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Glossary

3P/4P

Al

BBC Royal Charter

BBC Worldwide
BESA

Catch-up TV

CIP/CIA
CMA
Commissioned programme

CAGR
CPT/CPM

Crowding-in
Crowding-out

DAB

DCMS

Digital Age

DSAT

DTT

Triple play/quadruple play. Platform operators offer three or four services in
a single bundle — broadband, fixed line, pay TV and mobile. This creates
“stickiness” because the consumer is less likely to move to another
provider if they purchase multiple services from the same operator.

Appreciation index — used by the BBC to measure how much the audience
appreciates and enjoys BBC programmes.

The constitutional basis for the BBC. The Charter sets out the public
purposes of the BBC, guarantees its independence, and outlines the duties
of the Trust and the Executive Board. The government is currently
reviewing the Charter, which expires at the end of 2016.

A wholly owned subsidiary of the BBC and its main commercial arm.

British Educational Suppliers Association.

Functionality that enables viewers to access programmes that have
already been aired and view them at a time of their choosing.

Competitive Impact Principle/Competition Impact Assessment. The BBC is
required to minimise any negative competitive impacts on the wider market
while carrying out its activities.

Competition and Markets Authority. The CMA is the UK competition
authority; previously the Competition Commission and Monopolies and
Mergers Commission (MMC).

A new programme funded by a broadcaster. Programmes may be
commissioned from an internal production arm or an external production
company.

Compound annual growth rate.

Cost per thousand impacts — a measure of the cost of advertising.

The effect whereby the BBC’s overall commitment to content spending in
general, and UK content spending in particular, may encourage rivals to
spend more of their income on UK content than they otherwise might.

A negative commercial impact large enough to prevent new entry, create
market exit, or significantly lessen overall quality and investment by
commercial services.

Digital audio broadcasting — a terrestrial digital transmission technology for
radio services.

UK Department for Culture, Media and Sport.

The last decade or so, characterised by widespread consumer access to
internet based services instead of analogue communications.

Digital satellite transmission.

Digital terrestrial television.
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DTV

EPG

Free to air TV

GDP

GVA

ICT

IPTV

ITV1

Linear/non-linear viewing

MIA

NMA
0&0

Ofcom

On-demand

oTT

Pact

Pay TV
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Digital television — a generic term covering DSAT, digital cable, DTT and
IPTV distribution of television services.

Electronic programme guide — the screen in DTV services that shows what
programmes are available to watch.

TV channels that can be accessed with suitable reception equipment
without paying a subscription. Also shortened to “free TV”.

Gross domestic product.

Gross value added — a measurement of the profits (producer surplus) and
the wage costs of suppliers.

Information and communication technology (sector).

Internet protocol television — a means of distributing live and on-demand
TV content via the internet.

ITV1, was renamed ITV in 2013. For clarity we continue to use “ITV1” to
distinguish the channel from its parent organisation.

Linear viewing describes live viewing of a broadcast TV channel. Non-
linear viewing describes the behaviour of a consumer who records content
for future playback and/or uses catch-up or replay technologies to access
content in a way that no longer reflects the original linear channel
transmission.

Market Impact Assessment. The MIA is derived from a simple welfare
economics framework for establishing the net market impact of any service
or activity in the economy. This effectively weighs any displaced consumer
surplus (benefits to consumers less the retail price) derived from the
commercial services, plus any displaced producer surplus (effectively any
commercial profits) from providing the commercial services, against any
consumer surplus created by the BBC’s activities.

News Media Association.
Oliver & Ohlbaum Associates Limited.

The UK communications regulator for the TV, radio and VoD sectors, fixed
line and mobile telecoms, postal services, plus the airwaves over which
wireless devices operate. Established by legislation including the
Communications Act 2003, Ofcom’s principal duty is to further the interests
of citizens and consumers, where appropriate by promoting competition.

Audiovisual services available to consumers at a time of their choosing.
Examples include SVoD (subscription video on demand).

“Over the top” audiovisual services provided directly to consumers over
broadband networks, bypassing established terrestrial, cable and satellite
TV platforms.

Producers Alliance for Cinema and Television — trade association
representing the commercial interests of UK independent television, film,
digital, children’s and animation media companies.

Television services for which consumers pay a regular subscription.
Channels are encrypted and cannot be accessed without a viewing card.
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Paywall

PSB

PVA
PVR

PVT

RIA

ROI

RQIV

Series Stacking

Spin-off channels

SVoD

UKTV

VoD

WOCC

The encryption of newspapers’ content online so that it is available only to
consumers who pay a subscription.

Public service broadcasting — a long-established feature of the
broadcasting landscape in the UK and elsewhere. PSB broadcasters have
certain obligations to provide content that the market might not otherwise
deliver (such as impartial news, cultural output and religious programming),
in return for certain advantages such as access to scarce spectrum and
prominence in EPG listings. The BBC is the UK’s main public service
broadcaster. The “commercial” PSBs — ITV1, Channel 4 and Channel 5 —
have public service obligations in the terms of their Ofcom broadcast
licences.

Public value assessment.
Personal video recorder.

Public Value Test — an assessment by the BBC Trust of the broader social
and public service benefits of a BBC activity. It is possible that a BBC
activity can have a negative gross market impact but that the net market
impact (once the consumer surplus from the BBC service is added back in)
is positive.

Regulatory Impact Assessment; an economic analysis of the impact of new
regulation on affected parties, prior to its introduction.

Return on investment.

Reach, quality/distinctiveness, impact, and value for money framework —
used by the BBC Trust when undertaking a PVA of the BBC service.

The ability for viewers to go beyond the initial general seven-day window
on the iPlayer to see all the episodes of series that together lasted several
weeks.

Niche channels owned by the public service broadcasters. They include
BBC Four and CBeebies, ITVbe and E4.

Subscription video on demand — a library of content distributed via a digital
TV platform or OTT and available for on-demand viewing.

A provider of free TV and pay TV channels in the UK, 50 per cent owned
by BBC Worldwide and 50 per cent by Scripps Interactive Networks. UKTV
is an important means of commercialising BBC content in the UK. UKTV
channels include Dave, UK Gold, Yesterday, Alibi and Watch.

Video on demand.

The window of creative competition, which defines the proportion of BBC
content spend that is contested by in-house and external producers. The
Communications Act 2003 requires the BBC to commission 25% of its
original network and non-network productions from the independent sector
each year, as set out in the Ofcom independent production quota. In
addition, the BBC’s Framework Agreement requires that 50% of BBC
television commissioning is reserved for its in-house production teams. The
remainder, around 25%, is set aside for competition between the BBC and
independent producers. In 2015 the BBC Trust concluded that there is a
strong case for extending the WOCC to cover more of the 50% of
production currently guaranteed for in-house production, and the BBC
Executive has agreed proposals with Pact for how this will be done.
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List of Interviews

We spoke to executives from the organisations listed below in putting this report together:

e the BBC

e Global Radio
e Group M

e The Guardian
o [TV

e Ofcom

e The Times

e UBC Media

We also met with Professor Patrick Barwise, Emeritus Professor of Management and Marketing at the
London Business School.
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Executive Summary

Background

The BBC is governed by Royal Charter. The current Charter expires at the end of 2016. As part of a
process of building an information base to allow the Government to make informed choices about the way
the BBC should operate over the next ten years, the Department for Culture, Media and Sport (DCMS)
commissioned Oliver & Ohlbaum Associates Limited (O&0), supported by Oxera Consulting LLP (Oxera),
to produce the current report. Its focus is on the scale and scope of the BBC’s public service activities,
although it does look at some of the BBC'’s related commercial activities as well.

Overview

There has been a great deal of analysis on the market impact of the BBC over the last 20 years, focused
on either 1) the impact of additional and incremental BBC digital services, or 2) hypothetical assessments
of there being no BBC, or a radically reduced BBC, in terms of funding and scope — across all services or
within each of radio, TV and online.

Both these approaches have their merits. The former ensures that the BBC does not crowd out
commercial activities with its new services. The latter reminds policymakers of the contribution that the
BBC makes to the strength and range of the UK media sector. It is also a reminder of the BBC’s
beneficial impact on consumer choice and public value — even if it is very difficult to predict how exactly
the UK media market would develop without a BBC of scale, given that the BBC is such an intrinsic part
of the UK media ecology. These past reviews are summarised and assessed in this report.

Less work has been done on the market impact of the BBC’s mainstream and high reach services — BBC
One, BBC Two, Radio 1, Radio 2, Radio 5 Live, and BBC Online — and, in particular, on how different
levels of distinctiveness in these services (as opposed to different levels of funding) can create different
levels of market impact.

This report lays out how greater distinctiveness in the BBC’s mainstream services than is currently the
case could not just have a positive impact on the commercial market but also positive net market impact —
once the BBC and commercial offerings to the consumer are assessed in aggregate. More specifically:

e A shift in the positioning of BBC One in terms of the mix of genres, the approach within genres and its
commitment to a wide range of titles and a significant number of new titles in its schedule. While
decreasing BBC One’s audience share to below 20 per cent, this shift could increase commercial
advertising-funded rival income by £33m to £40m a year (and possibly rising to £50m to £60m a year
by the end of the next Charter) and have a positive net market impact;

e A shift in the positioning of the BBC’s popular music and news/sport radio services with a greater
emphasis on music range and hard news and lower profile sports for the 25 to 44 age group. While
reducing the BBC’s share of measured radio audiences to below 50 per cent, this shift could increase
commercial ad funded rival income by £22m to £38m a year (and possibly rising to £28m and £47m a
year by the end of the next charter) and have a positive net market impact; and

e A shiftin the positioning of the BBC’s online news and information services away from “softer” news
stories and towards more in-depth analysis and explanation. If this were to affect content currently
accounting for around 15 per cent of BBC news page views, the increase in commercial revenue
would be likely to amount to between £3.2m to £8.2m a year, potentially with a positive net market
impact.

In addition to a total of £58m to £86m extra commercial ad funded rival revenue per year across TV,
radio and online — rising to £81m to £115m a year by the end of the next Charter period — a more
differentiated BBC strategy could also bolster pay income across TV and online news and information
and possibly music and speech audio on demand.

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 8
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This report also outlines various ways in which a more co-operative approach from the BBC to linking to
commercial rivals and the aggregation of third party content could help the commercial sector and the
overall net market impact of the BBC still further.

While past market impact assessment processes have recognised the many ways in which proposed and
current BBC activities help the commercial sector they have failed to go on to develop recommended
ways in which the BBC might increase its positive impact on the UK commercial sector. This will become
increasingly important as the trends to convergence, consolidation and globalisation, to which the BBC
itself points, begin to challenge the UK’s commercial sector still further. This suggests a need for reform in
both how and when the BBC’s market impact is assessed.

The market impact of continuing mainstream services should be assessed as part of any ongoing service
review process. Also, ways in which BBC services and activities could best bolster the commercial sector
both directly and along the supply chain should be considered as part of any market impact assessment
and public value test process.

Context

The BBC has a sizeable presence in the UK media market, with 33 per cent of the measured TV
audience, about 25 per cent of all TV channel/service revenue, 54 per cent of the measured radio
audience, and a news and information internet site that is by far the most-used by UK media consumers.
Overseas, while smaller than many of its US led international rivals, the BBC is still the largest exploiter of
UK originated intellectual property, and the only UK player to come even close to matching the leading
US providers of content and content based services. It is also still a major player in global news provision
through BBC World Service Radio, bbc.com and BBC World News. Moreover, it remains the best funded
public service broadcasting organisation in the world (although the German PSB system as a whole
receives more public monies).

But the BBC is a smaller player in the UK media market overall than it was 10 years ago, at the start of
the last Charter period. Its share of overall UK media consumption and revenue is lower in 2016 than it
was in 2006. Moreover, the last 10 years has also seen the continued growth of global media platforms
and leading media content suppliers, alongside a significant degree of convergence between the internet
and traditional TV, radio and news and information markets.

This has led to the increasing influence of Google, Apple, Facebook and Amazon; the rise of new players
such as Netflix; and the consolidation of traditional platforms and content providers into powerful global
groups including Sky Europe, Liberty Global, Comcast/NBC Universal, Discovery, the Walt Disney
Company, and 21st Century Fox, all of which have a significant presence in the UK and in the BBC’s
major overseas markets.

In the next decade these trends are likely to continue, potentially leaving the BBC smaller again in 2026 in
terms of its share of overall media consumption and revenue in the UK, and in its main overseas markets,
and facing formidable global platform and content groups as both competitors and suppliers/distributors.

Future scenarios

While, going forward, the BBC will face the pressures of globalisation, fragmentation, consolidation and
convergence, so will its often smaller UK based commercial rivals in TV, radio and news and information.

Three future scenarios are equally plausible for the UK’s commercial media sector. First, an “invasion
scenario”, where most of the UK’s main commercial players end up being owned and operated by global
media organisations — mostly from the USA — and whose behaviour is driven more by global interests
than UK consumer needs. Second, an “inevitable decline” scenario, where the commercial UK sector
remains independent but becomes gradually weaker as it loses audience and revenue to global operators
and rivals. Third, a “transformation scenario”, where the UK commercial media sector both diversifies and
transforms itself in order to survive and then thrive in the global internet age.

The size, scope and behaviour of the BBC are likely to have a significant influence as to whether the third
of these scenarios is the most likely. Getting the balance right between the BBC’s mix of services, and

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 9



BBC television, radio and online services: An assessment of market impact and distinctiveness

those provided by the UK commercial sector, will therefore be crucially important to both the future
relevance of the BBC and the health and fortunes of the UK’s commercial sector.

In some areas, this may mean the BBC has to focus on co-operation with the commercial sector and on
generating positive impacts for the commercial market rather than on just avoiding negative commercial
market impact.

The focus of the impact assessment

The focus of this report is twofold: first, the market impact of the BBC on the commercial sector; and,
second — and more importantly for consumers — the overall net impact on the whole UK sector and on UK
consumers once the BBC and UK based commercial TV, radio and online content services are combined.
While we do not look specifically at public value impact (the broader benefits to society from BBC
activities) or at economic impact, in terms of the UK’s total gross value added (GVA), we do cover in the
report how these might relate to market impact.

When looking at both the commercial market impact and the net market impact, we reviewed the likely
impacts of a lower level of BBC activity and funding or a similar level of activity, but with more
distinctiveness and differentiation from the commercial sector. But given that much past analysis
(reviewed in this report) has tended to suggest the likely negative net market impact of a much smaller
BBC, we have focused more on assessing the likely impact of a repositioning of relevant BBC services,
rather than a significant reduction. Moreover, given that much past analysis has focused on the impact of
incremental additional BBC services, we have tended to focus this review on changes to the BBC’s more
mainstream services — BBC One, Radio 1, Radio 2, Radio 5 Live and BBC Online.

The impact of the BBC on the commercial sector has been assessed at three levels: the likely audience
and commercial revenue substitution of BBC services; broader market enhancements and market
impediments caused by BBC activity; and the impact on other supply chain and adjacent market
activities.

The impact of the BBC on the commercial market

Past reviews of additional BBC services and incremental changes to BBC services have all suggested
that the BBC takes audience share from the UK commercial TV, radio and online sectors. But, at a broad
level, the impact on domestic commercial rivals is limited because:

e audience share loss to the commercial sector is not one-for-one in line with the BBC’s gain — especially
where the BBC service is distinctive from the commercial offering and/or serves a similar audience to
other BBC services;

e the loss of advertising revenue by the commercial sector is not proportionate to any audience share loss
because commercial audience losses also increase the market price of advertising to some extent
(advertising demand is far from completely “elastic™);

e any loss of advertising revenue is often spread across several rival providers, limiting the proportionate
losses on any one provider and making it less likely that the commercial supply will reduce significantly
due to the presence of the BBC service; and

e the loss of any subscription income is not directly related to any general loss of audience to the BBC,
and is likely to be more related to the specific content priorities of the BBC and how they impact the pay
sector.

In terms of likely significant revenue substitution, therefore, the focus should be on the likely impact of the
BBC’s more mainstream services, which tend to be both larger and have greater overlap with the
commercial sector’'s lead services (These mainstream services have all been covered far less by past
analysis.)

! When commercial share and advertising impacts reduce, price increases somewhat, making any reduction in revenue less than
proportionate to the audience impacts lost.
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In terms of disproportionate commercial impact, the focus should be on the BBC’s more targeted and
differentiated services — past and current — where they are quite close to commercial rivals in content mix
and demographic targeting, or where the BBC mainstream services go more head to head with specific
broadly based commercial rivals, and so might have a disproportionate impact on these competitors.

The report finds that, for the mainstream services, a lack of distinctiveness is likely to have some impact
on the revenues of rival mainstream services. The report maps out the evidence on distinctiveness,
audience substitution and revenue substitution.?

The report also reviews the targeted BBC services where there appears to be the most overlap with
commercial propositions, or where there have been overlaps in the past (e.g. BBC Four and Sky Arts;
BBC 4 Extra (BBC 7) and Oneword), and seeks to estimate the scale of any impact.

In terms of direct advertising revenue substitution, we find that:

e the current relatively conservative schedule renewal and schedule mix strategy of BBC One probably
reduces commercial PSB TV advertising revenue by £33m to £40m a year compared with a more
innovative and risk taking strategy3 (about 0.9 to 1.1 per cent of total commercial TV advertising market
income);

e the current positioning and output mix of Radiol, Radio 2 and Radio 5 Live combined probably reduces
annual commercial radio advertising revenue by £22m to £38m a year compared with a more
differentiated output and/or more targeted demographic strategy” (about 4.5 to almost 8 per cent of total
commercial radio market advertising income); and

e at the margin, it is likely that BBC Online's news provision reduces commercial publishers' revenue. If
consumption of the “softer news” type of output usage on the BBC's news website were to reduce,
affecting around by 13 per cent of the BBC’s online news traffic, it is likely that commercial revenues
would increase by between £3.2m and £8.2m a year (between 0.8 and 2.1 per cent of current
commercial online news revenues based on the estimated size of the commercial market in 2013).

For the most part this substituted income is spread across a number of commercial players and so does
not have a significant impact on any one commercial provider. The exception is in TV, where BBC One’s
positioning probably has the largest impact on ITV1 (and may be reducing ITV1’s income by more than
£33m to £40m a year by reducing its share versus rivals such as Channel 4 and Channel 5).

The impact of the scale and scope of BBC TV and Online services on pay revenues is less easy to
quantify. While it is likely to reduce the commercial pay income available to some degree, perhaps more
importantly it will also probably influence the mix of pay services and content offered (this applies to both
the BBC’s mainstream and more targeted services). With radio and audio, the impact is even less certain
because there is no subscription radio market in the UK; the impact is more likely to be on the future
potential of subscription based music and spoken word streaming services.

These revenue substitution estimates should not be seen in isolation. Even where the BBC’s direct
revenue impact on a specific service or group of services is found to be not insignificant, the overall
commercial market impact of the BBC on consumer choice and value can still be positive for several main
reasons.

BBC activity overall in relevant markets can actually help the commercial sector and/or boost the
consumer value from the commercial proposition. The BBC’s lead in developing new platforms such as
Freeview, DAB and the iPlayer has (1) de-risked these important developments for UK commercial rivals;
(2) helped prevent more rapid revenue fragmentation for leading ad funded rivals; and (3) helped seed
the future take-up of pay services once free access has established new patterns of consumer behaviour.

% In general, increased distinctiveness across BBC services will increase commercial rival share. However, some dimensions of
distinctiveness — such as service innovation — might actually increase the BBC'’s share, especially if the commercial sector
underinvests and exploits a monopoly or quasi-monopoly position. Care needs to be taken in defining the dimension of
distinctiveness that increases both the consumer/public value of the BBC service and the share of the commercial sector.

® This could rise to £50m to £60m a year by the end of the next charter.

“ This could rise to £28m to £47m a year by the end of the next charter.
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This has probably been more the case in TV than in radio and online. Therefore, even if the short term
direct revenue impact is negative, the net medium/long term revenue impact can still be positive.

In addition, in some circumstances, the BBC’s overall commitment to content spending as a whole and to
UK content spending specifically can help encourage rivals to spend more of their income on UK content
than they otherwise might — the so called “crowding-in” effect. So, even if commercial revenue is lower in
the medium to long term, spending on content might be higher, benefiting consumers more than it harms
suppliers.

The BBC can also have positive benefits along the supply chain and in adjacent markets. Its promotion of
new UK music helps the UK music sector, its commissioning of UK independent producers helps develop
the global appeal and reach of the UK’s content creators, and its promotion of a range of TV platforms
has helped sustain competition in the TV platform market.

Analysis for this report tends to confirm that the positive BBC impacts on the commercial market still exist,
but that: (1) the platform-driving benefits may now be lower than 10 years ago and may reduce even
more by the end of the next Charter period as the TV and radio markets complete their transformation to
near universal, connected IP delivery; and (2) the “crowding-in” impact (witnessed in the past in TV) may
be less than it was 10 years ago, as commercial rivals have had to focus more on preventing excessive
commercial revenue fragmentation than on keeping up with the BBC, and this may reduce further in the
next decade.

There may also be examples where BBC activity is actually having a negative impact at a broad
commercial market level by erecting barriers to entry or commercial market growth, by pushing up input
costs/restricting input access, or by imposing uneconomic platform costs on rivals. These are looked at in
more detail when reviewing specific markets, but are generally focused on the way in which the BBC
approaches secondary and ancillary access to its content by UK commercial third parties and the linking
to/aggregation of third-party commercial services with its own services.

The net market impact of the BBC

Even if the BBC's commercial market impact is negative once positive broad commercial market
enhancements and supply chain benefits are factored in, the net market impact once commercial services
are combined with BBC services can still be positive.

Additional BBC services can add more to overall consumer surplus (and perhaps to the overall creative
economy as well) than is lost from commercial services. This is the case because the BBC spends
proportionately more on UK content than rivals might (or has a higher multiplier impact on a range of
creative sectors — such as the BBC’s music content and the UK music sector), and UK content is both
more highly valued by consumers and boosts the UK economy more than bought-in content or the impact
of an uplift in rivals’ commercial profits. This case has been made strongly in the case of the TV market
by two recent reviews.’

However, care must be taken not to extend this argument too far. It could be used in an unsophisticated
way to justify continued expansion of the BBC at the expense of the commercial sector so as to maximise
any multiplier effect on the creative sector and the consumer surplus from UK content. But, in the end, too
large a publicly funded sector can negate the dynamic benefits of competition with and within the
commercial sector, and slow down long term market innovation that the profit motive brings in dynamic
and competitive markets.

In addition, added consumer value from BBC services may be lower than 10 years ago, particularly where
BBC services lack distinctiveness and/or where the commercial sector is showing an increased appetite
for commissioning more UK content — especially across different types of pay TV. Although extra
provision by pay TV providers will always, by its nature, exclude some consumers from its content
offering — thereby reducing public value and total consumer value — the growth of lower priced pay TV
offerings may reduce this impact over time.

® Barwise and Picard (2014), and PwC (2015).
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Distinctiveness, differentiation and co-operation

The coverage of past reviews and the likely continued net market impact benefits from the overall scale of
the BBC for UK consumers have led us to focus on: (1) the distinctiveness of BBC services — especially
its more mainstream services; (2) the BBC’s future role in driving platforms; (3) the degree to which the
BBC service can encourage more UK content investment and risk taking by rivals or might contribute to
more revenue fragmentation and higher risks, eventually leading to a crowding-out of commercial
investment; and (4) the degree to which the BBC might be pushing up input and platform costs especially
in the way it deals with UK commercial rivals in terms of archive access and consumer aggregation.

The report concludes that there are likely to be some areas of ongoing concern in the next 10 years
around: the positioning and strategy of BBC One: the positioning and strategy of Radio 1, Radio 2 and the
BBC’s more mainstream news and sports radio services; BBC Online’s more mainstream news and “soft
news” content in the UK; and the BBC’s general news provision in the largest commercial overseas
markets for such material.

In terms of the potential net market impact benefits of a BBC repositioning in all these areas, much
depends on (1) the nature of any BBC increased distinctiveness and its impact on the consumer value
generated by the BBC service, and (2) how the commercial sector responds to the increased
differentiation and distinctiveness of BBC mainstream radio, TV and online services.

Shifts in the distinctiveness of BBC services need to add more to the value of those who remain as
consumers than might be lost by those switching their viewing to rival services and/or commercial rivals
need to invest some or their increased revenue in innovative new services and/or more quality home
grown content.

The likelihood that BBC repositioning might increase net market impact could probably be further
strengthened by a collaborative/co-operative attitude from the BBC in terms of future platform and content
aggregation and content sharing/licensing with commercial rivals across TV, radio and online activities.

Such developments could be encouraged by applying the Market Impact Assessment (MIA) framework
(developed by Ofcom and the BBC Trust for new BBC services) to existing/continuing BBC services —
perhaps as part of the BBC Trust’'s ongoing service review process; and by putting emphasis on
promoting positive impacts for rivals within the BBC Trust’s overall Public Value Test (PVT) framework,
rather than allowing negative impacts on rivals, as long as either the net market impact or the PVT is
positive.
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Introduction

Background

The BBC is governed by Royal Charter. The current Charter expires at the end of 2016. As part of a
process of building an information base to allow the Government to make informed choices about the way
the BBC should operate over the next ten years, the Department for Culture, Media and Sport (DCMS)
commissioned Oliver & Ohlbaum Associates Limited (O&O), supported by Oxera Consulting LLP (Oxera),
to produce the current report. Its focus is on the scale and scope of the BBC’s public service activities,
although it does look at some of the BBC'’s related commercial activities as well.

This report has been prepared for consideration by Ministers alongside other sources of evidence and
public opinion, to help Ministers make decisions about the way the BBC should operate over the next
Charter period. The Government wishes to evaluate the way in which the BBC’s services in television,
radio and online affect other market participants. The report contributes to that exercise by looking at how
the BBC interacts and competes with other providers across its activities.

About the authors

0&O is a leading advisory group on strategy, policy and commercial issues across the media,
entertainment and sport sectors. It has an unrivalled understanding of the competitive dynamics of the
UK’s TV, radio, news and online sectors, as well as a wealth of international experience from which to
draw lessons and comparisons. O&O worked on analysis provided to the initial 2003/2004 Market Impact
Assessments into BBC Digital TV and Radio services, and provided support work to the BBC across a
number of areas during the 2005/2006 Charter Review process and the Burns Panel inquiry. It has
worked on a large number of policy projects since 1995 including as lead advisers to the ITC/Ofcom
review of the UK TV content supply market in 2002/03, and to the second Ofcom PSB Review in 2008/09.

Beyond O&QO’s policy work it has advised all the major UK commercial media players and a large number
of global media, entertainment, telecoms and tech groups on strategy, acquisitions and policy issues at a
UK, European and global market level.

Oxera is a leading European economics consultancy advising on forensic competition case work, general
strategy, public policy and regulatory reviews covering a number of sectors including media, telecoms
and technology. It has been involved in a large number of media related competition reviews over the last
20 years.

Both organisations have extensive experience of advising policymakers, public bodies and commercial
organisations, and of advising on the dynamic interactions between them.

This report was produced by O&O and Oxera, with O&O playing the role of lead author and primary
contractor. During the drafting of this report, O&O undertook overall responsibility for the main body of the
report, with the exception of chapter 6 (online market impacts) for which Oxera was responsible. This
division was agreed with DCMS in view of O&QO’s role in previous work for industry stakeholders in
connection to the current Green Paper. Additionally, Oxera conducted the regression analysis looking at
the impact of BBC One scheduling on ITV1, and provided a review of specific parts of O&QO’s drafting.

This report contains the conclusions of its authors and is independent of the DCMS.

Project scope

This report describes a study of the market impacts of the BBC across relevant sectors, including both
aggregate market impacts and the impact of the BBC on specific services. The analysis covers markets in
which the BBC is directly active — television, radio and online — and looks at the BBC’s impact: along the
supply chain, for example in content creation; in distribution, such as the BBC’s impact on the take-up of
on-demand platforms and services; and in adjacent market sectors, such as music and audio, and
newspapers.
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The BBC can clearly be a force for good at the aggregate level — for example, if its presence supports a
vibrant production sector or drives up the quality of commercial offerings. But it can simultaneously have
a negative impact on individual services (the impact of BBC Radio 2 on commercial music radio services,
for example) or schedules (BBC One scheduling its top crime dramas and entertainment titles against
ITV1's). Overall therefore, the BBC may have a net positive impact on the commercial sector while
simultaneously having a negative impact on individual commercial offerings.

The impact on the commercial market is not the same as crowding out — crowding out tends to suggest a
negative commercial impact large enough to prevent new entry, create market exit, or, perhaps, simply to
significantly lessen the overall quality and investment by commercial services across the board.

Net market impact is also not the same thing as commercial impact or crowding out. A BBC service can
crowd out a rival or potential rival, or simply reduce the overall size of the commercial sector, but the net
market impact on consumers can still be positive if the BBC service more than replaces the lost value and
choice provided by the displaced commercial service. Finally, net market impact is not the same as net
public value. It is possible that a BBC service that crowds out a rival and reduces overall choice and direct
value to the consumer may still generate net public value if it brings some substantial benefit to society as
a whole.

This report examines these trade-offs and draws conclusions based on fresh econometric analysis, the
outputs from previous studies, and new material submitted by interested parties in response to the BBC
Charter Review Public Consultation held by the DCMS between July and October 2015. The authors also
conducted interviews with interested parties (including the BBC) in December 2015 and January 2016.°

What this report is not...

The BBC is a significant public intervention in the UK media and broadcasting landscape, and is therefore
subject to regulatory frameworks including competition policy, fair trading and state aid. It is also
scrutinised by the BBC Trust on behalf of the licence fee payer to answer public interest questions such
as whether BBC services represent value for money and what is the BBC’s contribution to distinctiveness
in broadcasting. Our review does not address these questions directly and serves only to determine the
market impact of the BBC.

Where relevant, we identify and make use of market sizing methodologies from these inquiries. But our
observations are limited to the methodologies themselves and any conclusions they might reach about
market sizing and market impact. We make no comment on the substantive conclusions of previous
competition, fair trading or state aid inquiries that we reference in this report.

Overview of the layout of the rest of the report

Part One of this report provides context to the more detailed market-by-market reviews in Part Two. It
starts in Chapter 2 with an overview of the BBC’s current activities by market, how this compares to other
UK and more global commercial players, what has happened over the last 10 to 20 years (covering two
Charter periods), and what challenges lie ahead for the BBC’s scope and role. It then sets out in Chapter
3 the market impact framework (and supporting quantitative methodologies) as it has been applied to the
BBC in the past through a host of specific inquiries, past Charter review panels, as well as more formal
Market Impact Assessments (MIAs) and Competition Impact Assessments (CIAs). The findings of each
specific review in the UK’s core markets are detailed in the market-by-market material in Part Two.

Part Two looks at the BBC’s market impact in more detail. Chapter 4 provides a detailed examination of
the BBC’s market impacts in the television sector. Chapter 5 looks at radio and Chapter 6 at the BBC’s
market impact online, focusing on news and information provision and on-demand TV content. The BBC’s
impacts on adjacent markets and the supply chain are covered where relevant and significant within
these three chapters. For example, the online market impacts chapter includes a case study on the
international online news market, as well as the core UK service market.

® The organisations interviewed are listed at the front of this report.
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In each of these chapters we use MIA tools and methodologies to address gaps in the existing literature.
These gaps might exist because a particular impact has not been evaluated before, or because the
existing literature is outdated. We also use case studies, which add colour to the market impact
evaluation by describing a particular facet of the BBC’s impact as it applies to competitors. In general,
case studies are used to illustrate very specific past or present potential impacts of the BBC on specific
commercial services. The extra broader MIA work done has been to update the work done on the BBC'’s
new digital services back in the 2003 to 2007 period (at the back end of the previous Charter period).
Alternatively, it provides a broad assessment of the BBC’s main services in TV and radio that have the
highest market share and reach, but which are not subject to any formal process of market impact review
and where Charter review debates tend to be the time for such assessments.

In addition to this chapter-by-chapter approach, we set out below the main findings of the whole report.
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Findings and conclusions

Main findings — TV

While the BBC is a smaller part of the UK TV market now than it was 10 years ago, in terms of total
sector revenue and total audience share, it is still the most significant single aggregator of audiences in
the UK — with 33 per cent of measured viewing versus 22 per cent for its nearest rival, ITV plc. Since
2002, its lead channel, BBC One, has been the UK’s most popular channel, and has now opened up a 7
percentage point lead over its nearest rival, ITV1. UKTV — BBC Worldwide’s joint venture with Scripps
Networks Interactive, Inc. — accounts for an additional 5 per cent of viewing share.

The BBC still accounts for around 25 per cent of all channel revenue once platform revenue shares are
excluded from pay TV. It also accounts for 40 per cent of all spend on originated UK content and
produces in-house 20 per cent of all UK content (excluding news, where its share is higher).

Most studies over the last 20 years have suggested that the BBC has a positive net market impact at a
broad TV sector level. Not only does the BBC add directly to the range, quality and UK focus of TV output
in the UK, it may also be a major reason why commercial PSB services have traditionally provided more
originated, high quality content than their PSB licences require.

e While BBC activity has been shown to cause audience substitution and advertising revenue substitution,
the impact on revenue is relatively small and is often spread across many channels. Past studies
suggest that for every percentage gain in commercial audience share due to a smaller BBC, advertising
revenue would increase by between £18m and £27m. This is equivalent to between one-half and three-
quarters of 1 per cent of total TV advertising revenue in 2014.

e Any reduction in the funding, size and scope of the BBC risks not only a smaller value of total TV
revenue, but also a much smaller amount of spending on content, and especially originated content.
Commercial PSB players would have fewer incentives to spend more on originated content and might
spend less.

e Past trends and survey evidence suggest that this shortfall would not be compensated for by the pay TV
sector, since any significant extra willingness to subscribe (which studies suggest would only follow a
substantial reduction in BBC activity) might be allocated to either higher profits or more fees to sports
rights holders or US film and TV studios, and not to significant investment in originated UK TV content.

However, there are indications that past studies of this positive broad net market impact of the BBC
(especially on content investment) and the negative impact of a smaller BBC, while still directionally
correct, may be overstated when suggesting that every 1 per cent fall in licence fee income going to TV
could shrink total UK originated content investment by 0.4 per cent.

Also, given recent changes in the competitive dynamics of the UK and global pay TV market, a smaller
and more narrowly defined BBC PSB remit and funding would probably increase both subscription
spending and the pay TV sector’s propensity to invest in new originated content to attract the reduced
BBC spending.

A smaller BBC could also further change the dynamics of the commercial advertising-funded TV sector,
where the positive link between BBC spending and ITV spending may have been weakening in recent
years and where the commercial PSB sector might well increase its overall investment in original content
in response to a reduction in the size and scope of the BBC, although this would partly depend on how
the commercial PSB sector is structured and regulated.

While the total UK originated content sector would still shrink with a large scale reduction in BBC activity,
it would probably not do so by as much as recent reports have suggested. The greater risk factor would
be a more narrowly focused, less creatively innovative, and less national-culture-specific UK content
sector outside a repositioned BBC, which itself would have to become more innovative and more
differentiated to compensate for changes in the commercial sector, thus probably losing more share and
reach.

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 17



BBC television, radio and online services: An assessment of market impact and distinctiveness

While reduced funding for BBC TV would lead to a negative net market impact albeit smaller and in
perhaps a different way than some recent studies have suggested, there has been much less work done
on the net market impact of a more distinctive and differentiated BBC, and in particular a BBC with a
greater degree of distinctiveness in its mainstream services, especially BBC One.

On the specific question of whether BBC One’s historic and recent strategy has been crowding out more
programming investment on ITV1 and/or not maximising the positive impact of its spend on the TV
content market and the creative sector, we find that:

e on a number of measures BBC One is still distinctive from ITV1, with a more PSB-orientated schedule
and a greater range of output in peak time;

e BBC One has far more news and current affairs in the day time than ITV1;

e crime drama is a key focus for BBC One and ITV1 but counter-scheduling of crime dramas by BBC One
against ITV1 has not increased in recent years;

e there are probably many reasons for reduced real programming investment by ITV1 which have little to
do with BBC One;

e there are many legitimate reasons why BBC One leads ITV1 by a large share margin (such as higher
audiences for national and local news due to brand strength and more cross media resources; a more
cannibalistic portfolio of ITV spin off channels; a general commercial market failure in the provision of a
range of day time programming; the role of BBC 2 as a support to BBC One; a better creative track
record since 2002; and, the absence of advertising on BBC One)

However, we also find that:

e there is evidence to suggest BBC One schedule has become less innovative and less risk taking over
the last 10 to 15 years, with fewer new titles and fewer titles in total. This suggests declining
distinctiveness (the suggestion from BBC management is that this is about to reverse, partly in response
to the 2014 BBC Trust review of BBC One, but there is no indication that this would be a permanent
shift);

e BBC One may also have become less distinctive in recent years in terms of a decline in volumes in
certain PSB genres in peak time, including specialist factual, arts, classical music, comedy. Although this
may to some extent reflect more investment in fewer hours rather than a reduced overall commitment, it
still raises issues about the prominence and reach of some PSB genres in the BBC One schedule;

e the day time schedule beyond news and current affairs is largely composed of high volume, heavily
formatted and long running factual entertainment, lifestyle and quiz/panel game output;

e based on econometric analysis undertaken by Oxera, BBC One counter-scheduling of crime drama does
reduce ITV1 crime drama audiences, by 6 to 8 per cent when episode clashes occur. However, what is
not modelled is the impact on total drama audiences or total ITV1 audiences, and thus these impacts are
less clear.

Given the above evidence, we have modelled the likely impact of a more distinctive BBC One schedule
going forward in terms of more new titles per year, higher proportions of more challenging genres and, as
importantly, more challenging programmes within genre (especially in peak time) and less competitive
scheduling. We have found that such an approach (with no change in BBC funding) could:

e increase commercial ad funded channel revenue by £33m to £40m per year, which could rise to £50m to
£60m by the end of the next Charter;

e reduce BBC One share by between 2.1 and 2.5 percentage points, but increase the consumer and
public value of BBC One output;

e lead to broader benefits for the content supply sector and UK consumers especially if the commercial
sector invests some of its increase revenue in new UK content; and,
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e have knock on benefits to the UK pay TV sector.

In terms of the impact of the BBC’s publicly funded digital services (channels and iPlayer) on rivals, there
seems to be a broad consensus that these have helped to drive platform take-up and to open up new
markets for both free to air and pay TV operators, as well as preserving the commercial PSB business
model. Fears that BBC Three, BBC Four, CBBC and CBeebies might crowd out specific rivals such as
Artsworld (now Sky Arts), Sky News,” commercial children’s channels such as Nickelodeon, Nick Junior,
Fox Kids and the Cartoon network, or young skewing thematic channels such as MTV, Sky One and E4,
have proven to be unfounded.

Nevertheless, how the BBC best exploits its secondary and archive rights in the UK TV market and its
impact on the future TV market and rival services probably does remain relevant in both the linear and
non-linear TV markets, across which the BBC has so far taken a different approach. The BBC has kept
on-demand access as a publicly funded service 30 days beyond transmission, after which it sells the
content to third-party SVoD services, or makes it available to own through the BBC Store. In the linear TV
market, it chose to set up its own commercially funded joint venture — UKTV — which earns revenues from
channel advertising and pay platform carriage fees.

BBC plans for future service development seem to be based on two equally pessimistic visions for
commercial TV in the UK: a consolidated, globally controlled sector; or a weak and unsustainable sector;
or a mix of the two. There has been less focus on more optimistic visions for the sector and, most
importantly for this report, on the ways in which the BBC could help to increase the prospects for a vibrant
commercial sector facing many challenges, rather than crowding out the sector’s investment or increasing
its risks. In this context, the Open BBC initiative currently appears to be focusing on helping UK arts and
cultural organisations to achieve reach and impact, rather than on seeking ways to co-operate with the
commercial TV market.

Main findings —radio and audio on-demand

The BBC is the largest player in the UK radio and related audio on-demand market. It has 54 per cent of
the measured radio audience and spends 50 per cent more on its radio services than the total income of
commercial radio, and probably more than twice as much as commercial radio spends.

The BBC'’s provision of audio on-demand radio programming content via the Radio iPlayer, the
audiovisual version of Radio 1 and the Playlister music service probably make the BBC the only
significant UK based rival to global services such as Audible (Amazon), Spotify, Pandora and Vevo.?

BBC radio provides much output that the current commercial radio sector has no ability or desire to
supply, including live concerts, extended playlists, new acts, and documentary and current affairs across
its popular music services; expensive genres of new speech output such as comedy, drama,
documentaries, investigative current affairs, and extensive news bulletins at a national, local and regional
level on Radio 4, Radio 5 Live, Radio 4 Extra, and BBC Local radio and services for the Nations; and the
new works, arts and cultural programming and extensive live concert output on Radio 3.

While some of this output might be available increasingly through on-demand commercial audio services
over the next 10 years, much of it is likely to be available only at high unit prices, be focused on global
rather than UK audiences, and with each individual programme likely to reach only small numbers of
individual listeners in the UK.

But the BBC’s popular music service audiences do overlap commercial radio’s core 25 to 44 year old
audience, while its popular speech radio services do compete for the sports, news and chat audiences
with the commercial sector. The BBC'’s strategy of developing its own linear and on-demand outlets for its
archive output probably increases the costs of market entry for any UK commercial rival to an Audible or
even Spotify.

" Although the presence and strength of BBC News Channel may have made some contribution to the closure of the ITV News
channel at the end of 2005.
® Other UK commercial services do exist — such as 7 Digital.
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In the long term, DAB, and eventual digital switchover, might eventually release spectrum. It may also
help commercial radio develop a platform that will give it more share and revenue than a complete long-
term switch to web-based internet listening via WiFi and mobile. In the short term, however, the BBC'’s
role in driving take-up of DAB leaves the commercial sector with increased costs and limited incremental
revenue from DAB, especially for DAB-only services.

The BBC’s current DAB proposition takes some audience share and reach away from commercial DAB
services (especially DAB-only commercial services), although not on a proportionate basis. Although the
revenue substitution is likely to be very small in total and spread across a number of services, its overall
impact on the commercial sector's DAB-only offering needs to be taken into account in the medium term,
given the still challenging economics of DAB-only commercial broadcasting until DAB penetration moves
towards 90 per cent.

The positioning of the BBC’s popular music and news and sport radio stations (Radio 1, Radio 2 and
Radio 5 Live) with a significant overlap with the core commercial sector 25 to 44 year old listener age
group, and their overall broad reach and high share are most probably leaving the commercial radio
sector £22m to £38m a year smaller than it might be were the BBC’s music led services more closely
focused on the under 25s and over 50s, and Radio 5 Live more focused on hard news and tier 2 and tier
3 sports. This could grow to £28m to £47m a year over the next 10 years as radio advertising faces
greater competition from the internet and needs scale even more to defend its revenue base.

The commercial sector would be unlikely to use this extra money to provide documentary and built
speech programming for the 25 to 44 year old audience. However, it might provide a broader range of
music and tracks across an extended range of DAB services, and invest more in star presenters and
some live music in order to persuade Radio 1 and Radio 2 listeners to come to commercial radio rather
than move to streaming services or other BBC services.

Much would depend on how listener behaviour changes over the next 10 years. If 25 to 44 year old
listeners become more willing to mix and match their radio services with DAB and online access, they
might obtain a similar music mix as today while sampling built speech and documentaries from the BBC
by dipping into other BBC services and/or accessing on-demand content. In such circumstances
consumer and public value across radio might remain the same or even increase but with a larger role for
the commercial sector.

More open access to BBC archive might also help improve the range of commercial DAB and on-demand
audio services in the UK. Furthermore, co-operation between the BBC and the commercial sector on
developments such as the Radioplayer and Playlister could enhance UK commercial radio’s chances of
transitioning to the fully digital and web dominated age in the longer term.

Main findings — online

The BBC is a key player — by some measures, the main player — in the UK’s online space. Although there
is a degree of consensus that it has helped drive the sector to its current world-leading position
(particularly in the case of online video), the BBC’s position as an industry leader also means that it has a
large footprint which is bound to have an effect on the commercial sector.

The analysis in this report focuses on one specific aspect of this effect: the extent to which consumers
may be using BBC online services at the expense of commercial services, and how commercial revenues
are likely to be affected as a result. We note that is only one of several elements that should be weighed
when assessing the BBC’s overall impact on the market, especially in the context of conducting public
value tests. Other criteria should include the BBC’s role in market creation and the value that accrues to
consumers and citizens from the BBC’s output. However, the analysis in this report has not directly
considered these issues.

