA: Some of the costs.
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PROFESSOR STONEMAN: Then the total investment in the platform is that the £100 or the
£150?

MR. VAIDA: Well the costs are £150, but you get back £50.

PROFESSOR STONEMAN: Well if you are taking a ratio of profits to capital, and there is your
rate of return, if you add a fixed amount to the top and bottom — the numerator and the
denominator — it rather affects the ratio or the percentage, not independent of whether you
include the consumer contribution on both figures?

MR. VAIDA: | accept that this case has not been about the rate of return. The rate of return is
dealt with in the determination, there is no attack on the rate of return. | will certainly take
instructions on what you put to me, Professor, but this is not a case of rate of return, the
issue in this case is whether or not it is right as a matter of principle that Rapture should
make a contribution to the set top box subsidy and, if so, whether it is right that it is making
the contribution that it is making by paying £76,000.

PROFESSOR STONEMAN: | am quite willing to be directed on that but it seemed to me that an
important part of that is that the rate of return is not excessive, it is a key part of the
determination and as such it is used to show that the price is FRND?

MR. VAIDA: Yes, that is true. | will look at the way it has been done over the adjournment, and
perhaps come back to you on that. But the purpose of these tables is simply to illustrate
what is happening in terms of direct and common costs and how Ofcom then approached
this in the determination because obviously that is absolutely critical. We come back to the
question: is Rapture entitled to say “no, | do not want to pay any contribution to the STB”
or not?

We can now put away the table and we can move, I hope rapidly through the determination.

We were on 5.15. | have taken you to 5.17, and the next section that we now need to look

at — the first section was “reasonably and necessarily incurred”, and the next section which

begins just above 5.26 is “common costs.” That is the basis of assessing common costs,

one sees being done by reference to the platform model, and we then come to 5.32 and 5.33.
“The key factor in determining whether individual charge lies, within this wide
range of potential charges, is the contribution each customer makes towards the
common costs of the platform.”

Then moving down:

“The 2002 Guidelines provide that the allocation of common costs across individual

services and customers should be achieved through commercial negotiation (reflecting a

number of different factors ...).
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Then 5.33:

“EPG listing customers make only a very small aggregate contribution towards
common costs (their combined contribution being less than [blank] of the total
common costs).”

And one has seen that from tables 1 and 2. It then goes on to say that they pay a charge that

is less than [X] per cent of the stand alone cost of providing a service. If we could just go

forward to 5.72 you will see there what Ofcom say in relation to stand alone cost.
“... the stand alone cost of providing an EPG listing service in this context is very
sensitive to the question of whether the cost of the STB subsidies should be
included. In Ofcom’s view, the relevant platform to consider in assessing the
stand alone cost would be one with similar numbers of viewers as those on the
Sky Platform. It is reasonable to argue that the volume of viewers on the Sky
Platform is at least in part attributable to its strategy of providing subsidised set
top box subsidies, and that, in the absence of those subsidies, the number of
viewers would not be as large as it is.”

That is the point | have already made, the importance of the population of the platform.
“Therefore, for the purpose of assessing the facts of this case Ofcom considers that
the costs associated with those subsidies should be included in the stand alone cost
used to set a ceiling price.

5.73 Calculating the stand alone cost of an EPG service using the Sky Platform is
not straightforward. It would require assumptions regarding the elimination of
incremental costs of providing encryption and interactive services. However,
given the relative stand alone cost would include an element of STB subsidy costs,
it is clear that the relevant stand alone cost would amount to hundreds of billions
of pounds.”

You can obviously see on what basis Ofcom reached that view given the figures that one

has in the table.

Now, if we go back to 5.32, you see the point that is made there is that again express

reference is made to the guidelines, that allocation of common costs across individual

services should be achieved through commercial negotiation. That is exactly what the
guidelines say and that is exactly how the determination works.

THE CHAIRMAN: At the moment I have some difficulty about what the relevance of the

negotiations is. The guidelines are guidelines that assist in the negotiations as well as

assisting if the negotiations fail, ought to be applied in the negotiations as well, and so all
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this is saying is that the services and customers should be achieved through commercial
negotiation, if it is not achieved and the negotiation fails because it is not achieved then
Ofcom have to consider the position?