For the specific case of advertising in online news, the analysis presents a “static’ comparison between
the status quo and hypothetical “output reduction” scenarios, in which the BBC’s news output is more
limited than today, estimating the likely revenue uplift that could accrue to UK commercial online
publishers under each scenario. The use of these counterfactual scenarios does not imply that any of
them are either realistic or desirable; it is simply a methodological device that allows us to consider the
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BBC’s market footprint in a definite way. In the context of these scenarios, our analysis shows that the
BBC’s impact on commercial revenues is likely to depend on a variety of factors, including: (1) the type
and scope of the output reduction in question, and how many website page views (“traffic”’) are affected
by this; (2) how much of the affected traffic transfers to the commercial sector; and (3) the ability of the
commercial sector to monetise this additional traffic.

The analysis suggests that a reduction in the BBC’s output affecting 10 per cent of its current online traffic
would be likely to lead to UK commercial revenues increasing by between 0.2 per cent and 1.9 per cent
(or between £0.8m and £7.3m per annum, based on existing estimates for UK publishers’ 2013 online
revenues). Under the extreme assumption of a closure of the BBC’s news website, we estimate an uplift
in commercial revenues of between 12 per cent and 23 per cent (or between £46m and £89m per
annum). However, as our methodology is designed for small changes, it is likely to overestimate the
impact under such a radical change. We also stress that our estimates are based on a “static” analysis
that might be challenged if commercial providers were to evolve their offering in the future.

We have also considered stakeholders’ concerns about a perceived expansion in the editorial scope of
the BBC’s online news service into “soft news” (or news items of purely entertainment value). We have
considered stakeholders’ general objections to the BBC producing such content, particularly in connection
to news consumption via social media, whereby audiences may dip in and out of news websites to read
articles in isolation. In those contexts, we have found that audiences are unlikely to consume additional
content (in particular, public service content), suggesting that little or no public value may be delivered.
On a related note, some stakeholders have suggested that the BBC’s arrangements with social media
providers (particularly in connection to the syndication of content) may have an adverse effect on
commercial publishers’ ability to negotiate commercial terms with such providers or other intermediaries.
While we have not examined this issue in our report, we consider that it may be important in future as
mediated consumption of news continues to grow and becomes an increasingly large source of traffic for
commercial publishers.

Nonetheless, at least on the specific point of consumption of soft news on the BBC’s website (including
consumption mediated by links in social media), the evidence suggests that the scale of this issue is
relatively small. Depending on questions of judgement on the exact definition of soft news, as well as on
assumptions about the prevalence of this type of content, the proportion of affected traffic can vary
significantly. For example, the sections of the BBC News website where soft news might be more
commonly expected to reside (the Magazine, Entertainment & Arts and Newsbeat sections) account for
only around 5 per cent of all BBC news traffic.” Our analysis suggests that even the outright removal of
these sections would have an impact of only between 0.4 per cent and 0.9 per cent on commercial
revenues, or between £1.3m and £3.4m per annum.

If the definition of soft news were extended to capture some of the content residing in other sections of
the BBC News website, the proportion of news traffic affected if such content were removed could
potentially rise to around 13 per cent.” This could have an impact of between 0.8 per cent and 2.1 per
cent on commercial revenues, or between £3.2m and £8.2m per annum. The impact could be higher if the
definition of soft news were extended further to include some non-news BBC online content. In any case,
we stress that these are indicative estimates as they involve indicative assumptions about the proportion
of traffic that could be categorised as soft news.

With respect to international advertising in online news, our analysis suggests that the BBC’s impact on
UK commercial publishers may be far smaller than the case of UK advertising in online news. However,
this conclusion relies on assumptions about the market in which the BBC’s international news website
operates, particularly in relation to who its main competitors are in that market. If, as we have assumed,
the BBC primarily competes against the world’s main English language global news players (e.g. CNN,
MSNBC, Yahoo, US and UK newspapers), the impact on UK publishers is likely to be small. However, if
international audiences see other UK services (particularly The Guardian and Mail Online) as close
substitutes for the BBC, the impact might be more comparable to what we find in the case of UK

® These sections currently account for around 7 per cent of the page views measured within the BBC’s news website. However, for
the purposes of our analysis, we have also considered some of the BBC online traffic residing outside the BBC news website as
part of the BBC’s provision of online news, in order to facilitate comparison with the commercial sector. On this wider basis, the
proportion of page views corresponding to these sections amounts to 5 per cent. For details see section 6.7.6.

'% After re-scaling; see previous footnote.
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audiences. We have not had access to data that might allow us to ascertain which of these scenarios
applies.

We have also considered the BBC’s likely impact on publishers’ ability to raise revenues through
paywalls. Our analysis suggests that a degree of demand substitution may be present, so that, in the
absence of the BBC, paywall revenues would be likely to be higher than they are today. However, the
evidence here is too limited to allow for quantitative estimations. On the other hand, if the BBC were to
simply offer a (marginally) reduced choice of news content, our analysis suggests that this would have
virtually no impact on paywall revenues.

Finally, in the case of online video, our analysis suggests that the iPlayer is likely to have played a pivotal
role in establishing the UK VoD industry as a European leader. Nonetheless, our analysis also suggests
that, today, consumers’ use of commercial players’ VoD services might be higher if the iPlayer were not in
the market, possibly by as much as around 30 per cent. Estimating the degree to which this would
translate into additional revenues has not formed part of this report.

None of the above appears particularly surprising given the scale of the audiences of the BBC’s online
operations. We have not found clear evidence that the effect we have considered — i.e. demand
substitution — has prevented market entry or forced market exit, at least not in the markets we have
examined more closely (national online news and online video). However, we do review in this report
cases in which the BBC Trust has intervened to prevent such an effect. In any case, as noted, demand
substitution is only one of several elements that should be weighed when assessing the BBC’s overall
impact on the market. Other criteria should include the BBC’s role in market creation and the impact on
consumers and citizens. These are complex questions, and are outside the scope of this report.

Considering the future, we make two suggestions. First, we consider that there is scope for the BBC to
explore a more radical approach to aggregating other news publishers’ content, relying on links to other
publishers for content that audiences might not necessarily associate with the BBC. This would address
the concerns raised about soft news — particularly in connection to news consumption mediated by social
media — while the BBC would continue providing a “balanced news diet” to its regular visitors.

Second, the BBC’s current focus on reach as a measure of performance, which may be adequate in
broadcast media, is blind to key aspects of audience behaviour that influence public value and
commercial impact. There is potentially a large difference in “public value” delivered in the case of an
online visitor whose only contact with the BBC over a month is to read a few soft news articles after
following links in social media, and another who regularly skims the news front page for the day’s news.
Nevertheless, today both cases count equally towards the BBC’s reach. In this regard, we consider there
is scope for more nuanced measures of reach to be developed — for example, by tracking the number of
times when audiences were offered different types of content, as well as the times when audiences
“clicked” on the relevant links. Such “conversion” metrics are widely used in the commercial online world.
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PART ONE - SCOPE, FRAMEWORK AND PAST FINDINGS

BBC activities and markets — an overview

An overview of activities in 2014/2015

A provider of publicly funded services in the UK TV, radio and online markets

The BBC’s core activity is the provision of publicly funded TV, radio and online services to the UK
consumer/household that are free at the point of consumption. This is funded primarily by £3.74bn of
licence fee income raised from a TV household charge of £145.50 a year.

The BBC currently spends £2.37bn per year (including allocated overheads) on services and content for
the UK TV market, £653m on radio services and content, and about £200m on online and interactive
activities."* For the £2.37bn, the BBC provides eight UK wide publicly funded TV channels (BBC One,
BBC Two, BBC Three,"”” BBC Four, BBC News Channel, BBC Parliament, CBBC and CBeebhies); local
opt out news, current affairs and sports output across 15 English regions; a broader range of opt out
programming for each of the 3 nations of Scotland, Wales and Northern Ireland; and two local language
channels in Wales (S4C) and Scotland (BBC Alba).

For the £653m spent on UK radio services, the BBC provides: 11 UK-wide radio networks — 5 in analogue
and digital versions (Radio 1, Radio 2, Radio 3, Radio 4 and Radio 5 Live) and five digital-only channels
(1Xtra, Radio 4 Extra, Radio 5 Live Sports Extra, BBC 6 Music and the Asian Network). It also provides
40 English local radio stations, two services for Wales (BBC Wales and BBC Cymru), BBC Radio
Scotland, plus 3 local opt out stations in Scotland (Shetland, Orkney and nan Gaidheal), and BBC Radio
Ulster and BBC Radio Foyle in Northern Ireland. In addition, the BBC spent £254m on BBC World
Service.

For the UK online consumer, the BBC provides: a news focused text led content portal (with added
pictures, audio and video clips), with additional sports, travel, weather, lifestyle, cultural and learning
material — www.bbc.co.uk; a TV catch-up on-demand service — the iPlayer; an audio programming on-
demand catch-up service — the radio iPlayer; and a personalised music playlist on-demand service — the
Playlister. In addition, the BBC’s online service includes simulcasts of all its TV and radio channels, and a
video rich version of Radio 1. Alongside its online service, the BBC also provides red button interactive
services for digital TV (DTV) households, including text information and extra video material and items.

Adjacent and supply chain UK market activities — some run commercially

For its UK-wide and regional/nations’ radio and online services, the BBC both provides its own activities
along the supply chain and engages with third-party providers. In terms of third parties, the BBC makes
its TV channels available to all major DTV platforms — cable, digital terrestrial television (DTT), IPTV, and
digital satellite (DSAT), and its on-demand TV content to all connected TV platforms (either connected TV
sets or specific set top boxes such as YouView, Freeview Play, TiVo, Sky and Freesat Connect). For its
radio services, the BBC transmits on both the FM and AM analogue terrestrial systems and the DAB
terrestrial system owned and operated by Argiva (having sold off BBC Transmission in the mid-1990s).

The BBC is also the second largest commissioner of external TV originations in the UK, spending £409m
in 2014 on commissions from external TV producers”— both independents and those linked to other
broadcasting groups such as ITV Studios (ITV plc), Fremantlemedia (RTL Group) and Shine Endemol
(21st Century Fox). The BBC now also commissions about 10 per cent of its radio programming from
external audio producers and a similar proportion of its originated online content.

' (BBC 2015b). Ofcom (2015d) has a higher estimated BBC spend on radio (£725m in 2014) based on its own analysis of BBC
financial statements.

1? BBC Three became an online-only service in February 2016.

¥ Ofcom (2015a), Channel 4 (2015a). Figure 56 of the Ofcom PSB Annual Report Output and Spend Annex displays BBC spend on
first run commissions across BBC One, BBC Two and BBC portfolio which together sum to £409m; Channel 4’s spend is stated as
£377m. Channel 4’s 2014 Annual Report states spend on originated content of £422m — £382m on Channel 4 and £40m on its spin-
off channels — together higher than the BBC.
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Internal activities include the BBC’s own TV production division and the BBC News division. Most of its
production division has recently been rebadged as BBC Studios and is in the process of becoming a
commercial subsidiary providing drama, entertainment and factual programming (operating mainly out of
London, Salford, Cardiff and Glasgow). Its news division covers both the BBC’s extensive newsgathering
network across the UK and the globe, and the production of all the BBC News output across TV, Radio
and Online, in the UK and overseas.

The BBC also part-owns specific TV platforms — Freeview, Freesat and YouView — as well as
providing/co-ordinating much of the platform and user interface that underpins the iPlayer and the
Playlister. The BBC provides some of its own production facilities (which are run as a commercial
subsidiary) — TV and radio studios, post production capacity, set design and costume, but also makes
extensive use of the outside market across the country.

Ancillary and adjacent commercial activities in the UK operated by the BBC or its wholly owned
subsidiary, BBC Worldwide, include programme sales and licensing to third-party commercial channels.
Most deals are done through UKTV, the leading supplier of thematic channels (e.g. Dave, UK Gold,
Yesterday, Alibi, Watch) to the UK multichannel platform market. UKTV is 50 per cent owned by BBC
Worldwide and the other 50 per cent is owned by Scripps Interactive Networks Inc. Other ventures
include UK Entertainment, the leading DVD publisher/wholesaler in the UK, and the recently launched
BBC Store, a download to own service in the UK. The BBC also distributes its secondary on-demand
rights to its in-house producer and some external producer content through third parties such as Apple
Store, Amazon and Amazon Prime, and Netflix.

The BBC used to own and operate UK focused commercial magazine and book publishing operations,
but in 2011 the magazine operation was sold to private equity investors (which still pay an annual royalty
for the use of BBC titles such as Top Gear, Radio Times and Good Food). BBC Books, which publishes a
range of books connected to BBC TV and radio programmes, is a joint venture between BBC Worldwide
and Penguin Random House. BBC-branded educational products and services are published under a
partnership between BBC Worldwide and Pearson Education.

An international provider of content and services

Outside the UK the BBC’s main publicly funded activity is World Service radio, which since 2012 has
been funded from the licence fee — both the English language and vernacular language services — with
the newsgathering operation that underpins it now fully integrated with the UK focused operations.14

Commercial operations include: overseas programme sales and licensing (including co-production
finance); overseas TV production (e.g. Dancing with Stars/Strictly Come Dancing, Top Gear, Angels and
Demons); international entertainment and factual TV channels (with BBC First, BBC Earth and BBC Brit
gradually replacing BBC Entertainment and BBC Knowledge across the globe, plus specific national
market channels in markets with scale demand for BBC output — BBC America and UKTV Australia); an
international news TV channel — BBC World, and the international version of the BBC website —
www.bbec.com. BBC World and the international website are both funded through advertising, while the
global entertainment and factual channels are funded from a combination of platform carriage fees and
advertising. The BBC’s channel activities in the US are undertaken as part of a JV with AMC Inc.

BBC Worldwide also carries out merchandising and live event activities, although largely operating with
third-party companies. Its total turnover in 2014/2015 was £1.0bn and it returned £226.5m to the BBC in
programme investment, payments for shared overheads, and costs and dividends.™ The cross-charging
of costs to BBC Worldwide from the main BBC activities and the investment process into BBC
programming are subject to BBC Fair Trading rules enforced by the BBC Trust with reference to its
Competitive Impact Assessment duties.

“ The BBC World Service used to be funded by the Foreign Office, which still sets World Service investment priorities and provides
top up funding, such as for the recent expansion in the North Korean service. The BBC also now runs BBC Monitoring, which
monitors overseas broadcaster output, but this is largely paid for by the sponsoring Government departments and intelligence
services.

> www.bbcworldwide.com/annual-review/annual-review-2015.aspx/
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Figure 1: Map of BBC activities across service markets, supply chain and adjacent markets
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BBC overall scale and impact — a matter of perspective

The BBC is a sizeable and deliberate intervention in the UK’s audiovisual and related consumer media
services markets. It is based on a widespread belief and long-standing (60 years plus) belief among UK
media policymakers and Governments led by different parties that, left to themselves, commercial media
markets will provide a narrower range, a lower quality, less UK focused and a smaller volume of output
than UK consumers and/or citizens want and/or need.

The introduction and growth of multichannel TV in the UK since 1988, led by pay TV, and the arrival of
professional quality on-demand web delivered video, audio and journalistic content in the early 21st
century, has vastly expanded the range and volume of what the commercial market can deliver. However,
these developments have also helped fragment and globalise the UK’s audiovisual sector, which may
continue to threaten investment in high quality UK focused and culturally based content. (Some would go
further and maintain that it exacerbates this threat.)

Furthermore, even where the commercial pay sector does provide increased levels of high quality UK
focused output, it might only be able to do so at a relatively high consumer price, thus excluding many
with a high demand and/or need for such content, and undermining the social benefits of a universally
shared media experience and culture for the UK.

From one perspective, the BBC remains a very large and influential player in the UK markets it operates
within, with perhaps negative consequences for the size and strength of the UK’s commercial operators
and activities. From another perspective, the BBC is just about the only UK organisation with the scale
and brand resonance to counter the potentially negative consequences of the forces of globalisation and
convergence in the UK — in terms of both its own activities and how it influences the activities of rival
commercial providers. Furthermore, the BBC is the only UK media brand with any hope of gaining traction
and influence overseas, and fighting the globalisation battle for “UK plc” abroad.

Which overall perspective is taken often colours any view of the specific market impact of the BBC and its

individual services on the commercial market and its main providers. Set out below is (1) a summary of
the current strong performance of the BBC in the UK market; (2) an examination of its decreasing relative
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size and performance in a globalising and converging media market; (3) an overview of three main
perspectives on the BBC’s scale and impact; and (4) a potential new consensus (emerging from several
submissions to the Green Paper consultation) that can possibly reconcile all three perspectives.

A sizeable and significant presence in its UK core markets

The individual market chapters later in this report have more detail on the BBC’s historic and current
performance. Here we provide a brief overview of the BBC’s services across several markets from two
perspectives: as still a sizeable and significant player in the UK market; and as one diminishing in size
and scale as media markets become more global and converge with connectivity and device markets.

A large expansion in services and spending between 1998 and 2006

BBC income and spending grew rapidly in the 1970s and the early 1980s due to the switch to colour TV
licences (which were much higher priced than the pre-existing black and white licence). This helped fund
the full development of BBC Two as a new network, extra investment in BBC One, and the roll out of local
radio across England.

As the switch to colour came to an end, BBC income growth slowed significantly from the late 1980s to
the end of the 1990s, with licence fee rises tied to the retail prices index (and sometimes held below RPI
in years of rapid inflation, such as 1991). Over this period the only new publicly funded activities from the
BBC were Radio 5 in 1990 (becoming Radio 5 Live in 1994) using Radio 2’s old AM frequency (which
otherwise would have been reallocated to the commercial sector, as Radio 1 and Radio 3's AM
frequencies had been) and the BBC News channel. This period of relatively low growth and development
coincided with the launch and growth of pay TV in the UK through DSAT and cable, and a TV advertising
revenue boom that even allowed for the launch of a third terrestrial analogue network — Channel 5 — in
1997.

However, following a licence review in 1999 (the Davies Panel reviewle), the BBC licence fee was uplifted
significantly from 2000 to 2005 in order to pay for (1) a full portfolio of new publicly funded DTV and DAB
stations, developed in part to help push the switch from analogue TV and radio to DTT and DAB which
would release valuable spectrum; (2) a larger internet service from the BBC; and (3) extra funding for the
BBC'’s existing TV and radio services (which were now declining relative to the rapidly growing advertising
funded and pay TV sectors).

The impact of this expansion in the size of the publicly funded BBC relative to its traditional TV rivals was
then exacerbated by two factors: (1) a recession in TV advertising from 2001 to 2003, followed by years
of slower TV advertising growth (due in part to growing competition from the internet); (2) the successful
launch and growth of UKTV as a major supplier of thematic TV channels to the UK’s pay TV platforms
using BBC archive material. BBC licence income grew from £2bn in 1998 to £3.1bn in 2006, an increase
of 5.4 per cent a year, much higher than TV advertising growth over the period, although still lower than
pay TV growth.

Although TV advertising growth since 2006 has been higher on average than licence fee income growth
(despite the 2008 to 2010 advertising recession), the traditional PSB commercial operators — ITV,
Channel 4 and Channel 5 — have had to compete more with thematic TV services. Therefore, the
combined income growth for commercial PSB channel operators since 2006 has not significantly clawed
back the changes in relative income in the BBC’s favour between 2000 and 2006.

For commercial radio the financial gap is even greater, as its revenue has remained largely stagnant
since 2002. This has been due in some measure to its weakness in the face of internet competition
relative to TV. However, commercial radio has dealt with this issue in part by restructuring its operations,
with the permission of Ofcom (and facilitated by reforms in the Digital Economy Act of 2010), to create a
series of quasi-national brands and thereby increase its cost effectiveness.

' DCMS (1999).
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Figure 2: BBC network TV expenditure versus PSB commercial network income, 1998 to 2014
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The highest measured audience share provider in the UK TV and radio markets

The BBC portfolio currently accounts for 33 per cent of measured TV viewing, 11 percentage points
higher than the portfolio of its nearest rival, ITV, at 22 per cent. BBC One became the UK’s most popular
channel, passing ITV1 in 2002, and has now opened up a 7 percentage point gap with ITV: with a 22 per
cent share versus ITV1’s 15 per cent share. While much of this lead is in the less commercially attractive
day time segment, BBC One does have a 2 percentage point lead in the share of peak time viewing.

BBC radio now accounts for 54 per cent of the measured radio audience, higher than in 2000, with four
out of the top five national radio networks and/or brands in terms of UK-wide audience share.

The largest player in the UK free to air and non-premium TV channel markets

Measured TV and radio audiences are now in decline, partly because the measurement systems have
not been able to capture consumption on new devices, with services such as YouTube, Netflix and
Spotify beginning to eat into traditional TV and radio consumption time (especially among the under 25s).
However, the BBC is still doing better than its main rivals in its core market and (as covered below) is
probably doing better than its traditional rivals in the unmeasured TV and audio consumption market.

BBC TV services now account for 45 per cent of all viewing to PSB channels and their related portfolios
of spin off channels, about the same share as in 1995, and over 40 per cent of all viewing to all free TV
channels (which include services such as Dave, Quest, and Sky News, as well as the ITV, Channel 4 and
Channel 5 services).

The BBC’s part-owned UKTV thematic channel subsidiary also accounts for about 5 per cent of all

viewing. This is the largest share of any thematic channel group outside Sky’s wholly owned channel
portfolio, and is ahead of Discovery, Viacom, NBC Universal and Disney in the UK market.
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The largest commissioner®’ of originated UK content in TV, radio and online

The BBC still accounts for 45 per cent (including news) of all spending on originated UK TV commissions,
approximately 70 per cent of all radio programming spending, and over 90 per cent of all speech radio
spending in the UK per year. Its spending on online news and information has been estimated to almost
match the total online content spending of all the UK national and local newspaper groups combined.*®

The most visited UK focused content provider in the UK online market

While major search and social media web players such as Google and Facebook generate more weekly
users and hits than the BBC in the UK, the BBC’s online portal — bbc.co.uk — is still the most used online
content portal in the UK. BBC online news reaches 59 per cent of all adults using the internet for news.
This compares with just 18 per cent for the second place Google News and 17 per cent for the third place
Sky News websites and apps. Across major European markets and the USA, the BBC news service is
the only broadcaster related news site that is ranked as the top news destination.

In terms of on-demand and catch-up TV, the BBC iPlayer service gets twice as many views as its nearest
free TV related rivals — the ITV Hub and All4. It also still reaches more people every week than Sky’s
combined on-demand offerings through its set top box on-demand services, Sky Go and Now TV
services, and more than Google’s YouTube service (which is still largely focused on short form content).

A significant provider in many supply chain and adjacent activities

The BBC is a significant user and supplier to other participants along the supply chain, including content
producers and platform owners. It is also itself a leading provider in the supply chain. BBC in-house
production supplies about 20 per cent of all originated non-news TV content in the UK and about two-
thirds of all new radio content. Moreover, it probably has the largest global newsgathering operation in the
world." It part-owns three distribution platforms — Freeview, Freesat and YouView — and operates and
co-ordinates its own user interface and content distribution system underlying its iPlayer, Playlister and
BBC Store services.

Across adjacent areas, the BBC (through BBC Worldwide and additional archive activities) is the largest
distributor of secondary and ancillary TV and audio rights operating from the UK. It is also probably the
largest in Europe and the largest outside the US studio system (which operates across TV and film
content). Its sales and distribution activity is almost three times the size of ITV plc’s, for instance. The
BBC also has a significant global TV production presence in the USA, France, India and Australia.

However, the BBC has withdrawn from a number of supply chain activities over the last 20 years, selling
BBC Transmission (across TV and radio) in 1997 to Crown Castle (now owned by Argiva), and BBC
Broadcast® (which became Red Bee Media) in 2005 to Macquarie Capital (which later sold it on to
Ericsson). In 2014 the BBC reduced its financial commitment in YouView, a jointly owned IP enabled TV
platform. In 2011 BBC Worldwide sold its commercial magazines business to Exponent Private Equity.

Finally, the BBC still occupies mostly freehold properties in its major activity centres in central London,
Cardiff, Salford and Glasgow, having gone through a period of property rationalisation from 2000 to 2013.
During this time, it withdrew from several sites and entered into a series of leasehold deals to manage the
transition to fewer owned sites.*

" The term “commissioner” refers to the purchase of originated material for first UK transmissions from both independent/external
producers and BBC in-house production divisions.

'8 Mediatique (2014a).

9 studies by O&O for the BBC and other news organisations suggest the BBC has the largest newsgathering resource across
domestic and international news services among B2C news broadcasting organisation such as CNN, Fox News, the US networks,
and European and Asian public service broadcasters such as ZDF/ARD with Deutsche Well, France Television/France News 24,
and NHK. However, in specific areas, such as local news, local newspaper groups probably still employ more newsgathering
resource in total than the BBC, and in areas, such as business news, organisations such as the Wall Street Journal, Bloomberg and
CNBC deploy more resources.

?O BBC Broadcast provided playout, storage and presentation services for BBC TV channels.

' National Audit Office (2014).
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A smaller player in the converging and globalising Digital Age

While the BBC is still a sizeable — and by many measures, the largest player in much of its core UK
market — at a global or converged UK content, services and communications platform market level, it has
been losing ground to a number of large global and regional players.

A squeeze from 2007, a double squeeze since 2012

Following the period of expansion in the second half of its ten-year Charter from 1996/1997 to 2006/2007,
the BBC licence fee was held constant in nominal terms from 2007 to 2012. The BBC still saw some
income growth through TV household growth in the UK (UK households have grown by about 12 per cent
since 2001) and increased investment and contribution from BBC Worldwide. (Indirectly it has also seen
income growth from independent producers which have owned secondary rights since 2003 and which
therefore can keep commission price inflation low through co-funding). However, the BBC’s overall level
of income growth fell to about 1 to 2 per cent a year in nominal terms, a decline in real terms when
general inflation is taken into account.

In addition, part of the licence fee was earmarked to manage the costs of the final stages of TV digital
switchover from 2008 to 2012 for all terrestrial TV services, with analogue transmission being switched off
region by region across the country. The public information campaign and helpline services were to be
entirely funded by the BBC. This meant flat nominal net income for BBC services and related activities,
and a 2 to 3 per cent annual decline in real terms adjusting for inflation. However, content spending
growth was maintained slightly above this level through to 2012 as the BBC also switched spending away
from building developments and overheads to services and content.

Since 2012 (following the 2010 licence fee settlement with the Coalition Government), the BBC licence
fee has remained fixed in nominal terms up to the end of the current Charter period in 2016/2017. As part
of this settlement, the BBC was also given three added responsibilities: the operation and funding of S4C
(previously funded mostly by DCMS); the BBC World Service Radio and online output (previously funded
by the Foreign Office); and the part of the costs of funding universal broadband roll out across the UK to
the final 5 per cent of the population not likely to be covered by the current infrastructure (which
effectively replaced the digital switchover obligation).

This has effectively put a double squeeze on the BBC?: low nominal income growth combined with extra
obligations. The net effect of this squeeze is mitigated slightly by: (1) cost synergies between BBC World
Service and BBC News; (2) operational synergies between S4C and BBC Wales; (3) increased efficiency
across all its operations in part due to new technology adoption; and (4) increasing contributions from
BBC Worldwide and indirectly from independent producers accepting lower margins on commissions in
return for retaining their increasingly valuable secondary, ancillary and format rights. Nevertheless, there
has undoubtedly been a double squeeze on BBC service spending since 2012.

A reducing share of total TV revenue in the UK

The squeeze on the BBC since 2007 has coincided with continued growth of pay TV, both the number of
subscribers and the average revenue per subscriber. Pay TV penetration has grown from just under 44
per cent of UK households in 2005 to just under 56 per cent in 2015. TV advertising revenue has been
through a less buoyant period, experiencing a significant downturn in the 2008 to 2010 post financial
crisis recession, but picking up well over the last 3 years. While total TV advertising is still lower in real
terms in 2015 than 1999, with two major advertising recessions and competition from the internet each
playing their part over the period, growth since 2010 has been healthy. TV has been holding its share of
display advertising since 2010 (with press still losing out to the internet). Of equal importance, the switch
of marketing spending from all display advertising to search based internet advertising has slowed rapidly
since 2010.

The growth in pay TV over the last 20 years and a rebound in TV advertising since 2010 have combined
to leave licence fee income (that allocated to TV services) with a smaller proportion of total TV sector
funding — declining from about 25 per cent in 2000, to 20 per cent in 2015, with a further significant
decline likely over the next 5 to 10 years.

2 Although this squeeze has been largely in line with the overall squeeze in the UK in public spending since 2010.
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However, a significant part of pay TV income, the largest factor in the relative decline of licence fee
funding, still goes to paying for the delivery platform infrastructure, subscriber acquisition costs and
subscription management systems. About 40 per cent of all pay TV income goes on these operations
across cable, DSAT and IPTV — a much larger proportion than the transmission and delivery costs of free
TV services. This means that the BBC'’s share of TV channel and on-demand service income — which
determines the money available for content and programming — is probably still at least 25 per cent.

Figure 3: TV revenue trends, 2002 to 2014
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Small compared with leading convergence platforms

Perhaps more important for the BBC’s future across all its TV, radio and online operations is the
increasing convergence of the broadcasting and online content sectors with the larger and more global
communications, connectivity and devices sectors.

TV and online content services are now a key component in the triple play (3P) (TV, broadband and
telephony) and quad play (4P) (TV, broadband, telephony and mobile) battle between Sky, BT, Virgin
Media, TalkTalk, Vodafone, 3 and O2. Content investment decisions — especially premium content sports,
TV series and movies — are now determined by the strategies and pay back calculations of a £56bn UK
communications sector, not just a £13bn TV sector.”

The 3P and 4P platform battles are combining with the growth in over the top (OTT) content services
such as Netflix, Amazon Prime, Apple and Spotify to create a very competitive environment for premium
content and, to a lesser extent, other more basic TV content that can help sell a package of products and
services. These OTT providers are themselves threatening the national platform providers.

While this might increase the commercial secondary and ancillary value of the BBC’s content, and the
contribution expected from BBC Worldwide and external producers, it will also provide a major battle for
viewers, listeners and on-demand traffic for the BBC. It may well also push up the costs and/or audience
expectations of viewers in areas such as top sports events, TV drama series, landmark documentaries.
As importantly, it may put significant pressure on commercial free to air TV and its remaining PSB
obligations.

2 Ofcom (2015d).
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Small compared with global content/service providers and web aggregators

The UK platform and OTT battles are each part of a global battle for consumer time and money, with
many of the OTT players such as Netflix and Amazon Prime building global businesses, and many of the
platform operators such as Sky, Virgin Media, Vodafone being part of international platform groups.

Media content creation and business to consumer service provision is operating in much more of a global
sector, led primarily by US owned media, web and platform groups. Europe does have some sizeable and
international commercial groups across media and telecoms, including Vivendi, Bertelsmann, Axel
Springer, Vodafone, Telefonica, Lagardére. However, in terms of delivering a sizeable global web
aggregator or platform player, Europe is way behind. Its main strengths are in second tier e-commerce
and technology plays. The UK has its own undoubted strengths in terms of content creation across TV,
audio, news and information, and ecommerce/technology activities. But its core commercial media sector
— free to air TV groups, radio groups, national telecoms companies, national and local newspaper groups
— are small by global standards, with Sky Europe being the only independent UK media company of
scale, and even Sky has 21st Century Fox as a significant shareholder.

Figure 4: Annual sales of large global web, platform and media organisations, 2014
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Three market scenarios going forward; three perspectives on the BBC

Three market scenarios for the UK commercial sector

The challenge to the UK’s successful but relatively small scale commercial media sector comes from four
main trends: (1) convergence between media and 3P/4P platform delivery; (2) fragmentation of demand
and revenues (accompanied by probable polarisation between the leading players and the rest);
(3) globalisation of delivery, services and content provision; and (4) a likely consolidation of ownership
(driven by a response to the first three factors).**

No one knows the exact implications for the UK commercial media sector, but three main scenarios tend
to present themselves in the relevant literature and commentary by industry leaders and leading
commentators. First, an “invasion scenario”, where most of the UK media sector ends up being owned by
global media groups, largely from the USA, with their strategies and priorities set at a global level.

* These themes are reflected in the BBC’s own strategy documents and Ofcom’s annual Communications Market Review (UK and
International), as well as Ofcom’s more forward looking reviews, such as its PSB reviews.
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Second, an “inevitable decline” scenario, where the UK’'s commercial media groups remain independent,
but become a less and less important component of both the global and UK media markets, as global
aggregators such as Spotify, YouTube, Facebook, Netflix and Amazon take more service market share,
and global platforms and device providers such as Sky Europe/21st Century Fox, Liberty Global,
Vodafone and Apple use access to global content and services to improve their position across the whole
supply chain.

Third, a “transformation scenario”, where UK commercial service providers have to reinvent themselves
to compete more effectively in the UK and globally, by diversifying their business activities or scaling up in
specific core activities, but effectively find a way through to long term viability and independence. At the
same time the UK content sector that powers these services, while part of a global content ecology,
remains a vibrant and independent force within it.

These three scenarios, and a view of which is most likely, will influence any view of the future role and
scale of the BBC in the UK and overseas. These three broad views have been offered by the BBC and in
third-party submissions to the Green Paper consultation. Each has its own rationale, but they are not
mutually exclusive and could all be accurate in parts. These visions in turn drive three alternative views of
the role of the BBC within the broader media markets across which it operates.

Bulwark against the downsides of globalisation and convergence in the UK — direct and indirect
Driven by a belief in the “invasion” or “inevitable decline” scenarios, the BBC can be seen as the only
realistic hope of preserving a UK media sector that can resist and respond to the challenges ahead. It
becomes a bulwark against fragmentation, globalisation, convergence and consolidation, in terms of both
its economic and cultural contribution and across its publicly funded and commercial operations. While
the UK commercial sector may survive in some form, it will either be weakened or owned by global
players with global perspectives.

Squeezing UK commercial media activity —in the UK and overseas

Alternatively, and largely driven by a belief in the “transformation” scenario, the BBC becomes one of the
main constraints on the UK’s commercial sector’s ability to respond to the challenges and reinvent itself.
By squeezing these organisations’ core activities, and pre-empting their new business initiatives, the BBC
becomes a main contributor to the UK commercial sector's woes, and the “invasion” or “inevitable
decline” scenarios become self-fulfilling prophecies.

The UK'’s only potential global media consumer brand in the Digital Age

Whatever the prospects for the UK commercial media sector in the UK, the enormous challenges ahead,
mean that the BBC is the only UK media organisation and brand that has the global resonance and
appeal to take on the global commercial players across content, services, platforms and aggregation.
While some UK commercial groups might try to transform themselves into more global players, they are
unlikely to challenge a Comcast/NBC Universal, Google, Amazon or Disney — great British content brands
may remain, but they will become outposts for these global organisations. Only the BBC has the potential
to remain independent and globally resonant in this new age.

Co-operation and partnership — a potential consensus?

The choice between a large and significant BBC — helping UK economic and cultural values in the UK
and overseas — or a smaller BBC — making way to help a potentially fragmenting and declining UK
commercial media sector transform itself — may well be a false one.

The interconnected way in which the web led media market of the next 10 years operates may well allow
for the BBC and commercial sector to combine more to their mutual benefit in new, adjacent and global
activities, while preserving a level of healthy competition in the core UK markets.

The BBC as a UK multimedia aggregator/platform

The BBC'’s lead role across TV, radio, online news and information, and on-demand video and audio
material could link with the commercial TV, radio, and news and information sectors to ensure the UK has
an effective media aggregator and platform to rival the overseas platforms and aggregators. This
approach is already partly recognised in the Open BBC vision presented in September 2015, but would
go beyond co-operation with cultural, educational and arts organisations, to co-operation with the UK’s
commercial media organisations.
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The BBC as global catalyst

Similarly, overseas the BBC’s resonance and recognition plus its scale in some activities could become
the catalyst for helping the UK’s commercial sector respond to the globalisation challenge — everything
from JVs to linking with other providers to co-ordinated investment.

Therefore, a third alternative may present itself to either a larger BBC as national champion at home and

overseas, or a smaller BBC making way to help UK commercial operators transform themselves: a BBC
co-operating with the commercial sector and increasing the positive market impact of its current activities.
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An established approach to market impact assessment

This chapter provides an overview of the BBC Market Impact Assessment (MIA) framework established
largely by Ofcom® and the BBC Trust, which has formed the basic template for the approach in the rest
of this report. It reviews how market impact is formally defined and how it compares with other ways of
viewing the impact and influence of the BBC, including “crowding out”; how it has been assessed and
measured; and what some of the outstanding issues might be both on the substance of the work and the
review process undertaken.

How is market impact defined?

The assessment of the market impact of BBC services and activities outlined by Ofcom is derived from a
simple welfare economics framework for establishing the net market impact of any service or activity in
the economy. This effectively weighs any displaced consumer surplus (benefits to consumers less the
retail price) derived from the commercial services, plus any displaced producer surplus (effectively any
commercial profits) from providing the commercial services, against any consumer surplus created by the
BBC'’s activities.

The displaced commercial services consumer and producer surplus component of this equation is usually
referred to as the (gross) market impact or the commercial market impact. It can in turn be broken down
into direct substitution effects (which tend for the most part to be zero or negativeze) and broader market
effects (that can be either positive or negative). If the negative substitution effects are very strong, and/or
the broader market effects are also negative, the BBC services may actually lead to a cessation of an
existing commercial service, the aborted launch of new commercial services, or a significant reduction in
investment and activity across the commercial sector. These more extreme cases are what is most often
referred to as “crowding out”.

In other, less extreme, cases, all the commercial rivals may lose out to a small degree, causing a
negative market impact. But no specific service is closed or aborted and there is no significant impact on
investment and activity across the whole commercial market.

It is quite possible for the gross market impact — or commercial market impact — to be negative, but the
net market impact (once the consumer surplus from the BBC service is added back in) to be positive.
Over and above this, the Ofcom MIA process feeds into BBC Trust led Public Value Tests (PVTs), which
adds an assessment of the broader social and public service benefits of the BBC activity. So it is possible
that a BBC activity can have a negative net market impact but still be approved if it creates significant
social benefits over and above those captured by individual consumer benefits.

The fact that the PVT assessment process allows for approval both if total consumer surplus and
producer surplus are increased and if they decrease but public value is increased allows the PVT to
capture both the main reasons for market intervention. Markets are not working either if the market does
not provide all that consumers need, want and are willing to pay for — in volume, quality or type — or if it
does provide what consumers want, but does not provide the extra social and public value to society that
broadcasting services can bring.

In practice, the BBC Trust PVT process often conflates the consumer value and public value of the BBC
service into one assessment of public value (the PVA), based on its reach, quality/distinctiveness, impact,
and value for money (RQIV) framework.?’

How is market impact assessed?
The main focus of the MIA within the overall PVT and net market impact calculation is to measure and
then weigh substitution effects against broader market impacts. Below we separate the broader market

% Ofcom (2007a).

% |f advertising demand is inelastic, there can be circumstances in which increased BBC audience at the expense of commercial
rivals can increase commercial revenue. (The BBC makes commercial impacts scarcer and drives up the price.). Similarly, there
might be “Freemium” type pay models, whereby the BBC’s introduction of a free service seeds the market for higher pay TV take-
up. (The first of these is directly addressed in the substitution analysis in this report. The second of these sits somewhere between
direct pay TV substitution and broader platform building impacts, and is also addressed in the report.)

* BBC Trust (2012c).
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impacts into two sub categories: market structure/dynamics of the relevant service/activity market, and
adjacent/supply chain effects.

Audience and revenue substitution
Audience and revenue substitution effects often attract the most detailed analysis, and cover:

o the degree of consumption substitution — TV viewing, radio listening, online views, or hits/page views;

e the extent to which consumption substitution converts into lost advertising revenue at a market and/or
individual participant level for commercial providers; and

e the degree to which consumption substitution converts into a lower level of subscriptions and/or a lower
market clearing subscription price for pay TV services.

These effects are likely to be zero or negative in revenue terms for the commercial sector.

Broader market impacts — structure and dynamics
Broader impacts on the structure and dynamics of the service/activity market often include:

e areduction in revenue fragmentation, an increase in revenue aggregation and/or polarisation in markets
with largely finite income and high fixed costs, such as free to air advertising funded TV and radio.
Excessive market entry in these markets and/or a lack of asymmetry in market access can reduce
consumer and producer surplus. This can bring benefits from platforms that help to aggregate or polarise
consumption. In some circumstances, it may even make some barriers to entry or increased costs of
market entry a positive thing for consumers overall;

e the extent to which the BBC service stimulates content investment by commercial rivals, increasing
consumer surplus by more than any lost producer surplus;

e the extent to which the BBC helps drive and underwrites the risk of new platform adoption, allowing the
commercial sector to build new businesses based on this new platform; and

e the extent to which the BBC tends to stimulate innovation within services and activities over and above
platform building.

Although generally positive, these effects can be negative if: (1) the barriers to entry or higher costs of
scarce assets/inputs caused by BBC activity (e.g. talent, sports rights) are seen to be harmful to
consumers and/or producers; (2) a new platform might threaten to undermine commercial rivals rather
than enhance them, for example by increasing costs but not revenues (e.g. early adoption of DAB for
small radio markets); (3) the BBC’s investment is seen to increase the risks/reduce the returns to new
commercial investment and so “crowd out” commercial investment (e.g. BBC initiatives in online
education resources); (4) BBC developments drive innovation in a different direction than subsequently
transpires to be the optimal direction for the market as a whole (e.g. adopting the wrong standards, or
pre-empting broader sector innovations) — e.g. the move into YouView in advance of global developments
in WiFi connected TVs and dongles.

Overall, these factors can be divided broadly into “market enhancement” and “market impediment”
impacts. Past reviews have found these factors to be largely positive.

Broader market impacts — supply chain and adjacent markets
Broader impacts on supply chain and/or adjacent market activities can include the impact on:

competition, innovation and investment in the content supply, underlying rights or talent sectors;
e competition, functionality and innovation across the platform/device sector;

e the market for secondary rights and the knock on effect on market entry into the core service market or
other adjacent markets;

e adjacent print publishing, performance arts, music, ICT, creative or educational sectors.
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These impacts can be positive or negative (albeit for the most part they have been assessed as positive).
Their relevance also varies considerably by type of activity.

In practice (as covered later in this report), both the broader market impact and the adjacent/supply chain
impacts tend to be reviewed at a general indicative level, attracting more scrutiny should the
audience/substitution impact prove to be strongly negative.

What has been the main focus of reviews?
In formal MIAs, there has tended to be a specific analytical and quantitative focus on the audience and
revenue substitution effect as the most measurable and direct impact, which is also likely to be the most
negative. There has been particular emphasis on the disproportionate effects on specific rivals or groups
of rivals, or at early stages of new activity development.

Positive broader service market impacts such as platform building and content investment tend to get
more attention at times of Charter Review and Licence Fee settlements, or when Ofcom conducts its PSB
reviews, while potentially negative broader service market impacts tend to get more focus within Fair
Trading and Competitive Impact Assessments.

Broader adjacent and supply chain impacts also get attention at times of Charter Review and Licence Fee
settlement, but often also tend to be sparked off by specific competition or fair trading concerns, or
tangential market reviews such as the working of the TV content supply market, or the future of UK
spectrum, broadband roll out and TV platform markets.

This difference in emphasis means that there is often more detailed quantitative evidence on the issues of
audience and revenue substitution, while the broader impacts are assessed on a qualitative basis or in a
tangential way (i.e. the evidence provided was gathered for a different purpose than quantifying the
specific market impact of the BBC on a rival or groups of rivals).

To what kind of services is the market impact assessment applied?

In practice the formal Ofcom MIA process (within a formal PVT) applies only to new BBC services or
significant changes to existing services. This means that the full framework has been focused largely on
new digital services, not the core traditional analogue (now increasingly digital) services. As such, it has
largely concerned new and smaller scale BBC activities.

In theory, the same framework can be applied to any BBC service no matter how large and long standing.
It can also be applied to the whole portfolio of BBC services in a given market at a very macro level, at a
service-by-service level — new or existing — or at the level of specific behaviours, such as scheduling
changes or cross-promotion activity. However, assessing the impact of large scale changes to core
services that account for 10 to 20 per cent market share and have been part of the basic media ecology
of the UK for 50 years can be more problematic than the assessment of a new niche TV and radio service
that might achieve perhaps 1 per cent market share.

How is market impact measured and quantified?

The review of past MIAs and other related processes and studies contained in Chapter 3 has suggested
nine typical methodologies that have been applied to the assessment of market impact and crowding out
(some very quantitative; others more qualitative). These nine methodologies fall broadly into 4 categories.

Trend correlation and causation assessments

Three methods involve trying to find direct historic time trend or cross-sectional evidence to support a link
between BBC size and activity or events and commercial sector activity or events. Historic time series
data of BBC performance versus commercial sector performance at the audience, output, revenue or
content investment level can be reviewed to test for any evidence of audience or revenue substitution or
positive/negative feedback of BBC investment levels on sector investment levels in terms of content or
platforms. Cross-sectional data between national media markets or between regional markets in the UK
can be used for the same purpose, to test for a link between the size, funding or output mix of publicly
funded BBC activity and commercial sector activity in one geographic market versus another. Cross-
sectional data between different BBC genre output and performance versus commercial rivals’ output and
performance can also be used to test whether the BBC is squeezing the commercial sector out of specific
areas of output.
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In all these cases, however, the problem will be adjusting for other non-BBC factors over time or between
markets so as to isolate the impact of the BBC from other macroeconomic or competitive environment
differences — and so move from simple correlation to a better understanding of attributable causation. In
order to obtain meaningful results, this often calls for more in-depth econometric work, which needs a
robust theoretical approach, a clear set of hypotheses to be tested, and a very good data set (with a
relatively large degree of variability in all the likely explanatory variables).

Many studies, including a recent study by KPMG for the BBC Trust,”® have shown that there is no simple
inverse correlation between the scale of BBC activity measured and the scale of commercial outcomes
when including other market factors. This does not necessarily show that there is no relationship,
however, just that any such relationship is difficult to isolate or quantify. Chapter 4 discusses the KPMG
analysis further, including its limitations.

Other studies, such as the Inflection Point analysis for the BBC,* do show a positive cross-sectional
relationship between the size of publicly funded TV in national markets and the size and PSB focus of the
commercial TV sector. But again this may be due to other factors, such as policymakers in more
developed commercial TV markets being more comfortable about having larger publicly funded
organisations as well. Again, even if the correlation is clear, the causality may not be.

The main market impact factor where detailed time series has been used relatively successfully is in
testing the relationship between commercial audience loss and advertising revenue loss. Such
advertising “demand elasticity” regressions have been attempted several times by Ofcom and others in
the UK TV sector (most recently the Analysys Mason Study in 2010). These provide some degree of
certainty in converting audience loss or gain into commercial advertising revenue impact. But even these
studies have had their conclusions questioned by market participants and have used data sets with quite
small changes in audiences and impacts over time. How applicable such regressions might be to the
large scale changes that might result from significant alterations to BBC services remains in doubt. (This
is covered in more detail in the TV section and relevant appendices). Advertising elasticity assumptions
and estimates are a crucial part of the quantification of any direct substitution effect.

The problems with time series and cross-sectional trend analysis have often led to the third way of using
historic or geographic patterns to discern impact and causality: event analysis. Picking a short period of
large scale change to either BBC or commercial services, during which other factors either did not change
or changed in a predictable way, can help isolate the impact without the need for time series data over a
long horizon, or large amounts of cross-sectional data on all potentially explanatory variables. The large
scale expansion in BBC services and investment between 2000 and 2005 might provide such a period,
were it not for the fact that commercial advertising funded TV and radio went through a recession from
late 2001 to 2003, and then faced the growing internet presence in advertising. The only way to untangle
these factors is to go back to long term time series with all the issues and problems described above.

Detailed output and audience behaviour analysis

A further three sources of information are often used as being broadly indicative of likely levels of
audience substitution: output distinctiveness, socio-demographic differentiation, and market behaviour
segmentation. Output distinctiveness measures, which are often gathered initially to support the case for
public value of any BBC service, are also used to suggest limited likely audience overlap between the
BBC and rival services, and therefore limited audience substitution. Similarly, demographic segmentation
is used to suggest limited audience overlap between the services. For example, if the BBC closes a
service for AB socio-demographic group males aged 55+, why would many of them start to view
commercial services aimed largely at C1C2 females aged 25 to 45?

Lastly, more detailed analysis of consumer behaviour segments — for instance, between loyal channel
viewers and more promiscuous viewers, or viewers who came to a service for particular programmes and
those who tend to look for something new to watch each night — can help suggest different levels of likely
substitution by different segments of the audience. In doing so, the likely switching levels should a BBC
service happen or not can be narrowed down. (As a good example of this is given in the chapter on online

26 KPMG (2015).
# Inflection Point (2013).
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market impacts which looks at the division of online news consumption between unmediated and
mediated access, and on-demand TV consumption between directed and undirected consumption.)

These assessments can only be broadly indicative of substitution, as they do not take into account
potential changes to the commercial services in reaction to a BBC change (so called “dynamic
responses”), nor do they directly predict behaviour should a service reduce or close. Radio 1 may have a
broader music mix than commercial radio, but, should Radio 1 cease, an assessment can only indicate
that some Radio 1 listeners might increase their use of Spotify or shift to 1Xtra or Radio 6 Music, rather
than shift to the current mix of commercial radio services or to other BBC services. This form of
assessment cannot be more precise than that, and cannot deal with a possible responding shift of
commercial radio to a slightly broader mix to capture some of this listening — the dynamic scenario
modelling covered below.

Commissioned consumer or industry surveys

A very direct way of assessing a consumer or industry rival response to changes in BBC services is to
ask consumers and industry participants. This can allow for testing of the claimed impact of current BBC
activities on consumer and sector rival/supplier behaviour and the impact of future planned changes.
Consumer surveys have informed specific MIAs, such as asking parents how important an extension of
CBBC transmission hours might be, and broader Charter discussions, such as the willingness to pay for
the BBC surveys by Human Capital and The Work Foundation in 2004 and 2006, or Ofcom’s PSB review
surveys on the consumer and citizen value of different types of content, and UK content versus imported
content.

Given the interests of those surveyed, industry surveys can be more problematic. But clearly asking
advertisers how they might react to a decline in impacts or a price rise (as is often asked by the UK
Competition and Markets Authority during inquiries into media mergers) can help to tease out advertising
demand elasticities when time trend analysis is problematic or not relevant.

Overall, it is perhaps somewhat surprising that not more specific consumer surveying is done in MIAs.
Often the consumer methods used in the surveys have not taken advantage of the conjoint type
methodologies favoured by leading consumer brands and retailers — no doubt, on the grounds of cost.
This approach to surveys is seen as providing far better and more reliable results than direct
questionnaires. Many of the consumer surveys undertaken to date have used simple stated preference
responses, rather than the more reliable revealed preference methods used by many leading FMCG
brand and retailers.

Competitive response and dynamic scenario modelling

When MIAs come to review likely broader market impacts, and sometimes when they review supply chain
impacts, they implicitly or explicitly develop models of commercial optimisation behaviour in response to
BBC changes. These can be backed up by interviews and formal models, but are often presented as
scenarios of response, often with no specific view as to which scenario is more likely. Instead, they
present a range of outcomes or a simple average of outcomes as the most likely view.

Again this approach may not always reflect the developed methodologies to scenario design adopted by
leading strategy houses and internal strategy teams within large media organisations. These
methodologies include optionality appraisal, dynamic systems and path dependency tracking. When
looking at changes to the BBC’s main services with high share and reach, the responses of rivals to such
changes are particularly important. Furthermore, such changes are likely to disturb overall market
equilibrium between the BBC and rivals in a way that the introduction and development of incremental
and niche services might not. With incremental services, the main issue tends to be the likely impact on
the most direct niche equivalent on broader issues such as platform take-up.

Some other outstanding issues
The review of past MIA approaches has raised a few other outstanding issues, as set out below.

The use of forward projections/market scenarios

Any assessment of the impact of large scale changes needs to take a view of what the future holds for
the commercial market. The immediate impact of BBC withdrawal in an environment of still fairly limited
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choice, multi-channel, largely national market platforms may be very different than the future impact of
that same BBC withdrawal in a globalised, on-demand future in, say, 5 to 10 years’ time.

Several Charter Review submissions by the BBC in the past, and the associated public debates, have
placed the impact of the BBC’s activity in the context of even more competitive, fragmented and
globalised future scenarios for UK commercial activity in TV, radio and online (the most recent BBC
submission/vision statement British Bold Creative — the BBC’s programmes and services in the next
Charter period — being no exception). This can significantly change the likely counterfactual to BBC
continued provision at a given scope and scale.

A vision of further revenue fragmentation, a threat to quality standards across commercial UK operators,
and an increasing domination of global — often US led — providers and platforms, can more or less
determine the future net market impact of a UK based, quality content provider such as the BBC. This is
not to say these future visions of the market context are not realistic or possible. Rather, they (1) should
be recognised as only one potential scenario; (2) may ignore the fact that policymakers might have
alternative ways of countering these market trends through commercial market reform; and (3) might not
adequately reflect the extent to which current commercial market behaviour is conditioned by the
presence of a large and significant BBC.*

The treatment of advertiser benefits and costs

Much of TV is a two sided market: commercial TV and radio services provide programmes to audiences,
and audiences to advertisers. Where this is the case, a full assessment of the sum of producer and
consumer benefits should take account of the impact both on advertisers’ costs of changes in the BBC
and commercial market mix, and on viewers’ consumer surplus of any change in their exposure to
advertising messages.

However, consideration of the impact on the advertising market and advertisers has not formed any part
of specific BBC MIAs or recent Charter review debates. This is despite submissions to such debates by
ISBA and the IPA, the representatives of advertising interest grougjs. The main exception to this is the
Peacock Committee 1986 report into the future funding of the BBC,*" which did assess the issue at some
length, spurred on by the rapidly increasing price of advertising on ITV in the 1980s. But this was also put
in the context of the benefits to viewers of having the BBC and ITV not competing for, and fragmenting,
the available revenue.

Outside of BBC Charter and PSB related reviews, the advertiser benefit issue has most often been raised
by formal Competition and Merger Authority (CMA) reviews when the impact of changes in commercial
market structure on advertiser prices/costs are explicitly examined as the key component. This has led to
decisions that may have put protection of the benefits to advertisers (and then the consumers of their
products) above those of the benefits to viewers and listeners.* While competition for advertisers through
competition for audiences might align advertisers’ and consumers’ interests, a basic rationale for
commercial PSB intervention — even in the multichannel world — has been that competition for advertisers
does not always increase the benefits to viewers, with an over-supply of lowest common denominator
programming ad funded networks being a possible result.

The relationship between the volume and value of consumption — a question of quality

Any calculation of consumer benefit from changes to BBC services should take into account not just the
amount of consumption but the value created by that consumption — or the intensity of preference. The
BBC often presents survey evidence on how much consumers want a given service change or service,
and how much they value the programming — the BBC has an “appreciation index” (Al) for all its main
programming strands which is similar to the “net promoter score” used by many consumer brands.
However, the analysis of the lost consumer surplus from any substitution of commercial services due to

% The theme of how competitive dynamic modelling feeds into any MIA is explored later in this section and within the specific

sections on TV, Radio and Online.

*! peacock Committee (1986).

% Most notably the review of mergers in the commercial TV and radio sectors, such as the merger of Carlton Communications and
Granada Media plc to form ITV plc in 2003 (2003a). This review resulted in the Contract Rights Renewal remedy to protect ITV
advertisers, but the Competition Commission (the CMA’s predecessor’) explicitly stated that the impact on advertisers was its only
concern, as this was the relevant economic market — the market for viewers being a much lesser consideration.
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the reduction in a BBC service is often based on the volume of consumption only — i.e. the lost audience
— and not on how much each audience member valued that service — the lost consumer surplus.*

Across much Ofcom PSB review analysis and some BBC market impact and Charter Review evidence,
there is a general assumption that UK originated content within any given genre or activity generates
more consumer value than imported, usually US sourced, content. This goes beyond the fact that UK
made programmes tend to get higher audiences. Rather, it is based on survey evidence in various PSB
reviews, including the three conducted by Ofcom since it was formed in 2003, where respondents say
they prefer UK sourced content within each main genre. The same survey evidence also suggests that
consumers prefer higher quality programmes, although how higher quality is defined by genre has varied
over time.

The fact that UK content is seen as generating higher consumer surplus is often a major factor in
assessing the net market impact of BBC services, especially where these new services are judged to be
taking audience from thematic cable and satellite channels, rather than from the commercial PSBs.** In
so far as viewers are switching from imported programming on commercial thematic channels to UK
programming on the BBC, the proposed service is seen to be enhancing consumer surplus considerably
(and often public value as well), even if it is reducing the producer surplus of the owners of those
commercial channels.

A potential confusion of consumer value and public value — another question of quality

Consumer value and public value — or citizen value — are not the same thing, but any programme or
service can generate both. Consumer value is consumer surplus generated by the activity; public value
refers to the positive benefits to society as a whole beyond the consumer surplus.

The PVT conducted by the BBC Trust does explicitly separate the two, but it can be difficult to quantify
the differences from simple surveys. The methodology most often used is to ask respondents how much
they want/like a specific area of programming or service for their own needs, versus how much they think
the content should be available for the benefit of society as a whole. % The scores for each are then
compared. In some areas, such as UK children’s programming, the difference is quite large — only
households with children are likely to assign consumer value to the output, but a much larger proportion
of the respondents are likely to assign public value.

But should public value be measured as the difference between the two responses, or the entire
response to the “benefit to society” question. If the latter, there might be a risk that consumer value is
double-counted, exaggerating the total consumer and public value generated. If the former, it might
under-value the public value, as it misses out on those people who assign both values to the output.

Within any market impact test, care should be taken to explicitly separate the quantification of public and
consumer value. This requires quite sophisticated survey techniques.

What a market impact assessment is not

Economic impact assessment

Economic impact assessments of the BBC and the commercial media sector have been conducted over
the last 10 years. These try to quantify the gross value added (GVA) of the BBC or the commercial sector
by reviewing the direct value added created, the indirect value added through suppliers, the knock on
value added created by associated activities, and the general ripple effect on the broader economy
created when those employed by the BBC, or the commercial sector and their suppliers, spend their
earnings.

Such measures are supposed to reflect how much smaller the economy might be without them; whereas,
if done rigorously, they should also address the counterfactual and assess what alternative economic
activity might emerge if the resources were used elsewhere.

fz The use and quality of consumer surveys are addressed later in this section.
* 0&0 (2004b).
% Ofcom has conducted such surveys for its PSB reviews.
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But economic assessment tests are not the same as market impact tests, even though some of the
factors measured are common to both. Most notably, consumer surplus does not appear anywhere in the
GVA calculation. Consumer surplus is the value created for consumers over and above what they pay to
providers for the service or product. GVA measures only what is paid for the product/service. Conversely,
GVA measures the profits (producer surplus) and the wage costs of suppliers, while market impact
measures only the producer surplus generated.

In terms of knock on effects of an individual organisation such as the BBC, the GVA assessment
measures only BBC activities and those of associated suppliers, while the net market impact test includes
the displacement of rival company activity. Nevertheless, a rigorous GVA assessment should take into
account potential GVA growth if the BBC did not exist, and thus be a net GVA test.

The BBC is a high GVA contribution organisation that employs lots of people in the UK, and creates
programming content largely out of people’s efforts, not by large scale use of other inputs. Even when it
uses other inputs, it often uses UK inputs that also require lots of labour. That said, its net contribution to
GVA - i.e. what might replace BBC activity if consumers were given back the licence fee — is less clear.

In general, since the BBC is a high GVA activity, if people spent licence fee income on their general
household budget, UK GVA would be reduced (e.g.the general economy imports more from other
countries than the BBC). Moreover, if they spent it across other media activities, GVA would also be
reduced — other media activities are not all as labour intensive and will also import more than the BBC on
average.

But this may all underestimate the beneficial impact to the economy of a shift from non-profit making
organisation to a profit making ones. An initial shift from the BBC to the commercial sector is in itself
probably GVA negative — the BBC does not make profits, but it does spend large proportions of its
income on UK staff and UK suppliers. However, profit generation by the commercial sector can and
should attract more investment, which in turn helps grow the UK economy and total GVA over time —
probably more than if the BBC were to still provide all its activities. (The reason for letting the BBC do this
then remains either more consumer surplus and/or more public value, not more GVA.)

While GVA estimates do help give an idea of how important the BBC or the commercial sector is as a
contributor to the UK economy, such measures give little insight into the BBC’s market impact — positive
or negative. This is especially so if the measures are not net GVA (GVA contribution over and above
alternative use of the resources) but gross GVA. Even a net GVA calculation might not come close to
giving an indication of net market impact of the BBC, as it would still not measure the extra consumer
surplus generated, which is probably the most important factor in the MIA framework.

Formal competition, state aid or fair trading tests

Although MIAs have similar issues to address as approaches to formal competition inquiries, state aid
investigation, and Fair Trading or Competitive Impact Assessments, they are not the same.

Competition inquiries focus on the market power implications of mergers or anti-competitive practices.
They are therefore looking specifically at barriers to entry and practices that restrict consumer choice or
push up prices/reduce quality in favour of a supplier or suppliers and against the interest of consumers.
There is much less attention on revenue substitution effects or positive market impact effects of public
intervention.

State aid tests are about the proportionality of state funded/publicly funded activities and ways in which
they might distort markets. In so far as they look at crowding out effects, they have adopted a
methodology similar to that used in market impact tests — European Commission guidelines on the state
aid test for publicly funded broadcasters suggest the BBC/Ofcom PVT and MIA methodology as the
proper approach.>®

Fair trading and competitive impact assessments tend to focus on specific behaviours likely to create
barriers to entry or distort markets. Such assessments have been applied in the case of the BBC to sports

% European Commission (2009a).
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rights bidding, cross-promotion and the relationship with BBC Worldwide. However, they do not address
the broader market impact and net market impact issues covered in this report.

Public Value Test

As has been noted, an MIA is not the same as a PVT, but a component of it — potentially to be netted
against the positive public value measured by the PVA, which looks at reach, quality/distinctiveness,
impact, and value (for money). The quality/distinctiveness aspect is measured by the extent to which a
BBC service achieves the BBC’s Public Purposes as set out in the Charter.
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Past assessments and Green Paper submissions

Past assessments and conclusions —a broad overview

This chapter is not a substitute for the more detailed assessments in the sector-by-sector reviews in Part
Il of this report. It aims to summarise all the relevant work done on the issue of BBC market impact —
specifically in formal MIAs, more generally at times of Charter Review and licence fee settlements, and
more tangentially in BBC Trust service reviews, and competition inquiries. It then pulls out, at the
aggregate level, the overall direction of findings across the three main areas of MIAs: direct audience and
revenue substitution; broader service market effects; and adjacent/supply chain market effects. Over and
above a factual summary of findings, it aims to give a flavour of the whole assessment process and the
role of judgement, approach and interpretation.

A short history of direct and indirect assessments

Set out below is a brief overview of the main forums and processes providing either direct or tangential
assessments of the BBC’s market impact in the last 20 years or so.

Formal Market Impact Assessments

Formal MIAs of new and significantly changed BBC services began in 2003/2004. At that point the BBC
moved into providing new DTV channels, new digital radio services, and an expanded online presence
that was effectively mandated by the Davies Panel review of 1999, which took up many of themes of the
1995/96 Charter Review process, and which was funded by the year 2000 licence fee settlement and
planned uplift from 2001/2002 onwards.

The objective was that the MIAs would provide a guarantee that the BBC’s extra funding and expanded
role would have regard to the impact on the commercial market, and would seek to add to choice and
consumer benefit, not replace market activities. There have since been 8 formal MIAs. The first three
(covering the BBC'’s digital TV, radio and online service expansion) pre-dated Ofcom’s responsibility for
carrying them out, and so were handed to DCMS appointed experts to conduct. Ofcom provided evidence
to these reviews: The Barwise Review of the BBC’s Digital TV services (2004), the Gardam Review of the
BBC'’s Digital Radio services (2004), the Graf Review of BBC Online (2004).

Since then, Ofcom has carried out 5 specific MIAs, on BBC HDTV proposals; BBC Digital Gaelic
proposals (BBC Alba); the BBC’s on-demand service proposals (iPlayer for TV and radio on-demand and
podcasting services); the BBC’s ultra-local video proposals (mainly online news and information
services); the BBC’s changes to BBC Three and CBBC; and the introduction of a BBC One plus 1 service
proposal.

These MIAs, when added to the PVT they fall within, have led to the blocking of two main proposals: the
ultra-local video proposals, owing to concerns about value for money and market impact (on local media
groups and new entrants); and the BBC One +1 proposal, owing to concerns about market impact (on
ITV and C4) and insufficient public value/impact.

Charter and Licence Fee reviews and consultations

Charter Reviews and licence fee reviews are the main times when the BBC’s broader market impact
across new and core activities is discussed. The Peacock Committee report (1986), the Davies Panel
report (1999) and the Burns Panel report (2005) and the submissions to these reports and work
commissioned by them, are the most important evidence provided. In contrast to the MIAs, these reviews
tend to be broad and strategic, although some have involved trying to estimate specific substitution
effects. Indeed, the Peacock Committee commissioned the first formal reviews of TV advertising elasticity
in the UK from NERA and Cave and Swann.

BBC Trust service, value for money, competitive impact assessments/fair trading reviews

While much of the BBC Trust’'s work does not cover PVTs and the assessment of MIA evidence within
them, its work on service reviews (focused on its RQIV framework — specifically distinctiveness and value
for money) does raise issues relevant to market impact. (The distinctiveness of BBC services such as
BBC One and Radio 2 will affect the degree of likely audience substitution with commercial rivals.)
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In so far as Competitive Impact Assessments and Fair Trading reviews look at barriers to entry and
market distortion, they do cover one part of the MIA agenda, and are relevant and cited in our work in
Part Il, as are the BBC Trust service reviews.

Ofcom public service broadcasting, market and competition reviews

Ofcom has conducted three formal PSB reviews between 2003 and 2014. While the focus is on the
sustainability and value of commercial PSB activity, they assess this within the overall PSB provision
across the UK market, including the provision by the BBC. They tend to take the BBC’s provision as a
given at the time, rather than recommending BBC Charter or licence fee changes. (However, the first
PSB review did suggest consideration be given to allocating some licence fee monies to a public service
content provider which would have market impact in some areas — especially online — to complement that
of the BBC.)

Much of the research on the consumer and citizen value of different types and sources of content comes
from Ofcom’s PSB reviews, and they are often cited in discussions of the BBC’s market impact.

Ofcom has also conducted reviews of TV content market supply and specific sectors (e.g. the radio sector
review in 2007). Also, its own competition reviews, for example of the pay TV market and premium
content, provide evidence about how the commercial market operates. This has a bearing on MIAs. So,
for instance, Ofcom reviews suggesting that Sky had been earning excessive returns or has significant
market power, will influence the likely impact of BBC services, and any decisions, on the platform and pay
TV markets.

Other competition, state aid and fair trading inquiries

There have been a range of inquiries relevant to the BBC, from ITV merger reviews (for example, the
Carlton/Granada media merger, the review of CRR undertakings, and the ITV network arrangement
review) and radio group mergers. These reviews have informed analysis of media markets relevant to
BBC MIAs. But there have only been 5 specific external competition/fair trading and state aid inquiries
into the BBC’s activities.

In terms of fair trading reviews, there have been three specific inquiries: the OFT’s review of the workings
of the independent producer quota system; the Sadler inquiry into the BBC’s cross-promotion of
magazines (while old); and the subsequent Monopolies and Mergers Commission review of the same
issue that looked at supply chain and adjacent market issues in some detail. In terms of a formal
competition inquiry, there has been the investigation into Project Kangaroo — a plan by BBC Worldwide,
ITV and Channel 4 to jointly launch a commercial video on-demand service (a bit like Hulu in the USA).
The Competition Commission (CC) blocked this project on the grounds that it would reduce competition in
a potentially new TV market, as well as having potentially negative implications for the UK’s secondary
rights market. The state aid case brought by the British Educational Suppliers Association against BBC
Jam — the BBC'’s publicly funded online education service — also addressed issues of BBC market impact,
and led to the BBC revising the scale and scope of its planned activities®’.

The audience and direct revenue impact: an overview of past coverage and findings

Detailed evidence on audience and revenue impact has focused on additional services over the last 10
years or so, or incremental changes to existing services, rather than on the BBC’s core services as a
whole. Nevertheless, there has been some assessment of audience impact across all BBC TV services
through submissions to the current Charter review and the previous review.

Overall, the conclusions/assessments on audience and advertising income are as follows:

e BBC services do take audience from rival services;

e this audience substitution is not on a one-for-one basis — especially when the BBC service is highly
differentiated from rivals and/or similar to other BBC portfolio services in terms of output mix and/or
demographic focus. (In these cases a significant proportion of consumption either disappears from the
relevant market or is transferred to other remaining BBC services);

¥ BBC Trust (2008a).
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e the audience substitution does not disproportionately impact a rival or specific group of rivals in most
cases (except, notably, in the areas of the BBC’s ultra-local video plans and BBC One plus 1, both of
which were rejected by the relevant MIA/PVT process);

e any reduction in whole market advertising revenue is not one for one with the reduction in audience, as
market advertising prices will increase somewhat when commercial impacts fall due to the BBC service.
This measured/estimated advertising demand elasticity is generally put at between -1.5 and -2.5, and
most often at -2 across TV, radio and online. (An elasticity of -2 implies that for every 1 per cent drop in
commercial impacts, revenue declines by 0.5 per cent);

e the absolute value of this revenue loss depends on the baseline share of the commercial market before
the BBC change and the size of the relevant ad market;

e where the BBC has a disproportionate impact on specific rivals or group of rivals, it can impact their
share of the commercial audience and the advertising market. This can cause much larger shifts in the
revenues of these providers and is therefore of particular concern; and

e the eventual impact of these revenue changes on profits and or spending depends on current profit
margins within the rivals and their optimal dynamic response. (Optimal dynamic responses are generally
covered in broader MIAs, which means a revenue and profit loss before the response is quantified, with
a broader discussion of how a dynamic response might alter the conclusion).

There is far less existing detailed direct analysis of the impact of BBC changes on pay TV revenue and
profitability. The main points to emerge from previous work are:

e the impact does depend on whether the BBC is just shifting spending around or is actually
increasing/reducing the licence fee (in the latter case — if the BBC licence fee were to be reduced — there
might be some generalised increase in pay spending for the commercial sector as a whole. But some
monies will also be diverted to general household consumption and out of the media sector);

e where the BBC is shifting spending across services with no increase/decrease in the licence fee, the
expansion of a BBC free of charge service can sometimes boost pay TV income in the medium term. It
does this by introducing a new type of consumption to viewers and listeners, and therefore helping seed
the market for commercial pay providers;

e in some circumstances the BBC free of charge service can reduce elements of monopoly pricing power
in pay markets and/or the leverage of platforms over commercial channel and content providers. (The
implications of this are covered more in the broader market impacts chapter below);

e where the BBC service does substitute some pay spending from commercial providers, this is often
spread across several providers/channels; and

e sometimes this income substitution is from providers with a degree of monopoly power — which is not
reduced by the BBC action — so it may reduce profits but not content spend. (This effect is covered in the
broader market impacts below).

Overall, the lack of assessment of the income of what is now the largest TV segment in the UK is perhaps
somewhat surprising, and comes in part as the BBC’s relevant market is often defined as the free to air
TV services market, and does not include the pay TV market.

The market structure/competitive dynamic impact — previous findings

The market structure/competitive dynamic impact has been addressed in formal MIAs and specific
inquiries, but tends to get more attention at Charter review and PSB reviews. This is because formal MIAs
tend to focus on what can be measured and what might be unambiguously negative. Broader market
structure and dynamic effects are often seen as both complex to model and largely positive, so are of less
concern. (Where there are obvious exceptions pointed out by rivals, these are reviewed in some more
detail.) This also reflects the MIA process focus on potential negative impacts, as the BBC Trust often
takes account of some of the positive impact in the PVT process overall.
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From Charter reviews and some MIAs — especially the panels set up in 2003 to review the BBC’s digital
TV, radio and online service additional service plans — the main positive broader and dynamic service
market impacts can be summarised as follows:

e the BBC’s new services and cross-promotion can help drive new platform take-up (digital TV, DAB and
broadband), thereby releasing spectrum and de-risking this opportunity for commercial rivals;

e in some cases, the pattern of platform distribution and take-up brought about by BBC involvement can
actually help support rivals’ business models. For example, significant Freeview/Freesat unique reach
helps support ad premiums and ad share of commercial PSB channels and their portfolios. Significant
DAB reach can prevent excessive fragmentation by a larger switch to the internet if DAB did not grow;

e in some cases, the level of spending and activity of the BBC can raise general barriers to entry in high
fixed cost, finite income markets— e.g. in the network TV market — which can be potentially
advantageous to incumbents. Furthermore, if there is sufficient competition from the BBC to these
services, it can then increase their commitment to invest in content, and therefore benefit the consumer;

e more generally, BBC activity can help force those incumbents to spend more on content or follow it into
new services markets — all to the benefit of the consumer; and

e the BBC spends more of its income on content than all its rivals. Thus, whether it forces up rival content
investment or not, BBC expansion and rival contraction can leave the consumer better off — as long as
this does not crowd out commercial rival investment too much.

The main potentially negative broader and dynamic service market impacts highlighted have been as
follows:

e BBC activity targeted at new markets without a specific and large platform building effect can increase
the risks to new commercial investment — especially in new and challenging areas;

e BBC activity that creates barriers to entry in markets where choice and innovation are more important
factors than revenue fragmentation and/or fixed costs can reduce the range and value of the commercial
proposition;

e BBC support for new platforms that increase rivals’ costs more than their income can cause the
commercial sector to reduce its spending on content and services;

e BBC activity can force up commercial rivals’ costs — especially for scarce resources — and therefore act
as a barrier to entry and result in less investment in content and services;

e where monopoly elements do not exist, forcing up rivals’ short term content and service spending could
lead to a lack of reinvestment and less diversification in the long term.

The balance of evidence submitted by third parties and by the BBC in past Charter and licence reviews
has often favoured the positive broader MIA, especially among rival free to air TV and radio operators.

The adjacent market/supply chain impact: an overview of past coverage and findings

These factors gain some attention at Charter review and licence fee settlements, and within MIA reviews.
But when they arise, they tend to be driven by specific fair trading and competition issues. These issues
can also be raised by value for money reviews, which often look at BBC in-house provision and third-
party provision, and can factor in supply chain market effects of BBC actions. The most notable areas
have been:

e the BBC’s role in the TV content supply market as major buyer and supplier (alongside ITV), and the
implications for terms of trade with independent suppliers and the availability of secondary TV rights to
third-party broadcasters in the UK TV market;

e the BBC's role in developing the content supply sector outside of London;
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e the BBC’s plans for aggregating commercial on-demand rights exploitation into an industry-wide service
(Project Kangaroo), and the implications for the online content aggregation and distribution market and
the content supply market;

e the BBC's role in the UK on screen and on air talent market (also covering increasing costs in the service
market, but addressing issues of talent development as well);

e the BBC'’s role in the UK platform/aggregator market, and especially whether the BBC is favouring some
providers over others and potentially distorting the market;

e the BBC’s role in the overseas exploitation of UK originated IP and brands, and, in particular, the terms
of trade/access to asset terms between the BBC and BBC Worldwide;

e the BBC'’s role in ancillary UK IP markets such as magazines and BBC Worldwide’s terms for access to
BBC brand or cross-promotion.

In most areas the positive impact of the BBC’s commitment and involvement for the BBC core services
and the commercial sector is assessed against the negative impacts that rivals in either the ancillary or
supply chain markets or sometimes the core market often claim (i.e. that BBC involvement in the supply
chain has negative impacts in the core market).

These assessments have led to specific interventions, such as the terms of trade and WOCC (Window of
Creative Competition) interventions in the TV content supply market; the application of independent
content quotas to BBC audio and online content production; rules on BBC cross-promotion of its
magazines and commercial products; and fair trading rules and processes between BBC Worldwide and
the BBC.

Equally, in many areas the BBC’s commitment and activity is welcomed because it helps to create critical
mass in supply chain activities or ancillary activities in the UK and overseas — e.g. UK TV IP exploitation
or the promotion of the UK music sector.

The review process and the construction of the counterfactual

Part of any MIA at a detailed or broad level is to determine the counterfactual. With additional BBC
services, this has often simply been a question of having the new service or not. When assessing the
BBC’s core services — which are both rare and more general — the counterfactual has been either a
scaled down BBC service (usually across the board, rather than a change in mix) or the cessation of BBC
activity. This has also often been associated with a reduction in BBC licence fee funding, not a different
allocation of that funding.

There has been far less assessment of more complicated but often more realistic alternatives. These
alternatives might include licensing the content to third-party commercial providers, rather than
developing its own secondary outlets and services, or changing the mix and/or positioning of core BBC
services (with no change in overall funding) rather than closing them down or scaling them back across
the board.

Given the MIA’s formal role in assessing new BBC services and checking whether there is a direct and
measurable revenue substitution effect, it is not surprising that this process in particular has used
straightforward counterfactuals. It may be somewhat more surprising that Charter, licence fee and
broader PSB reviews have not considered in more depth alternative counterfactuals, such as re-deployed
funding or changes in service mix and positioning.

Issues arising from submissions to the Green Paper

There have been a large number of market impact issues raised by the submissions by BBC rivals and
suppliers/distributors to the Green Paper consultation process. Many are largely supportive of the BBC’s
positive role across the market and in helping the sector respond to challenges and opportunities (e.g. UK
Music, Channel 4, Professor Barwise, Professor Barnett). Some, while making positive observations,
have also raised specific negative market impact concerns. Most notably:

e the Newspaper Media Association (NMA) submission questions the BBC’s impact on the local and
national newspaper provider’s ability to develop successful online news and information services in the
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UK and overseas. It proposed a new approach by the BBC which might be more complementary to the
commercial sector;

e the ITV submission questions the specific positioning and strategy of BBC One, and its impact on the
commercial PSB sector and, in particular, ITV’'s main channel (as well as questioning the public value
and creative sector benefits of a claimed “conservative” BBC One schedule);

e the Global Radio and Radiocentre submissions question the positioning and strategies of the BBC’s
popular music services, especially its FM networks — Radio 1 and Radio 2 — as well as some of the more
popular programming elements of Radio 3 and Radio 5 Live (as well as questioning whether the public
value generated by these services is as great as has been claimed);

e UTV (owner of talkRADIO) questions the market impact of the BBC’s approach to audio sports rights and
coverage and news and chat, through Radio 5 Live and 5 Live Sports Extra;

e the Commercial Broadcasters Association and Viacom submissions question the market impact of the
BBC on thematic channels — in particular, commercial children’s channels;

e Sky questions the BBC’s platform distribution and aggregation strategy and its impact on that part of the
supply chain;

e the Virgin Media submission questions the market impact of the BBC'’s approach to secondary outlets for
its content in the UK across on-demand and linear TV, and the seemingly inconsistent approach across
linear and on-demand markets in terms of publicly funded, commercial, and delivery platform provision,
and OTT service providers in the UK;

e PACT’s submission questions the impact of the creation of BBC Studios as a commercial production
subsidiary on the TV content supply market. (ITV’s submission raises the same question); and

¢ the Radio Independents Group calls for an opening up of more BBC radio output to third-party producers
in order to help stimulate the sector. There is a similar appeal from PACT concerning online audiovisual
content.

As intimated, many of these submissions make specific claims about the BBC'’s impact on the commercial
market, as well as questioning the added consumer value and public value generated by the BBC
services. Often specific issues, such as BBC One positioning and strategy, are criticised at the
commercial impact level — they may be taking revenue from ITV and crowding out ITV investment in high
end content; at the net market impact level — BBC One is not providing the mix of output itself that
improves the overall level of consumer surplus or boosts the creative sectors more generally; and at the
public value level — BBC One is not giving enough peak time exposure to the types of programming that
create the most public value.

The main interest of this report is, in the first instance, the commercial impact, and in the second instance
the net market impact. We do not focus on broader issues of economic value (GVA) or public value.
Implications for approach and coverage of Part Il

What new work is needed?

The coverage and conclusions of previous MIAs — specific and broad, the age of some of these
assessments in some fast-developing markets, and the specific issues raised by the submissions to the
Green Paper suggest a certain focus to the work of this report, given the time and resources available.

The areas of focus are:

e providing complete, albeit brief, MIAs for the BBC’s core services in TV and radio — most notably, BBC
One/BBC Two, Radio 1 and Radio 2;

e updating some older reviews of new/additional services — in particular the BBC’s UK Online news and

information services (national and local) that have not been looked at since 2004/2006 when the
marketplace was very different;
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e updating the impact of the BBC’s digital radio strategy given the switch of digital audio from a DAB
dominated future to a mixed ecology, and a much larger role for web based radio and audio services
than envisaged back in 2003/2004;

e addressing specific issues raised by the submissions, which include:
e the BBC’s approach to on-demand content aggregation and distribution;
e BBC One’s programming mix and scheduling, and its impact on ITV; and
e BBC Online’s impact overseas on rival UK providers of news and information;

e undertaking a quick review of what happened to some of the commercial digital radio and TV services
thought to be most threatened by the BBC'’s digital portfolios back in 2003/2004.

Time and resource constraints have meant we have been able to give rather less attention to the impact
on the broader local media market beyond the specific online issues, and to the TV, radio and online
content supply markets and the impact on commercial children’s services.

How we have covered it?

We have assessed all the past and most recent submission evidence on the list of issues provided
broadly within the TV, radio and online market silos. We have added in some new market data and
analysis by O&0O and Oxera. We have interviewed the BBC, Ofcom and a range of organisations and
individuals who have submitted to the Green Paper, especially those in our focus areas above.

In a few cases we have conducted or attempted to conduct new time series and cross-sectional
regression analysis where we think there may be a gap in the existing analysis and the data was
available to have a reasonable attempt at measuring correlation and causality.

More broadly, while we focused any new quantitative assessments on the audience/revenue substitution
effects (as Ofcom does), we have also — especially when looking at the broad range of core BBC services
in the markets — covered the broader market structure and dynamics issues and the supply
chain/adjacent market impacts, as far as the evidence allows.

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 49



4.1

BBC television, radio and online services: An assessment of market impact and distinctiveness

PART TWO - SERVICE MARKET REVIEWS

TV market impacts

Main findings

While the BBC is a smaller part of the UK TV market now than it was 10 years ago, in terms of total
sector revenue and total audience share, it is still the most significant single aggregator of audiences in
the UK — with 33 per cent of measured viewing versus 22 per cent for its nearest rival, ITV plc. Since
2002, its lead channel, BBC One, has been the UK’s most popular channel, and has now opened up a 7
percentage point lead over its nearest rival, ITV1. UKTV — BBC Worldwide’s joint venture with Scripps
Networks Interactive, Inc. — accounts for an additional 5 per cent of viewing share.

The BBC still accounts for around 25 per cent of all channel revenue, once platform revenue shares are
excluded from pay TV. It also accounts for 40 per cent of all spend on originated UK content and
produces in-house 20 per cent of all UK content (excluding news, where its share is higher).

Most studies over the last 20 years have suggested that the BBC has a positive net market impact at a
broad TV sector level. Not only does the BBC add directly to the range, quality and UK focus of TV output
in the UK, it may also be a major reason why commercial PSB services have traditionally provided more
originated, high quality content than their PSB licences require.

e Whilst BBC activity has been shown to cause audience substitution and advertising revenue substitution,
the impact on revenue is relatively small and is often spread across many channels. Past studies
suggest that for every percentage gain in commercial audience share due to a smaller BBC, advertising
revenue would increase by between £18m and £27m - equivalent to between a half and three quarters
of one per cent of total TV advertising revenue in 2014.

e Any reduction in the funding, size and scope of the BBC risks not only a smaller value of total TV
revenue, but also a much smaller amount of spending on content, and especially originated content.
Commercial PSB players would have fewer incentives to spend more on originated content and might
spend less.

e Past trends and survey evidence suggest that this shortfall would not be compensated for by the pay TV
sector, since any significant extra willingness to subscribe (which studies suggest would only follow a
substantial reduction in BBC activity) might be allocated to either higher profits or more fees to sports
rights holders or US film and TV studios, and not to significant investment in originated UK TV content.

However, there are indications that past studies of this positive broad net market impact of the BBC
(especially on content investment) and the negative impact of a smaller BBC, while still directionally
correct, may be overstated when suggesting that every 1 per cent fall in licence fee income going to TV
could shrink total UK originated content investment by 0.4 per cent.

Also, given recent changes in the competitive dynamics of the UK and global pay TV market, a smaller
and more narrowly defined BBC PSB remit and funding would probably increase both subscription
spending and the pay TV sector’s propensity to invest in new originated content to attract the reduced
BBC spending.

A smaller BBC could also further change the dynamics of the commercial advertising-funded TV sector,
where the positive link between BBC spending and ITV spending may have been weakening in recent
years and where the commercial PSB sector might well increase its overall investment in original content
in response to a reduction in the size and scope of the BBC, although this would partly depend on how
the commercial PSB sector is structured and regulated.

While the total UK originated content sector would still shrink with a large-scale reduction in BBC activity,
it would probably not do so by as much as recent reports have suggested. The greater risk factor would
be a more narrowly focused, less creatively innovative, and less national-culture-specific UK content
sector outside a repositioned BBC, which itself would have to become more innovative and more
differentiated to compensate for changes in the commercial sector, thus probably losing more share and
reach.
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While reduced funding for BBC TV would lead to a negative net market impact albeit smaller and in
perhaps a different way than some recent studies have suggested, there has been much less work done
on the net market impact of a more distinctive and differentiated BBC, and in particular a BBC with a
greater degree of distinctiveness in its mainstream services, especially BBC One.

On the specific question of whether BBC One’s historic and recent strategy has been crowding out more
programming investment on ITV1 and/or not maximising the positive impact of its spend on the TV
content market and the creative sector, we find that:

e on a number of measures BBC One is still distinctive from ITV1, with a more PSB-orientated schedule
and a greater range of output in peak time;

e BBC One has far more news and current affairs in day time than ITV1;

e crime drama is a key focus for BBC One and ITV1 but counter-scheduling of crime dramas by BBC One
against ITV1 has not increased in recent years;

e there are probably many reasons for reduced real programming investment by ITV1 which have little to
do with BBC One;

e there are many legitimate reasons why BBC One leads ITV1 by a large share margin (such as higher
audiences for national and local news due to brand strength and more cross media resources; a more
cannibalistic portfolio of ITV spin off channels; a general commercial market failure in the provision of a
range of day time programming; the role of BBC 2 as a support to BBC One; a better creative track
record since 2002; and, the absence of advertising on BBC One).

However, we also find that:

e there is evidence to suggest BBC One schedule has become less innovative and less risk taking over
the last 10 to 15 years, with fewer new titles and fewer titles in total. This suggests declining
distinctiveness (the suggestion from BBC management is that this is about to reverse, partly in response
to the 2014 BBC Trust review of BBC One, but there is no indication that this would be a permanent
shift);

e BBC One may also have become less distinctive in recent years in terms of a decline in volumes in
certain PSB genres in peak time, including specialist factual, arts, classical music, comedy. Although this
may to some extent reflect more investment in fewer hours rather than a reduced overall commitment, it
still raises issues about the prominence and reach of some PSB genres in the BBC One schedule;

e The day time schedule beyond news and current affairs is largely composed of high volume, heavily
formatted and long running factual entertainment, lifestyle and quiz/panel game output;

e based on econometric analysis undertaken by Oxera, BBC One counter-scheduling of crime drama does
reduce ITV1 crime drama audiences, by 6 to 8 per cent when episode clashes occur. However, what is
not modelled is the impact on total drama audiences or total ITV1 audiences, and thus these impacts are
less clear.

Given the above evidence, we have modelled the likely impact of a more distinctive BBC One schedule
going forward in terms of more new titles per year, higher proportions of more challenging genres and, as
importantly, more challenging programmes within genre (especially in peak time) and less competitive
scheduling. We have found that such an approach (with no change in BBC funding) could:

e increase commercial ad funded channel revenue by £33m to £40m per year, which could rise to £50m to
£60m by the end of the next Charter;

e reduce BBC One share by between 2.1 and 2.5 percentage points, but increase the consumer and
public value of BBC One output;

e lead to broader benefits for the content supply sector and UK consumers especially if the commercial
sector invests some of its increase revenue in new UK content; and,
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e have knock on benefits to the UK pay TV sector.

In terms of the impact of the BBC’s publicly funded digital services (channels and iPlayer) on rivals, there
seems to be a broad consensus that these have helped to drive platform take-up and to open up new
markets for both free to air and pay TV operators, as well as preserving the commercial PSB business
model. Fears that BBC Three, BBC Four, CBBC and CBeebies might crowd out specific rivals such as
Artsworld (now Sky Arts), Sky News,* commercial children’s channels such as Nickelodeon, Nick Junior,
Fox Kids and the Cartoon network, or young skewing thematic channels such as MTV, Sky One and E4,
have proven to be unfounded.