MR. VAIDA: Oh indeed, but it is not any commercial negotiation because you have the bracket
which says “reflecting a number of different factors such as willingness to pay”.

THE CHAIRMAN: Yes, if it all fails, 1 still do not understand why the negotiations are relevant.
I am telling you that so that you address the point.

MR. VAIDA: Well negotiations are relevant because in looking at FRND, it is multi-layered, and
you do not simply look at IRR floor to ceiling. When you look at common costs you say
“That is something to be negotiated”. For example if a broadcaster comes along and says “I
offer something different to the platform” and came along in 1998 Sky might have said in
the same way, for example, in a shopping mall you want to get an anchor tenant, so Marks
& Spencer — everybody woo Marks & Spencer — but Marks & Spencer may actually pay
much less rent because they are the anchor tenant, and so that would be a negotiation and
they would bring something — if you have Marks & Spencer in there then you can get
Carphone Warehouse, all these other people that can come along. That is the sort of thing
that happens ----

THE CHAIRMAN: Yes, but what happens in that is that the developer is not prepared to give
enough discount to Marks & Spencer and therefore negotiations break down. Now, if there
was a structure like this in relation to that Marks & Spencer would come along and say:
“Look, in those negotiations the are not dealing with it properly, will you please tell us
whether the price is fair, reasonable, and non-discriminatory. Therefore, Ofcom have to
look at it again and should not be having to look at the results of the negotiations because
the negotiations have broken down. That is where I have the difficulty.

MR. VAIDA: With respect, no. The position is this, negotiations are relevant and it is not just
any negotiation, it is the one conceived in 5.32, to negotiate by reference to factors that are
mentioned in the guidelines.

THE CHAIRMAN: The negotiations have to be by reference to your guidelines.

MR. VAIDA: Exactly, so that if Sky had said to Rapture “We see it says ‘willingness to pay’ but
we are going to ignore that”, and Rapture had come along to Ofcom, one would say “This is
not a negotiation that ----"

THE CHAIRMAN: If they say “Willingness to pay, we are not ignoring it but we do not accept it
in this case because ...” then Rapture can come along and say “The negotiations fell down

because they came to one conclusion on this and would not — and that goes to fair,

30



© 00 N o o1 B~ W N e

W W W W N DN N DN DD DD DN P PP PR PP R PP
w N PO © 0N OO 0ol A WODN P O OV 0N o o WDN O

reasonable, and non-discriminatory, and therefore will you please look at it again?” You
cannot be bound by what Sky said in those negotiations.

MR. VAIDA: This is the whole process, this is a long stop, this is what 1.11 of the guidelines
say. Itis to be settled by negotiation, but you have a long stop to come to Ofcom, which is
what Rapture took advantage of in the present case.

THE CHAIRMAN: At that stage, Ofcom will have to look at the price that Sky say and decide
themselves whether it is fair reasonable, and non-discriminatory, and therefore at the
moment | have difficulty seeing how much you ought to be looking at what happened
during the negotiations.

MR. VAIJDA: No, well that is absolutely fundamental because what Ofcom has to do is it has to
look to see whether the negotiations — if I can put it like this —followed the guidelines. If
Rapture had come to Ofcom and put a completely different case to Ofcom from what it had
put to Sky, it had put a whole lot of new evidence — let us assume that it had convinced
Ofcom that there had been a breach of the non-discrimination principle, that they had not
put that evidence to Sky. The determination would still be that the price offered by Sky was
FRND, because assuming on the basis of the evidence available to Sky, Sky’s price was
FRND. That is very, very important to ----

THE CHAIRMAN: All right, so what you say is that you are constrained, or limited by what
factors were featured in those negotiations. Anything that was not featured in those
negotiations you do not have to take account of?

MR. VAIDA: No, not necessarily because if, for example, as | said Sky said “We are going to
ignore 3.7 of the guidelines so it did not feature in the negotiations.”

THE CHAIRMAN: Then you would have to take account of the new material? No, you would
not have to take account of new material because the material is in the negotiations what
Rapture said, it was rejected, it was wrongly rejected in those circumstances, you would
then take account of that material, but what you would not do is have new submissions.

MR. VAIDA: Exactly.

THE CHAIRMAN: Is that right? It does say that you can investigate and get new evidence.

MR. VAIDA: Yes, again this is FRND is a flexible approach, there is no one FRND price, it is a
multi-layered approach and it is important — and | am glad that the Tribunal have got this on
board now - that, if you like, towards the back end of FRND negotiation is an important
element to determine whether or not the price is FRND, but it is not the case that there is, if

you like, de novo price regulation by Ofcom.
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THE CHAIRMAN: We understand all that. But you can go and investigate and get new
evidence, so if Rapture in this case provides you with matters of one part of the negotiations
then you can take that into account, so you are not constrained by the negotiations.

MR. VAIDA: That is correct. What in fact happened in this case, as the Tribunal will no doubt
recall, is that Ofcom did look at material that was not put to Sky, which was the 2004
business plan and the 2005 financial projections. They looked at that material and came to
the conclusion that that material did not lead to the conclusion that ----

THE CHAIRMAN: It did not add anything.

MR. VAJDA: It did not add anything. Now, supposing they had looked at that material and
thought actually that really makes a difference, the determination that Ofcom would have
made in relation to the commercial dispute between Sky and Rapture would have been
exactly the same, which is that the price was FRND, but it would have been open to Rapture
in the light of new evidence that it had put forward to Ofcom, what Ofcom had said in the
decision, then to go back to Sky to say — because also one has to bear in mind that this was a
determination in relation to a specific period of time. So Rapture could then go back to Sky
and say: “The circumstances have changed, we want you to consider this new material
because with this new material we think that your price is no longer FRND”, that is how it
would work.

THE CHAIRMAN: So what you are saying is that Ofcom would look at it and say that “On the
material that was available it is FRND. However, we have seen some new material and we
think that on that material it is not FRND, so go back to negotiating with them”, and
effectively you are giving a direction, are you, that they should renegotiate taking that into
account?

MR. VAIDA: The position is this, that we would still say that it was right for Sky to have offered
the price that it did, let us come back to the point, £78K would still be FRND, but it would
be open to Rapture to go back to Sky and say “We want to have another negotiation in
relation to a different period of time.

THE CHAIRMAN: No, in relation into the same period of time | am talking about.

MR. VAIDA: (After a pause) No, this is a resolution of a dispute in relation to a particular period
of time between Sky and Rapture, and part of how that dispute is to be resolved, if I can put
it like that, is whether or not there has been negotiation, and whether or not the
negotiation ----

THE CHAIRMAN: -- has failed.
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MR. VAIDA: Well the fact that negotiation fails does not mean that the price is not FRND — that
is a complete non sequitur with respect. The question is if there has been negotiation which
one party does not like, and then brings it to Ofcom, let us assume Ofcom is just focusing
on negotiation, what Ofcom does is it looks at a guideline and says: “Has the negotiation
effectively taken account of, say, willingness to pay?” | come back to the point if Sky had
written a letter saying “We are just going to ignore that”, that would be a case where one
would say even though there has been a negotiation it has been a flawed negotiation and
because willingness to pay is a factor ----

THE CHAIRMAN: “You failed to take that into account”.

MR. VAIDA: Exactly.

THE CHAIRMAN: | understand that.

MR. VAIJDA: But if they had taken it into account, and then out of the back pocket of Mr. Henry
comes a lot of material that was not put to Sky it would not change the position in relation
to that period of time.

THE CHAIRMAN: What you are saying is that you are constrained by the material that was in
the negotiations?

MR. VAJDA: Yes, because we are ----

THE CHAIRMAN: | just wonder, | am trying to find the provision — 191 at p. 991- | do not quite
see why 191 is saying that you can ask for information if you are constrained by the
information that is within the negotiations. Shall we have the short adjournment and come
back to it at 2 o’clock, unless you have a simple answer to it?

MR. VAIDA: We will come back to it. | am slightly concerned about the time, | am very happy
to answer all these questions, this particular point so far as | see is not really in play, but |
am very happy to ----

THE CHAIRMAN: | think it is, because you are saying that it is only what is within the
negotiation.

MR. VAIJDA: That is right.