Nevertheless, how the BBC best exploits its secondary and archive rights in the UK TV market and its
impact on the future TV market and rival services probably does remain relevant in both the linear and
non-linear TV markets, across which the BBC has so far taken a different approach. The BBC has kept
on-demand access as a publicly funded service 30 days beyond transmission, after which it sells the
content to third-party SVoD services, or makes it available to own through the BBC Store. In the linear TV
market, it chose to set up its own commercially funded joint venture — UKTV — which earns revenues from
channel advertising and pay platform carriage fees.

BBC plans for future service development seem to be based on two equally pessimistic visions for
commercial TV in the UK: a consolidated, globally controlled sector; or a weak and unsustainable sector;

or a mix of the two. There has been less focus on more optimistic visions for the sector and, most
importantly for this report, on the ways in which the BBC could help to increase the prospects for a vibrant
commercial sector facing many challenges, rather than crowding out the sector’s investment or increasing
its risks. In this context, the Open BBC initiative currently appears to be focusing on helping UK arts and
cultural organisations to achieve reach and impact, rather than on seeking ways to co-operate with the
commercial TV market.

Introduction

This section reviews the BBC’s market impact on the UK TV sector — across both linear and on-demand
TV.* It describes the BBC's current positioning and performance across both the whole TV market and in
important sub-segments of that market, and includes a brief history of developments over the last 20
years — two Charter periods — that have seen rapid and radical changes in the TV sector.

It then summarises the large number of current and past studies of BBC market impact, and broader
reviews of aspects of the TV market that have relevance to the BBC’s market impact as well as the issues
raised, plus significant new evidence provided by the main submissions to the recent Green Paper
consultation — in particular, the BBC, BBC Trust and ITV plc submissions and commissioned reports
supporting these submissions. Lastly, the main outstanding market impact issues emerging from these
past reviews and recent submissions are identified in this section, before addressing some of the gaps
and issues by means of:

e abroad assessment of the impact of the BBC on the whole UK TV market, in light of recent independent
studies on this issue by PwC and the Reuters Institute/Enders Analysis, and the ongoing rapid changes
in TV market demand and supply;

e an additional market impact assessment and analyses focused on the impact of BBC One’s positioning
and strategy on the commercial PSB market and in particular ITV1; and,

e a case study on the impact of BBC Four on pay TV provision of arts and cultural programming, and— an
issue raised by the initial review of BBC Digital TV services in 2004 - providing an analysis of what
happened subsequently

% Although the presence and strength of BBC News Channel may have made some contribution to the closure of the ITV News
channel at the end of 2005.
% On-demand TV is also looked at in Chapter 6 covering the online market.
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Market trends and future prospects
The changing UK TV market — the story so far

The UK TV sector is characterised by high levels of reach and consumption

Over 90 per cent of the UK population watches TV each week, with the average viewer consuming about
220 minutes per day in 2014 (just over 25.5 hours per week). This is roughly the same as 10 years ago
(although about 10 per cent down on 2010, as shown in Figure 5). In this total, there has been some
switching from live TV to playback and on-demand, and a significant decline in measured TV viewing
among the under 25s, although live viewing still accounts for almost 90 per cent of measured TV viewing.

Over and above measured TV viewing there is an additional amount of TV type viewing to both short form
YouTube type content, and Netflix SVoD type long form content, which is not included in the measured
viewing total.*° Research suggests that total audiovisual screen time is still on the increase, even among
the under 25s once short form, SVoD and video game playing are added to the officially measured TV
viewing that provides the basic currency for TV advertisers and broadcasters.

Figure 5: Measured UK minutes per day of TV consumption, 2010 and 2014
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The number of platforms and devices used to view TV content is multiplying, although the main
household TV set still dominates

TV reception in the UK is now a mix of digital terrestrial (DTT), digital satellite, and IPTV access via the
existing telecoms network. Many households have multiple types of connection for different TV sets in the
same household. Beyond the TV set, viewers can stream TV channels to PCs, tablets and smartphones
as well as gain access to on-demand long and short form content. However, the shift to these devices
from the TV set has been lessened by the upgrading of TV sets to large flatscreen high definition devices,
and the increasing penetration of smart connected TVs, which can access a range of internet content
delivered directly to the TV set through a central TV screen user interface.

“* The BARB audience measurement system is currently being modified to capture this multi-platform, multi-device consumption.
Enders Analysis has estimated that this unmeasured TV viewing probably adds another 15 per cent to current viewing times, and 30
per cent for the under 25s. Equity market analysts, Redburn, have estimated this uplift to be much lower, by including long form
consumption on mobile and other devices only — at 3.3 percent across all UK adults and 7.5 percent for the under 25s.
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Paying for TV services is now commonplace, with many more access options and price points
available, but a significant proportion of the UK population only accesses free TV services

Total pay TV penetration is currently 56 per cent, up from 44 per cent 10 years ago, with many of these
additional homes taking so called “pay-lite” options. These can be OTT (over the top) services such as
Netflix and Amazon Prime; or small bundles of pay TV operator delivered channels, with perhaps only
one or two premium sports and movie offerings costing around £10 to £20 per month, such as Now TV,
as opposed to the whole package of up to 400 hundred channels costing £50 per month upwards.

However, a significant number of UK households — about 44 per cent — still rely on free to air DTT or
satellite offerings with more limited channel choice. DTT in particular, which offers 40 and 50 channels
and is the only source of reception for 40 per cent of TV households (10.5m homes), is still dominated by
the main PSB networks and their spin-off channels (BBC Three, BBC Four, ITV2, ITV4, ITVBe, E4,
More4, etc.).

Figure 6: Pay TV penetration in the UK, 2005 to 2015
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An increasing number of free TV households also have on-demand access

DTT households with good broadband connection speeds can start to connect their TVs to the internet
with either bespoke set top boxes such as YouView or Freeview Play, or even with a small dongle to plug
into the back of their TV set through providers such as Roku and Google Chromecast. This gives these
houses direct access to the PSB channels’ catch-up services — iPlayer, the ITV Hub, All4 — as well as free
web portals such as YouTube.

TV viewing tends to fragment and polarise with increasing channel choice rather than segment
Despite the rapid increase in TV channel choice, most households only watch about 20 different channels
in an average week and among those 20 channels usually 4 to 8 account for the vast majority of their TV
viewing. The net result is a general fragmentation of TV viewing, with hundreds of channels getting less
than 0.2 per cent of all viewing, but also a polarisation of viewing, with a very small number of channels
getting more than 5 per cent viewing share, a slightly larger number getting between 1 and 5 per cent, an
even larger number getting between 0.2 and 1 per cent, and the remainder getting less than 0.2 per cent.

Viewing is still dominated by the traditional free to air PSB networks and their spin-off channels

It is the traditional PSB networks that provide all the channels with more than 5 per cent share, and the
PSB portfolio spin-off channels that provide a majority of the channels with a share of between 1 and 5
per cent. This is driven by the PSB networks’ universal free to air availability on all TV platforms, but also
by their traditionally larger programme budgets and focus on more mass audience tastes and UK
originated content. It is difficult for channels with only pay TV distribution to gain much more than a 2 per
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cent audience share; however, it is equally difficult for a free to air channel without access to PSB
programming (including PSB repeat programming) to achieve above a 1 per cent share.

Figure 7: TV audience share by type of broadcaster, 1998 to 2014
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Viewers still express a strong preference for UK originated content. The main issue is the
comparative cost of that content versus acquisitions — but the market has found some solutions
to this apparent dilemma

Despite a growing appetite for viewing US TV series across pay TV services and new OTT services such
as Netflix, surveys suggest that UK viewers still prefer UK originated content in any given genre. This
preference applies to their own consumption habits and in terms of what they think would be good for
society as a whole. However, while producers of overseas content (mostly from the USA) have no need
to recover their production costs through UK sales,*' UK originated content prices to the TV network are
still largely based on the full costs of production, but with an increasing contribution from secondary and
global exploitation. This makes UK content that is of a similar genre to imported content more expensive
to TV channels and riskier (the US content has already been tested with audiences in the USA), even if it
is potentially much more popular.

UK regulation requires the PSBs to show a high proportion of UK content, especially in peak time, due to
the consumer and public benefits produced — much higher than the effective minimum EU requirement of
50 per cent. But both ITV1 and Channel 4 show more than this minimum requirement, suggesting that, at
least for ITV1, it is profit maximising to show very high amounts of UK content.*” This preference for
commissioning UK content has often been put down to the presence of the BBC as a rival (an issue dealt
with below), but over the last 15 or so years it probably has had as much to do with how the global market
for TV has changed and helped solve the broadcasters’ dilemma in showing more popular but more
expensive and risky UK content.

Market solutions include the use of international formats (remakes of US shows in the UK) largely in non-
scripted programming, which reduces the risk if not the cost; and US/UK co-productions in scripted
programming, which are effectively programmes made with both markets in mind. These often have UK
actors and UK stories and themes, but also have strong appeal to the US market. Period and fantasy
world dramas (Downton Abbey, Game of Thrones, War and Peace) are an example of this type of output.

“! The content is largely paid for in the US market, and is sold into other markets such as the UK with near zero marginal cost, so
the price is set by the value to the channels.
*2 This is often attributed to ITV’s need to compete with BBC One and the very high levels of UK content on the BBC channels.
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The third and perhaps most important solution to the home grown popularity versus its cost and risk
dilemma has emerged from a symbiosis between UK broadcasters and the UK’s independent production
sector — whereby PSBs maintain high rates of new idea commissioning to help find the next successful
global format, while the production sector accepts lower margins on these commissions in return for the
global rights to the formats and the potential profits from a global hit.

UK independent producer margins on UK commissions are very low by international and historical
standards, but their rights income and global non-UK commission income growth has been rapid. Both
sides gain — broadcasters get lower priced programming and a high rate of innovation, producers get the
chance of creating a global hit and owning it. In turn, this is what has attracted so many international
media groups to buy into UK-led independent production groups.

Figure 8: Viewer preferences for UK originated content
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Sources Ofcom review of public service television broadcasting — phase 1 (2004); Ofcom second public service broadcasting review —phase 1 (2008)

The switch to on-demand TV viewing from linear live viewing continues to gather pace, especially
among the under-35s and ABC1s, but live linear viewing still accounts for the vast majority of all
viewing time, and the PSB catch-up services capture a high proportion of the on-demand viewing
While there has been a significant shift to on-demand viewing over the last 10 years, both through record
and playback digital PVRs and specific IP delivered on-demand and catch-up services, the vast majority
of viewing, even in homes with a PVR and IP connectivity, is live TV. High-end entertainment shows and
sports events often account for the highest proportion of live viewing, and drama series the highest
proportion of on-demand viewing.

In addition, a significant proportion of this on-demand viewing is to the PSB network programming — either
through the PVR or the PSB-operated TV catch-up services. However, the switch to on-demand viewing
and the switch away from PSB content within on-demand viewing is higher among the under-35s and
ABCl1s than the rest of the population — i.e. two of the most valuable demographics to advertisers.

Total TV revenue continues to grow, although the mix of revenue is shifting towards pay TV

Total TV revenue (licence fees, subscriptions, advertising/sponsorship and interactive) grew by 3.6 per
cent a year between 2009 and 2014, and commercial revenues by almost 5 per cent a year excluding the
licence fee. Within commercial revenues, total advertising/sponsorship revenue grew by about 4 per cent
a year and pay TV by approximately 5 per cent a year. This continues a long-term shift in total TV
revenue away from advertising and licence fees, towards subscription payments.
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Figure 9: UK TV revenue by source, 2009 to 2014
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TV advertising has held its share of total display advertising

5year CAGR

3.6%

-1.8%

1.3%

4.1%

5.2%

Despite the relative growth of pay TV, advertising and sponsorship growth is still healthy. TV has
managed to keep its share of display advertising43 in the UK (in fact, its share has increased marginally in
recent years), while the internet has taken share from the press first and foremost, and radio to a lesser

extent.

What has been more of a challenge for TV has been the shift within marketing budgets from display
advertising towards more classified/search type advertising offered by and through Google. From 2003 to
2010 this led to a relatively low growth of display advertising, despite TV’s share of display being strong.

In the last few years, however, this switch from display to transaction spending has largely stopped,
leading to higher growth for both display advertising and TV within it. There are even signs that some
advertisers are polarising spend between search, to drive transactions, and TV, to build the brand, which

may help increase TV'’s share of display going forward.

“% Display advertising includes TV, radio, print run of page picture adverts, outdoor, cinema and internet banner/video ads.
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Figure 10: Display advertising share and television share of display advertising
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Advertisers pay a significant price premium for high reach TV and are fairly price-insensitive
Within the TV advertising market, advertisers place a price premium (in terms of the cost per thousand
impacts paid — CPM) on the highest reach networks and channel portfolios. This premium to the market
price seems to increase even while total market impacts grow and the lead networks still lose share. This
has helped both ITV and Channel 4; in particular, ITV1 and the main Channel 4 service make up for
audience share loss with increased advertising prices.

This trend, combined with their strong digital spin-off channels offering higher reach than many of the
other thematic channels and the strong performance of their on-demand catch-up services, has allowed
ITV and, to a lesser extent, Channel 4, to grow their share of net advertising revenue recently. This is in
spite of the fact that their main channels have lost considerable share, and even their portfolios taken as
a whole have lost some share in recent years.*

The last three years in particular have seen the price of advertising on ITV1 increase markedly, even
while its share has continued to fall. Channel 4 — which for many advertisers is a complement to ITV1
advertising, as Channel 4’s younger audience helps weight its broad campaigns back towards the UK
average age profile given ITV1’s older profile — tends to see its price rise in line with ITV1’s price. This
suggests that demand for high reach network advertising is not very elastic, indeed some estimates
suggest that demand for the lead networks in the portfolios may be inelastic — if only in the short term —
even if demand for the portfolios as a whole remains elastic.”®

 Channel 4 also sells UKTV’s advertising inventory, which has helped Channel 4 increase its share of the advertising market —
although the benefits of this to Channel 4 itself depend on the commission margin it has negotiated with UKTV.
% See later analysis of TV advertising demand elasticity.
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Figure 11: UK CPMs by type of broadcaster, 2005 to 2015
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ITV’s broadcasting activities have become highly profitable again, Channel 5 is profitable and
Channel 4 is able to sustain increased content spending and maintain its reserves

The factors listed below have all helped to drive increasing broadcasting activity profitability at ITV plc;*°
helped Channel 5 to sustain a profitable position after 15 years of almost consistent losses; and helped
Channel 4 to maintain its overall share of the UK TV market across its portfolio, fulfil its remit and
maintain its financial reserves.

Growth in demand for TV advertising.
e Successful spin-off channel portfolios helped by the unique reach of Freeview.

e The increasing premium advertising prices paid for the highest reach networks despite audience share
losses.

e The ability to share the risks and some of the costs of their originated programming with a globalising UK
production sector.

Declining shares of the lead commercial PSB networks — ITV1, Channel 4 and Channel 5 — are
partly due to a deliberate switch to their spin-off channels

Increasing advertising prices for high reach main networks plus an overall need to keep their share of all
commercial impacts high to attract a significant share of all advertising spend, have encouraged the
commercial PSBs to adopt strategies that accept declining main network shares — if not reach — while
building the shares of their spin-off channels. ITV spin-off channels account for about one third of all ITV
portfolio viewing and Channel 4 spin-offs about 45 per cent of all viewing (this compares with BBC spin-
off channels accounting for about 15 per cent of all viewing — although the BBC does have two lead
networks, with BBC Two plus spin-off channels accounting for about 30 per cent of all BBC viewing).

8TV plc also derives significant profits from its expanded studios division, which has been acquiring independent producers in the
UK and USA over the last 5 years. This in turn is likely to make ITV plc less vulnerable to any future advertising downturn due to the
economic cycle which in the past has damaged ITV’s share price and brought it close to breaching debt covenants.
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TV advertising is still very cyclical, and doubts remain over the long-term sustainability of ever
higher network CPMs as their audiences continue to decline

Advertising revenue remains cyclical, and network TV advertising perhaps more than other forms of
advertising, given its relatively high price — with both drops in consumer spending and, more importantly,
falls in corporate advertiser profit margins, that accompany a recession, quickly feeding through to
reduced advertising spend by brands. The last TV advertising recession was from 2008 to 2010, in line
with the financial credit crisis, and over the last 30 years there has been an advertising recession every 7
to 9 years.

Perhaps more importantly, recent trends in the USA, where leading network advertising prices had
increased steadily for over 30 years as cable channels took more share from them (the 4 networks now
account for only about 40 per cent of all peak time viewing), have suggested that the advertising pricing
power of network TV, and leading cablenets, may be weakening. At a very macro level, advertisers are
beginning to look for mass reach by relying less on network TV and more on social media. While it is
uncertain if the trends of the last 2 years are a turning point or simply a pause, there will come a point
where high reach on TV becomes so expensive that advertisers look to alternative ways to reach large
numbers of their target demographics rapidly.

The pay TV market has become more competitive in recent years with the arrival of both triple
play/quadruple play (3P/4P) offerings from platforms and the growth of OTT services

As network TV advertising has proven quite robust in recent years and performed better than many had
projected, the pay TV market has become more competitive at both a platform connectivity level and a
retail service level. Faster broadband speeds and better compression, network traffic and content
management software have allowed both telecoms providers and OTT TV services using open system
telecoms distribution to offer pay TV alternatives to consumers.

This has transferred the pay TV competitive dynamic from one involving just rival TV distribution systems
(Sky using DSAT versus Virgin Media using cable, versus ITV Digital (now closed) using DTT) to one
where providers are competing on the same distribution system — BT retailing BT Sport in digital satellite
homes; Netflix selling across all systems to Sky, Virgin Media, BT and TalkTalk connected homes; and
Sky using Now TV to gain customers in Freeview, cable, IPTV and Freesat homes.

For connectivity providers offering TV, telephony and broadband (so-called “triple play or 3P” providers),
pay TV has become a very important component of customer acquisition and churn reduction increasing
the strategic value of providing pay TV packages. The addition of mobile to these services (to create so-
called “quadruple play or 4P” services) may increase still further the strategic value of pay TV, as in a
market where all providers can offer similar connection speeds and functionality (which we are moving
towards with the build out of fibre networks) the main differentiator becomes the entertainment package
offered.
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Figure 12: Pay TV offerings in the UK — summary table
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Pay TV is beginning to invest more in originated content, although it is still heavily dependent on
live sports, movies and acquired US TV series

This extra 3P/4P competition is leading to increased investment in content. In the first instance, it has bid
up the price for top sports events and competitions, especially lead football properties, which could be
seen as a straight transfer from consumer surplus to producer surplus (the producers in this case being
football teams and their players). However, as sport has become more expensive, and top sport remains
scarce, platforms are looking for alternative ways to attract customers, leading to both additional direct
investment in new UK content by Sky, Netflix and Amazon Prime and the increased provision of co-
produced or US-acquired content to UK consumers.

UK pay TV is more heavily invested in live sports proportionately than either in the USA or major
European markets —which may reflect both the relative appeal of sport in the UK, and the strength
and range of the free to air UK content offering compared with other markets

The high levels of spending on sports rights by pay TV operators in the UK (currently over £2.5bn a year,
equivalent to the BBC’s entire annual TV spend) reflects the relatively high value that UK consumers
attribute to live sport. Another reason why the spending per head of the population is so high, and much
higher than pay TV spending on sports rights per head in the USA or other major European countries,
might be the strength of UK content provision on free to air TV. This may make UK commissions a poorer
alternative route for the UK pay sector to gain subscribers, while US series still largely appeal only to a
subsection of the UK market.

The pay TV offering in the UK is benefiting from a surge in fiction content investment globally,
especially from the USA
Greater pay TV competition is a global trend and not just a UK trend. Its impact in the USA has been a
surge in the number of drama series commissioned, especially outside the 4 network free to air system.
In 1999, the US TV system was producing 29 new TV drama series a year; in 2010 this had risen to 250,
and in 2015 it was 400.%

While there are some fears that this represents an investment bubble, there is little doubt that the system
can sustain a higher level of investment than 10 or even 5 years ago, given the strategic value to 3P/4P
providers, and that this increased supply of content is helping fuel more competition in the UK as
providers have more US output with which to break into the UK market. At the same time, UK pay TV and
free to air TV providers have more co-production partners to choose from in order to provide more UK
orientated content, but with US and international appeal.

4" Speech by CEO of Fox International channels.

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 61



BBC television, radio and online services: An assessment of market impact and distinctiveness

The UK originated content sector continues to grow, but is more dependent on IP exploitation
overseas in all its forms for that growth

The recent growth in demand for fiction content with global appeal has added to a 15-year trend across
global TV markets to look to commission local remakes of existing formatted entertainment and factual
entertainment shows to create a buoyant market for UK based TV producers. UK producers are the
leading providers of formatted shows into the global market, helped by a PSB system that probably
commissions more new titles every year than any other TV system in the world*®. The position of the UK
based TV producer in the fiction market is still a long way behind the USA, but the UK often plays a
pivotal role in the international co-production market for high-end drama output, recently helped by tax
credits for all TV shows with a budget over £1m an hour.

The UK has become a major hub for the fast-globalising TV content sector, with the independent TV
production sector growing at about 4 per cent a year since 2004 — the year when terms of trade first came
into effect. This growth is thanks to the UK’s supply of international acting and writing talent, as well as
terms of trade intervention to help UK TV producers retain all the rights to their shows, and the
introduction of recent tax credits for high-end TV content made in the UK.

The boundaries between what is UK content and what is non-UK content, and what is a UK
content producer and what is not, are becoming more blurred

The net result of this is a large amount of TV content in addition to fully originated UK content that is
either: based on original IP developed in the UK; or involves significant levels of UK on screen and off
screen talent, and that reflects, at least in part, UK tastes and storytelling traditions.

Figure 13: UK independent production sector revenue — 2004 to 2014
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Source: Ofcom; The Communications Market Report 2015

Recent consolidation in the independent production sector has also left many of the largest suppliers
owned by global media groups such as 21> Century Fox and Discovery. However, together they still only
account for 21 per cent of programme hours commissioned by the BBC and the commercial PSBs, with
qualifying independent production companies still accounting for 36 per cent of commissioned hours.*

ITV has used the improved financial position of its broadcasting business in recent years to add acquired
US and UK production businesses to its existing in-house production. Consequently, it now owns one of
the largest TV production businesses globally outside the US studio system, and accounts for

8 See later analysis of proportions of new commissions on PSB networks in the UK as a source of public value and creative sector
multiplier.
*° 0&O0 analysis (unpublished).
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approaching 25 per cent of the UK market. BBC in-house production accounts for the remaining 20 per
cent.

A growing TV market, with healthy advertising revenues despite the rise of the internet, a more
competitive and varied pay TV offer, and a growing and globally attractive UK content sector have
led some to call this the new Golden Age of TV

While many feared that the growth of TV content on the internet (as broadband speeds and compression
technology improved) would have a similarly disruptive effect on the TV sector as it did on the music
sector (where the value of the recorded music market in the USA and the UK halved in 10 years), so far
the internet has only helped boost the TV market. Connectivity competition in the 3P/4P market, the
increased ability of consumers to watch TV at any time and in any place, the addition of new OTT
services, and the robustness of TV advertising as a means to build mass brands in a fragmented media
world, have all helped create a growth spurt for TV.

Many analysts have dubbed the current TV market as a new Golden Age of TV.*

The TV market is not one market but several market segments, all of which are experiencing
slightly different dynamics

In terms of revenue models, the TV market clearly splits into: (1) the free to air market, dominated by
advertiser-funded networks and, in Europe, publicly funded PSB organisations such as the BBC; (2) the
pay TV market, providing a large number of entertainment, specialist and premium sport and movie
channels and on-demand content; and (3) the “pay-lite” market supplied both by pay TV operators with
scaled down offerings such as Now TV, and by OTT providers such as Netflix and Amazon Prime. Across
the TV market, it is the last of these categories that is seeing the greatest growth at the moment.

Figure 14: TV and cinema video streaming services
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In terms of channel business models, the market splits into 4 types: (1) the commercial network providers
such as ITV1, RTL, TF1, ProseibenSatl and CBS; (2) the publicly funded network providers such as the
BBC, ARD/ZDF, FRTV and RAI; (3) thematic channel providers — either advertiser-funded only or a
combination of advertiser funding and pay TV carriage fees such as Discovery, MTV, UKTV, AB Group
and AMC; and (4) the premium sports, movies and TV series providers such as Sky Sports, BT Sports,
HBO, Canal+ and Netflix.

% First coined in the longer term by French academic Alexis Pichard, and reflected in Kevin Spacey’s MacTaggart Lecture at the
Edinburgh Festival in 2013.
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The premium end of the market is growing fast but becoming more competitive and more global. The
commercial network part of the market has lower growth but remains important and is still a significant
commissioner of new home grown programming in each market, especially larger and/or heavily
regulated markets. The publicly funded broadcasters have low or negative growth, but remain large in
their national markets and are the most important commissioners of home grown content in most markets
where they have a sizeable presence — Europe and parts of Asia Pacific.

The thematic channel providers are probably facing the most challenging future with the growth of “pay-
lite” and OTT (especially those channels not owned by platforms or leading content providers). Their
future prospects are polarising between high-end, often global, channels that can afford to improve their
content offering and demand a higher price from platforms or to go directly to the consumer (Disney
recently launched its own OTT offering in the USA); and “cheap and cheerful” repeat/archive-filled
channels that exist mostly on advertising and high platform reach.

Given these challenges, some organisations in this part of the market are also choosing to move into the
other two commercial business models, buying national commercial networks and moving towards
premium offerings (e.g. Discovery’s acquisition of commercial networks in the Nordics and Italy, and its
purchase of Eurosport) as well as trying to enhance their link with either content providers or platforms,
e.g. Discovery’s 50 per cent acquisition of All3media in partnership with platform owner — Liberty Global.

In some areas leading commercial broadcasters with production assets have also moved into pay basic
channel provision given their access to a good pipeline of content — something the BBC did almost 20
years ago when it set up UKTV as a joint venture.

Future challenges and opportunities

Change is likely to continue apace in the UK market, as multichannel TV, on-demand TV, and, even more
importantly, connected IP based TV, become universal or near-universal. This will continue to challenge
those involved in the traditional TV sector and the main pillars that underpin their business models and
performance.

In many ways the next 10 years will see an extension and perhaps acceleration of current trends — in
particular, the move from linear TV set viewing to multi-device on-demand viewing with an increased
convergence between traditional TV and new forms of short-form TV provision. This potentially more
fragmented viewing environment will extend beyond the under-25s, as that cohort (the internet
generation) becomes older and does not behave exactly like the previous cohort.”*

But TV viewing and advertising/pay revenue, while fragmenting, is also likely to continue to polarise —
thereby preserving the position of the leading players — or, if it does not polarise, lead to significant sector
consolidation in order to re-aggregate consumption and profitability (or probably a bit of both). This
consolidation and re-aggregation is likely to take place both internationally and within national markets,
although this may be limited by national competition authority concerns.

International consolidation to re-aggregate service revenue and profits will be reinforced by increased
global links between media markets — especially between the USA and other major national TV markets —
where fiction co-production and global formats are likely to be increasingly rolled out, and where new OTT
players such as Netflix are trying to build global consumer brands.

Global consolidation in the TV market is likely to converge, with increasing interest in the TV market from
the leading web platform players (Google, Facebook, Amazon, Apple) as the web becomes more
audiovisual, and increasing interest in TV from the leading telecoms and broadband providers, where the
TV services offering becomes one of the main differentiators.

Despite all these potential developments, the future of commercial PSB TV will be relatively secure in the
UK if: (1) it retains its leading position and reach over rivals across linear and on-demand TV; and (2) if
TV advertising retains its unique role in rapidly building mass brand recognition and FMCG adoption.
However, in turn, this will make it more attractive to the global and convergence players looking to
consolidate and aggregate viewing and revenue.

°! See, for example, studies by Enders Analysis (2015) and LEK (2016).

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 64



BBC television, radio and online services: An assessment of market impact and distinctiveness

With so much change happening, it is more difficult — perhaps even ill advised — to predict the exact
outcomes for commercial TV (pay or advertiser-funded) in the UK over the next 10 years. Nevertheless, it
is possible to outline some broad likely trends and the competitive scenario options that might present
themselves. In addition, the BBC’s own vision for the next 10 years does attempt to paint a view of how
the global and UK market will develop, and is developing, with implications for its own role, scope and
plans, as outlined in its “Bold, British and Creative” document of September 2015.

Broadly speaking, there are three alternative visions for the commercial TV sector in the UK:

e consolidated, converged, controlled and globalised (the “invasion scenario”);
e fragmented, weak and challenged (the “inevitable decline scenario”);

e transformed, challenged, but vibrant and influential, if not independent (the “transformation scenario”).

The BBC'’s strategy and vision documents emphasise the first two but give less focus to the third. The
BBC’s documents tend to regard the BBC itself as being largely passive in terms of its influence over
which of the three (or two) scenarios occur. It suggests that the BBC will have to make up for any
shortcomings of the commercial sector as a consequence of future scenarios, rather than investigating in
any detail how its behaviour might determine which of the three scenarios actually transpires.

In the first scenario, the free to air commercial PSB sector ends up as part of global and converged media
groups, as does the content supply sector that underpins it. While these groups might continue to be
relatively healthy and could still comply with their PSB obligations, their service and content investment
strategies will be driven primarily by global ambitions and/or their market power in the UK over
advertisers, and viewers may work against the interests of UK consumers and citizens. The successful
UK content sector becomes the “IP farm” for global media groups (with the implication that “farmers” lack
any power over others in their supply chain).

The pay TV sector, while perhaps still competitive between three or four 3P/4P platforms and global OTT
service providers, is very much part of the global competitive game, where UK viewers and consumers
are given what suits the global ambitions of their owners — i.e. largely US-driven content, or content that
could switch UK consumer loyalty, mainly sports rights.

Furthermore, in this scenario, the only organisation focused on UK consumers, the UK content sector and
the building of UK-owned and developed brands in non-UK markets will be the BBC and its commercial
division, BBC Worldwide. The BBC becomes the vital, and largely only, focus for UK culture, UK media
commercial activity and public value.

The second scenario draws similar implications for the BBC, but from a very different view. UK
commercial operators are largely left out of the global consolidation trends to struggle on as weak, small
and narrow organisations seeking to compete with global rivals which have chosen to compete with them
rather than acquire them. The BBC may be small compared with many of the global players involved, or
likely to become involved, in TV, but the UK commercial sector is even smaller. Even Sky Europe and
Virgin Media (linked to 21st Century Fox and Liberty Global, respectively) may end up as either much less
UK-focused in their outlook, or being marginalised by Google, Amazon and Facebook, or perhaps
companies such as Comcast and Verizon.

In this vision, there remains a UK-owned and UK-operated commercial sector still relatively focused on
UK consumers and citizens, but without the economic clout to maintain high shares of the market, with
increasing pressure on its sustainability. At some point, the organisations in this sector may even need
public support to continue as independent entities. The choice then becomes a weak commercial sector
propped up by public support or a strong BBC.

A third scenario is that the UK commercial TV sector reinvents itself for this new age. Commercial
broadcasters diversify into global content production, or move into related areas of e-commerce and OTT
service provision, with a focus on the UK but extending out to other major geographic markets. The UK
pay TV market, far from becoming an offshoot of the US-driven global sector, becomes the core of a
European pay TV and 3P/4P sector, with Sky Europe, BT, Virgin Media and Vodafone becoming major
players based on a strong UK presence focused on UK consumer needs. Moreover, the UK’s content
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creation sector remains vibrant, with a significant independent component, and, where elements of it form
part of larger groups, the sector becomes the main global hub for innovation within global groups — an “IP
powerhouse” rather than an “IP farm”.

The BBC Charter submissions have not wholly considered this third scenario, which probably deserves
as much attention as the other two scenarios. More importantly, in terms of future market impact (and the
focus of this report), the BBC’s strategy and plans should probably assess how far the BBC can, by its
actions, increase the likelihood of the third scenario arising versus the other two scenarios. In particular,
how far does acceptance of either of the first two scenarios in the BBC’s strategic response become a
self-fulfilling prophecy?

The BBC’s performance and positioning

The BBC is a large and complex organisation operating in a fast-evolving and globalising TV market.
Before assessing its potential commercial market impact and net market impact, it is important to map out
in more detail all of its activities, its performance and the most important interfaces that exist between the
BBC and the commercial TV market, both in the UK and overseas.

An overview of current performance and positioning

The BBC currently operates 8 UK-wide TV channels (BBC One, BBC Two, BBC Three, BBC Four, BBC
News Channel, BBC Parliament, CBBC and CBeebies), plus specific local language/cultural services in
Scotland and Wales (BBC Alba and S4C), which are funded by the licence fee. It also operates the
iPlayer on-demand TV service.”

Taken together, its services account for 33 per cent of all measured TV viewing (down from 41 per cent in
1998, and 35 per cent in 2005), with BBC One still being the nation’s most watched TV channel by a wide
margin — accounting for 22 per cent of measured viewing in 2014, which is 7 percentage points ahead of
its nearest rival, ITV1.

BBC Worldwide, the BBC’s wholly owned commercial subsidiary also owns 50 per cent of UKTV — a
major supplier of commercial thematic TV channels in the UK. UKTV is funded by a mixture of advertising
and carriage fees from pay TV platforms and accounts for an additional 5 per cent of all TV viewing. It
utilises a mixture of high volumes of archive BBC programming, commissioned programming and
acquired programming from the USA.

The share of BBC licence fee income allocated to TV accounted for 20 per cent of all TV gross revenue
(licence fee, advertising and sponsorship, total subscriptions and other interactive revenues) in 2014 —
down from around 26 per cent in 2002. This is much lower than all pay TV’s 45 per cent share of all gross
revenues (but of course around one third of all pay TV revenues are taken by the pay TV distribution
platforms — i.e. cable, satellite and IPTV — and do not find their way through to funding channels).

*2 Up until late 2015, only viewing 7 days from original broadcast on iPlayer through TV sets was measured. TV measurement
systems are being update to include all such viewing on whatever platform.
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Figure 15: BBC share of total TV revenue and net broadcaster revenue, 2014
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The BBC licence fee accounts for approximately 25 per cent of all net TV channel revenue, with a further
30 per cent shared among the 14 commercial PSB-owned free to air portfolio channels (those owned and
operated by ITV, Channel 4 and Channel 5). The remaining 45 per cent is split between around 400
additional free to air and basic pay TV tier thematic channels (e.g. Dave, Sky One, MTV, SyFy), which
account for about 15 per cent; the 20 or so premium sports and movie channels (e.g. Sky Sports, Sky
Movies, BT Sports), which account for about 25 per cent; and a range of advertising on-demand, pay per
view and SVoD services, which account for the remaining 5 per cent.

While all other players in the market have to compete for their revenue streams, the BBC is the sole
recipient of licence fee funding.

The BBC also still accounts for about 40 per cent of all original TV programme spend in the UK (excluding
news), with the pay TV sector still more focused on sports rights, movie rights and acquired US series
than either the BBC or commercial PSBs. BBC Studios, the in-house production arm of the BBC,
accounts for approximately 20 per cent of all commission income for originated programmes in the UK
(excluding news), making it the second largest non-news content producer in the UK, just behind ITV
Studios (which has recently grown by acquiring independent producers).

The BBC undoubtedly has a much smaller percentage of the UK TV market than it had 25 years ago
when multichannel TV first started, in terms of: 1) audience share; 2) share of gross TV market revenue;
and 3) share of net TV channel revenue. However, the BBC still accounts for:

the highest share of all measured TV viewing for any UK channel group — at 33 per cent;
e the UK’s most popular channel, BBC One;

e the UK’s most popular on-demand long-form content TV service operating across TVs, PCs and portable
devices — iPlayer;

e a significant ownership position in three digital TV platforms — Freeview, Freesat and YouView;
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e 25 per cent of estimated net TV channel revenue (where it is the only TV channel owner that does not
have to compete for revenue) and nearer 40 per cent of net TV channel revenue excluding premium pay
TV services;

e 40 per cent of all UK TV channel spending on originated UK programmes (excluding news);
e 20 per cent of the UK-originated commissions supply market;

e the largest commercial secondary and ancillary audiovisual IP rights base operating out of the UK, BBC
Worldwide, which has sales of £1.0bn a year.

In a TV channel market that has become increasingly fragmented in terms of both viewing and revenue,
the BBC remains the most important single aggregator of TV audiences, TV channel revenue and TV
content across the UK market and one of the major exploiters of UK IP overseas.

By way of international comparisons, while the leading German PSB, ARD, has a higher level of public
funding, and one or two publicly funded broadcasters in smaller European countries, such as DR in
Denmark, have higher audience shares, among large PSBs across the world in large TV markets the
BBC is the most successful in terms of TV reach and share, and the size of its commercial spin-off
activities.

Since 2006, the BBC TV’s total public services expenditure has been in decline. This followed a 60 per
cent uplift in nominal terms between 1998 and 2006 that covered both the launch of new digital services
and increased funding for both BBC One and BBC Two following the licence fee settlement of 2000.°

The BBC versus the commercial free TV market mapped in more detalil

The overall competitive dynamic

The free TV channel portfolios of the main PSB TV organisations (the BBC, ITV, Channel 4 and Channel
5) taken together still account for 72 per cent of all measured TV viewing (nearer 80 per cent in peak
viewing periods) and nearly all the top 100 TV programmes in any given week. This is still the core
market where the BBC competes for audiences every night of the week, and within that, the performance
of BBC One and BBC Two versus ITV1, Channel 4 and Channel 5 is still at the centre of the battle for
viewers (the 5 main channels still account for over half (51 per cent) of all viewing and over 60 per cent of
measured viewing in peak viewing times).>*

%% |n 1998, the BBC's total UK public services expenditure was £2.02bn. This grew by 60 per cent in nominal terms between 1998
and 2006 to £3.23bn. This is a compound annual growth rate (CAGR) of 6.1 per cent per annum. By 2014 PSB Group expenditure
was £3.10bn, representing a nominal decline of 4 per cent over the period (CAGR -0.5 per cent). Figures sourced from BBC annual
reports.

* BARB data, quoted in Ofcom (2015b).
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Figure 16: Demographic positioning of the networks and their spin-off channels in the UK TV market

%ABC1

0.6

(OBBC4

0.55 [ Q Sky Sports 1-4
~— —>
MALE FEMALE

0.5

O Skyl
BBC3
Sky Living

0.4 [ ITV1

o
- ITV2 O O

ITV3

OE4

0.45

SIZE OF BUBBLE REPRESENTS SIZE
OF AVERAGE AUDIENCE

5USA O
0.3 r (jick TV
0.25
60% 50% 40% 30% 20% 10% 0%

% UNDER 35

Source: Oliver & Ohlbaum analysis, Attentional

In terms of overall positioning and competition for audiences, while each channel enjoys significant
overlap audiences with rival channels (as TV audiences tend to watch all the main channels over a period
of time — in contrast to radio covered in Chapter 5, where the audiences are much more segmented), they
do occupy different demographic positions.

ITV1 tends to skew to an older, female, slightly lower socioeconomic demographic (C2DE) audience.
BBC One tends to skew to a slightly more male audience than ITV1, and a slightly higher socioeconomic
demographic (ABC1), but still older than the TV average viewer. The socioeconomic demographic of BBC
Two’s audience is higher still, and skews to a more male and slightly older audience than BBC One.
Channel 4 skews to a younger audience than the other channels, and has a higher socioeconomic
demographic than ITV1, but not BBC One or BBC Two. Channel 5 is a bit younger and has a slightly
lower socioeconomic demographic than ITV1.

The spin-off portfolio channels of the PSB networks tend, for the most part, to occupy the demographic
positions of their main networks. Similarly, Channel 5 spin-offs have similar demographics to the main
channel. The only exceptions to this general rule are ITV2 and ITVBe, which are now seeking a younger
audience than ITV'’s typical audience, ITV4 which is very male-orientated, and BBC Three, CBeebies and
CBBC, which are targeting a younger audience than the BBC network’s core audience.

This dividing up of the audience into different “home quadrants” means that the UK network and spin-off
market is generally a differentiated market — like some European markets such as France — and is not a
head-to-head network market such as the USA, Australia and Japan — where, despite some slight
demographic differences, each network is effectively pursuing the same audience every night.

It is also different from another type of European network market that exists in Germany, Spain and the
Netherlands, where two commercial owners operate 3 full networks each — channels with over 4 per cent
share — and by and large match each other in 3 of the main quadrants with one network each, and leave
the fourth quadrant — older and more male — to the publicly funded PSBs.
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Figure 17: Competitive network positioning — 3 models (UK, USA, Germany)
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The final difference between the UK network market and others in the developed world is that in no other
large developed market does the publicly funded broadcaster own the most popular channel, and in most
markets the publicly funded channels tend to serve mainly an older audience demographic (the main
exception being home grown children’s output).

Within this generally differentiated market there are a number of what might be termed “competitive
skirmish” areas — such as Channel 4 and Channel 5 opportunistically moving occasionally into ITVs
market to gain higher audiences in peak time, or cheaper audiences in daytime; or BBC Two, which
targets Channel 4’s younger audience on specific days and with specific slots. Beyond the main
networks, ITV uses ITV2/ITVBe to target Channel 4’s younger audience, while More4 is trying to appeal
to some of BBC One and BBC Two’s older upmarket audience, and the BBC has tried to use BBC Three
to go after some of Channel 4/E4’s younger audience (as well as the thematic channel audiences of Sky
and MTV, etc.).

By and large, however, BBC Two, Channel 4 and Channel 5 have much smaller shares and lower weekly
reach than BBC One or ITV1, and tend to schedule around the lead channels — attracting minority
audiences or complementary tastes and/or demographics — rather than compete head to head with them.

The overall PSB dynamic

Just as the UK free to air network market operates as a differentiated market with different channel and
channel group socio-demographic positioning, so each of the main players has a differentiated PSB role.

All the main commercial PSB channels — ITV1, Channel 4 and Channel 5 — operate under PSB licences,
which means they do not behave like unfettered commercial channels. Each has a minimum requirement
to show original productions (ITV1 85 per cent in peak time, Channel 4 70 per cent, and Channel 5 40 per
cent). There are additional requirements for news and current affairs.>® There are additional requirements
for news — national for all of the channels and local for ITV1 — and current affairs. They are also required
to show less advertising minutes in peak time than their thematic channel rivals or their own spin-off
channels, and required to take 25 per cent of programming from independent producers as opposed to
the EU 10 per cent rule for other thematic channels. ITV is also required to show high quality home grown

*® Ofcom reports annually on compliance against quotas. The fact that Channel 4 and ITV exceed their minimum originated output
quotas is often attributed to their need to compete with the BBC — something that will be reviewed in the market impact of the BBC
analysis later in this chapter. Channel 5 has a higher quota in the day time — 50 per cent.
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programming in areas such as drama, while Channel 5 has a specific requirement for children’s
programming.

In return for accepting these commitments they get free DTT capacity (which helps sustain their high
reach and high advertising prices) and due prominence support, which keeps them at the top of
Electronic Programme Guides (EPGs) across all main TV platforms.*®

But within this commercial PSB licence regime, each of the three organisations has a differentiated role.
Channel 4 is a not for profit, government-owned organisation with a statutory duty to promote diversity,
innovation and alternative viewpoints across its schedule, as well as more specific requirements around
investing in UK film. Additional revenues for Channel 4 are largely recycled into more content and
services with no current dividend requirement from the UK Government. By contrast, Channel 5 — the
newest and smallest operator — has the weakest set of PSB requirements in terms of total news hours,
original content levels and some children’s output requirements (not necessarily UK made).

ITV’s main PSB role is around local news provision in its regional network and its level of originated
content in peak time, in particular high quality, high cost content within that such as drama.

The BBC'’s role within the PSB ecology is not set within the same overall system as commercial PSB
(licences and statutory duties) but instead by a Charter and an Agreement. The BBC has a much broader
PSB remit to promote public purposes across all its activities — TV, radio and online, with specific service
licences regulated by the BBC Trust outlining what each BBC service is supposed to contribute in terms
of public value and distinctiveness as well as how far it provides value for money and impact when
delivering these public value purposes.

At a very high level this leaves the BBC with the broadest PSB remit in TV, to provide for a range of
tastes, interests and socio-demographics with a wide range of high quality genres of largely home grown
output, Within that portfolio BBC One has the role of reaching the widest audience, BBC Two with the role
of meeting largely areas underserved by BBC One’s focus on the mass audience, BBC Three focusing on
the 16 to 34 audience and BBC Four on cultural, arts and longer form narrative documentary output
(encapsulated by its “a place to think” strapline).

The overall BBC One and ITV1 dynamic

It follows from the above analysis of sociodemographic and PSB differentiation that the one area of much
more head-to-head competition every night of the week in the UK core free TV market is BBC One
against ITV1. The channels’ core demographics and overall share and reach ambitions are close enough
to leave them in direct competition most of the time, while both have PSB remits of bringing public value
to mass audiences as the main focus.