THE CHAIRMAN: Now, it might be that there is no other information provided to you and
therefore it is not in play but it might, be and | am not sure about this, that there was
information provided to you which you have not taken into account — I do not know if that
is what is being said, | do not think so.

MR. VAIDA: No, it is not being said.

THE CHAIRMAN: My problem is that it is not the negotiation that is relevant but it is what

information is provided to you and if no other information was provided to you, well fine.
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MR. VAIDA: With respect | do not see what the problem is. 191 entitles the Office to obtain
information ----

THE CHAIRMAN: Yes.

MR. VAIDA: -- and for example one would be, say, the Sky platform model, another would be
evidence of negotiation because obviously in determining whether or not Sky said “We are
not going to take account of willingness to pay, one actually needs to see the
correspondence. You cannot read into 191 ----

THE CHAIRMAN: | am not saying that you do not — my reading of the way you were putting it,
which might be wrong, was that you are looking very much at what those negotiations are,
rather than looking at whether the price that was offered is FRND? That is where the cross
purposes are.

MR. VAIDA: Well then the fault is entirely mine. The point of FRND is a multi-layered
approach.

THE CHAIRMAN: | understand that.

MR. VAIDA: And one of the layers in the multi-layered approach is negotiation but all this is
designed to see whether there is FRND, and this is the point we come back to the floor to
ceiling point, supposing one had ignored that step ----

THE CHAIRMAN: | understand all that?

MR. VAIDA: -- again if you ignore the negotiations’ step you cannot say it is FRND, but it is
one layer in a multi-layered approach; it is not the only layer, it is one layer. If there was no
negotiation at all, if Sky had simply said: “We are not going to negotiate” full stop, that
would be a departure from the guidelines, and it would not have been possible for the Office
to say that the price was FRND because it was one layer that had not been gone through. So
if there is no inconsistency it is not that they were looking at negotiation or they were
looking at the price, they are not two different things. The legal obligation is to offer a price
which is FRND. The way that Ofcom does it is through the guidelines, which have been
accepted by everybody, including the Tribunal, and one of the factors in the guidelines is
the negotiation and you have to go through that to determine whether or not the price is
FRND, and this in a sense shows why this is so different from normal price control, because
in a normal price control case you do not get into the question if there is negotiation you just
look at accounts and that sort of thing. This is a flexible approach to something which is

very different from price control.
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THE CHAIRMAN: Well it is saying that if you fail to take something into account in the
guidelines, within the negotiation then that will give you 100 points and will mean that they
have not satisfied you it is FRND because you have not taken that bit into account.

MR. VAIDA: Yes, maybe, but again one has to be a little careful because the guidelines are
guidance they are not written in concrete and it may be that if there was some factor that
had not been taken account of ----

THE CHAIRMAN: It was irrelevant.

MR. VAIDA: -- which might have been irrelevant. But the point is this, that negotiations are
plainly a relevant factor, the guidelines make that clear. There were negotiations in this
case, Ofcom examined those negotiations and it came to the conclusion on the basis of the
evidence that those negotiations that took place satisfied the FRND test so far as the
guidelines are concerned. It is true that the Office then looked at additional information,
because as | said that was, if you like, in an English sense obiter to the resolution of this
dispute.

THE CHAIRMAN: Well we have your submissions.

MR. VAIDA: Itis plain I have not been making myself clear enough, but it is actually
fundamental that the Tribunal understands that there is absolutely no inconsistency between
looking at the negotiation and looking to see whether the price is FRND, the two are
intimately connected.

THE CHAIRMAN: Shall we say 5 past 2?

(Adjourned for a short time)

MR. VAJDA: | think we were at 5.35 of the determination. In view of the time, | propose to
continue going through the determination and then, when | come to the end, I will deal with
the two questions that Professor Stoneman put to me during the morning, if that is all right
with the Tribunal.

THE CHAIRMAN: Can I just ask you: is one of those questions about whether -- If, instead of
putting the whole cost of the set-top box in cost, one put the subsidy in and did not put
anything in relation to the revenue?

MR. VAJDA: Yes, that is one of them.

THE CHAIRMAN: Right. Thank you.