This is the case even though their main reasons for obtaining high reach are different. In the BBC’s case,
it is driven by its aim to reach more than 90 per cent of people every week across all of its PSB services —
and a leading TV channel tends to be a very cost-effective way of helping to achieve this (average cost
per viewer hour at about 6 pence®). In ITV’s case, it is largely to maintain its share and reach lead over
all commercial rivals to maintain its advertising price premium and profitability.

The battle between BBC One and ITV1 is particularly important for audiences, as they are the only
channels likely to attract audiences of over 5m for a programme — or over 20 per cent of the available
audience in peak time. They are therefore probably the only free to air TV channels that can justify the
more expensive types of home grown content in any volume — for example, originated drama series,
originated scripted comedy, high-end factual and entertainment shows. These two channels both enjoy
over 80 per cent weekly reach, and both account for about two thirds of all the viewing within their
respective channel portfolios.

But this competitive rivalry is not an accident — it came from the original PSB system when ITV1 was
heavily regulated and had a monopoly of advertising and the BBC needed to reach most of the

*® The commercial PSBs still have to pay for the terrestrial transmission network, and the requirement for them to reach over 98 per
cent of the UK through DTT does cost them more money than other DTT channel providers that typically reach 90 per cent of the
UK even if the extra reach of the UK population might help their ad share and ad prices.

> BBC Trust (2014a).
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population. Each was supposed to reinforce each other’s position, ITV1 competition would make BBC
One a bit more popular and BBC One competition would ensure that ITV1 spent the funds necessary to
attract sizeable audiences when competing with the BBC — a double insurance that ITV1 would not only
abide by the letter of its PSB licence but also the spirit.

In the multichannel age of 2016, things are slightly different. ITV1 faces much more competition for its
commercial audience from rivals, and viewers have more alternatives to watch. ITV1 also has a family of
new spin-off channels which, insofar as they help protect the ITV portfolio audience share, probably make
ITV more relaxed about declining share of its main ITV1 channel, as long as it is picking up much of that
audience across the rest of its channel family.

ITV1’'s PSB licence is worth much less than it used to be — spectrum is no longer as scarce. Beyond the
need to comply with the minimum requirements of its licence, ITV1’s schedule mix is driven much more
by what is profit-maximising than what might win it a new licence when the franchises come up for re-
auction in a programming based beauty competition, as was the case up to 1991.

The ITV1 schedule

ITV1’s schedule mix is determined by its need to maintain high reach to sustain a high advertising price
and its need to make a profit margin. These pressures, plus audience preferences for a range of
programming types in their average weekly diet of TV, lead to a mixed genre schedule with high cost and
lower margin content that achieves high reach such as drama series, and lower reach but higher margin
content such as factual entertainment/reality shows and cheaper forms of entertainment such as quizzes
and games shows.

The only exceptions to these two types of output are at both ends of the scale. First, lower margin, lower
audience types of output are generally included to comply with a PSB licence condition — local news is
still supported in this way, as is probably the scale if not the existence of national news. Religion, arts and
children’s TV all disappeared from ITV1 once the benefits of the PSB licence declined and Ofcom had to
choose a smaller list of obligations to require.

Second, there are some types of output that are high reach and high margin. This can be due to history
and longevity — for example, Coronation Street and Emmerdale became some of the nation’s favourite
programmes when there were only 2 and then 3 channels to choose from, and have remained so.
Alternatively, it can be due to owning a “breakout hit” — an exceptional show that becomes a top
programme but where its costs do not spiral upwards as fast as its audience. The profits and reach of
these breakout hits often have to be seen in the context of the losses/low margins made for many years
trying to get the next breakout hit and failing. The X Factor, I'm a Celebrity and Downton Abbey are such
breakout hits that are high reach and, probably, still very high margin.
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Figure 18: ITV gross profit margin (%) vs audience size (peak hours, million), by genre, 2013
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Note: Chart shows gross profit before sales, general and administrative expenses.

In recent years, free to air networks have managed to reduce the costs (in terms of failed attempts) of
finding these new breakout hits and increased the odds of finding them by importing an existing
successful hit from another country and making a local version (the so-called formats market). Those that
make or own the rights to their own shows have also managed to increase the returns from any breakout
hits that have been internally generated by selling the home grown format — and sometimes making the
programme — across the globe.

In terms of the main reach and profit drivers of the ITV1 schedule, it is probably two factors that are most
important. First, the cost of its new drama series and how many it needs to make and show at relatively
low margins to get high reach across its schedule — versus replacing them with higher margin but lower
audience factual entertainment. Second, the development of new breakout format hits — either imported
or home grown — that it can export as formats.”®

There will also be other considerations, given that ITV owns a portfolio of spin-off channels and a growing
global production division in terms of the reuse value of the programming on smaller channels or the
ability not just to sell a format globally but also to make it globally. Both of these probably also favour both
drama and breakout hit investment.

The BBC One schedule

BBC One is the BBC’s main outlet for reaching large audiences, some of whom will be light
viewers/listeners to other BBC services, and therefore represent an important source of incremental
reach to help make the case for value for money from the licence fee to each UK household. Unlike ITV,
the BBC is not concerned with the profitability of its schedule (although its plans for BBC Studios may
make it more concerned with the profitability of the programme-making itself than in the past).

*% This focus may go some way to explaining ITV’s submission to the Green paper which has made much of the way BBC One
schedules its drama and high end entertainment shows against ITV, and the BBC competing for the rights to global formats.
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Instead, it is likely to have two main focuses — first, the cost-effectiveness of its spending on BBC One
versus alternatives in generating both overall reach, and incremental reach of “hard to get to”
viewers/listener groups. Second, the total value of its output — in terms of the consumer surplus
generated and the extra public value generated.

As with ITV, the mix of its schedule will come from optimising the combination of two outputs — in ITV’s
case it was reach and profit margin, in the BBC'’s case its cost-effective reach (cost per viewer hour) and
public/consumer value.

As with ITV, some programming on BBC One may score highly on one, but lower on another — for
example, chat shows and formatted entertainment programming may have slightly lower public value than
other programming but bring very cost-effective reach. High-end drama, on the other hand, may generate
a lot of public value, but be quite expensive in terms of cost-effective reach — even if the audiences are
high the costs are even higher. Some programming may achieve both — natural history strands such as
The Hunt, consumer and rural affairs programming like Watchdog and Countryfile, and factual
entertainment programmes like The Great British Bake Off are high in public value and obtain sizeable
audiences. In effect, these programmes are the BBC’s breakout public value hits.

Over time, just as the ITV has to think about whether to extend a tiring hit programme or risk trying to find
a new hit programme, so the BBC also has to decide to keep the things that have produced public value
and/or cost-effective reach in the past or try something new.

The interplay between ITV1 and BBC One

ITV1 and BBC One are optimising different sets of objectives but both need audience share and reach to
achieve their aims, which is what drives competition between them. This means that while they are
effectively rivals for audience attention, their schedule mix is different — ITV1 having a more
entertainment-led schedule and BBC One a more factual and news-led schedule, and both showing a fair
amount of drama.

Figure 19: Schedule mix of BBC One and ITV1, 2014
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No channel or network is ever strong across all of its schedule, and there will be slots where the other
side’s strength is recognised and thus a more niche programme is chosen (i.e. BBC One and ITV1 will
behave more like Channel 4 or BBC Two) or a cheap filler programme is used — in ITV’s case to bolster
profits, and in the BBC’s case to redeploy resources to a more cost effective slot.
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But there will be other schedule slots where strength is pitched against strength, and in these slots you
have the BBC trying to gain cost-effective reach and public value versus ITV trying to gain reach and
preserve margins.

In this regard, a BBC One’s strategy emphasising public value might behave less competitively for
audience share than one under pressure to generate cost-effective reach (pressure that can grow if the
BBC is forced to reduce the funding and reach of other services in its portfolio across TV, radio and
online). Public value is to some extent the sum of the value per viewer and the number of viewers, so
increasing the size of audience is not the only route to more public value. Similarly, a BBC aiming to
generate more monies from formats globally might behave more competitively than one with no interest in
doing so.

An ITV more concerned with margins than reach is more likely to give way to any push for reach from the
BBC by using more programming that is high margin but lower reach. It is less likely to fight BBC One
with more investment in drama or to look for more expensive breakout hits on the format market (although
the latter might be encouraged by an ITV with sizeable production assets).

How this interplay works out will partly determine whether BBC investment in content helps drive up ITV
investment in content, or whether ITV decides to move to a slightly lower reach and higher margin
position by not matching the BBC in spending. The other part of the equation will be how close ITV’s
commercial rivals are to overtaking its position in the advertising market. The larger the gap with its rivals,
the more ITV can afford to sacrifice some reach for margin. While the lead over Channel 4 and Channel 5
portfolios did narrow from 1998 to 2002, which may have acted as an extra incentive for ITV to maintain
or increase its spending between 2002 and 2006 to ensure the gap did not narrow further, the gap has
been more or less maintained since 2007, which in turn might mean ITV can afford to relax its content
investment slightly.

Overall, the broad schedule mix of ITV1 and BBC One should be expected to differ as they do, with BBC
One’s having a greater range of output and more factual and less entertainment in peak time. Beyond
this, one might expect a greater difference within genre where the mix of programmes should also be
expected to vary. BBC One’s public value objectives might lead it to giving more space to specialist,
public interest and challenging topics across drama, factual entertainment and documentaries.
Simultaneously, ITV1’s reach/profit margin objective might lead it to focus on high-cost but perhaps less
risky and challenging high reach popular drama (crime drama and popular period pieces), family
entertainment shows, and lower cost, higher margin lifestyle and celebrity driven factual programming.

How far BBC One’s required commitment to more challenging and perhaps risky mass market
programming might also require it to take more risks across the schedule — with more new titles tried
each year, less long running “banker” strands, or simply a greater range of titles, is less clear. BBC One,
unlike Channel 4, does not have a specific requirement to be innovative and risk-taking, nor indeed, do
the BBC’s TV services taken together, even though this risk taking could help the UK content sector
develop more new ideas to sell around the world.

All three measurable dimensions of a public service schedule — genre mix, mix within genre, and the
general level of innovation across the schedule and within programmes — probably have a part to play in
delivering public value for BBC One. The appropriate balance between them is less clear from the BBC’s
overall remit and the specific service licences set by the BBC Trust. Lastly, in the context of the
competitive dynamic between ITV1 and BBC One, it is worth mentioning that the fact that the BBC does
not take advertising gives it an in-built advantage over ITV1 and other commercial channels. Studies for
Ofcom of the UK market and in the US market suggest that high volumes of advertising will put off
viewers, especially if they have ad-free options available — perhaps causing audiences for an advertising
channel to be 1 to 3 per cent lower than a non-advertising interrupted channel with the same
programming. Second, no advertising means that programmes can be longer and/or more cross-
promotional time is available — to promote upcoming programmes, other channels or new services.
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Longer running times can make programmes a bit more expensive per slot hour — although probably not
proportionately, but it can also make them more compelling in some programme types.5

This has always been the case, and one could argue that with PVR record and play back functionality
viewers can reduce the negative impact of advertising interruptions, but it does suggest that the BBC
probably has a slight in-built audience share advantage, and an increased ability to use its main channel
to cross-promote its other activities.

The role of BBC Two and the digital portfolio

BBC TV is more of a multi-network operator than ITV. While ITV does now have a portfolio of channels,
none has more than 3 per cent share, and none can afford volumes of high budget and potentially high
reach programming. The BBC, however, has BBC Two, and the role of BBC Two, and how it relates to
BBC One and the rest of the portfolio, has been changing as multichannel TV has grown since the mid-
1990s, which may well indirectly increase the competitive pressure on ITV.

First, BBC Two has been used by BBC One in recent years as a way of developing riskier entertainment
shows which, if successful, transfer to BBC One — for example, The Apprentice, The Great British Bake
Off and Miranda. This may confer an advantage to BBC One over ITV1, whose second channel, ITV2, is
much smaller scale in budget and programming range than BBC Two.

Second, the development of BBC Four and BBC Three — which are aimed at two groups of viewers that
BBC Two used to try and serve in different time slots and days of the week, may have freed up BBC Two
to behave more like a mini-version of BBC One, as well as a nursery slope for it — sometimes taking
programmes back from BBC One once they might have lost some of their mass appeal — for example,
Masterchef.

Historic events and performance

The comparative fortunes of BBC One and ITV1 have varied markedly over the last 25 years, when ITV
licences were sold to the highest bidder in 1991 rather being allocated through programming “beauty
competitions”. ITV1 remained the UK’s most popular channel through the 1990s, despite the growth of
Channel 4 following its independent selling of advertising from 1993, and the launch of Channel 5 in
1997.

However, around 2001/02 BBC One pulled ahead of ITV1, with a 2 percentage point gap in 2002, a 4
percentage point gap opening up by 2008 and a 7 percentage point gap opening up by 2014. Initially,
much of this gap was driven by a loss in share of daytime audiences, where ITV could not justify the
programme mix offered by the BBC. However, this daytime gap had limited impact on ITV1’s overall
audience reach, as daytime viewers tend to be heavy TV viewers. Perhaps more concerning for ITV was
the peak time audience gap which first opened up in 2008 and has remained since.

The opening up of the gap from 2002 coincided with two important trends. First, a significant uplift in BBC
TV expenditure, not just in fully launching its digital portfolio — BBC Three, BBC Four, CBBC and
CBeebies — in addition to its existing 24-hour News service and BBC Parliament channel, but also
significant increases in the programming budgets of its main networks — especially BBC One.” Second,
the launch of ITV spin-off channels from 2003 onwards, which together now generate over 7 percentage
points in share and which to some extent cannibalise the ITV1 audience in order to protect ITV’s overall
share.

% Observers have often suggested the fact that a BBC situation comedy can run for 29 minutes versus an ITV time of 24 minutes, or
a BBC hour slot drama can run for 56 minutes versus and ITV running time of 48 minutes, can allow the BBC more creative freedom
and success in these genres.

% Evidence suggests BBC One’s network programming budget was increased by £150m to £200m — or 20 to 25 per cent — between
2000 and 2006.
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Figure 20: ITV1 and BBC One share, all day and peak, 1998 to 2014
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Over the same period, ITV went through a very turbulent period, with the 1996 to 2000 TV advertising
boom turning into deep recession in late 2001 through to 2003 (caused by the dotcom boom and bust of
the period), and the contested mergers of the three main ITV regional franchise owners — United Media
and Entertainment, Carlton Communications and Granada Media into ITV Plc, and the financial collapse
of the Carlton/Granada-backed pay DTT Platform (ITV Digital) in 2002.

ITV had to rationalise its investment in its TV service at the same time the BBC was expanding its own
investment on the back of the 1999/2000 licence fee settlement for 2001 onwards, which had backed the
BBC'’s digital vision.

In addition to more investment by the BBC at the time, the BBC made a number of important scheduling
changes in and around 2000/01, including the addition of a fourth weekly episode of EastEnders, the
expansion of the Casualty franchise into the Casualty/Holby City franchise, the launch of a new daytime
Soap opera, Doctors, and the shift of the BBC 9 O’Clock News to 10pm, and the consequent
establishment of the 9pm to 10pm weeknight slot as a regular home for BBC high-end hour-long drama
series. (The move of the news being made possible initially by ITV’s experiment in moving its news later
to 11pm, and then 10.30pm to help increase the profitability of its schedule as its ratings declined).
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Figure 21: BBC TV expenditure, 1998 to 2014
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Since 2006, BBC programming expenditure on its network TV services has been largely flat in nominal
terms — reducing in real terms.® Programming investment by ITV, Channel 4 and Channel 5 across all
their channels rose modestly from 2003 to 2008, was then cut back in the advertising recession of
2009/10, and has risen again modestly between 2012 and 2015. ITV1’s programming budget has
reduced in both nominal and real terms since 2008 — its drama investment in particular has been
estimated to have reduced fairly significantly.®®

Some care needs to be taken, however, with programme spending trends by networks over the last 10
years as an indication of the strength of their schedule and competitive position. The growth of the UK
content sector in the global market has brought more third-party financing into UK programming,
effectively reducing the price that channels have to pay for a given quality/budget of programme. In this
context, the relative spending of one network versus another is probably a better trend to focus on that
the actual trend in overall spending. Any recent trend showing spending at networks all tracking
downwards could be as much due to this increased level of third-party investment as it is an indication of
a causal relationship between the spending of one network to another.

Figure 22 below from the Ofcom TV Content spend report of 2015, breaks down the changes across all 5
PSB networks and the BBC spin-offs (which together make up all of the UK’s PSB channels). It shows
that much of the decline in nominal spending on UK originated programming over the period is accounted
for by increased funding from third-party sources and a dilution in the peak time genre mix away from
higher budget programming such as drama series. Ofcom output trends in its annual market review
further suggest that this shift away from drama series has been greatest on ITV1. While ITV1 remains a
significant commissioner of new home grown drama — especially when compared with other leading
commercial networks in Europe — it is doing less than it was in 2008 before the advertising recession.

®! Although evidenced suggests that cutbacks in its digital channels and non-peak times on its main channels have been greater,
with lesser cut backs in peak time on the main channels — especially BBC One.
%2 Mediatique (2014b).
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Figure 22: Causes of reduced PSB content spend by network, 2008 to 2014
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The BBC versus thematic channel/pay TV

The BBC is a less direct rival for audiences to the thematic channel sector in the UK. The strength of BBC
One and BBC Two obviously limits the audience share available to thematic channels at a broad level,
and probably affects those more focused on a broad entertainment and factual audience or any service
that tries to target ABC1 over-45 viewing groups (the demographic strength of the BBC) than other niche
propositions.

The BBC'’s portfolio of digital channels competes with specialist genre based channels such as children’s,
news, serious factual, culture and arts and entertainment output skewed to a younger audience.
However, in each genre, its output mix remains highly differentiated — with children’s on CBBC and
CBeebies it has a focus on UK material, with serious factual, culture and arts on BBC Four it again
focuses on UK themes, and the range of its serious/specialist factual programming; and, in entertainment
skewed to a younger audience, it skews to more serious factual and innovative new entertainment
formats.

Its nearest rivals taking into account programming mix and demographic positioning across thematic
channel TV are probably E4, MTV and ITV2 to BBC Three; Sky Arts, More4, PBS, Discovery and the
History Channel to BBC Four; Sky News to BBC News Channel and CITV, Nickelodeon and Nick Jr to
CBBC and CBeebies.

Beyond the BBC'’s licence fee services, however, the BBC’s 50 per cent ownership of UKTV through BBC
Worldwide does provide a significantly important portfolio of channels in the thematic free to air and basic
tier pay TV market. The access that these channels have to the secondary window on BBC output and
archive output does impact likely market entry by other UK secondary content focused commercial
thematic channels outside of the current PSB portfolio channels.

These channels (Dave, Channel W, Drama, Gold, Alibi, Yesterday, Good Food, Eden) combined now
account for about 5 per cent of the measured viewing audience — the highest share outside of Sky owed
channels — which makes them the largest non-platform aligned group of thematic channels in the UK
market and their advertising contract (currently with Channel 4 advertising sales) probably has a not
insignificant impact on competition between ad sales houses in the UK advertising market.
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The BBC and the supply chain and adjacent markets

A BBC that commissions 40 per cent of all UK originated non-news content, and that supplies channels
accounting for 33 per cent of all viewing and over 40 per cent of all free to air channel viewing is going to
have a significant influence over the UK content supply market and the UK TV platform, and especially
the UK free to air TV platform market.

BBC backing for Freeview and Freesat and their connected TV versions and YouView, plus its
development of the iPlayer and the content and services it places on these platforms not only helps drive
all digital TV and now all connected TV, but also influences the balances between free TV, “pay-lite” and
full pay TV in the UK.

The BBC’s mix of commissioning by supplier and genre mix, and in particular its commitment to high
levels of new strands and titles each year influences the health of the external production sector and its
ability to try out new and risky formats in the hope that some become global hits. If a programme makes it
on the BBC broadcasters across the globe become interested in commissioning a local version, and this
interest is the life blood of the UK content sector.

Overall, while shifts in commissioning spend between BBC in-house and external suppliers or between
external suppliers from large media groups and smaller UK independent producers might influence who
gets the chance to create the global hit and the overall structure of the UK production sector, it is the level
of new titles and innovative risk-taking types of programming that probably have the greatest impact on
the fortunes of the TV content sector as a whole (and this forms part of our assessment of the market
impact of the BBC and BBC One in particular, later in this section).

BBC TV market impact — reviews, submissions and evidence

Summary of past reviews, relevant research studies and current submissions

Past studies and reviews

Past licence fee settlements and Charter Reviews

The importance of TV within the BBC’s mix of services (especially if offerings such as iPlayer are seen as
primarily TV rather than online activities) has meant that each major licence fee review and the Charter
Review have prompted extensive assessments of the BBC’s role and the impact on the UK TV market.
The Peacock Committee report in 1986, the Davies Panel Review in 1999 and the Burns Panel Review in
2005 all assessed the broad impact of the BBC on the whole TV market, and on the UK economy and
creative sector more generally.

In addition, there have been important studies commissioned for these past reviews — most notably:

e UK Television Content in the Digital Age, O&0O, 2003;
e PSB Around the World, McKinsey, 2004;

e The Economic Impact of the BBC on the UK Creative and broadcasting sector, PwC, 2008.

The BBC has also commissioned books, with contributions from leading industry commentators,
academics and policymakers in the build-up to the Charter Review and licence fee reviews. These
include Tim Congdon’s Paying for Broadcasting, 1995, and E-Britannia, 2003.

Market impact reviews

There have been a number of formal MIA reviews covering BBC TV developments — the first by a DCMS-
appointed reviewer and subsequent ones by Ofcom (which obtained the remit to conduct the reviews in
2004/05):

e Independent Review of the BBC’s Digital Television Services (the Barwise Review), 2004;%

% The Barwise Review actually occurred after the new services were launched, as the initial MIA work had been done by the DCMS
in consultation with the BBC, with advice from Ofcom. BBC Three’s initial proposition was actually rejected by the DCMS in 2002,
which is why the channel launched later than the other three: BBC Four, CBBC and CBeebies.
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e New On Demand Proposals, 2006;
e BBC High Definition TV Proposals, 2007;
e BBC’s Gaelic Digital TV Service, 2007;

e Proposed changes to BBC Three, BBC iPlayer, BBC One and CBBC, 2015.

In addition, the BBC has commissioned specific studies to inform MIAs, most notably:

e Assessments of the impact of the BBC’s new digital TV and radio services, O&O, 2004;

e Implications of a change in the BBC’s TV on-demand permissions, Mediatique, 2014.

BBC Trust service reviews, fair trading and value for money reviews

Since 2004, the BBC Trust has conducted reviews of all the BBC’s TV services, focusing on
distinctiveness and value for money rather than specifically market impact, with recent reviews covering
BBC One and BBC Two.

Fair trading and value for money reviews (including competitive impact assessments) with most relevance
to this report include those covering the BBC and the On Screen and On Air talent market in 2008, and, in
2014, in response to public concern about specific payments to top stars. Also those covering the BBC'’s
approach to acquiring sports rights, in response to a complaint from UTV over radio sports rights, but
which covered TV sports rights as well.

Ofcom PSB, TV content market and TV advertising market reviews

As well as providing extensive reports covering relevant long-run trends in the UK and international TV
sectors each year, Ofcom has held a number of specific reviews dealing more closely with BBC impact
issues. Most notably, the PSB reviews in 2004, 2009 and 2014 included research and reports
commissioned from a range of consultancies, such as O&O, Spectrum Strategy Consultants, and
Mediatique. These reports have examined the public’s value of different types and sources of
programmes, for individuals and for society as a whole, the sustainability of commercial PSBs, and the
economics of PSBs’ schedules.

Ofcom has also conducted specific reviews of the TV content market and the impact of quotas and terms
of trade in 2006, and in 2014/15 and 2015/16, and of the TV advertising market to inform decisions on TV
ad minutage and regulations. For the latter, Ofcom commissioned detailed regression analysis of the UK
TV advertising market from PwC (in 2004) and from Analysys Mason/Brand Science (in 2010).

Other TV policy reviews and consultations

DCMS and BIS (advised by Ofcom) have reviewed issues such as media plurality — especially news
plurality — and retransmission fees and copyright law as they affect the PSB channels and EPG
prominence, on both linear and non-linear platforms. Furthermore, BIS, DCMS and the Number 10 Policy
Unit have produced position papers on “Digital Britain”, and the contribution and future value of the
creative industries. All of these reviews address the contribution and impact of the BBC.

General competition reviews/Ofcom competition investigations

The Competition and Markets Authority’s (and predecessor organisations’) investigations into mergers
and proposed new ventures have covered issues around the competitive structure of the UK TV sector
and the BBC'’s influence on that competitive structure, with the BBC often being cited as the nearest
direct substitute for commercial advertiser-funded or pay services. Investigations include the merger of
Carlton Communications and Granada Media to form ITV plc in 2003, the review of the CRR merger
condition on ITV plc in 2007, and the review of Project Kangaroo in 2008 (a proposed joint VoD service
from ITV, the BBC and Channel 4).

Ofcom also launches its own competition investigations in the UK TV market, most notably focusing on
the pay TV market and the exploitation of premium content rights.
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Academic papers and articles

In addition to specific reports commissioned from academics for the above processes and consultations,
a number of books and articles cover both the theory of TV markets and competition and the role of
PSBs, and the assessed quantitative impact of current policy and interventions. The main works are listed
in an annex to this report, with specific articles being cited in this section.

Current Charter Review submissions, commissioned studies and independent research

BBC commissioned work for the current Charter Review

The BBC (and BBC Trust) has commissioned 4 major studies in the run-up to the current licence fee and
Charter Review debate which focus largely on the TV sector:

Public and Private Broadcasters across the World — the Race to the Top, Inflection Point, 2013;
The Economic Impact of the BBC on the Creative Industries, Frontier Economics, 2015;
The Impact of a Change in the BBC’s Licence Fee revenue, PwC, 2015; and

An Economic Review of the Extent to which the BBC Crowds out private sector activity, KPMG 2015.

Recent independent studies of the impact of the BBC on the TV market

What if there were no BBC TV? The net impact on UK viewers, Barwise and Picard (RISJ), 2014.

The main submissions to the current Green Paper in relation to the TV market have come from ITV,
Channel 4, Sky Europe, PACT, COBA, Viacom, NBC Universal, BT and Virgin Media, in addition to the
BBC and BBC Trust. None of these submissions commissioned specific independent studies of the
BBC’s TV market impact, although ITV’'s own management team has provided a volume of bespoke
analysis in its submission, which is referred to in this section.

Main points and issues emerging from past reviews, research studies and submissions
The main points to emerge from past reviews and studies have been as follows.

The overall positive impact of the BBC on the market place, with very limited negative impact on the TV
advertising market, and its positive impact on commercial PSB content investment, overall commercial
sector dynamics and new platform take-up.

The potential negative impact on UK consumers/citizens and PSB ecology if the BBC were much smaller
or fell too far behind market growth rates and audience expectations were driven by new technologies
and devices.

The competitive pressure on commercial PSB TV might leave the BBC as the only PSB provider in the
future. There might be a need to ensure PSB plurality at some point through contestable funding or a
new public funding source.

Some specific revenue substitution issues with individual new BBC digital services and specific
commercial offerings, but these are far outweighed by platform-building benefits and overall contribution
to the creative sector.

A patrticular issue with the scale and scope of BBC News Channel and its impact on other UK providers
such as Sky News and ITN News.

Whether the BBC is committing appropriate resources to the development of free TV platforms and the
impact on the pay TV sector.

Some specific potential issues causing cost inflation/barriers to entry for rivals, although these could be
dealt with through suggested revised approaches/processes by the BBC management (notably the
exploitation/warehousing of secondary rights to content, talent contracts, cross-promotion of either public
service or commercial services/products and sports rights contracts).

Some issues about the distinctiveness of the BBC’s services: most recently, BBC One; and about value
for money: BBC Three and BBC Four.
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e Some general issues around the BBC’s impact on the UK’s content supply and secondary rights markets
(over and above how it exploits its own rights), although these have been dealt with largely through
policy intervention in the market to enforce an independent quota, terms of trade and the Window of
Creative Competition (WoCC), plus fair trading rules between the BBC and BBC Worldwide.

e The main points to emerge from the Green Paper submissions have been as follows.

e The positive contribution of the BBC to the UK TV services and content market (the BBC, Channel 4,
PACT, NBC Universal).

e The need for the BBC to embrace the developing on-demand and personalised TV market while
ensuring a high-quality service on traditional TV outlets, and the positive impact of the former on the
UK’s internet sector and of the latter on the UK’s content sector (the BBC).

e The need for the BBC to cooperate with and help other arts, educational, PSB and cultural organisations
to embrace convergence (the “Open BBC” initiative), and the positive impact of this on these adjacent
activities (the BBC).

e The potential challenges to the commercial TV sector—especially the commercial PSB sector and the
potential need for more positive market impact from the BBC (the BBC).

e The overall positioning, genre mix and lack of distinctiveness of BBC One and its impact on commercial
PSB television (ITV, in particular).

e The conservative nature of the BBC One schedule (low levels of new commissions and lower number of
titles) and its impact both on commercial PSB rivals and on the creative sector (ITV)

e The BBC’s scheduling strategy and its impact on commercial PSB television (ITV, in particular).
e The BBC's services for children and young adults and the impact on the commercial market (Viacom).

e The BBC’s platform distribution and access strategy for its linear and on-demand content, and its impact
on third-party platform providers and competition in the platform market (Sky).

e The BBC’s differing secondary and ancillary rights exploitation strategies in linear and non-linear TV —
and potential inconsistencies between the two (Virgin Media)

e The BBC’s establishment of BBC Studios and its impact on commercial providers in the content supply
market (ITV, PACT, NBC Universal).

e The BBC’s position in the news market—across TV, radio and online—and the need to re-ensure that it
complements rather than competes with the commercial sector (NMA).

Summary of main qualitative and quantitative evidence provided

The section provides a broad overview of past quantitative and qualitative assessments of BBC TV
market impact plus relevant evidence submitted to the DCMS in response to its recent BBC Green
Paper“. For commercial market impact, it covers direct audience and revenue substitution, broader
market impacts — positive and negative — and adjacent market and supply chain impacts.

Much past evidence and the more recent Barwise and Picard and PwC submissions to the Green Paper
have all suggested that the impact of a larger BBC — either expanded mainstream services or additional
targeted services — on the commercial market is a limited amount of audience and then revenue
substitution, an even more limited reduction in UK content investment by the commercial sector with the
possibility the commercial sector might invest more with a larger and better funded BBC TV service — the
“Crowding In” effect.

Additional platform take-up benefits for the commercial sector from BBC digital activities, and potential
knock on benefits on platform competition and the supply of rights into the commercial secondary and

% DCMS (2015).
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ancillary rights markets, as well as an expanded range of programing and IP for the content sector to
exploit overseas combine to make a larger BBC net beneficial for the UK commercial sector. Conversely,
a smaller BBC leaves the commercial sector worse off. All this even before the extra consumer value of
the BBC services are added back to obtain a strongly positive net market impact of a larger BBC and
negative net market impact of a smaller BBC.

Less past work has been done on the impact of a similar sized BBC TV service but with a different, more
distinctively public service positioning and strategy — especially across its two main TV networks —
although the BBC Trust submission to the Green Paper did include some evidence on the impact of
specific BBC genre changes on the commercial market’s genre output and viewing levels. Conversely,
the ITV submission has provided some evidence to suggest BBC One programming mix and scheduling
strategy might have some adverse implications for its rivals and not add very much to the content supply
market — suggesting a potentially negative net commercial market impact. At the same time, ITV claim the
BBC positioning itself adds less than claimed to over consumer benefit, suggesting a potentially negative
net market impact when compared with an alternative, more distinctive strategy.

The BBC and ITV evidence about the impact of BBC One strategy and positioning on the commercial
sector, and in particular ITV1 and the content supply market are covered in more detail in the additional
market impact assessment work conducted by this review in the next section. The next section also takes
a new look at the overall evidence for a strong direct positive link between the size of BBC TV and the net
market impact on UK consumers given the changing dynamics of the UK and global TV markets,

Direct audience and revenue substitutions

Set out below is a review of past evidence and current submission evidence on the extent to which BBC
services take audience away from commercial services; the impact of that audience share loss on
commercial sector advertising revenue — and whether that impact is spread across many services or
disproportionately impacts specific services; and then, the impact of BBC activity on pay TV services.

Audiences, impacts and advertising revenue

A great deal of quantitative formal time series regression work has been done on the relationship
between commercial audience size and the volume and pattern of commercial impacts and the size of the
TV advertising market. Ofcom commissioned studies from PwC in 2004 and Analysys Mason/Brand
Science in 2010 to estimate the elasticity of demand for TV advertising and the TV market as a whole;
and for the PSB channels as a whole and for individual PSB channels. This followed work commissioned
by the Peacock Committee from NERA and from Cave and Swann. Overall, market demand elasticity
estimates have ranged from -1.0 to -2.5.

An elasticity of -2 was assumed in Ofcom’s most recent MIA looking at BBC Three and BBC One +1
changes, suggesting that a 10 percent decline in commercial TV audiences might cause a 5 per cent
decline in revenues. More recent correlation evidence from Enders Analysis has supported the view that
increases in commercial market supply, which occurred between 2005 and 2012, put downward pressure
on prices, and that decreases in market supply put upward pressure on prices, causing revenue to
increase. However, the exact quantum of this impact, adjusting for other market factors, was not
estimated.

The Analysis Mason/Brand Science study for Ofcom in 2010 actually looked at individual network and
channel portfolio elasticities and cross-elasticities — between the volume of impacts provided by one
channel or portfolio on the price of another. This came up with some interesting but disputed results, such
as demand for thematic channels outside the PSB system was actually very inelastic, as well as the
demand for ITV1 being inelastic and that for Channel 5 being very elastic. Ofcom does not seem to be
using this study to inform its current MIA work and a follow up paper from Analyses Mason/Brand Science
to their initial study suggested a high degree of uncertainty in their initial results.

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 84



BBC television, radio and online services: An assessment of market impact and distinctiveness

Figure 23: Trends in commercial impacts; and ITV revenue and audience share
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In addition to specific Ofcom studies on advertising elasticity, the Competition Commission (now the
Competition and Markets Authority) has looked at this issue when reviewing mergers in the TV sector —in
particular, the mergers from 2000 to 2004 that resulted in the formation of ITV plc out of 13 of the 16
regional ITV licence holders. Its main concern was the prevention of undue price hikes to advertisers,
rather than the impact on the size of the commercial market. However, it did measure price sensitivity,
which suggested that ITV advertisers, in particular, needed added protection following the most recent
merger, between Carlton Communications and Granada Media, as the new ITV plc could impose a price
rise and expect to increase revenue. This probably supports the case that ITV1, in particular, has less
elastic demand than much of the rest of the market, if impacts expand or contract.®

However, all of these detailed studies have been based on incremental and small changes in impacts.
They may not reflect how the market would react to a substantial increase in impacts from a significant
shrinkage of the BBC, where, on the downside, the advertising market would probably struggle in the
short term to accommodate all the impacts and there might be a significant short-term drop in price. In the
longer term, the availability of the BBC’s more ABC1 audience in volume, potentially aggregated through
an attempt by the commercial sector to launch new channels aimed at the vacated BBC audience, might
bring new monies into TV advertising from magazines and other non-advertising elements of the
marketing mix.

At a much broader and cross-sectional level, the Inflection Point 2013 study for the BBC provides
evidence that markets with large publicly funded PSBs also have the largest commercial TV sectors in
terms of revenue and revenue per head, and when compared with GDP. This suggests a positive
correlation between the size of the publicly funded broadcaster and the market. Inflection Point finds the
same relationship with the size of the largest commercial broadcaster, not just the commercial offering as
a whole. This also indicates that a sizeable publicly funded PSB does not prevent the emergence of a
sizeable lead commercial player.

This evidence certainly puts a negative correlation, and overall substantial crowding-out, in doubt.
However, it provides too little specific country factor analysis beyond GDP and population as to shine any
light on causation. It could be that countries with the highest ratio of commercial TV sectors to GDP are
those most relaxed about the size of the publicly funded PSB. Perhaps because they can more easily
sustain any negative revenue impact, rather than there being no negative impact.

% Competition Commission (2003a).
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Audience substitution

While the impact of changes in audience on commercial revenue has received significant and systematic,
if not always conclusive, attention, much less systematic work seems to have been done on quantifying
the viewing impact of changes in BBC output mix on its core services or the launch/repositioning of new
BBC services on commercial service audiences. This has usually involved estimates and models of
audience flow based on a number of observed audience segmentation metrics.

To estimate the likely audiences for BBC Three, BBC Four, CBeebies and CBBC, the 2004 review of the
BBC’s new digital services combined bottom-up estimates from BBC management on the likely
audiences to programme strands on the channel based on the pre-existing pilot services (BBC Choice
and BBC Knowledge), with an extrapolation of digital platform take-up. The impact of other channels was
then estimated from the degree of demographic profile and output overlap with the BBC service, and then
spread across these rival services. So, for example, BBC Three was assessed as likely to take at most a
2 per cent share of viewing, and then only once digital penetration increased towards 100 per cent. Even
this eventual gain would be spread across 4 or 5 rival thematic channels targeting the 16 to 34 audience,
with some share also coming from BBC networks and commercial PSB networks. On this basis, no one
thematic channel was expected to lose much more than 0.2 share points (and, with an assumed
advertising elasticity of -2, the BBC would cause less harm in the way of lost advertising revenue).

More recently, in reviewing the potential impact of BBC One +1, Ofcom considered the proportionate uplift
in audiences achieved by ITV, Channel 4 and Channel 5 when they launched their time shifted plus one
hour channels. Ofcom then assigned the loss of audience to other channels — mostly to the PSBs — and,
within the PSBs, proportionate to the size and demographic closeness of each PSB channel, with ITV
having the largest negative effect on audiences, revenues and profits.

In the submissions, two pieces of evidence have been put forward to quantify the impact on ITV
audiences of changes in BBC One’s output mix and scheduling decisions. In order to demonstrate the
impact of schedule mix changes, ITV has presented a case study, to show the impact on audiences for
ITV’s leading drama strand when the BBC decides to schedule something similar and popular against the
programme in question. ITV cites the case of Broadchurch — a relatively recent ITV crime drama. In series
1, ITV secured a higher total audience for Broadchurch (and a higher proportional live audience) when
clashes with BBC One crime dramas did not materialise. In series 2, ITV claims that BBC One scheduled
its established crime drama, Silent Witness, in direct competition with Broadchurch, and that this resulted
in a lower total audience (and lower proportional live audience) compared with series 1.

KPMG (2015) — commissioned by the BBC Trust — presents time series econometric analysis using
aggregate data. The analysis seeks to explain the degree to which, over the 2002 to 2014 period,
commercial broadcaster outcomes (for example, commercial entertainment viewing) can be satisfactorily
explained by various explanatory variables (for example, commercial minutes of entertainment
broadcast). BBC activity is then added as an additional explanatory variable in the analysis — the test
being whether the additional impact of this variable on commercial outcomes is negative. The study
concludes that this is not the case, and that there is therefore no evidence of crowding out by the BBC.

Both of these approaches, while welcome contributions to the debate, have their respective drawbacks.
The ITV approach, by selecting one case study in isolation (Broadchurch versus BBC One crime
dramas), does not provide a complete picture across the schedule, within or across genres (e.g. drama)
or subgenres (e.g. crime drama). And while providing a useful higher-level picture, the analysis is not
econometric, and therefore does not control for other factors that might also explain ITV viewing figures. It
also does not demonstrate, across the schedule, whether there are a large number of genre (or
subgenre) clashes between BBC and ITV shows.

It could also be that while ITV lost audience due to competitive scheduling versus its best dramas, the
BBC also lost audience by having less strong dramas of its own to use against news, factual and
entertainment programmes on ITV. In addition, ITV does not provide evidence that the BBC is changing
its mix and scheduling strategy to deliberately harm it. Even if the ITV evidence did show this, it would not
necessarily conflict with BBC public service objectives if the net result could be shown to maximise
exposure to the BBC’s most public service output across the schedule.

The KPMG analysis concludes that the BBC activity has no statistically significant negative impact on
commercial outcomes. However, the aggregated nature of the data, and the way in which the estimation
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has then been conducted, makes it highly unlikely that the influence of the BBC variable would ever
“show through” in the analysis. As such, there are reasons to doubt the validity of the analysis for either
proving or disproving the hypothesis of crowding out. The approach also does not include analysis of
effects in drama — a key point of contention in ITV’s submission.

Moreover, over any period, the short-term performance of ITV’s drama or entertainment portfolio could be
due to a particularly successful (unsuccessful) period for its channel in commissioned new ideas, and
have nothing to do with the BBC’s activity choices. Later in this section, we set out to take a more
systematic strand-by-strand look across the schedule to further understand this issue, considering a mix
of the ITV- and BBC-commissioned evidence. However, even this examination does not provide the
complete answer.

The link between output mix and scheduling on BBC One and the audiences of commercial TV,
especially for ITV1, are looked at in more detail in the next section.

Pay TV channel/service income substitution

Even less direct work has been done on the impact of either the scale or the mix of BBC services on the
pay TV service market. (Platform take-up is considered below; this section focuses on service take-up
within a platform or package.)

BBC evidence submitted to the Barwise Review in 2004 did point out that, in so far as the BBC’s new
digital services provide a free to air alternative or partial alternative to pay channels in the same
demographic segment, their existence might mean that platforms such as Sky and Virgin Media would
have to pay their basic tier channels a higher carriage fee to help them improve their content proposition
and attract subscribers. Thus, while free to air BBC services might threaten pay TV platform provider
take-up, this threat would also strengthen the negotiating leverage of the channels on the platform with
the platform owner. In doing so, the commercial thematic channel revenue would increase as might the
thematic content proposition).

Specific MIAs, such as the most recent one conducted around BBC One + 1, BBC Three moving online
and changes in CBBC hours, have suggested that the pay TV market is unlikely to be affected by small
changes in BBC services. Previous independent studies for Ofcom and the BBC have suggested that the
absence of BBC TV might lead to a level of subscription funding sufficient to fund a UK version of HBO.®®

At a broader level, work by Human Capital67 in 2004 on the willingness to pay for BBC services (work
repeated for the DCMS in 2006 by the Work Foundationeg) did suggest that there is substantial potential
pay TV value in much of what the BBC does, which could imply that if the BBC stopped doing it, the pay
TV market could be larger. This Human Capital work focused on looking at the sustainability of a pay
based BBC TV service (i.e. alternatives to the licence fee), and the distributional impact of such a move
on types of licence payer.

A 2015 study by the BBC involving depriving a group of reluctant licence payers of BBC services for nine
days showed similar high levels of willingness to pay for the return of these services.®

The Human Capital work suggested that the single revenue-maximising subscription price for the BBC
would not raise as much money as the licence fee at the time, leading to a probable downward spiral of
content investment and willingness to pay, regardless of the exclusion of those who still valued the BBC
but not enough to pay the optimal subscription price.

However, most pay TV businesses now work on the basis of complex bundling of pay tiers and/or
connectivity options, a method of efficient price discrimination aimed at raising more revenue than a
single price option. The work by Human Capital on willingness to pay did suggest that if a way could be
found to price discriminate between different types of licence payer with different taste preferences and

% Mediatique (2014b) and O&O (2003) suggest a channel with £600m to £800m in revenue funding perhaps £200m to £300m of UK
content alongside acquisitions might be the commercial market response to the absence of the BBC, similar in size in relative terms
to HBO in the USA.

" Human Capital (2004).

% Work Foundation (2006).

% MTM Life without the BBC: household study. www.bbc.co.uk/mediacentre/latestnews/2015/life-without-the-bbc.
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service mix requirements, there would be enough income to fund current BBC TV content from pay TV,
and probably reach a high proportion of current licence payers, even if some wanted only a reduced
bundle of content.

Other evidence of the pay TV impact of BBC free digital services included evidence in 2004 that fewer
people were interested in taking or keeping pay TV with the imminent arrival of Freeview and the BBC'’s
services on the platform than had been before it was developed. (Again this is a mix of pay platform and
pay service effects). This development would have knock-on benefits for the commercial PSB channels,
as covered in the next section.

The free to air PSBs have also provided evidence in their submissions on the retransmission fees debate
(whether Sky and Virgin Media should pay the PSBs for carriage rather than vice versa). They show that
the absence of their main channels on a platform would cause significant switching to rival platforms. This
claim also suggests that there is a latent potential pay TV value in these services that could be extracted
by linking them to specific platforms.

Broader market structure/market dynamics impact

This section reviews the past evidence and current submission evidence on the broader TV service
market commercial market impacts of the BBC including: the extent to which BBC services help drive new
platforms and de-risk such transitions for the commercial sector: the degree to which BBC content
investment can encourage the commercial market to invest more in content; the extent to which BBC
activity can prevent excessive commercial market revenue fragmentation; and lastly the extent to which
BBC activity can force up the costs or increase investment risks to commercial rivals thus either reducing
commercial activity or creating specific barriers to entry.

Platform/device take-up

Support for the BBC’s positive role in driving new TV platform take-up is near-universal, with the only
contentious areas being how far it should favour one specific platform/device over another, and whether it
needs to take a direct ownership/management role in platforms or simply make its services available to
third-party organisations that own and operate those platforms.

The BBC'’s full launch of its portfolio of digital services in 2003/04, alongside its cross-promotion of these
channels on its main services, was seen as a major driver of the move to Freeview and Freesat at the
time, backed up by surveys before and after the launch of Freeview.

The BBC’s development of iPlayer has probably played a crucial role in helping the take-up of connected
TV sets and low-priced connected TV set top boxes by TalkTalk and BT. This development has not just
brought more effective competition to the TV platform and 3P market, it has helped commercial PSB
operators de-risk their own moves into extra channel choice (ITV2, E4, More4, etc.) and on-demand
services (ITV Hub, All4). Most importantly, it has helped them to maintain a segment of the market where
they typically enjoy more share and reach than rivals. In doing so, it has therefore helped them maintain
their CPM premiums to the market.

In addition, iPlayer, by helping to establish easy, high-quality access to on-demand content early in the
UK, has also helped pay TV players such as Netflix to enter the market, and Sky and Virgin Media to
introduce on-demand services.’

Now that digital switchover is complete, and BBC services are available on all platforms, the main
platform-sustaining value of the BBC’s extra channels is to keep the unique Freeview/Freesat reach high,
which probably has more benefit to the commercial PSB operators than the BBC itself.

iPlayer probably has a continued role in sustaining the growth of connected TV in the UK and helping to
grow the overall on-demand TV market in the UK. It is also probably still allowing a greater degree of
competition in the 3P/4P market, as it helps open systems and low-cost set top box platforms compete
more readily with established integrated pay TV operators, such as Sky and Virgin Media, especially for
the emerging “pay-lite” market.

" Both Netflix and Amazon Prime management are on record as saying that iPlayer has helped them in the UK market.

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 88



BBC television, radio and online services: An assessment of market impact and distinctiveness

Market structure and competitive dynamics

Support for the BBC’s role in helping to increase or decrease competition in the core TV market is less
clear. Past studies and reviews have pointed to the BBC'’s role in keeping barriers to entry in the main
PSB network market high (by setting high audience expectations), and therefore preventing excessive
revenue fragmentation in the commercial ad-funded network market.”* However, less evidence in this
area has been presented in the Green Paper submissions process.

More specifically, past evidence has suggested that the BBC indirectly prevents too much fragmentation
in the free to air commercial network market by pushing up the minimum spend required to establish a
high reach network in the UK (Channel 5 spends about £300m to get a 4 per cent share) This beneficial
barrier to entry in what is a largely finite revenue, high fixed cost business, sustains the leading networks’
ability to fund home grown content.”

Past studies have also cited the role the BBC plays in establishing rival TV platforms to the benefit of all
channel providers, reducing any potential platform monopoly power. Again, this seems to be less of a
factor in current submissions. Other more negative barriers to entry possibly caused by the BBC have
focused more on its use of its archive and secondary rights " or level of cross-promotion, or its
use/overuse of spectrum, although these claims have not surfaced recently. Access to secondary rights
was raised by rival digital channels such as Artsworld in 2003/2004, and the potential absence of third-
party access to pay TV on-demand rights was part of the objection to Project Kangaroo (the proposed
SVoD JV between BBC Worldwide, ITV and Channel 4) by the Competition Commission.

BBC use of spectrum was an issue when the pattern of PSB DTT delivery was reformed and rejigged to
allow HDTV transmission and a mechanism has been put in place for the BBC to auction any spare
spectrum it may have to the commercial market. The level of promotion the BBC gives to its TV portfolio
or on-demand TV services on is main TV networks has not been challenged, the concern is more about
cross promotion of BBC radio and online information services or commercial BBC spin off services
(covered in the adjacent markets section below).

There has been concern in the past that BBC activity in the sports rights market and the on screen talent
market might have helped force up the costs of commercial rivals and/or denied them access to these
resources by focusing too much on exclusivity — but changes in BBC talent strategy — reducing spend and
dropping exclusivity in many areas, and the reduction in the BBC’s coverage of leading sports events
(with Formula 1, the Six Nations and UK Open Golf all recently being lost or shared by the BBC) has
reduced the levels of concern in these areas.

Commercial sector content investment and competitive dynamics

The final broad area of TV service market impact is the BBC’s role in encouraging the whole market,
especially the commercial PSBs, to invest in UK originated content — a “crowding in” effect. While there is
still much support for this role in theory, and in practice in submissions from Channel 4, NBC Universal,
PACT, etc., ITV plc’s submission has questioned whether this is still the case, especially with regard to
the programming and scheduling strategy of BBC One.

This crowding in argument is separate (albeit related to) from broader arguments about the BBC’s net
market impact, whereby the BBC’s own investment in content is added to the commercial markets to
argue that a larger BBC brings positive net market impact and a smaller BBC brings negative net market
impact. The crowding in argument relates specifically to how the BBC’s own activity encourages or
discourages content investment by commercial PSB TV and pay TV rivals.

Crowding in across commercial PSB TV has been cited in past Charter Review debates and evidence ™
as the BBC effectively increases the level of UK content spending by the commercial sector in response

™ The contention is that the BBC makes it more expensive and risky for an ad funded channel to break through to say 5 per cent
audience share and take on ITV1, Channel 4 and Channel 5 for the network advertising market, which, if fragmented further, could
lead to lower programming investment across the sector. In other words, choice of networks would increase, but the quality of the
offering — especially home grown content investment — would be lower.

72 See 0&O (2003) or Armstrong et al (2007).

"® Raised by the Arts Channel in 2004 (see case study), and by the initial plans of the successful consortium for Channel 5. The
Channel 5 consortium had planned to purchase volumes of BBC archive comedy and drama material before the BBC set up UKTV
(building on the UK Gold channel) as the main outlet for its secondary linear rights in the UK.

" 0&0 (2003).
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by raising audience expectations and developing audience tastes. Michael Grade (former ITV, Channel 4
and BBC executive) once famously said “it's the BBC that keeps us (the commercial sector) all honest”

Less evidence has been provided on how far the BBC forces pay TV to invest more in UK content. It may
be the case that the level of investment in UK content by the BBC and commercial PSBs actually
encourage pay TV in the UK to focus more on US acquisitions and sports rights than it otherwise might,
as an alternative, rather than increasing investment in UK content.

But across both commercial PSB TV and pay TV an important distinction needs to be made between two
types of Crowding-in effect. The first, is a link between BBC UK content spending and rival content
spending. The second, is a link between BBC network positioning and behaviour and rival content
spending. This is an important distinction, as it lies at the heart of new evidence submitted by both ITV plc
and the BBC in the Green Paper consultation process. BBC evidence focuses, in the first instance, on the
impact of BBC spending on ITV1 spending. It shows the trend since 2008 for BBC One and ITV1 network
programming spend noting the tendency for them to track down together, suggesting that ITV spends less
when the BBC spends less. On this basis, if the BBC spends even less, this same pattern will be
repeated.”

Figure 24: ITV and BBC One network programme spend, 2009 to 2014
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Source: BBC Policy, from Ofcom analysis

BBC evidence then goes on to refute any suggestion that BBC One’s positioning and behaviour has been
responsible for any reduction in investment on ITV1. The BBC cites Mediatique’s analysis of the
profitability of different genres on commercial TV in a recent report for Ofcom and, in particular, the fact it
shows that much of the high cost home grown drama on ITV is still highly profitable and will remain so for
the next five years. This, the BBC submission implies, means that any reduced investment by ITV in
drama, etc. (the Ofcom PSB review does suggest a reduction in drama spend by ITV) has little to do with
a more successful BBC One in recent years targeting ITV’s drama (which is ITV1’s claim). The success of
the BBC’s own content has not made ITV drama unprofitable and is unlikely to do so in the foreseeable
future.

"™ The trends are from Ofcom’s broadcaster returns. Neither the BBC nor ITV publishes these precise figures, so they should be on
a consistent basis. However, this does not include all content spend. For instance, in 2013/14, the BBC annual report had total BBC
One content spend at £1,024m compared with the Ofcom total of £696m in the chart. That leaves £338m spend by BBC One on
regional/nations opt outs, acquisitions, repeats, and possibly sports rights. (It is not clear whether these are in the Ofcom total or
not.) O&O estimates that ITV1 spent about £950m on all content in 2013 compared with BBC One’s £1,024m. BBC One does
appear to have a higher total content budget than ITV1, even though its trend has been down.
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None of the submissions provides detail to support the likely impact on UK content investment by
subscription TV. However, the BBC does provide analysis of the margins made by Sky and the recent
inflation in sports rights spending, as well as the low proportion of pay TV spend that finds its way into
new originated TV programming apart from sports programming. This suggests any increase in
subscription spending that might result from a smaller BBC will either go to shareholders or sports rights
owners, and, through them, to the players.

Given the lack of much current clear evidence, the relationship between ITV and BBC spending, between
BBC network positioning and strategy and ITV spending, and between BBC spending and behaviour and
pay TV sector size and spending on content, all warrant more assessment in this review. This issue is
covered specifically in the next section both in terms of spending and behaviour/positioning.

Adjacent market and supply chain impacts

This area covers both very specific adjacent/supply chain impacts (such as the UK TV content supply
market, the UK on-screen talent market, the UK platform market, the UK archive and thematic channels
market, and the international market for UK IP); and the more general impact on the UK creative
industries.

Specific impacts are addressed in this section as part of the overall TV services market impact, as they
relate very closely to the core TV services market. These include, for instance, platform building and
platform competitiveness issues; and the impact on the UK secondary rights market.

The broader effect on the UK creative industries and the UK economy is more of an economic impact
assessment than a market impact assessment. However, this is covered briefly in this section where most
relevant, as it has been covered by studies (especially the PwC report for the BBC) that look at the
macro-level impact of BBC TV.

Net market Impact

With such a limited negative net commercial market impact suggested by past reviews of either
incremental BBC services or significant changes in BBC TV spending, it is not surprising that in both
cases the net market impact of the BBC has been found to be highly positive once the consumer value of
the BBC’s provision is added to the commercial market offering. Only where BBC services have been
adjudged to have disproportionate negative impact on specific commercial rivals and/or the BBC services
have been seen to add little to consumer value, have BBC propositions been rejected. This was the case
with BBC One+1, where it was judged likely to have a disproportionate impact on ITV1 and add little to
consumer value given the existence of PVRs and the iPlayer.

The only other instances in the case of TV where net market impact was adjudged to be potentially
negative were: (1) the initial proposal for BBC 3, which was judged insufficiently distinctive to the
commercial market, but was then approved with a modified proposal; and (2) the windowing of on-
demand content, where extensive “series stacking” was adjudged to have potentially harmful impacts on
the commercial on-demand market, and was therefore limited to a proportion of overall BBC output. In the
latest changes to the iPlayer, series stacking beyond 30 days has been excluded.

Gaps and issues
The preceding analysis of past evidence and issues and current submissions suggests that any additional
impact assessment and case studies should focus on:

e the broad net TV market impact of the BBC, given the changing nature of the UK TV market (and, in
particular, the estimates from Barwise and Picard and the PwC report for the BBC) of the likely shrinkage
in the UK TV content market resulting from a reduction in the size and scope of the BBC and the
implications of an increased level of funding for BBC TV);

e the specific issue of the current market impact of BBC One’s positioning strategy and scheduling
behaviour on the commercial PSB sector, and in particular ITV1 (as covered extensively in ITV’s
submission and partially in the BBC’s submission);

e a look back at one or more specific issues raised in the past reviews of the BBC’s digital services and
what happened subsequently — including a case study of BBC Four and Sky Arts (Artsworld).
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Each of these is covered in turn below.

Additional assessments and case studies

The net market impact of the level of spending and size of BBC TV

A great deal has been written about the BBC’s positive impact on the originated content sector, and
thereby the UK consumer and UK public value. This impact is linked to the following four factors.

e The BBC spends a relatively high proportion of its income on content, especially originated content.

e If the BBC’s income and spending reduce, any consequent increase in audience share for the
commercial advertiser-funded sector does not increase its revenue proportionately. Thus, even if
commercial channels spend all their extra income on content, there is not much extra income to spend.

e |f the BBC is spending less overall, then commercial PSB channels — especially the profit maximising
ITV1 — might feel that they do not need to spend as much (particularly if the BBC is spending less on
BBC One, ITV1’s main rival). Instead they might take any extra revenue as a windfall gain and might
even take the opportunity to spend less.

e Even if subscription TV grows as a consequence of the BBC having less output (and licence payers
having more money in their pocket to spend on entertainment), pay TV needs to operate on high
margins to support its platform investment and upgrade requirements. When it does spend on content, it
often just bids up the price for a small number of live sports events, movies and US TV series.

This is the line of analysis followed by two major recent studies looking at how a smaller BBC would affect
the UK TV sector at the macro level: The Barwise and Picard study for the Reuters Institute (2014); and
the PwC review of the impact of licence fee revenue for the BBC (2015). Barwise and Clare Enders for
Enders Analysis have also produced an additional report based largely on the 2014 paper for the Reuters
Institute.

The Reuters Institute and PwC Studies and the main drivers of these conclusions

The Reuters Institute for the Study of Journalism (RISJ) and PwC Studies cover the same market impact
drivers in a similar way — the main difference is that the PwC study goes on to look at the broader impact
on the creative industries and the economy as a whole, which is not really in the scope of this report.

The RISJ report was based on a complete cessation of BBC TV and then worked back to the impact of
smaller changes, the PwC report looked at a 10 per cent increase in BBC TV licence fee funding versus a
25 per cent decline.

Overall, they draw the same conclusion as a central case — every 1 per cent reduction in licence fee
income is likely to cause a 0.4 per cent decrease in the size of the UK originated TV content market. The
RISJ then goes on to look at the implications for the UK consumer and viewer given the expressed
preference for UK content in all relevant surveys, while the PwC report looks at the implications for the
creative industries given the BBC’s high multiplier impact of commissioned content on the rest of the
sector (as measured by a separate report by Frontier Economics on this aspect).

The main drivers and assumptions are as follows.

e Advertising revenue substitution — both studies believe that there is a substitution with the RISJ study
assuming an elasticity of advertising demand in its mid case at -2, and PwC around -1.5 — this implies
that at the margins any extra audience share point that switches between the BBC and the commercial
sector is worth between £18m and £27m (equivalent to between a half and three quarters of one per
cent of total TV advertising revenue in 2014) at current market levels of advertising spend.76

® A switch of 1 share point increases commercial impacts by 1/68 or about 1.5 per cent, a -2 elasticity suggests revenue would
increase by 0.75 per cent, current net UK TV advertising is about £3.6 billion, 0.75 per cent of £3.6 billion is £27m.
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e Audience substitution — the RISJ report assumes all current BBC viewing passes to the commercial
sector with total viewing remaining the same — the PwC report assumes a proportionate reduction in
BBC viewing to funding reduction, and also no change in total viewing.

e Content spending as a proportion of extra revenue by commercial PSBs — the RISJ review looks at both
all content spending and UK originated spending, the PwC report looks at only UK content spending
(with the impact of UK content spend driving its conclusions on the UK creative industries and UK
economy). Both assume no “crowding in” effect — i.e. the commercial PSBs do not spend less
proportionately due to a smaller BBC, but while the PwC report assumes that proportionate spending
remains the same, the RISJ report does allow for increases in content spend, and smaller increases in
UK content spend, in order to fill some of the gap left by the BBC.

e Extra subscription spending — both reports refer to the lack of any quantitative evidence on this, while
RISJ does provide some international comparison figures that suggest pay TV markets outside the USA
are larger when the publicly funded sector is larger. This suggests that there is almost another crowding
in effect (i.e. pay TV income might go down with a smaller BBC) — but it does not use this and assumes
a significant uplift in pay TV revenue if the BBC ceased — about 50 per cent in the optimistic case versus
nothing in the pessimistic, with a mid-point of 25 per cent (equivalent to about 60 per cent of current
licence fee spending per household). The PwC report assumes a 2.5 per cent increase in projected pay
TV income if the licence fee reduces by 25 per cent. As pay TV income is currently larger than licence
fee income, it translates into a c. £700m reduction in licence fee income, boosting pay TV spending by c.
£150m in 2017.

e Extra content spending by subscription based services — the RISJ allows for small uplifts in the
proportion of spending from current levels on UK content, and larger uplifts on all content, including
sports, movies and TV series — it provides a range for both. The PwC report assumes that the current
proportions of TV content spend apply, but does not look at UK content.

The overall results are that the RISJ report concludes that cessation of BBC TV would reduce total UK
content spend by between 15 and 50 per cent, with a mid-point of all scenarios of 40 per cent. This can
be expressed as: “For any 1 per cent reduction in licence fee funding of BBC TV, the UK content market
shrinks by 0.4 per cent”.

The PwC report projects forward the market to 2020/21 and concludes that spend on first run UK TV
content would fall by £334m in 2020/21 — which is approximately a 10 per cent fall in that year, from a 25
per cent reduction in the licence fee, which converts into the same ratio to the RISJ report of 40 per cent.

Static versus dynamic assessments and reflecting future market dynamics

The main issue covering both studies is the extent to which they have approached the interaction
between the BBC and the rest of the TV sector, and in particular how the BBC’s size and presence
affects the current content investment decisions of both the commercial PSBs and the pay TV sector —
broadly defined.

While the RISJ report does address this issue numerically by allowing for optimistic scenarios where pay
TV and PSB commercial TV would spend more proportionately without the BBC, which leads to the lower
impact case of a 1 per cent reduction in licence fee income reducing total UK content investment by 0.15
per cent, it does not provide any specific arguments as to why and in what circumstances this might prove
to be the case.

Neither study considers the possibility that pay TV’s current heavy reliance on sport, movies and US TV
series is based on its optimal best strategy given the BBC — and to a lesser extent its UK PSB rivals —
invests so much in UK content of quality. Pay TV is primarily about providing additional choice to free TV
viewers to get them to subscribe, not the same types of service. It could be that pay TV’s heavy reliance
on sports content in the UK, and the rapid inflation in the rights to the top events surpassing any other
major European market, is precisely because of the strength of the free to air originated UK TV content,
where pay TV providers are perfectly happy to take secondary rights in that UK content through UKTV
and ITV Encore, etc.

In addition, neither report takes account of recent changes in the structure of the pay TV sector. In
particular, in so far as the quasi-monopoly features of the pay TV sector in its early stages might have
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enabled lead players to boost profits rather than programming investment if the BBC were smaller,
increasing competition in pay TV — which is now spreading beyond sports rights where it always existed
to some extent, to TV content — with the arrival of Netflix and Amazon Prime — is likely to mean that
increased levels of UK commissioning, and more probably UK made content with an eye to both the UK
and global tastes for TV, would be the result if the BBC were to reduce the scale of its investment in these
areas.

Given that so many surveys in the past have revealed substantial willingness to pay for BBC TV content,
it would be odd if the pay TV sector did not try to monetise some of this if the BBC scaled back. While
they would focus on the potentially highest margin material, in absolute terms rather than just relative
terms, this would not be all UK game shows, chat shows and low end factual entertainment formats, it
would as likely to a major push into UK commissioned drama.

Similarly, while neither study assumed a crowding-in impact with PSB commercial TV that might be lost
with a smaller BBC, it may be that there are areas of UK content and programming where commercial
PSBs cannot justify the investment given the competitive strength of the BBC, which they would find
profitable if the BBC were smaller (this is addressed in the BBC One versus ITV case below).

In addition, a smaller BBC might also have implications for the regulation and positioning of ITV1 versus
Channel 4 and the prospects for a fourth commercial network operator. While too much further network
market entry might fragment revenues and force down all UK content spending, more head-to-head
competition between ITV, Channel 4 and Channel 5 might push up spending, especially if there were the
prize of the BBC’s vacated audience and demographics to target.

Specific versus general service/content reductions by the BBC

The other main feature of both studies is that they assume an across the board reduction in BBC output
and content, not a more selective repositioning by genre and channel, that might have very different
specific competitive responses from rival commercial PSBs and the pay TV sector. While a reduction by
the BBC in its serious factual, religious, or news output is unlikely to see significant increases from the
commercial sector who would still find such content priorities difficult to justify, reductions in factual
entertainment investment, peak time entertainment shows, drama series or soap drama output might get
commercial PSBs and pay TV channels to think again about the mix and level of their investment.
Channel 4 abandoned its peak time soap — Brookside — partly because the increases in Coronation
Street, Emmerdale and EastEnders episodes from 1998 to 2002 meant that there was no room for it. If
the BBC were to scale back its soap commitment, Channel 4 and Channel 5 might think again about their
priorities, as would ITV2 to defend itself.

Overall, if BBC scaling back allowed the high cost — but still potentially high reach — content such as
drama series and peak time entertainment shows — to gain a higher rate of return on commercial PSBs
they might increase their total UK content investment as a profit-maximising strategy (and for Channel 4
as a way of maximising its reach and surpluses from some slots in order to keep cross-subsidising its
more PSB heavy output).

Finally, with regard to commercial PSBs it is not clear that the optimal configuration of PSB roles and
licences would necessarily remain the current differentiated commercial PSB approach with a smaller
BBC. A rejigging of obligations and public assets might be possible to create more head-to-head
competition between commercial services, while the BBC looks after more of the differentiated and heavy
public service obligations.

A more nuanced view?

It is perhaps more likely than either study has allowed, that a smaller BBC, especially one reducing in size
in areas where the commercial sector might find expansion profitable, would elicit a larger increase in UK
content than allowed for; and that the lower end of the RISJ range — a 1 per cent reduction in licence fee
funding — might reduce total UK content spend by 0.15 per cent might be nearer the right assessment.

But while the level of content provision may be too pessimistic, the implications for the mix of content and
the future of more niche and heavily public service content might be more of an issue than covered by
both studies, as would the reach of more heavily public service versions of more commercial genres —
such as drama series.
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A reduction in BBC funding might well significantly reduce public value even if economic value reduced by
less than claimed. This might suggest that the BBC’s positive market and economic impact generated by
its current output is being overestimated by these studies (and overstated by the BBC), which would
mean it might need to find ways to make its public value impact greater — by being even more distinctive
— to achieve the same combined consumer and public value impact.

The implications for a larger BBC — diminishing returns, and crowding out?

Only the PwC study included an expanded BBC scenario, and then only a 10 per cent increase in
contrast to its 25 per cent decrease in funding scenario. However, the modelling does suggest a similar
positive relationship, notably, 1 per cent increase in licence fee funding increases total market UK content
spending by 0.4 per cent — with implied substantial increases in consumer surplus (and a significant
knock-on impact on the creative economy and overall UK economy).

This takes little account of the broader impact on the commercial market of a larger BBC TV operation,
which might force the commercial PSB market to finally give up competing with an enlarged BBC in many
areas of home grown programming and shift to an import-driven programme mix with cheaper home
grown programming. This would be consistent with the evidence from commercial free TV elsewhere in
Europe.

In many ways, a larger and larger BBC might push commercial TV into the position commercial radio
occupies in the UK, and only serve a certain subset of consumer tastes and a certain demographic,
leaving the BBC as the only supplier of certain types of programming and service. While a much more
limited commercial offering might encourage an expanded pay TV offering, the increased level of home
grown output available on the BBC could both have a negative impact on pay TV penetration growth and
encourage the pay TV sector to maintain or increase its reliance on imported TV series and sports.

Again, much would depend on how the BBC spent its extra income. If it spent it on distinctive and
differentiated output, it is possible that a larger BBC might be consistent with a healthy commercial PSB
and a pay TV sector investing in more content. If on the other hand it expanded its provision of popular
drama and entertainment, it could well force commercial PSB to downsize its aspirations and pay TV to
maintain its reliance on imports and sports.

Conclusions

Studies which suggest that significant reductions in the size and funding of BBC TV would have a
significant negative net market impact are directionally correct. However, they may have overstated the
magnitude of this negative effect given developments in the pay TV market in the UK, trends in global
content provision and by taking insufficient account of the types of programming that might be reduced if
the BBC were smaller. This is relevant to the PwC report but not in the case of the RISJ report as their
scenario is the absence of BBC TV.

Conversely, care must be taken when applying the logic of both these studies to further increases in the
size of BBC TV. A much larger BBC might effectively push commercial PSB “over the edge” in terms of its
programming ambition, and force pay TV to reverse its move into new UK content — much in the end
would depend on how the BBC chose to spend its extra money — on a differentiated and distinctive
proposition or on a higher reach and share proposition.

This specific issue, relating the BBC’s mix of programming and distinctiveness, rather than its level of
spend, to market impacts, is the focus of the next section of analysis.

BBC One positioning, scope and scheduling strategy

The last section suggested the broad case for the BBC on the basis of its positive market impact on UK
content, and proposes that, while the impact still holds, it might be overstated in the evidence provided by
two recent studies. This overstatement may be due to insufficient consideration of both the general
dynamics of the commercial market and how it might react to a smaller or repositioned BBC, and the
specific impact of genre scheduling and programming mix on rivals.

In this section, we look at a specific case — the interaction of BBC One and ITV1 (the main channel which

is now just called ITV but which we refer to as ITV1 to avoid confusion with the company and its wider
portfolio of channels), focusing on the impact of channel positioning, programming mix and scheduling

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 95



4.7.2.1

4.7.2.2

4.7.2.3

4724

BBC television, radio and online services: An assessment of market impact and distinctiveness

decisions of one (in particular BBC One) on the other (ITV1). Much evidence has been provided by both
ITV and the BBC on this issue, but before outlining the BBC and ITV positions specifically, we set out
below some definitional issues that will be relevant to the assessment of impact.

Dimensions of distinctiveness

Evidence provided by BBC and ITV suggest a number of different potential dimensions of schedule
distinctiveness to be considered; these reflect previous work by both Ofcom and the BBC Trust on the
issue (although each side emphasises different aspects), most notably:

() the mix of programme genre output and/or investment by day-part (with some genres such as arts
and specialist factual being seen as more heavily public service than others such as entertainment
and factual entertainment);

(i) the mix of programme types within genres — with programming approaching subjects in new ways or
more challenging subjects being seen as more distinctive and public service than more predictable
or formatted approaches;

(i) the refreshment rate, range and level of innovation across the schedule — as measured by the
number of new titles, the number of titles, changes over time within a given title, and the sourcing of
tittes — most notably the use of pre-existing global formats versus new UK ideas; and

(iv) the scheduling of programming — in terms of head-to-head scheduling versus a more complementary
approach.

Across these four dimensions, the BBC tends to emphasise (ii) and downplays the relevance of (iv), while
ITV emphasises (i) and (iii) and believes (iv) is very relevant.

The relevant time period, and the appropriateness of portfolio versus specific network comparisons

There are two time related issues raised by the ITV and BBC evidence. First, the current level of
distinctiveness and, second, the changes in distinctiveness over time. Much of the BBC evidence points
to current levels of distinctiveness between BBC One and ITV1. Much of the ITV evidence is focused on a
reduced level of distinctiveness over time (i.e. it admits BBC One is distinctive, but less so than it was).

In addition to this time period difference, BBC evidence suggests that their distinctiveness should be
assessed across the portfolio of all their services combined rather than focusing too narrowly on just BBC
One, while ITV claim the positioning of BBC One is relevant when judging the market impact on ITV and
especially ITV1.

The relationship between distinctiveness and market impact

ITV put distinctiveness at the heart of the market impact debate, suggesting that a lack of distinctiveness
on BBC One may both reduce its incentives to invest in higher cost public service genres (if not now, then
certainly in the future) and its overall audience share and advertising revenue (i.e. negative commercial
market impact), and as importantly, reduce the positive impact of BBC spending on the content sector
(where ITV is now the largest UK supplier) and the creative industries (less positive net market impact).

In contrast, the BBC suggests it's the level of BBC spending that has the most market impact, with recent
reductions in BBC spending on BBC One, being correlated with reductions in ITV spending, and feeding
through to a lower level of positive impact on the content supply and creative industries.

The ITV submission and evidence
The ITV evidence provided is as follows.

e An assessment of how static and “format” driven the BBC One typical weekday daytime schedule has
become by looking at two dates in September 2015.

e A time series analysis of the number of unique titles on BBC One since 2002 showing BBC One is

becoming about a narrower and narrower range of programmes, as narrow a range today than its main
rival ITV1.
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e A time series snapshot — between 2007 and 2014 — showing the volume of new titles on BBC One and
BBC Two as a proportion of all hours — peak time and daytime — which shows a significant drop on BBC
One, especially in peak time.

e A case study of how BBC One scheduled against the first series of Broadchurch versus the second
series, and the damage done to the ITV series when the BBC decided to schedule an established crime
series against it such as Silent Witness, even in the age of play back and catch-up TV.

e A summary of Ofcom schedule trend analysis across the PSB channels by factual subgenre and comedy
from 2009 to 2014 — peak time and all day — showing declines in BBC One hours in total and/or a move
out of peak time for specialist factual, arts and classical music, religion and ethics, contemporary music
and comedy, but an increase in BBC One peak time factual entertainment (and a shift of specialist
factual, etc. to either BBC Two or the digital spin-off channels).

e A specific claim that the BBC should not be buying in pre-existing formats such as The Voice but instead
focus on creating new ones of its own.

Figure 25: ITV response to Green Paper: new programmes on BBC One and BBC Two
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ITV suggests that all these trends combine to make BBC One today a much more competitive and
populist channel than it was five or ten years ago, and that it is today less distinctive from ITV1 than it
claims. ITV states that this trend was noted by the BBC Trust in its 2014 service review (although in the
case of competitive drama and entertainment scheduling, ITV executives have suggested that this has
not increased significantly recently but, rather, it is now more damaging to ITV1 than in the past given the
more competitive market place).

ITV claims that BBC One is better funded than ITV and that it should use this better funding to be more
distinctive not just to gain more share and reach at ITV’s expense.

ITV also suggests that the BBC is using too many international formats to reduce the risk across its
factual entertainment and entertainment portfolio, and that this forces up the cost of these formats in the
market — instead the BBC should focus on developing its own formats and taking more risks.

Overall, ITV wants BBC One to become much more distinctive and risk taking, both to help it increase its
own programming investment and profitability, and to create more consumer value, public value and
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boost the creative sector more. It is both a commercial impact complaint and a distinctiveness, creative
sector multiplier and public value complaint.

The BBC response
The BBC’s response to these specific claims has to point to analysis that shows:

e BBC One is not better funded than ITV (with Ofcom numbers showing over the last 5 years the BBC has
had similar programme funding to ITV — excluding national and regional opt-outs for both channels — and
less money in the last 2 years), and says that ITV’s recent reductions have been at a time when its
advertising revenue has grown strongly;

e BBC One’s schedule has a very different mix to ITV1’s. A 2014 comparison from Ofcom shows that peak
time schedules by broad genre show BBC One has far more factual programming than ITV in peak time
— about double — and far less entertainment;

e a snapshot of a recent week’s schedule showing how ITV strips its top formats like 'm A Celebrity Get
Me Out of Here across the week, while the BBC shows a range of programmes — suggesting ITV1 is
built on a much narrower range of popular programmes exploited to the maximum than is BBC One;

e a comparison between the BBC One schedule of 1982 to 2012, showing how much BBC One depended
on imported programmes in 1982, and had less drama, documentaries and news — indicating that the
channel is more public service today than in the past when ITV1 did much better than BBC One in terms
of audience share;

e a claim that peak time volume reductions in areas such as specialist factual been about having fewer
higher impact, higher budget hours which have got higher levels of viewing, while also maintaining that
judging all factual entertainment as being somehow less public service than specialist factual or
documentaries is to underestimate the public service value of strands such as Masterchef, The Great
British Bake Off or The Apprentice — all defined as factual entertainment.

e evidence from consumer surveys that BBC One is still regarded as a distinctive and innovative channel

Separately, the BBC Trust commissioned KPMG to undertake a time series econometric analysis using
aggregate data. The analysis seeks to explain the degree to which, over the 2002 to 2014 period,
commercial broadcaster outcomes (for example, commercial entertainment viewing ’) can be
satisfactorily explained by various explanatory variables (for example, commercial minutes of
entertainment broadcast). BBC activity is then added as an additional explanatory variable in the analysis
— the test being whether the impact of this variable on commercial outcomes is found to be negative. The
study concludes that there is no evidence of crowding out by the BBC, as this additional variable is not
found to be negative and/or statistically significant (or that its inclusion generates model specification
problems such that any negative effect found cannot be relied upon). This holds for both commercial
entertainment and news viewing.’®

" In this instance, commercial viewing appears to be the sum of BARB audience data for ITV, Channel 4, Channel 5, UKTV and
Sky. Both entertainment and news viewing was examined.
" KPMG (2015).
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Figure 26: BBC and commercial broadcasters' entertainment broadcast hours per month, 2002 to 2014
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This analysis is in addition to the material in its initial submission, which referred both to the Ofcom first
run network programming spend trends and the Ofcom PSB genre sustainability report showing that ITV
drama was still profitable on ITV1 in spite of ITV claims of aggressive scheduling by BBC One. The
implication is that whatever the BBC is doing is unlikely to be the reason why ITV may have reduced its
investment in Drama series in the past, and provides no grounds for believing the level of ITV investment
would be reduced in the future.

The BBC has made no specific response to the claim its daytime schedule is too driven by entertainment
and lifestyle formats. In terms of its use of pre-existing formats in peak time, it has pointed out that
strands such as The Apprentice, University Challenge and Dragon’s Den, while all pre-existing formats,
clearly have public service value.

Assessing the evidence provided — what is happening?

In assessing the evidence and claims, there needs to be a distinction between, first, what is actually
happening to the BBC One schedule and its positioning (given the claims and counter claims above), and
second, what might be the commercial market and net market impact of what is happening.

On what is happening, the following areas need to clarified.

e |s the BBC One schedule becoming less innovative and less risk taking (e.g. less new titles, fewer
individual titles and the use of pre-existing third-party formats)?

e |s the BBC One peak time schedule reducing its commitment to high public value content?

e |s BBC One engaging in many instances of competitive scheduling, and has this increased in volume or
effect?

e |sthe BBC One schedule less distinctive overall from ITV1 than in the past?

Schedule refreshment and innovation

On risk taking/innovation, ITV trends on new titles and the number of titles — which seem reliably sourced
from channel output data and correspond to data O&O has on the output of the main channels since
2008, rather than back to 2002 — show that BBC One has been reducing the number of titles and the
number of new titles in its schedule over the period to a level similar to ITV1’s, but that this downward
trend was bottoming out in the last years of the sample.
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Figure 27: PSB commissioned hours and new programme titles, 2008 to 2013
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The BBC suggests that this was largely a result of the strength and longevity of many of its most popular
and often highly distinctive shows introduced 10 to 15 years ago and is not reflected in the audience’s
view of how innovative the BBC is as measured by regular BBC surveys. In so far as it has led to a lack of
innovation, this was picked up by the BBC Trust in its most recent review, BBC One service review, but it
is still in the process of responding to this and it takes 2 to 3 years to start to change the overall shape
and mix of a schedule.

Overall, the trends do suggest some increase in conservatism at BBC One over the period — largely as
the result of its own success in the 2000 to 2004 period, when ITV went through some major structural
changes. In competitive markets like the USA, programmes schedules tend to go in 7 to 8 year cycles,
where one network has more success and title longevity, which means more new programmes are taken
to the rival for commissions, which eventually reverses the situation with the new batch of successes on
the rival channels. However, even in the USA some networks have managed to refresh themselves even
while being filled with successful long-running strands by having a higher new title hit rate, and have
effectively been on top for two consecutive 7 to 8 year cycles. We could only find out if this is the case
with BBC One by reviewing its new title hit rate over 12 years, which was not possible in the timeframe for
this report.

In any event, the low numbers of new titles and total titles in the schedule is likely to reverse in the next
few years, given that some long-term strands are beginning to tire, the push by the BBC Trust for more
distinctiveness, the recent agreement to subject 40 per cent of the BBC’s long-running strands to
competitive tender from the independent production sector, and the need to replace some high profile
sports output which the BBC has recently lost/decided to withdraw from.

While the BBC does buy in ready-made formats such as The Voice or The Apprentice, innovation can be
in programme execution as well as format, and there is no evidence that the BBC is doing it more today
than say 10 years ago. The focus should probably be on the ratio of home grown formats, and new home
grown formats, to imported formats, and the BBC probably needs to ensure a high positive ratio over time
to remain distinctive.
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Genre mix

The peak time genre mix data presented by the BBC and ITV1, both sourced from Ofcom, suggest that
both the BBC One schedule is distinct from ITV1 in 2014/15 but that BBC One has increased its
entertainment and factual entertainment output at the expense of the volume of specialist factual and
documentaries, etc. The 2002 to 2014 entertainment time trend data for the BBC in the KPMG report also
confirms a general uplift in the volume and viewing levels for BBC entertainment programming in 2010.

In terms of the daytime schedule, the examples given do suggest both a lack of variability and a reliance
on cheaper factual entertainment titles around “house and home” subjects. But a more comprehensive
analysis of the daytime output of ITV1 versus BBC One would need to be made, as it might just be the
nature of daytime TV to favour long-running titles of this type, and within that constraint the BBC could be
seen to be more ambitious than commercial rivals with both daytime home grown soap output and more
current affairs and news.

In addition, volume of output is not the same as levels of spend and investment. We do not have the
information to verify whether or not, for instance, the BBC has increased its spending on specialist factual
and arts in order to increase the impact of a reduction in these genre hours on BBC One. We see no
reason to doubt this is the case.

However, it is not clear whether this strategy, combined with the increased amount of specialist factual
and arts on spin-off channels, might not be reducing the overall reach and impact of BBC output in these
areas even if, as the BBC maintains, the impact per hour has increased. ITV’s case that these changes
are having a damaging impact on its share and investment could still be consistent with a BBC policy of
maximising the impact per hour of such output on BBC One.

Mix with genre

Care should be taken in equating broad subgenres such as factual entertainment and specialist factual
with definitive levels of public value and distinctiveness. Distinctiveness within genre is probably at least
as important as distinctiveness across genres; indeed, ITV recognises this when it sets out new ways of
measuring innovation and distinctiveness in its submission.

Thus, in terms of peak time schedule mix, it is difficult to say if there has been a reduction in
distinctiveness. But it is the case that the BBC Trust raised issues of distinctiveness in its 2014 review,
which was as much about range within genres as across genres, and BBC One is currently responding.

Competitive scheduling

In terms of schedule clashes, Oxera has examined the number of drama and entertainment clashes
between BBC One and ITV1 over the last 3 years, and clashes at a subgenre level such as crime drama
— which may be more significant. Oxera has found no systematic increase. Indeed, when meeting ITV
management, they clarified that they were not claiming that the clashes had increased recently — they
think this happened in 2000-03 — but rather that the impact of these clashes on ITV1’s ROI for high cost
genres such as drama series is now greater (covered below). ITV1’s Broadchurch example is simply an
example, and it is difficult to determine whether the second series did worse because of counter-
scheduling of Silent Witness rather than other issues about series appeal and quality — certainly, the
second series received less critical acclaim than the first.

Overall assessment

We do not have the data to check the long-run distinctiveness of BBC One versus ITV1 across all the
dimensions outlined at the beginning of this section, and we are not sure how relevant this is to the
current or future dynamics of BBC One and ITV1 and its impact. We address this later in this section
where we try to estimate the likely impact of a future increase in BBC One distinctiveness on commercial
market impact and net market impact.

Across the board, we concur that BBC One has probably been quite conservative over the last ten or
twelve years and has increased its entertainment and factual entertainment output. So at least in some
dimensions BBC One has become less distinctive. While BBC management claim that there will be an
uptick in new titles in response to the 2014 BBC Trust review, there is no guarantee this will continue in
the long term.
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Assessing the evidence — what is the likely impact of what is happening?

We have established that there might be grounds to believe that the BBC One schedule is less risk-taking
and innovative than 10 to 15 years ago (partly due to the enduring success of many of the programmes
introduced 15 to 20 years ago). We have also established that less of the channel’s peak time schedule
may be being devoted to output that has the highest public value per viewer but not necessarily the
highest total public value (public value is a product of viewers and public value per viewer), and that
competitive scheduling has probably not increased markedly. We need to establish the market impact of
these trends.

The potential market impacts (as opposed to public value impacts) are:

(1) damaging ITV1 revenue and profitability disproportionately;

(2) reducing ITV1 incentives to invest in high cost areas of content — most notably drama;

(3) reducing the positive impact of BBC content spend on UK TV content supply and the creative sector;
and

(4) reducing the net market impact of BBC activity (BBC activity reduces commercial UK content spend
activity and then adds less to compensate).

We take (1) and (2) together, and then (3) and (4).

A conservative schedule probably does reduce ITV1’s ability to create and build new hits, but it should
also mean more new ideas come to ITV1 as there is at least as good a chance of getting it on ITV1 as
BBC One (and maybe we would have expected ITV1’s new titles to have increased a bit more than they
have).

In terms of the impact of counter-scheduling and mix changes on ITV1, the evidence provided on this by
both ITV and BBC is far from conclusive.

In series 1 of Broadchurch, a relatively recent ITV crime drama, ITV secured a higher total audience and
a higher proportional live audience, when clashes with BBC One crime dramas did not materialise. In
series 2, ITV claims that BBC One scheduled its established crime drama Silent Witness in direct
competition with Broadchurch, and that the effect was a lower total audience (and lower proportional live
audience) when compared with series 1. However, this approach, as just one example, does not provide
a complete picture across the schedule, within or between genres (e.g. drama) or subgenres (e.g. crime
drama). And while providing a useful higher-level picture, the analysis is not econometric, and therefore
does not control for other factors that might explain ITV viewing figures. Also, it does not demonstrate
that, across the schedule, there are a large number of genre or subgenre clashes between BBC and ITV.

The KPMG analysis of BBC versus rival output and audiences for news and entertainment conducted for
the BBC Trust is econometric, and a series of control variables were included in the analysis in an
attempt to isolate the impact of BBC activity in entertainment and news. However, the aggregated nature
of the data, and the way in which the estimation has then been conducted, makes it highly unlikely that
the influence of the BBC variable would ever “show through” in the analysis. As such, there are reasons
to doubt the validity of the analysis for either proving or disproving the hypothesis of crowding out. The
analysis does not include drama — a key point of contention for ITV.

BBC references to the Ofcom PSB genres profitability analysis showing ITV drama series are still
profitable does not address the core issue — i.e. is BBC mix and scheduling behaviour reducing this
average profitability compared with other types of programming which could causes ITV to optimise its
schedule to profit-maximise by reducing drama and increasing a lower reach but cheaper genre? More
broadly, is BBC behaviour reducing the returns to ITV’s higher investment and more public service output
and undermining its commercial PSB model?

Showing that both ITV and BBC One funding have tracked down together may neither be evidence that
less funding for the BBC means less investment by ITV (back to the crowding out versus crowding in
debate in the previous section) nor that ITV is exploiting some kind of monopoly over advertisers —
reducing programming spend and audience share but charging higher prices for smaller audiences and
blaming the BBC. It might reflect more the increasing contribution of secondary and global rights to
programming making programmes cheaper for all networks, even while the budgets to make those
programmes rise.
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In order to clarify the competitive scheduling issue, Oxera has conducted a more thorough review of the
schedule clash issue.

As discussed above, ITV's submission uses BARB data for a particular show (Broadchurch), and
examines ITV versus BBC One audience figures for each of its series 1 and 2 airings. It seeks to explore
how ITV audience is affected by (crime drama) clashes (e.g. with Silent Witness). However, despite using
“micro-data”, this includes one example, rather than data across ITV dramas and over time. In addition,
the approach is not econometric — including all explanatory variables that are in theory relevant. A
weakness of the KPMG analysis is that, while econometrics is employed, the data used is aggregated,
and so genre and subgenre scheduling effects are difficult to isolate. The modelling strategy used then
compounds this, by making it difficult for any negative impact of the BBC’s scheduling decisions to “show
through”.