MR. VAIJDA: We looked at 5.35. | cannot now recall whether we looked at 5.34. It is important
to see that Ofcom consider two questions: (1) are all the categories of common costs
included in the platform model relevant to EPG? We have answered that question, ‘Yes’,

but it is important to examine that. The second question is: is the contribution to common
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costs from Rapture reasonable, taking into account factors which would be reflected in a
charge negotiation?. That has also been answered, “Yes’.
Now, what we looked at was 5.35, which was, if you like, the split of common costs. This
is important at 5.37.
“In resolving this dispute Ofcom does not consider that it is necessary to consider in
detail either the absolute level of each common cost, or the reasonableness of
contributions to common costs or other technical platform services. This is because
the reasonableness or otherwise of the charge for Rapture’s EPG listing will be
insensitive to even quite large changes in the amount of any one cost included as a
common cost, and also because of the very small proportion that EPG listing charges
contribute to common costs”.
That is absolutely fundamental because that was part of the attack of Rapture. One needs to
be aware as to why Ofcom took the view that it did - that it did not need, to use Mr.
Bowsher’s expression, to drill down. There are two reasons given: the reasonableness for
the insensitive and even quite large changes in the amount of any one cost -- We explore
that even further in our skeleton - even if you take out all the set-top box costs. Also,
because of the very small proportion that EPG listing charges contribute to common costs.
We have seen that from the tables we looked at this morning.
Again, to see how this replicates the guidelines, the next heading is Consumer Equipment
Costs. You see that they reproduce there those very important passages at 3.9 to 3.11 that |
took the Tribunal to this morning at 5.40. They then set out Rapture’s and Sky’s views. If
we can go to 5.50, you see the conclusion of Ofcom, “The provision of subsidised set-top
boxes by Sky to viewers increases the number of viewers with access to the Sky platform
and, in Ofcom’s view, this confers some benefit on channels such as Rapture who broadcast
exclusively on the Sky platform. It is not unreasonable for Sky therefore to seek to recover
a proportion of the costs of subsidising set-top boxes form channels such as Rapture”.
They then make the point about the contribution,
“-- the contribution of EPG listing customers towards common costs represents only
a very small proportion of those costs (EPG customers make a combined
contribution of less [the Tribunal now has the figures] and is at a level which does
not appear to Ofcom to be unreasonable”.

PROFESSOR STONEMAN: Just before you move on from that, we were curious as to the extent

to which that very small number - the contribution towards the common costs from EPG -

was partly a function of actually including CA and AC costs in the calculation. In other
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Rapture argument, | understand, they do not have CA/AC services and it should not be
included in the common costs when it comes to looking at the contribution of these free-to-
air channels without CA or AC services. So, is the question to do with sensitivity of these
calculations to the way that the platform model treats CA and AC costs as common to all
broadcasters as opposed to just some?

MR. VAIJDA: No. The way that it is dealt with - and I will be corrected if | have got it wrong - is
that what one strips out are the direct costs of CA and AC, which Rapture does not bear.
But, there is an element of common costs which apply across the board, which Rapture
contributes to.

PROFESSOR STONEMAN: Given the way it is calculated, this would the higher cost of a set-
top box which has CA and AC facilities.

MR. VAIDA: Absolutely.

PROFESSOR STONEMAN: That is included both the costs and the revenue of the platform
model.

MR. VAIDA: This comes back to my point that what you have is the product out in the market. |
come back to the example | gave this morning. Somebody who is an Arsenal support, who
goes and buys Sky for that reason - he needs CA to watch Arsenal. But, he also is one of the
8.5 million ---- I do not know how many supporters Arsenal have, but it is probably more
than one or two.

THE CHAIRMAN: | think, Mr. Vajda, we have got that point. We understand that point.

MR. VAIDA: That is why there is a benefit to having ----

THE CHAIRMAN: That is why you say that you put the whole thing in, including AC and CA.
We have got that point. We understand that point.

MR. VAIDA: | am delighted.

THE CHAIRMAN: | am not saying we accept that point, but we understand it.

PROFESSOR STONEMAN: The thing then is: how sensitive is the percentage we are not
allowed to mention to that treatment -- less than 5 percent ---- to that means of including the
CA and the AC costs.

MR. VAIDA: | only can go back to what I said before - which is that insofar s their direct costs
are both CA and AC, they have been excluded. What has not been excluded has remained
in. (After a pause): The point also which we make in our skeleton is that in relation to the
common costs -- We can perhaps look at this by going back to the table.  (After a pause):
If we look at Table 3 - Costs. You see there a figure in billions at the bottom. You see a

figure there for common costs. This is in terms of sensitivity. If | understand the Professor’s

37



© 00 N o o1 B~ W N e

W W W W W N DD DD DD N DN DD PR R R R R R R R
A WO N P O © 0N OO O A WODN P O ©W 00N OO O b W DN+ O

question -- You compare that to the revenues that are received from EPG customers. If one
looks at all the EPG customers and one goes to Table 1, and you look at the figure -- both
the figure and the percentage -- that gives you some idea of the degree of magnitude as to

the difference between the two. It is a point we make in our skeleton at para. 38.

PROFESSOR STONEMAN: The general feeling is that these percentages which we are relying

upon must, of necessity, be dependent upon how the different concepts are defined. So,
what happens is that the electronic programme guide has a proportion of revenue which is

less than 5 percent as a proportion of costs.  (After a pause): Let us move on, shall we?

MR. VAIJDA: | am going to come to that. 1 am going to come to what we say on the

determination. But, in terms of the sensitivity point, that is the point that I made this
morning, and is made again. In view of the shortage of time, and not being able to go
through the skeleton in the detail | wanted to - but | am sure the Tribunal will pay careful
attention to our skeleton even though we are unable to go through it orally - | wanted to go
to para. 38 which seeks to deal with that.

THE CHAIRMAN: As you know, we do pay careful attention. That is why the judgments tend

to be of a long length.

MR. VAIDA: | was actually then at 5.50. That is the first point we make - that it is not

unreasonable for Sky to seek to recover a proportion of the costs because there is a benefit.
Then, as noted in 5.33, the contribution of EPG listing customers towards common costs
represents only a very small proportion of those costs. Then we come to 5.54 which was
probably the bit of the determination that Mr. Bowsher concentrated most of his fire on
because he said, “Well, there are all these very interesting issues which basically Ofcom did
not go into”. Well, it is perfectly true that Ofcom did not go into it, but that does not mean
to say that there was an error. What we are looking at here is: did Ofcom err in the exercise
of their discretion? It is not an error of law here. An exercise of their discretion. What
Ofcom’s reasons are for not going into that are set out, we say fully, at 5.55 to 5.56. Indeed,
yesterday, Professor Stoneman took Mr. Bowsher to 5.56. The first point that is made at
5.55 is the benefit point that we have already seen - the benefit to Rapture. Then, at 5.56,
“Ofcom accepts that EPG customers should not be expected to contribute to the direct
cost of components of the Sky platform from which they derive no benefit. Whilst
there are components of the Sky Platform that are not used by free-to-air channels
(such as access control technology and encryption), the direct costs associated with
conditional access and access control services comprise only a relatively small

proportion of total platform costs. [As | said a moment ago, they have been stripped

38



© 00 N o o1 B~ W N e

W W W W W N DD DD DD N DN DD PR R R R R R R R
A WO N P O © 0N OO O A WODN P O ©W 00N OO O b W DN+ O

out of common costs.] Given that the majority of platform costs relate to the common
cost of building up a base of viewers and the contribution of EPG listing customers to
common costs is small, it is reasonable to conclude that EPG customers are not
contributing towards the direct costs of other technical platform services from which
they do not derive a benefit”.
So, what we are saying is that they are not having to pay for the direct costs of CA or AC.
They are paying a small, but a very, very small proportion of common costs. So, that is the
approach that Ofcom takes.
Then, mirroring the Guidelines, one comes to 5.57.
“The relevant question then become what level of contribution is “fair, reasonable, and
non-discriminatory’, and, in particular, whether the recovery of the set-top box
subsidies was set at a level likely to price Rapture off the platform. To answer this
question, the willingness to pay of each channel would need to be considered on a case
by case basis in order to determine whether a charge was reasonable”.
So, we are now getting into the negotiation layer of the guidelines. That is precisely where
the determination goes later on because the whole question of negotiation is gone into in
great detail towards the end of Section 5.

THE CHAIRMAN: Does it mean in 5.57 that Ofcom did not look at this question - it closed the
door when it saw what was going on in the negotiations?