In order to clear up one of the core issues about drama scheduling, and go beyond single examples,
Oxera obtained 3 years of BARB audience data for 28 key weekly ITV drama series/serials, from O&QO’s
programme database. Based on IMDb information, each drama was classified according to its subgenre
(e.g. crime, period, fantasy). Information was then also obtained, for each episode, on what was being
broadcast at the same time on BBC One, Two, Channel 4 and Channel 5. The analysis and results are
explained in further detail in the Annex in chapter 7.

The key issue explored was, based on BBC One and ITV1 scheduling decisions, the extent to which
genre (drama) and subgenre (e.g. crime) clashes occurred and, when this was the case, what the impact
was on ITV1’s viewing figures.

Because the approach was based on panel data (i.e. across ITV dramas, over time), a large number of
observations (222) were included in the analysis. The micro-nature of the data meant that the impacts of
scheduling decisions could be isolated. It was also possible to model a number of factors that, in theory,
might be expected to affect the audience for a particular ITV drama at a particular time — including the
audience of the preceding ITV programme (“‘inheritance” or “flow”), which episode of a series each
programme was (was it a premier, etc.), and whether there was a scheduling clash with a similar type of
show on BBC One (or indeed the other channels). It was also possible to remove “fixed effects” in the
analysis, including normalising for the scale of each ITV show’s loyal audience.

The regression analysis conducted suggests that BBC One running a drama series against an ITV drama
series does damage the ITV audience share — other things being equal — but that this is only statistically
significant when the subgenres of the two shows are the same. In practice, the clashes occur between
BBC One and ITV crime dramas. When these clashes occur, there is a 6 to 8 per cent fall in the ITV
crime drama programme audience versus what might be expected if BBC One had scheduled a different
type of programme.

Due to the fact that the current audience for a show is strongly dependent on the audience from the
previous week, the effect of the impact from an initial clash is likely to persist over a number of
subsequent weeks. For instance, assuming that, at the beginning of a month, there is a single clash in
week 1, this has an initial impact on ITV1 drama audience of around -7 per cent. With an audience
persistency week-to-week of 50 per cent,”® the initial clash would translate into a reduction in ITV1
audience in each of the subsequent weeks of 3 per cent (week 2), 2 per cent (week 3), 1 per cent (week
4) and then very small impacts after this. Adding up the impacts over these subsequent weeks means
that the total impact of the clash is comparable to a 14 per cent reduction in audience concentrated in the
first week.

While, in the scenario above, audience numbers eventually recover, this is not the case if clashes persist
week-on-week. In this alternative scenario there would be around a 13 per cent reduction in ITV1 drama
audience in any given week over the longer term. The extent to which repeat clashes occurred in practice
varied by ITV drama.

™ This takes the coefficient for the lagged dependent variable from the fixed effects model of around 0.5, which is a lower bound
estimate.
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While this supports the ITV claim that its dramas are being adversely affected by BBC One, other
subgenres of dramas did not clash with similar BBC One shows over the period examined (e.g. period
dramas). Taking account of other subgenres, 13 per cent of ITV dramas have direct clashes with BBC
One (28 out of 222 ITV drama episodes).

In addition, the analysis does not seek to explore whether scheduling by the BBC is deliberate. It also
does not necessarily show viewers are worse off in total — that might be the case if the total BBC One and
ITV drama audience is lower as a result, which the analysis did not cover. Furthermore, the analysis does
not seek to explore whether the BBC is damaging ITV’s overall performance by counter-scheduling this
subgenre — it might be that using its top crime dramas head to head with ITV leaves it much weaker in
other parts of its schedule, to the benefit of overall ITV share and reach.

However, it does suggest that BBC One behaviour is probably reducing the relative profitability of drama
series, which might be a cause of a switch from drama series to other more cost-effective programming —
a switch that would not have happened if the BBC behaved differently. It would be interesting, if time
allowed, to repeat this exercise for a number of genres across both channels to see if BBC One is
causing this to occur in other high cost PSB ITV genres — and if it is causing a net reduction in the total
consumption of these genres when compared with a more complementary scheduling.

Oxera did look at entertainment subgenre clashes as well, where 11 per cent of entertainment episodes
had clashes (27 out of 244 ITV entertainment episodes), although, again, no discernible increase over the
last 3 years. This isolated only a 1 per cent reduction in the audience to ITV1 entertainment if a similar
entertainment subgenre was scheduled against it, and the impact was not statistically significant. As
such, the impact is probably both less than for drama and less certain.

Overall, in terms of reducing ITV1 profitability and its commitment to high cost genres such as drama,
there may be a negative impact from BBC One’s behaviour from both its ongoing scheduling strategy and
its conservative schedule approach in recent years. However, there is no evidence that this is deliberate
or against the interests of viewers when the output of BBC One and ITV1 is looked at in total.

The second area of potential impact, is on the overall health of the TV content supply and creative sector,
which is largely down to a low level of innovation on BBC One, and reducing the returns to high cost
drama on ITV1 while not increasing BBC One’s own commitment to drama. Certainly, high volumes of
new titles — especially new UK IP rather than imported formats — and a commitment to drama across
network TV, are both major drivers of the UK and global success of the UK content sector, and have a
high multiplier impact on the creative sector in the UK.

Even if the BBC is behaving as it does to maximise the reach of its programming and thus maximise its
public and consumer value, it might not be maximising public and consumer value across the PSB
system as a whole and it might also be damaging the creative sector multiplier of its actions. This specific
issue would need more detailed assessment but there is enough evidence to suggest there might be
problems, problems which will be addressed in part by an increasing new title count on BBC One in the
next few years.

The Likely Market Impact of a More Distinctive BBC One (especially on ITV1 and the Content Supply/
Creative Sector)

Whatever the past trends have been in BBC One distinctiveness and whatever the past and current
impact of BBC One behaviour, it's probably better to explore the likely market impact of BBC One
distinctiveness by assessing the impact of a future unambiguous shift to a more distinctive service across
the four dimensions of distinctiveness — genre mix, mix within genre, refreshment/innovation and
complementary scheduling. This review should look in the first instance at the impact on commercial
revenue and the likely response of the commercial sector in terms of programming investment, and then,
at the impact on the overall content provision to get a sense of the broader commercial market impact
and the net market impact.

Impacts on Commercial Audience and Revenue

We modelled a shift in all four dimensions for distinctiveness, which while significant would still be likely to
leave BBC One as a high reach channel (although not with its current share point lead over ITV1). This is
a change in emphasis, not a change in overall position, and should still allow the BBC to remain high
reach overall.
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We have modelled the likely combined impact of:

e An increase from 20 per cent to 25 per cent in the proportion of titles that are new in the BBC One
schedule;

e a shift to a more demanding mix of genres in peak time and day time;
e a shift to a more demanding mix of programmes within genre in peak and non-peak;
e areduction in the length of existing long term, high output strands; and

e an avoidance of competitive scheduling or subgenres (not genres) wherever possible (most notably
crime drama versus crime drama).

We then assess the impact of any share loss by BBC One on the commercial audience and specifically
ITV1, and then their advertising revenue.

When modelling these changes, we assume constant spend by BBC One. In so far as the more
distinctive output is more expensive on a cost per hour basis, this would then lead to a need to save
money elsewhere in the schedule, which might cause a second order audience reduction. We have not
looked at these second order effects.

In terms of new titles, a 5 percentage point increase across the schedule would move BBC One towards
BBC Two levels but still well short of Channel 4. In would also probably imply the need for BBC One to
reduce the length of time it keeps current titles in the schedule (currently about 25 per cent of BBC output
hours are of titles more than 20 years old although it might well be that the BBC reduced the volume of
hours of these older titles rather than cancelling them).

New titles on UK network TV have a 25 per cent to 30 per cent recommission rate (i.e. 70 to 75 per cent
do not get recommissionedgo). On average, new titles will get a 15 to 20 per cent lower audience than
established ones for a given genre. (Commissioners then tend to cancel the titles that get the lower
audiences and keep those with the higher audience — although this is not always the case.) New title
development therefore involves risk taking and lower average audience in order to find the successful
programmes of the future. However, we assume that over time, the higher level of new titles has no
positive or negative impact on the audience across the schedule except for the reduced average
audience for the increased levels on new commissions.

Therefore, the likely viewing hour reduction is a 15 to 20 per cent audience decline for 5 per cent of
programming, which then sums to a reduction in BBC viewing hours of between 1 per cent and 1.25 per
cent. This would reduce BBC One audience share by between 0.22 and 0.28 share points.

The shortening of high output, long term titles in the schedule to allow for this increase in new titles would
cause a similar level of viewing hour reduction. With about 20 per cent of the schedule accounted for by
non-news long running strands, a drop to 15 per cent, with the replacement programming (which could be
the new titles or extensions of shorter existing strands) getting only 80 per cent of the average audience
of the previous output, BBC One viewing would fall by 1 per cent, contributing another 0.22 share point
fall in BBC One’s audience share.

A shift in genre mix in peak time on BBC One might include an increase in arts, religion/ethics,
health/science, history and current affairs programming. Analysis by O&O suggests that there is about
100 hours per annum of output on BBC One in peak-time in these genres, and that on average they
obtain an audience between 1 and 2 million lower than average audiences for the rest of BBC One
output. We have modelled a tripling of this output from 100 hours to 300 hours. If we take the mid-point
audience loss estimate, and assume that these extra 200 hours of more demanding output have an
audience 1,5m lower than the typical BBC peak-time audience, there is an overall loss of 300 million
viewing hours — representing a 1.9% drop in BBC One audience (there are approximately 16 billion
viewing hours to BBC One per annum). This equate to a 0.4 BBC One share point decline.

% Based on past reviews by O&O of the UK programming market for investors in UK independent producers.
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There might also be a switch to more demanding programming within genres in peak — for example
comedy — especially situation comedy — replacing quiz and panel shows and family entertainment shows.
New situation comedy has a high failure rate, so any increase in output would involve a reduction in
audience in the short/medium term, and if future higher levels of output also meant more titles rather than
more output of current titles one might expect the average audience to fall in the long term too. But this is
harder to model as situation comedy currently gets higher average audiences than quiz and panel shows
and costs more. Given these complexities and the fact comedy costs more we have left it out the
modelling.

Shifts within genre to more demanding subjects in drama, factual entertainment and human interest
programmes for at least some of the output might be expected to contribute to an increase in
distinctiveness — with the result that average viewing hours in these genres fall by 20 to 25 per cent.
Currently, these genres account for approaching 3 billion hours in peak time, with the largest volume of
hours contributed by drama series and drama one-offs. A reduction of 600 million to 750 million viewing
hours would amount to a reduction of between 3.8 and 4.7 per cent in total channel viewing. This equates
to a 0.83 to 1.03 share point reduction.

A shift in genre mix and mix within genre in daytime to a more demanding schedule with more arts,
science/health, history and current affairs strands and more demanding subjects in factual entertainment
and lifestyle output and a more demanding mix of panel and quiz programmes has been modelled with
1,000 hours of output assumed to be getting a 0.3 million to 0.4 million lower average audience than the
programming it replaces. This could reduce overall BBC One viewing by 300 million to 400 million viewing
hours or by between 1.9 and 2.5 percent. This equates to a loss of BBC One audience share of between
0.4 and 0.55 share points.

A shift to a more innovative approach to these genres is more difficult to quantify, as it might lead to
improved average audiences, but much more variance around the average (the higher risks explain why
the commercial market is generally less innovative), so it is probably best to assume no audience impact
or a slightly negative commercial market impact (the main positive market impact being felt in the content
supply sector).

The impact of less counter-scheduling — especially of crime dramas — is both harder to assess and likely
to be small given the limited number of clashes (even though Oxera’s work measured the impact on ITV
crime dramas it did not measure the impact on the BBC dramas). Overall the impact on total BBC One
audiences would be minimal, and is more about the impact on ITV1’s relative returns to drama and its
investment in that genres than the impact on total audiences and revenue.

So overall, as summarised in the table below, total BBC One share would reduce from its current level of
22 per cent by between 2.07 and 2.48 share points to an audience share of 19.5 per cent and 19.9 per
cent. We expect some of this viewing to either disappear or transfer to other BBC services or pay only
services. A realistic assumption might be 10 per cent of viewing, leaving commercial viewing with a 1.86
to 2.23 percentage point gain.

Total commercial TV share is current 67 per cent of viewing, which means the percentage point gains in
audience from transferred BBC viewing represent 2.8 per cent and 3.3 per cent increase in commercial
impacts. Given that much of this transfer is likely to be to the commercial PSB market, where advertising
elasticity is likely to be lower than the overall market, it's probably reasonable to apply a -1.5 elasticity to
this increased audience, which implies that every 1 per cent increase in impacts reduces price by 0.67
per cent, and increases revenue by 0.33 per cent.
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Table 1: Impact of greater distinctiveness on BBC One audience

COMMISSION MORE

Increase from 20% to 25% average

New titles obtain 75% to 80% of

STRANDS AND TITLES IN Crodon eff beroftit existingtitle average 0.22t00.28
PEAK AND NON-PEAK nock-oneffectonnumberoftitles 1% to 1.25% reduction in total viewing
SHORTER RUNS OF HIGH Accounts for 20% of BBC One output Ne(;/y outpu; SBIEBERTS elpievion:
OUTPUT LONG-TERM A —_ el HCICNCCSIdIC 0.22
TITLES IN PEAK ssume this reducesto 15% of output 1.0% reduction in total viewing
SRR B R More arts, religion, current affairs, 1.5m loweraverage audience
science and history in peak illi iewi
GENRES IN PEAK . 300 millionfewerviewing hours 04
Anincrease from 100 to 300 hours 1.9% reduction in total viewing
More demanding drama, human Hlion viewi ;
MORE DEMANDING . comedfandfactual 3 billion viewing hoursinthese genres
PROGRAMMING IR 600m to 750m fewerviewing hours 0.83t01.03
WITHIN GENRES IN PEAK 20% to 25% lower average audience 3.8% to 4.7% reduction in total viewing
MORE DEMANDING More arts, current affairs and science, 0.3m t0 0.4m reductioninaverage
GENRE AND historyin non-peak—500 hours audience perhour 0.4t0 0.55
PROGRAMME MIX IN More challenging factual entertainment 300m to 400m fewerviewinghours : -
NON-PEAK and lifestyle—500 hours « 1.9% to 2.5% reduction in total viewing
TOTAL 2.07t02.48

So the 2.8 to 3.3 per cent impacts gain, would convert to a 0.93 to 1.1 per cent revenue gain. With TV
advertising revenue in the UK of £3.6 billion, this would represent an increase in revenue of £33m to
£40m. The impact on ITV and ITV1 is less easy to predict, and would depend on its own price elasticity
compared with the market average, and its share of the impact gain. It is likely that its share of the impact
gain would be high, increasing its share of commercial impacts versus rivals, but also that its own price
elasticity is less than the market average, which would cause its price to drop more than average from an
increase in impacts.

Across these two effects it might even be possible for ITV to gain more than the £33m to £40m market
gain by effectively taking revenue share from its rivals (its share of impacts gain being more than its
relative price drop).

In addition, over time, with more competition from the internet even PSB network elasticity could increase
to -2, which would imply a future 2.8 to 3.3 per cent impacts gain could convert to a 1.4 to 1.65 per cent
revenue gain. At a total £3.6 billion TV ad market size that would equate to £50m to £60m increase in
advertising revenue.

The impact of a more differentiated BBC on the pay TV sector is less easy to quantify. It is possible that
the move might encourage slightly greater take up of pay TV, especially if commercial PSB did not spend
any of its additional revenue, but more distinctive BBC output in some genres like drama might actually
skew the BBC more towards output with high value per consumer rather than higher audiences, which in
turn is more of a substitute for the material on pay TV platforms — much of it commissioned originally by
US pay platforms. This could hold back pay TV take-up, although if the secondary rights to this material
were available on pay channels and/or the BBC was more inclined to do deals with pay TV to window
content between its channels and pay, such a shift might in the end help pay TV take up.

Impacts on UK content, consumer surplus and the content supply sector
The impact of the shift in distinctiveness at BBC One on the overall value of UK content to UK consumers

and then the content supply sector would depend both on the direct changes in BBC output and on how
the commercial sector used its increased potential revenue.

More new titles, would be likely to be a boost to the UK content supply sector, as long as it did not replace
those long running genres on the BBC with the most overseas value potential (we assume a reduction in
the length of run of long-term titles, not that they are cancelled).
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For UK consumers the combined impact of more new titles, more heavy PSB genres and more
challenging material within genres is difficult to discern without more research. Overall it depends on how
far consumer value — and for that matter public value — is driven by the size of audience or the value per
consumer. Fewer people might be watching these programmes but each viewer might gain more
incremental value from output which is more differentiated compared with that on commercial PSB
services. It certainly should not be assumed that the consumer value of BBC One would drop just
because its share dropped by 2 percentage points or so.

How much the commercial sector might increase its own content investment depends on the competitive
dynamics of the commercial sector and whether ITV responded to a higher return on investment in its
crime drama as a consequence of complementary BBC scheduling by commissioning more drama.

It is, however, unlikely that the commercial sector would invest less in content due to a shift in BBC One
positioning and quite possible it would invest some of the £33m to £40m initial revenue gain.81

Overall impact

While the previous section showed a fall in BBC TV revenue and spending would cause a negative net
market impact (albeit less negative than some have claimed recently), the impact of a move by BBC One
to a more differentiated schedule is likely to have the opposite effect. It would almost certainly have a
positive commercial market impact, although that might be in the form of ITV profits rather than consumer
surplus, and it could well have a positive net market impact, as a more distinctive BBC One schedule
would be as likely to increase total consumer benefit from BBC output as it would be to decrease it.

In terms of the content supply market, more new titles would probably be a boost, a more challenging
genre mix and mix within genre could have either a positive or negative effect. If commercial TV invested
some of the increased revenue in content that could also add to the positive benefit.

Case study — Artsworld/Sky Arts and BBC Four

The history

Artsworld was launched in 2000 as a new independent arts focused cable and satellite channel with
coverage of music and opera performance and arts documentaries, and was offered as an extra a la
carte channel at £6 per month. It was backed by high-profile individuals (such as Sir Jeremy Isaacs, head
of the Royal Opera House at the time, and former founding chief executive of Channel 4), the Guardian
Media Group and BSkyB. It was headed up by John Hambly, a former managing director at Thames TV
who had also run the successful bid for Channel 5 by a Pearson plc led consortium in 1997.

The BBC announced its plans for BBC Four covering serious and specialist factual programming plus arts
and performance to replace BBC Knowledge, its initial pilot channel in 2001, and gained approval for the
launch of the channel in mid-2002 from the DCMS. Artsworld protested at this plan from the outset, and in
particular the provision of the channel for the basic licence fee rather than an alternative option rejected
by the UK Government — that new BBC services should be funded by a new incremental charge to those
that chose to upgrade to digital TV.

Following the approval of BBC Four by the DCMS and with a reported subscriber base of just 100k,
Artsworld went through its own funding crisis, and was on the verge of closing when a new shareholder
funding and subscription management fee deal with BSkyB helped it survive but with a much lower cost
base. At the time a BBC spokesman was quoted as saying that Artsworld’s managing director had
phoned Greg Dyke (then BBC Director General) to assure him that the launch of BBC Four was not
responsible for its current financial difficulties. However, in a submission to the Culture Select Committee
in 2004, Artsworld management did claim BBC Four’s launch and presence had caused them significant
difficulties.

In 2003, BSkyB had increased its shareholding to 50 per cent and GMG exited as a shareholder. By mid-
2005, BSkyB took 100 per cent control and upped the programming budget so the service could buy

8 A lower investment scenario by the commercial sector would be most likely if ITV gained revenue share and Channel 4 lost
revenue, with ITV having lower incentives to invest in more programming than Channel 4’s likely reduction in revenue.
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more external archive material and brought the channel into its basic tier. In 2007 it was rebranded as
Sky Arts and now forms an important component of the Sky TV offer with a mix of performance coverage,
factual programming and some commissioned shows including one-off plays and artistic competitions.

The market impact

At the time of the DCMS proposal and the assessment of market impact there was a focus on Artsworld
and the impact of BBC Four on an independent channel trying to fund itself from a la carte subscription
and a concern that BBC plans might have a disproportionate impact on the channel.

There were a number of considerations:

e the BBC service would get those interested in the arts to switch to multichannel digital TV earlier and
provide a broader base for Artsworld to sell to, which might more than counter any negative impact on
Artsworld’s current or likely future subscriber base in the absence of BBC Four;

e the BBC service as free at the point of consumption would increase the access and reach of arts events
and institutions much more than an a la carte subscription service;

e advertising revenue was relatively unimportant to the channel as a low reach a la carte service, and
therefore it was unlikely that the BBC would take much advertising revenue away.

There was some suggestion in submissions to the DCMS review that Artsworld had tried to licence BBC
archive arts material but was told the cost of clearance was too high, but this did not feature prominently
in the Barwise review of 2003/04 — by which time the service was becoming more closely linked to
BSkyB.

Consideration was also given in the reviews to the economics of an a la carte channel and the charges
made by Sky for subscription management and platform access, which were being reviewed by Ofcom at
the time, which may have been the main cause of Artsworld’s financial difficulties rather than the launch
of BBC Four.

Implications

While the BBC’s launch of new services can have a disproportionate impact of start-up services trying to
cater for the same tastes, it was still not clear whether the broad market impact — more digital
multichannel homes — might not outweigh the specific substitution impact. Nor whether the channel’'s own
difficulties were due to the wrong business model and the regulations regarding third-party access to pay
platforms that applied at the time.

In the event, Sky Arts has gone on to be a thriving and important service alongside BBC Four, so the only
remaining issues are probably whether the launch of BBC Four prevented the emergence of an
independent channel operator in the UK market, and the longer-term implications for competition in the
pay TV sector. Even on this issue, it would go too far to suggest that the survival of that independent
channel would in itself have caused a significant change in the UK pay TV market.

The issues around the BBC licencing of content to third-party channels remains. BBC Worldwide’s 50 per
cent joint venture, UKTV, did not launch an arts or cultural channel although it has made some use of
music and arts output across some of its channels. The BBC does make extensive use of its arts and
cultural archive on BBC Four while little finds its way to the commercial market. Whether the licensing of
BBC material to Artsworld could have helped it survive as an independent channel and in the longer run
helped develop a commercial secondary market for BBC output on pay TV that might complement the
BBC services in a way Sky Arts does not, and eventually helped increase overall funding to BBC arts
programming, is not clear.

© Oliver & Ohlbaum Associates Ltd and Oxera Consulting LLP 109



5.1

BBC television, radio and online services: An assessment of market impact and distinctiveness

Radio and audio on-demand market impacts

Main findings

The BBC is the largest player in the UK radio and related audio on-demand market. It has 54 per cent of
the measured radio audience and spends 50 per cent more on its radio services than the total income of
commercial radio, and probably more than twice as much as commercial radio spends.

The BBC’s provision of audio on-demand radio programming content via the Radio iPlayer, the
audiovisual version of Radio 1 and the Playlister music service probably make the BBC the only
significant UK based rival to global services such as Audible (Amazon), Spotify, Pandora and Vevo®.

BBC radio provides much output that the current commercial radio sector has no ability or desire to
supply, including live concerts, extended playlists, new acts and documentary and current affairs across
its popular music services; expensive genres of new speech output such as comedy, drama,
documentaries, investigative current affairs, and extensive news bulletins at a national, local and regional
level on Radio 4, Radio 5 Live, Radio 4 Extra, and BBC Local radio and services for the Nations; and the
new works, arts and cultural programming and extensive live concert output on Radio 3.

While some of this output might be available increasingly through on-demand commercial audio services
over the next 10 years, much of it is likely to be available only at high unit prices, be focused on global
rather than UK audiences, and with each individual programme likely to reach only small numbers of
individual listeners in the UK.

But the BBC’s popular music service audiences do overlap commercial radio’s core 25 to 44 year old
audience, while its popular speech radio services do compete for the sports, news and chat audiences
with the commercial sector. The BBC'’s strategy of developing its own linear and on-demand outlets for its
archive output probably increases the costs of market entry for any UK commercial rival to an Audible or
even Spotify.

In the long term, DAB, and eventual digital switchover, might eventually release spectrum. It may also
help commercial radio develop a platform that will give it more share and revenue than a complete long-
term switch to web-based internet listening via WiFi and mobile. In the short term, however, the BBC’s
role in driving take-up of DAB leaves the commercial sector with increased costs and limited incremental
revenue from DAB, especially for DAB-only services.

The BBC’s current DAB proposition takes some audience share and reach away from commercial DAB
services (especially DAB-only commercial services), although not on a proportionate basis. Although the
revenue substitution is likely to be very small in total and spread across a number of services, its overall
impact on the commercial sector's DAB-only offering needs to be taken into account in the medium term,
given the still challenging economics of DAB-only commercial broadcasting until DAB penetration moves
towards 90 per cent.

The positioning of the BBC’s popular music and news and sport radio stations (Radio 1, Radio 2 and
Radio 5 Live) with a significant overlap with the core commercial sector 25 to 44 year old listener age-
group, and their overall broad reach and high share are most probably leaving the commercial radio
sector £22m to £38m a year smaller than it might be were the BBC’s music led services more closely
focused on the under 25s and over 50s and Radio 5 Live more focused on hard news and tier 2 and tier 3
sports. This could grow to £28m to £47m a year over the next 10 years as radio advertising faces greater
competition from the internet and needs scale even more to defend its revenue base.

The commercial sector would be unlikely to use this extra money to provide documentary and built
speech programming for the 25 to 44 year old audience. However, it might provide a broader range of
music and tracks across an extended range of DAB services, and invest more in star presenters and
some live music in order to persuade Radio 1 and Radio 2 listeners to come to commercial radio rather
than move to streaming services or other BBC services.

8 Other UK commercial services do exist — such as 7 Digital.
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Much would depend on how listener behaviour changes over the next 10 years. If 25 to 44 year old
listeners become more willing to mix and match their radio services with DAB and online access, they
might obtain a similar music mix as today while sampling built speech and documentaries from the BBC
by dipping into other BBC services and/or accessing on-demand content. In such circumstances
consumer and public value across radio might remain the same or even increase but with a larger role for
the commercial sector.

More open access to BBC archive might also help improve the range of commercial DAB and on demand
audio services in the UK. Furthermore, co-operation between the BBC and the commercial sector on
developments such as the Radioplayer and Playlister could enhance UK commercial radio’s chances of
transitioning to the fully digital and web dominated age in the longer term.

Introduction

This section reviews the BBC’s market impact on the UK radio and related audio streaming and on-
demand markets. It lays out the BBC’s current performance and positioning, and gives a brief history of
developments over the last 20 years, covering two Charter periods. It then summaries past and current
market analysis of market impact issues, looking at specific studies on the market impact of BBC service
changes, evidence of market impact in submissions to the Green Paper consultation in 2015, and more
general analysis of the market place in BBC service reviews, previous Charter and licence fee debates,
and Ofcom PSB and radio market reviews over the last 10 to 15 years.

It then goes on to identify outstanding issues as a result of gaps in past analysis or the need to update the
previous analysis for current and likely future developments. It seeks to fill some of these gaps with extra
0&O analysis and case studies. Finally, it draws out our conclusions and the issues that remain on the
BBC’s market impact.

Market trends and BBC performance and positioning — a brief overview

The changing UK radio market — audiences, services, advertisers and platforms

Overall listening volumes and reach have held up well over the last 15 years

Average measured radio listening has held up well over the last 15 years, with an 8 per cent fall in
average listening hours over the period (just 0.5 per cent a year), but a 3.5 per cent rise in total listening
hours (as the UK adult population has grown by 10 per cent over the period).83

Weekly reach has held up even better since 2000, at just under 90 per cent of UK adults across the
period. In an average week, 40 per cent tune in to both commercial and BBC radio services, with 25 per
cent of agults tuning in to just the BBC services and 25 per cent of adults tuning in to just commercial
services.

* Prospero (2015).
# See below for more details on market segmentation between commercial radio and the BBC.
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Figure 28: Aggregate radio listening in the UK, 2000 and 2014
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Source: Prospero, Oliver & Ohlbaum analysis

Radio consumption has traditionally been more segmented than TV consumption, although digital
radio is changing this

While viewers in DTT TV homes with a choice of 40 to 50 TV channels tend to watch 10 to 12 channels in
an average week, the typical FM/AM listener with a choice of 15 stations listens to only 2 stations in an
average week — radio listening tends to be segmented; TV watching fragmented. However, the arrival of
wider DAB and internet radio choice can push the number of stations listened to in an average week to 4
or 5. Once listeners have access to IP based services with on-demand music and spoken audio, they can
begin to mix and match station listening with on-demand listening to piece together a more personalised
audio experience.

Analogue radio choice has expanded outside of London — especially commercial radio choice

The average UK listener across the UK now has a choice of 15 FM/AM licensed services, of which 8 are
national services and 7 local/regional services. (Some areas also have a small scale community radio
station.) This number of services is up from an average of 13 in the late 1990s and just 8 in 1990. The
largest change over the last 25 years has been in the commercial radio offering, which went from an
average of just two local services in 1990 to 3 national and 6 regional/local services by 2015. The BBC
still has 4 national FM services (FM being more popular than AM) versus the commercial sector’s single
FM national licence, Classic FM. This increase in commercial radio choice helped radio raise its share of
display advertising in the UK from 2 per cent in 1990 to 4 per cent in 2000.

But FM/AM listening choice does vary greatly across the UK, with London and the South East having over

25 services to choose from, large cities about 16, and market towns and rural areas between 7 and 12,
with the BBC'’s national service presence giving listeners a greater share of choice in these latter areas.
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Figure 29: Evolution of analogue radio listening choice

Share of analogue listening choice — average status across UK (1993-2015)
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The internet generation listens to less radio, and DAB is only now living up to original projections
Listening among the 16 to 24 year olds is now in long term steady decline, and this is beginning to feed
through to the 25 to 34 year olds as the internet generation matures. Teenagers now spend more time
listening to on-demand music and audio streaming services and digital audio downloads than radio
stations. One of the main reasons average listening across the population has declined only slightly has
been the ageing of the UK population, with older groups listening to more radio than younger groups.

The hoped-for switch from still limited choice analogue FM/AM reception to wider choice DAB reception
(typically 2 to 3 times as many stations as available in analogue) has not occurred as rapidly as originally
envisaged. However, DAB reception has improved markedly in the last 2 to 3 years, for both national and
local/regional services. Currently, 54 per cent of UK households have a DAB set, people are buying
almost as many DAB sets as analogue sets, and 30 per cent of cars have DAB reception, with 80 per
cent of all new cars sold now having DAB as standard.®

28 per cent of all listening is now to DAB, accounting for two thirds of all digital listening. It is the fastest
growing source of digital listening. (Listening via DTV sets accounts for 5 per cent of all listening, and
another 7 percent via internet delivery to a number of devices — making a total of 42 per cent of all
listening, with 2 per cent being unattributed to any specific type of delivery).

Commercial radio accounts for a greater proportion of choice on DAB than it does on FM/AM, and
accounts for a greater share of listening to digital-only services

Commercial services occupy more DAB slots on national and local multiplexes than do BBC services.
The BBC supplies an average of 12 services on DAB (6 FM/AM simulcasts and 6 DAB-only stations) to
the typical DAB listener across the country, while the commercial sector provides an average of 22.

Commercial DAB is made up of local and national analogue simulcast services, local analogue services
broadcast on DAB outside of the analogue reception area, and digital-only services (mostly national with

# Ofcom (2015c).
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some multiple area local services). Many of the digital-only services and out of area analogue services
also have distribution on DTV.

Measured BBC and commercial digital-only services distributed via DAB, DTV and online currently
account for 9.7 per cent of all listening (about 24 per cent of all digital listening), with commercial offerings
accounting for about 60 per cent of that digital-only service listening.

With the transfer of radio from analogue to digital, radio is becoming more multi-platform across
DAB, DTV and internet, and, on the internet, radio is converging with music and spoken audio
streaming and download services

The internet is now the second platform for measured digital radio behind DAB, and in these households
BBC and commercial radio services compete not only with hundreds of internet-only or international
overspill radio services, but also with on-demand music and speech services such as Spotify and Audible.
About 12 million UK adults now use an advertiser funded music streaming services, with 2 million paying
a subscription for a premium service, generating a £150m activity in the UK in total.

Commercial offerings on FM/AM and DAB systems are allocated by an Ofcom administered
licensing regime established by the 1990 Broadcasting Act aimed at enhancing commercial
listener choice and encouraging quality services (but not directly addressing total radio listening
choice, including the BBC)

Local/regional FM/AM station licensing is done on a “beauty contest” basis. Potential broadcasters submit
applications outlining how any new service will extend listener choice and meet local needs, while being
financially sustainable. The licence is then allocated, with the licensee being held to its output promises
on its music format, demographic targeting and speech, as these are codified into the fixed term licence
award. Non-compliance with the licence terms can lead to fines followed by licence removal. Requested
modifications to the licence are considered, subject to consultation and a review of the market and
listener demand.

INR AM/FM allocation was done in the mid-1990s, with the formats allocated to each frequency laid out in
statute. For instance, the national FM frequency had to be allocated to a non-popular music service, so as
to add to the existing local radio choice at the time, rather than cannibalise it. INR winning licensees also
had to pay an annual charge to Ofcom reflecting the value of the frequency. These annual charges were
ended in 2011 in recognition of the more competitive environment for commercial radio.

DAB multiplexes are allocated with a more general consideration of the range of services offered, rather
than each individual service — again with the aim of extending listener choice while maintaining financial
sustainability.

Commercial radio in the UK is therefore not the result of an entirely free market —open to any applicant or
to the highest bidder for the frequency. Rather it is a managed market, where extending listener choice
across the commercial sector was a key criterion. Importantly, however, the allocation of commercial
licences focuses on commercial choice only. It takes account of the BBC offering only in so far as it might
impact the achievable audience share, advertising revenue and sustainability of the station.

With digital heading towards its key 50 per cent of listening target, the Government is currently
reviewing the different levels of regulation on commercial DAB and FM/AM licensees with the aim
of bringing them closer into line

The Government has said it will review setting a date for analogue switch off when digital listening
reaches 50 per cent of all listening, and when DAB coverage of national services matches FM coverage
and when local services are at 90 per cent coverage (this should be reached by the autumn of 2016).
With digital listening now at 42 per cent and coverage moving towards 90 per cent, the Government is
looking at bringing closer together the regulation of commercial FM/AM radio and DAB. This will
effectively reduce the overall level of regulation across commercial radio, and is likely to leave FM/AM
stations with more freedom over formats and content than at present®.

% DCMS (2014).
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Radio advertising has been flat overall since 2003, and its share of all display advertising has
fallen from 4 per cent to 3 per cent; better than press advertising performed over the period but
worse than TV. Subscription radio services have not taken off in the UK as they have in the USA
Radio advertising comes from three main sources.?” First, mass market national consumer brands looking
for high reach of the 25 to 44 year old core commercial radio market, with an ability to vary their
campaigns across the regions and cities of the UK. Often their aim is to complement expensive brand
building TV campaigns with lower cost, sales driven frequency on radio, or to substitute for TV entirely
with a more cost effective alternative to build their brand.

Second, local advertisers seeking an alternative to local press in providing the geographic targeting they
need, but also achieving high weekly reach. Third, more targeted brand advertisers looking to reach a
specific sub demographic, where TV’s broader channel demographics often lack the precision and
segmentation of specialist radio, and where specialist press advertising is both expensive and low
frequency and with generally lower reach.

National advertisers, either mass market or targeted, make up about two-thirds of revenue and local
advertisers about one-third. Within national advertising, national brands looking for broad reach of the 25
to 44 year old market probably account for over 75 per cent of the total. This means that local or national
advertisers targeting broad reach within each radio market probably account for well over 85 per cent of
income, and niche advertisers less than 15 per cent. Evidence of the value of high reach comes from
achieved CPTs (cost per thousands) within any regional or local market. 8

0&O estimates that the commercial radio station that achieves the highest reach within a local market will
tend to sell its airtime at a 20 to 30 per cent premium to the second placed station. A quasi-national brand
that offers the opportunity to buy high reach across a number of individual different local/regional markets
will sell at a premium to a national station or individual independent local stations. Finally, stations with
younger or more upmarket audiences sell at higher CPTs, with much lower prices traditionally paid for
over 50s audiences, especially over 50 C2DEs.

Advertisers generally buy spot ads or sponsor specific slots or specialist output, such as news, weather,
travel, or chart shows. Radio advertising accounts for just over 3 per cent of all display advertising. This is
low by international standards, and down from just over 4 per cent 10 years previously. (This is, however,
better performance than seen for the press, whose share of the display market has fallen by almost a half
under attack from the web; but it is worse than TV, which has seen a slightly rising share of the display ad
market in the UK).

While radio advertising has grown overall since 2009, this was following quite a deep recession in
2007/08, and very modest growth from 2003 to 2007 following a downturn in 2001/2002, with total radio
commercial revenues still lower in nominal terms 2014 than in 2000.

Subscription radio services have not taken off in the UK (or in Europe) as they have in the USA, with
satellite and local highway booster delivered services such as Sirius in the USA having about 25m
subscribers. The success of subscription radio in the USA has been put down both to the focus of
commercial radio on formatted music radio and limited types of speech, and the largely local nature of
most commercial radio in the USA. Subscription radio being the only place to hear niche music radio and
a range of national speech services with big name national names such as Howard Stern and Martha
Stewart.

The BBC versus commercial radio — changing fortunes

In 1973 the BBC lost its monopoly over UK radio broadcasting with the launch of LBC and then Capital
Radio in London.®® It also now accounts for less than half the available average radio station choice
across the UK on both analogue FM/AM and DAB. Nevertheless, the BBC has retained a majority of radio
listening throughout the last 42 years, with a higher share of radio listening in 2015 than in 2000.

8 See Ofcom Annual Market Reviews — Radio and Audio sections and reports by the Radio Advertising Bureau, part of the
Radiocentre.

¥ When estimating the impact of the BBC on the commercial market, we focus on the main ad market serviced by commercial radio
— the broad reach of the 25 to 44 age group for national and local advertisers.

% |llegal commercial services (e.g. Radio Caroline) and overspill European stations (e.g. Radio Luxembourg) had been the only
commercial offerings before that.
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The BBC has a mix of speech and music stations, operates at a national, nations and local level,
and covers most demographic listener groups across its portfolio

The BBC'’s popular music offering is delivered via two broadly based FM/DAB networks: Radio 1 focuses
on the under 30 audience, and Radio 2 on the over 45 audience. Radio 3 covers classical music and
arts/cultural output, with some coverage of jazz and world music. The DAB-only stations are more
narrowly focused: 1Xtra targets the under 25s and urban; Radio 6 Music is aimed at popular music lovers
aged from 25 to 60, with a taste for a wide variety of rock and pop output (although 60 per cent of its
audience is between 25 and 44).

The BBC'’s speech service offering is focused on FM/AM/DAB Radio 4 (mixed schedule of news, current
affairs, documentaries, drama and comedy) and AM/DAB Radio 5 Live (news, discussion and sport).
Radio 4 Extra and Radio 5 Live Sports Extra on DAB offer Radio 4 repeats and archive material, with
some extra children’s and comedy content, and extra sports coverage respectively. In addition, its 40
local radio stations in England provide a mix of local news and information and discussion with some
music. BBC Radio Scotland, BBC Radio Wales and BBC Northern Ireland do the same for the nations,
but with some drama, sport, comedy and current affairs added in, while Radio Cymru does the same in
the Welsh language.

The BBC DAB offering covers simulcasting of its 5 national FM/AM networks and its 40 local radio
services for England and 4 Nations service (3 in English plus Radio Cymru), plus six DAB-only services:
1Xtra, Radio 6 Music, 4 Extra, Radio 5 Live Sports Extra, the Asian network (an extended national service
based on an original regional AM service for the West Midlands), and BBC World Service.

In terms of demographics, two of the BBC services skew to a younger audience (Radio 1 and 1Xtra); two
cover the 25 to 45 age group for the most part (Radio 6 Music and Radio 5 Live); while the rest skew to
the over 45s, with Radio 4 and Radio 3 more skewed to an ABC1l audience, and Radio 2 and
local/nations radio more C1C2DE. There are overlaps between Radio 5 Live and local/national radio
audiences in speech radio, and Radio 2 and local/nations radio in terms of demographics.

The radio market is generally more segmented between the BBC and the commercial operators
than TV, with distinctive BBC and commercial radio heartland audiences

The UK radio market remains a generally segmented market between the BBC and commercial radio
(explaining the 50 per cent of the adult population who listen to only BBC radio or commercial radio in an
average week). Commercial radio is centred on music radio formats and focuses on the 25 to 44 year old,
C1C2 sociodemographic market, with some outreach to older, male, upmarket, and younger audiences
with the likes of Classic FM, BBC Local Radio, Planet Rock, Radio X and Kisstory. The BBC has a more
even spread of music and speech services focused on the over 40, ABC1 audience, with outreach to
C2DEs (local/nations radio, Radio 5 Live and Radio 2), and the under 30s (Radio 1 and Radio 1Xtra).

From 2000 to 2008 the BBC made significant share gains, with services such as Radio 2, Radio 6 Music
and Radio 5 Live making significant inroads to the commercial heartland. This growth was against a
background of a reversal in commercial radio’s gains in the late 1990s that had resulted from the
expansion in the number of commercial AM/FM services available across the UK over that earlier period
and a rapid growth in radio advertising.

The loss in share for commercial radio was probably due to three factors: (1) largely flat revenue growth
for the sector, caused in part by an ad recession of 2001 to 2003, and then growing competition from the
internet from 2006 onwards, compared with significant increased investment from the BBC in its FM/AM
and its new digital portfolio of stations; (2) the challenging economics of DAB-only commercial services,
with both slower than expected take-up of DAB listening and flat overall sector revenues (which led to the
cancellation of plans for a second national commercial DAB multiplex and a rationalisation of services on
the original national multiplex Digital One); and (3) a move by Radio 2 to cater for a younger audience
demographic, while BBC Local Radio focused more on the over 50s, often with high profile TV
presenters. These changes, together with the launch of Radio 6 Music and the strong sports rights
portfolio of Radio5Live, helped the BBC make more inroads to the commercial radio heartland 25 to 44
year old demographic.

A further cycle of commercial revenue pressures caused by falls in commercial radio share and reach
compounded this situation.
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Figure 30: Radio market share — all BBC versus commercial radio, 1999 to 2014
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Changes in commercial regulations (recommended by Ofcom and enacted in the Digital Economy
Act 2010) and the establishment of quasi-national network brands such as Heart, Kiss and Capital
with hybrid analogue and digital distribution have helped commercial radio fight back since 2008,
despite still relatively weak revenue growth performance

Since 2008 (and despite still weak growth in advertising revenue®), commercial radio has contained the
loss of total market share to the BBC, and has grown its share of the commercially valuable 25 to 44 year
old demographic. This has been driven by the strong performance of FM/AM INR stations and the
emergence of quasi-national network brands such as Heart, Capital, Magic, Gold, Smooth and Kiss.
However, in 2015 commercial radio was still some way short of its 2000 total market share and share
among 25 to 44 year olds, when the BBC started to expand its service portfolio and overall investment in
radio.

These quasi-national networks use a combination of FM/AM and DAB coverage for a large number of
local/regional stations operating under the same brand name. They share networked programming
outside of peak hours, have automated programming overnight, and often produce local news and
information from regional hubs.

These changes were allowed by a series of regulatory reforms recommended by Ofcom in 2007/2008,
and the Myers Review of 2009, and enacted in the Digital Economy Act of 2010 which were in part a
response to the challenges commercial radio had faced since 2000. The reforms loosened rules on
networked programming outside peak hours, automated programming across the night, and out of area
local news production. They also created a more transparent system of reviewing requested changes in
commercial formats, which effectively allowed stations more flexibility in making changes to their music
format and/or the mix of speech and music. The review and subsequent Digital Economy Act also
completed the local DAB multiplex map to allow most analogue AM/FM commercial local and regional
stations across the UK to simulcast in DAB, as well as extending the reach of the quasi-national
networks.

% The general advertising recession of 2008/2009 was compounded in 2010/2011 for commercial radio when the UK Government
ceased all Central Office of Information (COI) advertising as part of its austerity measures, the COl was a major user of radio
advertising.
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The quasi- national brands created a single cost effective proposition for national advertisers, while
appealing to local tastes and demographic subgroups across the country and providing high local market
reach for local advertisers. These quasi-national brands now account for about 22 per cent of all listening,
and about 50 per cent of all commercial radio listening.

Figure 31: Share of commercial listening by type of provider, Q3 2015
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Commercial radio today is much stronger financially than 10 years ago but, with a few exceptions,
is still very much focused on popular music led formats targeting the 25 to 44 commercial
heartland market, reversing its move into mixed music and speech formats in the late 1990s, and
moving a long way away from the full service local radio services envisaged in the 1970s and
1980s

From 2008 onwards, the portfolio of strong regional commercial station brands that emerged in the 1990s
offering a mix of speech and music, such as Century Radio, Real Radio and Saga Radio, has been
subsumed into the music led quasi-national formats of Heart and Smooth.