MR. VAJDA: No, because what Ofcom did was to examine ---- When one looks at that bit of the
determination which looks at the negotiations, it effectively examined the evidence of the
negotiations between the parties.

THE CHAIRMAN: It did not have any other evidence before it? | am not criticising.

MR. VAIDA: That isright. As I understood it, it sought, insofar as it did not have evidence,
evidence from Sky and Rapture as to what happened in the negotiations. The Tribunal may
recall that it set out in that part of the determination correspondence and argument that were
put by Rapture and Sky.

THE CHAIRMAN: It considered independently the information which was received.

MR. VAIDA: When, Madam Chairman, you are saying ‘the information received’, what
information ----

THE CHAIRMAN: Whatever happened in the negotiations, which is the only information it
received.

MR. VAJDA: It also received information which was not available at the time of the

negotiations. It received two sorts of information.
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THE CHAIRMAN: It looked independently - without taking account of where the negotiations
were and what was said by each party as to whether there was willingness to pay. It looked
independently to see what its conclusions would be.

MR. VAIDA: It looked independently in the sense that it was looking at it independently from
Sky and Rapture. But, it did not look at it independently in a vacuum. It looked at it like a
court would do - on the basis of the evidence that was before Sky and what Rapture put
before Sky. It looked at it, yes, independently, but not ----

THE CHAIRMAN: Independently as the Court of Appeal would do, or independently as the
High Court would do?

MR. VAJDA: It looked independently on the evidence and it reached conclusions on the
evidence.

THE CHAIRMAN: In other words, it used the negotiations as the submissions to it.

MR. VAJDA: What it was concerned to ensure was that the negotiations, if I can put it like this,
replicated the guidelines. 1 come back to ‘willingness to pay’ because we have seen
willingness to pay is in the guidelines. In doing that, you only have to look at two things:
first of all, was willingness to pay, if you like, on the table, if | can put it like that?
Secondly, what was, or was not, said about willingness to pay? The same issue about
discrimination ----

THE CHAIRMAN: Willingness to pay on the table. Yes. It was on the table. What was said?
What did it then do? We may be getting there -- 1 do not want to take you off course.

MR. VAIDA: | am conscious of the time. It is not that | do not enjoy answering questions from
the Tribunal, but we are going to get to that part ----

THE CHAIRMAN: Let us get to it in the course of your submissions, as you plan to do it. | can
always come back.

MR. VAIDA: Certainly.

THE CHAIRMAN: You can see it is still worrying me.

MR. VAIDA: Yes. Absolutely. What | would just like to do in terms of structure is to then go to
5.67. There you see that that is the conclusion - 5.67 to 5.69. It is the conclusion in relation
to, “Were the costs sought to be recovered reasonably and necessarily incurred?” That is, if
you like, Stage 1 of the Guidelines. | am not going to read that out because we are running
short of time. Then the next layer is the floor/ceiling point. That is dealt with at 5.70 to 5.73.
Again, that is following the Guidelines. The next layer is whether the return on the platform
is excessive. | will come back to that right at the end in relation to Professor Stoneman’s

question.
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We then come to what | might call the negotiation layer of the Guidelines. That begins at
5.103. Again, here, you can see how Ofcom very carefully start off by looking at the
Guidelines - as to what the 2002 Guidelines are. They then set out at 5.106 Rapture’s view.
Then they set out Sky’s view. For example, one of the things they refer to, as we see at
5.113,
“Sky has acknowledged that Rapture sent an e-mail to it on 7" November, 2005 in
which Rapture stated that, ‘Rapture is one of a handful of channels that offers
satellite viewers some real entertainment not just a rip-off quiz games or religious
doctrine pretending to be entertainment, frankly, I think Sky should be paying us or
the added value we offer’”.
That was part of the negotiation process that was going on.
We then see a section headed ‘Sky stated basis for negotiation’. We then see another
section which is “Negotiations between Sky and Rapture’ which begins at 5.120. Again,
because of time | am not going to go through that with you. But, you can see that very
careful consideration is given. All the history is set out here, the correspondence. Then you
find at 5.149 that this is where Ofcom sets out its views. Again, you see 