The new structure of commercial radio is also a long way away from the initial full service local station
vision of the 1970s and 1980s, when stations such as Capital, Piccadilly and BRMB provided a wide
range of music genres alongside significant local news and current affairs. This has left local/regional
speech output outside London largely to BBC Local Radio and its service for the nations, while it still
dominates the national speech radio market with Radio 4, Radio 4 Extra, Radio 5 Live, Radio 5 Live
Sports Extra versus commercial radio’s TalkSPORT and the quasi-national LBC.

Radio 2 is by far the most popular radio service in the UK, and on current performance could
probably be profitable as a commercial service

Radio 2’s current audience share could probably generate £80m to £120m a year in advertising revenue,
which would leave it as a profitable service given its c. £70m total running costs. But such a shift could
cause many existing commercial services to go into loss if the advertising market did not expand
significantly. A commercial Radio 2 would also have to be given a regulated remit to achieve this. This is
because, while Radio 2 could be commercially profitable, it would probably not be the profit maximising
solution for the use of a new national FM frequency, and its prospects would diminish as analogue switch-
off approached.
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A challenging future

The rise and relentless growth of the internet and its move on to portable devices poses a challenge to
both traditional radio consumption and radio’s share of the advertising market, even if traditional listening
in the home and car for music and companionship remain.

Strong recent performance of DAB take-up and listening in the UK is likely to leave established
commercial radio stations with a significant reach and share advantage over internet services for at least
the next 10 years. This should help them maintain their advertising CPM premiums, while new, more
targeted, advertising opportunities on their web simulcasts and on-demand services might help them
bring in new incremental revenue streams.

But there is likely to be continued pressure from web based advertising (radio share of display advertising
has fallen in the two most advanced web advertising markets: the UK and USA). Demand from both local
advertisers and national brand advertisers looking to regionalise their campaigns is likely to become more
elastic (as local targeting of adverts to TVs and portable devices becomes more widespread). This will
increase the need for commercial radio to grow the size of its audience to defend its position against
these rivals for their revenue.

The under 30s are likely to continue to move away from FM/AM and DAB radio listening towards web
broadcasting and on-demand music and audio services, where both the BBC and commercial radio face
many more rivals. This trend is also likely to feed through to the 30 to 45 age group over the next 10
years.

A long term doubt remains, therefore, over the sustainability of commercial services based largely on
popular music formats — especially those focused at the under 45s — if they are unable to invest
significantly in the best presenters and some additional high interest speech material when the majority of
consumers will soon be able to construct their own music playlists and be prompted with
recommendations on suitable new music from a range of streamed music services — increasingly global
in scale but local in feel.

In order to thrive, commercial radio will probably have to do one or more of (1) develop very strong niche
music brands: (2) increase the star quality of their presenters and speech output to maintain listener
loyalty and high reach for their broadly based local and quasi-national services aimed at the 25 to 44 age
group; (3) develop their advertising proposition to make the most of the internet consumption opportunity;
and (4) move into on-demand music and speech audio content and services, possibly diversifying into
direct consumer payments as well as more targeted on-demand advertising.

BBC market impact assessments

Past reviews and Green Paper submissions

The literature review conducted for this report suggests that the most significant relevant past studies on
BBC radio, its distinctiveness and market impact were the following.

e The Gardam Review of the BBC’s Digital radio service proposition (and the BBC Management and
Ofcom submissions to those reviews) (2004).

e The BBC Submission to the Burns Review on the Market Impact of the BBC’s analogue radio services
(2004).

e The Ofcom Review of the future of radio — from 2005 to 2007.

e The Ofcom PSB Reviews in 2006, 2009 and 2014.

e The BBC Trust service reviews of BBC FM/AM network services — 2009 to 2015.
e The BBC Trust service reviews of the BBC Digital portfolio — 2009 to 2015,

e The BBC Trust Review of plans to close Radio 6 Music (2010).

e The BBC Trust Review of radio content supply (with a commissioned study by Grant Goddard) (2010).
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e The BBC Trust Review of sports rights complaint brought by BBC Local Radio (2009) followed by the
MTM Review of sports rights bidding for the Trust (2011).

e The BBC Trust Review of the BBC’s on screen and on air talent spending (2008).

e The Myers Reviews of local radio services (2009), synergies in BBC popular music stations (2011) and
BBC Local Radio (2012b).

e Ofcom annual reviews of digital radio in the Communications Market Reports

The Green Paper consultation process also received material relevant to issues about BBC market
impact in submissions from the BBC, Global Radio, UTV, the Radiocentre, and the Radio Independents
Group (RIG), some of which has been re-used in this report.

The main issues raised

Many of these studies recognise the positive market impact that the BBC can have on the commercial
sector by expanding the overall level of interest in radio and driving the switch to DAB. However, the
BBC'’s role has been questioned throughout the last 15 years.

The most-debated aspects of the BBC’s market impact on the commercial radio sector, reflected in the
studies outlined above, have focused on the extent to which the BBC:

e encroaches on the commercial sector’'s 25 to 44 year old heartland audience, especially with its popular
music led services (Radio 2, Radio 2, 1Xtra and Radio 6 Music) reducing audience share and reach and
advertising revenue;

e prevents commercial radio’s growth into adjacent demographics such as the under 25s, the 40 to 55
year old ABC1 market, and the 30 to 50 year old male market, with its range of well invested service
offerings, thus preventing commercial radio from developing new advertising markets;

e s sufficiently distinctive from the commercial market in terms of the music played and the type of speech
output offered. This lies at the heart of the improved net market impact claimed by the BBC;

e s targeting potential commercial audiences with its DAB offering while not driving platform switching fast
enough to make DAB-only commercial services profitable, thus weakening commercial radio’s chance of
growing its audience;

e enjoys an unfair competitive advantage through cross-promotion of services and programmes on its TV
services and the use of key on air talent across its TV, radio and online services;

e monopolises key contracts for live sports, preventing the emergence of either a strong or multi-network
commercial radio sports proposition;

e prevents and restricts third-party access to content and talent in the ways in which it retains and uses its
archive rights, or commissions its programmes and contracts key on air and creative talent, thus raising
barriers to entry for new services, and a barrier to targeting BBC heartland audiences for established
services;

e pushes up the costs of key on air and production talent, reducing the profitability and range of
commercial services.

The current and past evidence reviewed

This section summarises the evidence presented in all the above reviews and submissions on the BBC'’s
net market impact across radio and audio on-demand services. Market impact outcomes are divided into
three main categories: (1) direct revenue substitution of current rivals; (2) market structure and
competitive dynamic impacts; and (3) supply chain and adjacent market impacts. O&O have also added
any relevant data we could collate in the time available in each area to enhance the analysis. Some of
this has already been covered in the market trends section above.

The quantitative evidence is broken down into different types of time series and cross-sectional analysis,
output distinctiveness, and demographic differentiation analysis, and any relevant consumer/industry
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surveys, plus any work that has been presented on modelling potential commercial sector scenarios with
and without the BBC.

Direct revenue substitution of existing rival — the evidence

Distinctiveness evidence — popular music services

Much of the evidence on the extent to which BBC services take audience from the commercial sector,
and the associated impact on the commercial sector’'s advertising revenue is based on assessments of
how distinctive the BBC output is from the commercial sector. A lesser, but still important emphasis, is
also placed on how different the demographic positioning of the BBC services is. BBC management
analysis, in its strategy document, emphasised the distinctiveness of the output of its radio services.

More specifically, BBC management and Trust analysis suggests that each of the BBC’s popular music
led services (Radio 1, 1Xtra, Radio2 and Radio 6 Music) provides a distinct service when compared with
the current commercial market (and thus adds to overall range and quality across the market), in terms of:

e the range of music tracks and types played in a typical week;

e the prominence of new music and/or UK music;

e catering for minority tastes within the broad target audience of each network;
e the output of live music;

e the guantity, range and public value of the speech output and special features offered over and above
the music.

The implicit implication for market impact is that the people who listen to the BBC services would not be
available to listen to commercial services should the BBC not be in the market. Alternatively, if they did
shift their listening, they would spread their listening across a number of commercial services, implying
that no specific commercial service is being disproportionately adversely affected by the BBC’s presence
in the market.

BBC service reviews and its submissions to the Green Paper consultation provide plenty of evidence to
suggest that the BBC is well ahead of any commercial sector rival in terms of the 5 areas highlighted
above: range of music, UK music, catering for minority tastes, the volume of live music, and the volume
and range of speech output. Most of the evidence from the commercial sector does not contradict this
overview. But it suggests, first, that the BBC is not as far ahead as it claims, and, second, that much of its
speech and minority tastes output is kept far away from peak listening hours.

Over and above this, the submissions from Global Radio and the Radiocentre dispute the level of
distinctiveness of BBC radio services, both at a general consumer perception level and in terms of the
detail of their music playlists and the scale and scheduling of their speech content. Global Radio and the
Radiocentre provide survey evidence that suggests their own commercial services get higher scores from
listeners when asked “is gour favourite radio station distinctive from other stations?” than the BBC’s
popular music led stations. !

(i) Music playlists

Commercial radio providers dispute the extent of distinctiveness of the BBC’s music output, from the
commercial sector. Global Radio and the Radiocentre provide their own assessment of the playlists of
Radio 1 and Radio 2 and the overlap with commercial sector, claiming more overlap than the BBC
research in its service reviews has suggested.

The approach of commercial radio differs from the BBC in three ways. First, the schedule slot measured:
the commercial sector measures output only in the high audience daytime period, not evenings, when
Radio 1 and Radio 2 have more of their specialist music output. Second, the commercial sector measures
the range of tracks not titles. So, while it does not dispute that the BBC services play a wide range of

' RadioCentre (2015).
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tittes, many of these are played only once a day or a week, while the more popular tracks also played by
commercial radio are played many times by the BBC as well. So, if you measure tracks played, not
individual titles played, there is much more overlap with what one hears on commercial radio. Third,
commercial radio assesses the overlap of either Radio 1 or Radio 2 with the entire typical commercial
radio choice in many cities in the UK — Capital, Kiss, Heart, Smooth, Magic, Absolute — while the BBC
assesses the overlap with specific commercial services, on the basis that most people listen to only one
main commercial service, not the whole portfolio.

Figure 32: Overlap in tracks played — Radio 2 versus commercial radio

Commercial radio vs Radio 2 (weekday daytime)
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difeTenatracks 65% of Radio 2 tracks played
on commercial radio
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Note: Different tracks played in weekday daytime (06.30-18.30) between 1 July — 18 August 2015
Source: Radiocentre, Oliver & Ohlbaum analysis

The BBC shows that Radio 1 and Radio 2 have limited playlist title overlap with any specific commercial
service over the course of a typical day, while the commercial sector shows significant tracks played
overlap with the sector taken as a whole from 6am to 6pm. Both are from independent sources and both
we would trust to be perfectly accurate within the parameters measured.

Overall, it would seem more sensible to take the commercial sector approach on time period, and on
tracks played versus titles (as this does answer the question: “How likely is a listener to hear the same
music on a commercial and a BBC station?”). But the BBC approach on overlap with individual
commercial stations seems more reasonable than comparison with 4 or 5 stations combined, as few
listeners listen to more than 2 commercial stations in a typical day. However, measuring the overlap with
several commercial stations may become more relevant as DAB and web listening increase, and this
tends to increase the number of services listened to and the habit of switching stations more often.

While this data comparison is relevant for a view of the distinctiveness of the BBC services, it can be only
broadly indicative of audience substitution. It might be that many of the commercial listeners who also
listen to Radio 1 or Radio 2 would listen to their favourite commercial station more if it were not for there
being a broader mix on Radio 1 and Radio 2.

In addition, it provides an assessment only of how Radio 1 and Radio 2 compare with commercial radio

currently. It does not address counterfactual issues as to what the commercial radio sector might offer if
Radio 1 and Radio 2 became more niche services more akin to Radio 6 Music and 1Xtra.
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Figure 33: Overlaps in tracks played — Radio 1 versus commercial radio

Commercial radio vs Radio 1 (weekday daytime)

Commercial Radio

10,715
different tracks

931

et e, 53% of Radio 1 tracks played

on commercial radio

BBC Radio 1

Note: Different tracks played in weekday daytime (06.30-18.30) between 1 July — 18 August 2015
Source: Radiocentre, Oliver & Ohlbaum analysis

(i) Speech content

The commercial sector also questions the amount and make-up of the BBC’s speech content on the
popular music stations. In responses to the DCMS Green Paper consultation the commercial sector
provides evidence that most documentary output is outside peak time and not well promoted in peak time,
and that much of the speech within the main peak time programming is general chat and phone-in
material, not specific built content. The BBC Trust’s own recent service review (2015d) concurs partly with
this view, requesting that Radio 2 do more to promote its documentary output and upgrade its speech
content in peak hours.

Overall, there is no doubt that the BBC does include much more speech content in its music services than
the commercial sector. But its provision of more in-depth material does tend to be outside peak time, so is
heard by fewer people and does not compromise its overall share and reach unduly.

Distinctiveness evidence — other BBC services

Beyond the BBC'’s popular music service, the Global Radio Green Paper submission provides analysis of
Radio 3’s output. In its submission, it suggests that Radio 3 is trying to replicate some of the more popular
recorded music shows on Classic FM, not covering enough live music (which Classic FM finds most
uneconomic to do at scale), and not broadcasting enough less mainstream classical music repertoire in
peak listening hours. Although there is evidence that Radio 3 is now moving away from the more populist
approach of recent years.

Evidence from UTV, owners of TalkSPORT, is provided on Radio 5 Live output. It shows that Radio 5’s
live sports output is heavily skewed to the UK’s most popular sports — especially football — with limited
coverage of even tier 2 sports, never mind minority sports. It also shows that the Radio 5 Live is seen
more as a sports network than as a news network.

The UTV submission also looks at listeners’ perception of speech radio in the UK, to show that the BBC
dominates this market and that many listeners interested in speech output are not even aware of
TalkSPORT or LBC, but would welcome more variety in speech radio provider.

Demographic differentiation

In terms of demographic positioning, BBC evidence in its strategy document this year and the BBC
Service reviews by the BBC Trust emphasise:
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e the overall demographic targeting of the music and speech portfolio — emphasising the over 45s and the
under 25s — complementing the commercial sector’'s emphasis on the most commercially profitable 25 to
44 age range;

e in the case of Radio 1 and Radio 2, the breadth of audiences served (achieving high reach compared
with listening volume, as they chose a less segmented approach than the commercial market, creating
shared experiences and a common cultural reference point);

e in the case of the BBC’s digital music services, 1Xtra and BBC 6 Music, and Radio 3, in terms of
providing for a distinct music loving/music focused segment of the audience.

None of this evidence on demographic targeting means necessarily that BBC services are not taking
share from commercial radio. A closer look at Radio 2’s audience profile, for example, shows that the
increased audience share of that network between 1999 and 2004 was associated with a move to a
younger audience profile. It also shows that while Radio 2’s audience profile has aged slightly since 2010
(when a BBC Trust service review suggested it focused less on its younger audience), as a network it had
a much younger profile in 2014 than in 1999. At the same time, Radio 1, after shifting to a younger
audience profile in the 1990s, has started to drift older again, taking a higher share of the 25 to 44
audience than 10 years ago.

While the BBC portfolio overall does skew to much older than commercial radio and is more skewed to an
ABC1 audience, it does make significant inroads to the 25 to 44 and C1C2 listening market of the
commercial radio heartland.

Figure 34: Radio 2’s shift younger

BBC radio 2 age profiles, 1999-2014, % of listened hours
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Sources: Rajar, BBC Radio Analogue Services Review

Time series — correlation and causation evidence

There have been some modest and incomplete attempts across all the reviews and submissions to use
time series data to quantify the extent to which the BBC services may have taken audience share and
revenue from the commercial market.

The BBC’s Green Paper response contains a review of the recent trends in BBC real expenditure on its
radio services since 2004. It notes that this expenditure has fallen by 18 per cent in real terms, but there
has been no subsequent increase in commercial revenues — in fact, commercial radio revenues have also
declined in real terms by over 30 per cent. While the BBC admits there are other factors behind
commercial radio’s revenue decline, it suggests that if the BBC did have a significant impact on the
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commercial sector’s revenue fortunes, it would have seen some kind of revival, as the BBC real spending
declined, but it has not.

Long term trends in BBC radio spending since 1999 gathered by O&O, however, do show a significant
spending increase from 2000 to 2004. This increase was correlated with significant declines in
commercial radio’s audience share and revenue over the period. (Although the revenue trend could
probably also be related to the rise of the internet as a mature advertising premium over the period.)

Figure 35: BBC radio expenditure versus commercial radio revenue, 1998 to 2014

Commercial revenue versus BBC expenditure (1998-2014)
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Source: Ofcom Communications Market Reports, Oliver & Ohlbaum analysis. BBC expenditure includes transmission costs

Commercial radio national revenue in 2014 and 2015 has been rising quite fast, as BBC real spending
continues to decline, and as Radio 1 and Radio 2 lose some share as they respond to BBC Trust calls to
focus on their younger and older listeners more respectively.

The Radiocentre and Global Radio submissions to the Green Paper consultation have provided trend
data back to 1999 for the BBC radio services’ audience share versus commercial radio share. In doing
so, they highlight the increase in the BBC share versus commercial radio from 1999 to 2008, and the very
sharp increase in the BBC’s share in the commercial radio heartland audience of 25 to 44 year olds from
1999 to 2008, which they show was due mainly to the increased share of this age group’s listening by
Radio 2 and the addition of Radio 6 Music.
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Figure 36: 25 to 44 age group listening share —= BBC vs commercial radio, 1999 to 2014
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The RadioCentre also cites a report by Prospero Strategy consultants®. Prospero Strategy estimates that
the share loss of commercial radio currently costs the sector between £15m and £55m per year. The high
end of the range includes the entire difference in their share between 1999 (when it was 48 per cent) and
2014 (when it was 43 per cent). This calculation seems to have applied the proportionate loss of listening
to the current commercial radio listening levels — i.e. the commercial sector has lost approximately 10.5
per cent of its listening share — and then more or less pro-rated this to their advertising revenue, of which
the sector claims to have lost about 12 per cent. This seems to imply a very elastic advertising market,
with no increase in price to offset the reduction in listening volume. The lower revenue loss estimates
seem to be based on the same very elastic demand for advertising but smaller commercial radio
audience share losses from later base years.

Other evidence relating listening share loss to radio advertising share loss includes analysis within the
BBC’s submission to the Burns Review in 2005. The submission uses a value of -2 for radio advertising
demand elasticity. (A 10 per cent drop in commercial impacts leads to a 5 per cent increase in price and a
5 per cent drop in revenue). But this is taken from studies of radio elasticity of demand from time series

and cross-sectional data in the USA in the late 1990s and early 21st century.93

To shed more light on likely elasticity of demand for radio advertising and its responsiveness to reduced
BBC audience share and increased commercial audience share, O&O looked at conducting a time series
regression analysis on radio market trends from 1999 to 2014. However, the analysis did not give robust
findings. The issue of having only a relatively small number of observations of aggregated data, and
therefore a limited number of explanatory factors that could be identified, is likely to have been
compounded by strong trends over the period such as the rise of web advertising coinciding with
commercial radio’s audience share falls from 2000 to 2007, and structural changes to commercial radio
ownership from 2008. Hence, the previous US studies in advertising elasticity have been used when
trying to estimate revenue impacts of repositioned BBC services, together with the CC estimates of
commercial radio advertising revenue elasticity covered below.

* Prospero (2015).
% BBC (2004). See also Bush (2002).
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Industry surveys

The only published work on UK radio advertising elasticity is within reports by the CC on radio sector
mergers — most recently the acquisition of GMG Radio by Global Radio. ** As part of this review,
advertisers were surveyed to test how much a theoretical monopoly provider of either local radio
advertising (in some key GMG station areas) or national radio advertising could raise price and enhance
revenue. This found that national radio advertising was fairly elastic because there were substitutes.
However, local radio advertising was less elastic as there were fewer substitutes for advertisers. (These
findings led the CMA to recommend that Global Radio divest itself of the stations that gave it a large
share of specific local radio markets, but not divest stations that simply added to its national market share
and scale.)

This analysis would suggest that commercial radio share loss to the BBC would have a greater impact on
its national revenue than its local revenue. This would be consistent with the rise of national advertising
revenue, as the BBC lost some share in 2014/2015.

Cross-sectional data

There has been no published cross-sectional analysis of audience and revenue substitution in radio,
either across countries or local markets. Ofcom does compare the size and revenue sources of radio
sectors around the world in its annual international market review.” It provides evidence on general radio
and audio listening trends. However, it does not compare the size of the publicly funded radio sector with
its audience share performance, nor the range of services provided by the commercial sector in each
country, which might provide some evidence of the relationship between the size of the publicly funded
sector and the health of the commercial sector.

Extra analysis by O&O suggests that BBC’s share of audience is high compared with PSB radio share in
other countries, although it is not as high as in Sweden or Germany. However, it is difficult to relate
audience share to levels of public spending or the size of commercial radio revenue that might suggest
that well-funded and popular publicly funded PSB radio correlates with underdeveloped commercial radio
sectors taking low shares of the total advertising market. More research would need to be done on this
issue. By way of illustration, we show below the relationship between PSB share of listening and
commercial radio’s share of total advertising, which suggests that there might be a negative correlation;
but notable outliers need explaining.

Figure 37: Size of PSB radio audience and radio share of ad spend — 11 countries
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% Competition Commission (2013). See also Competition Commission (2001) and (2003b).
% Ofcom (2015d).
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It might be possible to review the relationship between BBC Local Radio spend and audience share in
specific local markets with the commercial audience share by market or local advertising. However, BBC
Local Radio is only a very small part of the BBC offering in each local market, and it would be unlikely to
show anything meaningful.

There might be more mileage in looking at the strength of BBC Local Radio by market and the level of
local news content and investment in the commercial radio market. But this would require a lot of new
output data. It would probably be better to review the correlation between BBC and commercial activity in
local information provision across the local commercial radio, TV, online and newspaper provision, and
the BBC’s provision via radio and online. In short, BBC Local Radio provision is probably a cross-media
market impact question and not just a radio issue.

Market structure and competitive dynamics impacts — the evidence

Most of the evidence in this area is contained in market reviews of DAB and BBC digital services, where
survey evidence on their impact on take-up is provided, or in the BBC'’s strategic reviews, which lay out its
views on the likely future challenging dynamics of commercial radio, the shift to on-demand consumption,
and the unique ability of the BBC (when compared with the UK commercial radio sector) to provide both
well-funded radio content and follow the consumer into the on-demand age.

Platform take-up and barriers to entry — DAB

The BBC’s commitment to funding new stations on DAB was seen as an essential part of driving the
switchover from FM/AM to DAB (and other digital systems such as DTV), when full national DAB was
launched in 1999 and then upgraded in 2004. Surveys at the time put new BBC services high up the list
of reasons people cited for either purchasing a new DAB set or thinking about doing so (although sound
quality and overall increases in listening choice were also cited).

But the original DAB plan also involved an allocation of more capacity to commercial DAB services —
national and local — than BBC services, to allow for more market entry and choice from the commercial
market. This would help the commercial sector maintain its growth in share and reach achieved in the late
1990s from extra allocation of local FM frequencies, especially in major urban areas.

The initial commercial national DAB proposition developed between 1999 and 2004 included an
ambitious range of services aimed at expanding the commercial offering into more specialist music
(Planet Rock), built speech programming (Oneword), children’s output (Disney/Capital), and news (ITN
news service). Over and above, this there has been a significant level of co-operation between the BBC
and commercial radio in driving DAB take-up, and the associated extended choice and consumer
benefits.

But with slower than expected take-up of DAB, and low growth/declines in the total commercial radio
advertising market, the revenue projections for these ambitious new services could not be met, with many
exiting or being watered down. A new more cost effective commercial DAB portfolio has emerged. It
combines audio versions of music video TV stations (e.g. the Hits), and additions to well-known local
brands (e.g. Kisstory) on national DAB, with out of area local DAB re-broadcasts of existing major
local/regional FM brands (e.g. Capital, Heart, Kiss, Magic, Smooth). This has probably helped commercial
radio regain share in its heartland 25 to 44 listening market. However, it has not allowed commercial radio
to push out significantly to the over 50s, under 25s, or the AB listening public as it had probably hoped to
do when DAB started.
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Figure 38: DAB actual take-up to date versus projections 10 years ago
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However, a new national DAB service is due to launch in March 2016 with new national Christian, Asian
and Muslim speech services and specialist music offerings such as Country Music.

Overall, the current reach and performance of DAB have created a new platform for commercial radio
which has less competition and choice than the internet, and so may help preserve relatively high reach
and ad yields when compared with web based radio and audio services. However, with full digital radio
switchover some years off, it has also increased costs — because stations need to simulcast in FM/AM
and DAB (and DTV) — and has yet to bring significant new audiences or revenue to commercial radio.

The BBC'’s investment in DAB alongside the commercial sector may have helped delay the faster growth
of mass choice internet reception, and consequent severe commercial revenue fragmentation, which
could be seen as a positive for commercial radio and its listeners. But it has only fairly recently helped
commercial radio expand its offering and audience reach.

Platform take-up and barriers to entry — on-demand audio

In its latest strategy document, the BBC lays out plans for a further push into on-demand audio services
(both speech and music services) to provide greater discovery and personalisation to respond to
changing audience tastes and the challenge from overseas led services such as Spotify, Apple Music and
Audible. The BBC has also laid out plans to push Radio 1 further into multimedia output — mixing audio,
video and journalism — to help respond to the growth of video music on-demand services such as Vevo
and YouTube, and the strong appeal of MCN (multi-channel networks) web based portals to the under 25
age group.

This shift, while seen by the BBC as a way of catering for its audiences in the on-demand age, also
represents a change in BBC effort from driving the switch to limited multi-channel linear DAB towards
embracing the move of audio and audio dominated consumption to the internet. This has implications for
a commercial radio sector whose main economic proposition relies on the high reach it obtains on FM
and DAB, and which would face a somewhat more uncertain economic future should the majority of
listening start to switch to the web.

The BBC has co-operated with the commercial sector to some degree in bringing linear radio station
output on to the web with the shared Radioplayer platform. But the BBC appears to do little to promote
the Radioplayer as a route to its own stations on the web. Instead, it pushes access through the BBC
website and audio content in the iPlayer.
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The BBC has also yet to outline how it might involve the commercial sector in its Playlister service
(allowing listeners to bookmark their favourite tracks and build their own personalised music streaming
service), or how it might co-ordinate Radio 1’s push into video output with the commercial sectors TV
video channels such as Capital TV and Heart TV.

The Global Radio response to the Green Paper complains about the lack of consultation with the
commercial sector by the BBC when it launches new initiatives such as Playlister or BBC Symphinity, a
classical music discovery App. Instead, the BBC'’s recent strategy document uses the challenging future
for commercial radio in the on-demand age as a strong reason why the BBC will have to do more, not
less, in this market — in part to provide the only significant UK skewed response to the global challenge of
Spotify, YouTube and Audible. The BBC’s recent strategy document also suggests that the squeeze on
the commercial sector from the on-demand challenge will reduce any current ability the sector has to fund
quality speech output or live music, or cater for specific music tastes, thereby reinforcing the positive
market impact and public value provided by its existing radio portfolio: speech and music led services.

Platform take-up and barriers to entry — sports rights, talent, cross-promotion and archive access
Four additional barriers to entry points have been raised by past reviews, although only one — cross-
promotion — has come up in the current responses to the Green Paper.

TalkSPORT took a fair trading complaint to the BBC Trust in 2008. In this, it outlined the BBC'’s tendency
to secure exclusive rights to major sporting events by outbidding commercial rivals by a significant margin
rather than looking to complement the commercial sector, and often not broadcasting some of the output
acquired on its radio services. TalkSPORT maintained that the only rationale for the BBC’s behaviour was
to create a barrier to entry to commercial rivals, especially in areas of mainstream sport. The BBC Trust
subsequently commissioned a review of its radio sports rights bidding. MTM, which undertook the review,
recommended a number of reforms in the way the BBC assessed the appropriate packages to bid for and
the price it paid.

Since then, the BBC, partly due to continued financial pressure, has taken a smaller share of the live
rights to leading sporting competitions such as the Premier League and UEFA Champions League,
TalkSPORT and Absolute Radio have been able to secure a larger share of the sports audience as a
consequence. While UTV’s submission to the Green Paper review did question the BBC’s continued
focus on leading sports, it did not complain that the BBC was pre-empting market entry by its rivals by
overbidding for the rights.

The BBC cross-promotes its radio services both within the radio portfolio and across its TV services.
Global Radio estimated that the BBC would have to pay £78m a year if it had to acquire its promotion on
BBC Television from the commercial TV sector — a level of cross-promotion that the commercial sector
could not justify financially, but which gives the BBC an unfair competitive advantage in the UK radio
market. The Global Radio submission did not maintain that such cross-promotion prevented new market
entry, rather that it reduced commercial radio’s share of audience, and therefore its achievable revenue.

The BBC’s behaviour in the on air talent market — especially for top DJs on its music led services — was
one of the issues raised and assessed by the BBC Trust’s review of BBC Talent spending.96 That review
was launched partly in response to coverage of some top BBC star pay — in particular, the TV and radio
contract given to Jonathan Ross (who presented two regular BBC TV shows and had a Radio 2 daytime
slot) reportedly totalling £18m over 3 years.

The review concluded that the BBC was not systematically overpaying for its top talent. But it did suggest
that the BBC might be overpaying in some instances — especially in radio and news — and should review
its processes and its development of new talent. The review was not, however, asked to assess whether
the BBC should be competing for top talent with the commercial sectors in TV, radio and news, as that
was an editorial decision for the BBC. Complaints from commercial radio operators about how much the
BBC pays for top on air DJs seem to have abated since 2008 — in part as the BBC moved to reduce its
payments to top talent, and in part as commercial radio developed quasi-national networks that allowed it
to match the BBC more closely as an attractive outlet for star names.

% BBC (2008d).
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The last specific barrier to entry/unfair competition issues raised in recent years has been around the
commercial sector’s ability to access BBC audio archive. The most notable example being the Oneword
digital station that closed in 2008. Oneword had attempted to acquire old BBC dramas and comedies
from the BBC but was unable to owing to the BBC’s concerns about brand issues and talent payment
complexities.

Each of the four areas above — sports rights, cross-promotion, talent costs and archive access — is fairly
specific and particular in its impact on the whole radio market. But when taken together, they provide a
view that the BBC acts to restrict the commercial market from competing on equal terms with BBC radio,
especially within high reach national programming or for the BBC’s heartland audience.

While BBC Trust reviews and management responses in sports rights and talent spending seem to have
reduced the problems, cross-promotion still seems to be a live issue and the archive issue appears
unaddressed.

Content investment and innovation

Given the BBC'’s overall view (reflected in its recent strategy document) of commercial radio providing a
very limited type of offering only appealing to a segment of the listening public, it is probably not
surprising that BBC evidence on radio market impact has less emphasis on the BBC’s role in uplifting
quality expectations and content spending across the sector than its TV submissions —the so called
“crowding in” effect.

While there have been claims about nurturing talent and training production staff and radio journalists to
the benefit of the whole sector, there is less focus than is the case with TV on the commercial services
having to “up their game” to compete with Radio 1 and Radio 2, or provide more local news to compete
with BBC Local Radio, or speech based commercial services having to invest more in their journalism to
rival the BBC.

Radio is assumed to be a more segmented market, where the commercial sector and the BBC’s
approach are largely separate with few positive feedbacks between the BBC and the commercial groups.
This is reflected in both the BBC and the commercial radio sector responses to the Green Paper.

The overall BBC versus commercial radio market dynamic

The main feedback loop highlighted by the commercial sector responses to the Green Paper is the BBC’s
promotion of DAB, a platform whose rapid growth the commercial sector should have benefited from in
terms of growing its share and reach — which recently has begun to happen. The commercial sector is
now keen for the BBC to fund the further reach of DAB across the UK, thereby helping the economics of
commercial DAB-only and DAB/FM quasi-national networks — something to which the BBC has not yet
committed.

Further development of DAB seems less important to the BBC than the shift into the web and on-demand,
where the BBC’s co-operation with the commercial sector is limited to a secondary aggregator site — the
Radioplayer. The overall impression created by the BBC'’s strategy document and response to the Green
Paper is that the BBC and commercial radio are on divergent paths, with any positive feedback loops to
content investment and innovation that did exist likely to disappear.

While specific issues, such as aggressive sports rights bidding and paying top on air talent too much,
seem to have been addressed by the BBC Trust, cross-promotion and archive access seem to remain
issues.

Supply chain and adjacent market impacts — the evidence

The main evidence in this area is provided by the BBC and the UK music industry in terms of the BBC’s
impact on the music sector, and the RIG on how greater use of independents could help the BBC achieve
both greater efficiency and more innovation in programme making.
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The music sector

Both BBC evidence and submissions from bodies representing the music sector’’ cite the BBC’s wide
playlists, focus on live and new music, and broad ranges of services as a positive boost to the UK music
sector, and part of the reason the UK music sector does so well globally. The boost is both in terms of
promaotion or artists and tracks, but also the direct financial benefit the music sector gets from PRS, PPL
and MCPS copyright fees paid by the BBC to music publishers and music labels.

In the case of the UK music industry, the comments apply across the BBC’s music activities online, on TV
and radio. That said, the primary focus is still on the BBC’s radio activities. The UK music industry makes
it clear in its submission to the Green Paper that it believes a lot of what the BBC does for the music
sector would not be replicated by the commercial sector should the BBC scope reduce.

There is no analysis provided by the emerging music streaming or audio on-demand sector, either on the
importance of the BBC or on the market impact of its streaming and personalisation services; nor is there
any comment from the UK music sector on whether it views these moves by the BBC as a positive
development.

Independent radio production

The main ways in which the BBC’s use of the independent radio production sector could have a positive
market impact would be in terms of increased efficiency allowing a greater level of consumer value from a
given amount of spend, greater innovation boosting consumer value directly, or by helping to develop a
more diversified and high growth audio production sector in the UK able to play a more prominent role in
the global radio and on-demand market, and a greater contribution to the UK economy.

The RIG response to the Green Paper covers the first two of these. But it covers the third only in terms of
the spread of its members across the UK. Evidence is provided of the RIG members’ success in winning
commissions versus BBC in-house competition, and the high number of awards won by independent
producers, and data is provided for RIG members across the UK. There is little coverage of whether
commissioning RIG members could create a new sector capable of global growth when compared with
BBC in-house production which is still largely focused on the specific needs of the radio networks.

In particular, there is not much emphasis on rights ownership and the way in which more independent
production and their retention of rights could help stimulate a market for BBC archive in the UK and
overseas. This is largely due to the very nascent nature of on-demand audio services beyond music
streaming. But there is a significant market for spoken word audio — dominated by Amazon’s audible —
and examples of global speech content on-demand successes, such as the recent Serial crime podcast.
This might help diversify the revenue streams of UK audio independent producers and help develop a
new growing creative sector for the UK.

Remaining gaps and issues
The key issues that seem as yet unresolved by previous analysis and raised by current submissions tend
to revolve around the following five areas.

(1) How far does the continued existence of Radio 1 and Radio 2 (and to a lesser extent Radio 6 Music
and 1Xtra) in their current broadly targeted formats prevent the commercial sector from providing
similar services, or a large part of what these services provide?

(2) Isthe range of coverage by Radio 5 Live and Radio 5 Live Sports Extra — especially mainstream
sport — and the volume and range of BBC news output preventing the emergence of a broader
proposition from the commercial sector across news and sport?

(3) How far are the BBC'’s digital portfolio and its plans to move further into personalised music playlists
and audio speech on-demand services likely to compound commercial radio’s problems and limit the
commercial sector’s ability to respond to the web based challenge? (Rather than be necessary to fill
future gaps likely to be left by a declining commercial sector?)

9" UK Music (2015).
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(4) Could fair commercial terms access to BBC audio archive, a more complementary attitude to sports
rights and local journalism resources plus joint efforts to develop music and audio on-demand
services help the commercial sector provide a broader offering? In short, could the BBC compete
less and co-operate more with the commercial sector?

(5) Even where BBC services are more or less impossible for the commercial sector to provide, such as
Radio 3 and Radio 4, are these services choking off the provision of the most cost effective types of
programming within these services by the commercial market, by being insufficiently distinctive (e.g.
CD reviews on Radio 3, phone-in discussions on Radio 4)?

Of these, area (1) has not really been looked at since the Burns Review in 2005. Given recent
developments across the commercial market, this area probably warrants an update. However, rather
than assessing what commercial radio might look like with no Radiol, Radio 2 or Radio 5 Live as the
analysis for the Burns review did, it might be more relevant to the issues raised by submissions to the
Green Paper, to assess the impact of a repositioning of each of Radio 1, Radio 2 and Radio 5 Live.

Area (3) probably needs a fresh look given DAB’s performance since the Gardam Review of 2004 and the
growth of the internet as an important platform for audio and music streaming.

Area (4) might be best assessed with reference to the Oneword case study, where the commercial
spoken word DAB service closed down in 2008, having made requests for access to BBC archive
material. Area (5) needs a detailed look at Radio 3 and Radio 4 schedules over time, which is more than
can be done in the time available. Area (2) is quite specific and the sports issue was addressed fairly
recently during the TalkSPORT complaint to the Trust and the MTM review of sports right bidding, while
the news issues probably apply across radio, TV and online. However, the overall positioning of Radio 5
Live and 5Live Extra might be worth including alongside as assessment of the same for Radio 1 and
Radio 2.

Additional evidence gathered, assessments and case studies

All three areas reviewed below try to assess what the commercial market might look like in the future if
there is no change to current BBC services — what its options are in particular for dealing with the many
challenges it faces. They then try to assess how the commercial sector — a sector still licensed and
regulated on FM/AM and DAB frequencies by Ofcom — might react to a scaling back and/or repositioning
by the BBC.

The market impact of Radio 1, Radio 2 and Radio 5 Live in their current formats — an
assessment of a shift in positioning and remit

In this brief MIA, we review the evidence on how the BBC’s main popular music and speech services
Radio 1, Radio 2 and Radio 5 Live (and to a lesser extent Radio 6 Music, 1Xtra and 5 Live Extra) impact
on commercial radio, and what would happen if BBC radio made Radio 1, Radio 2 and Radio 5 Live more
distinctive from commercial radio.

The evidence: changes to commercial radio and the BBC services since 2008 have reversed
audience share trends in commercial radio’s heartland audience

BBC service reviews in 2010 and recently in 2015 have urged Radio 1 to focus on an under 29 audience
and, within that, to pay special regard to the 16 to 24 audience, and Radio 2 to focus more or an over 35
audience seeking not to alienate listeners over 60 in particular.

They have also called for more public action campaigns on Radio 1 and more promotion of documentary
output on Radio 2. While this was not a major shift in remit, it did suggest the main music networks of the
BBC should move away from targeting the core commercial heartland audience of 25 to 44, and to put
more emphasis on speech and public campaign output.

At the same time, changes to formats and brand licensing by Ofcom from 2008 to 2010 did allow for the
emergence of quasi-national networks. These networks now account for just under half of all commercial
radio listening and about two-thirds of local/regional radio listening.

These shifts in emphasis by Radio 1 and Radio 2 — combined with consolidation and aggregation of
commercial audiences around national brands — have probably helped in a significant swing in fortunes in
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the share of the 25 to 44 year old listening market. Commercial radio’s share lead has increased from just
2 per cent in 2008 to 12 per cent in 2014. Without the emergence of Radio 6 Music — which has its
highest appeal among 25 to 44 year olds — the commercial lead could now be as much as 16 percentage
points — depending on how much Radio 6 Music listening is assumed to have come from Radio 1 and
Radio 2.

The evidence: broadly based music stations and networks focused on the 25 to 44 age group
underpin the current sector’s economics (not niche music formats)

The UK now has 8 quasi-national network brands, each obtaining up to 10 per cent share in key analogue
FM markets, plus smaller shares in DAB/DTV/internet access-only households (Heart, Capital, Kiss,
Magic, Gold, Smooth, LBC, Radio X), with each targeting a slightly different sub-segment of the 25 to 44
market, and some outreach to the over 45s and under 25s.

The Heart brand now accounts for about 6.3 per cent of all radio listening in the UK through its local and
regional affiliates. This makes it the leading commercial station brand in the UK, and the third most
popular music service — behind Radio 2, but neck and neck with Radio 1. The Capital network achieves 4
per cent share with a slightly younger skew than Heart, while Smooth gets a 3.6 per cent share with a
slightly older skew. The national reach of these brands allows them to attract leading presenter names
across their schedules, while their drive time and breakfast shows — which are required to still be local by
the Ofcom licence — often combine a well-known local name/voice providing traffic and news reports
alongside the chosen music mix.

The evidence: commercial radio now offers a national news, chat and sports alternative to the
BBC

Developments at TalkSPORT, the rolling out of LBC as a national news and chat station on analogue and
DAB and the provision of sports content on Absolute radio are combining to provide an alternative speech
offering to listeners, especially in the core 25 to 44 year old commercial heartland audience with some
outreach to the over 45s and under 25s. The new national DAB multiplex launching in 2016 will see the
TalkSPORT offering dividing into an all news and chat service, a sports coverage and chat service and a
business news service, as well as a mixed music and speech Christian Radio service.

The future: commercial radio faces a challenging future —especially maintaining high reach to the
under 40 audience and protecting its share of display advertising

Average radio listening by the under 35s is already declining. Although lifestyle factors may still lead the
40 year olds of 2025 to listen to more than the 30 year olds in 2015, the under 35s now will be part of the
cohort that has grown up with ad funded, web based and increasingly personalised music access, not to
mention YouTube and Facebook access 24 hours a day. Maintaining their high reach and attracting
advertisers may become an increasing challenge for even the new quasi-national networks if they are
faced with the twin challenges of a strong BBC and the web attack on their audiences and revenue.

One potential outcome is that the commercial sector once again has to modify its ambitions, return to
become a selection of even more specialist but very low cost music services. Alternatively, it could try to
differentiate itself more than music streaming and web based offerings, by scaling up its speech content,
recruiting even higher profile TV presenters and trying to recreate the broad reach that brand advertisers
are likely still to want, in addition to the precision targeting on the web.

Having re-established themselves as strong resonant consumer brands with the 25 to 44 age group, they
might want to consolidate this by diversifying (as they have been already with their music TV channels)
into streaming music services and even personality led podcasts.

The future: there may have to be further changes to commercial radio licensing and requirements
to prevent decline

In addition to the changes the commercial operators might want to make on their own behalf, they could
once again seek to renegotiate the terms of their FM/AM and DAB licences in the light of market
challenges. The recently announced Government review of licensing is designed to allow this to happen
in light of the recent growth in digital listening, with an eye to eventual analogue switch-off beyond 2020.
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The counterfactual: changed BBC positioning or cessation? More free market or PSB licensed
commercial services?

Given the BBC’s need to reach a range of licence payers with a number of radio services, the closure of
Radio 1, Radio 2 and Radio 5 Live with no reassignment of frequencies to the commercial radio sector
would probably not be a realistic alternative.” If a scenario of Radio 1, Radio 2 and Radio 5 Live closure
is to be tested in order to think through the market’s likely response, it would probably need to be
combined with Radio 1Xtra and Radio 6 Music taking over the FM frequencies and some new output
using the DAB capacity released, or Radio 6 Music and 1Xtra being simulcast.

Scenarios around Radio 1 and Radio 2 shifting position can range from the two networks effectively
becoming much more like Radio 1Xtra and Radio 6 Music, with the BBC reassigning its DAB services to
new types of output or vacating the frequencies entirely. Alternatively, there could be a more modest shift,
with Radio 1 focusing more than today on the under 25s and with more public campaigns, and Radio 2
becoming a narrower speech and music service aimed at its current broad audience demographic, or
positioning itself more towards the over 50s (where it was positioned until the turn of the century). For
Radio 5 Live, the shift could be to all news rather than news and sport, or a shift across news and sport to
a mix of hard news and current affairs and more tier 2 and tier 3 sports events.

In terms of the likely commercial sector reaction, we have to decide whether this is a free market reaction
within their current licences, or whether there might be a licence review and a negotiation of new terms
with such significant change at the BBC. The latter would be likely to happen should the BBC release its
FM frequencies to the commercial sector either as FM services or more likely a reassignment to DAB use
(as new commercial licences would be available for tendering). It would also be likely to happen even if
the BBC effectively put versions of Radio 1Xtra or Radio 6 Music on to FM. (However, in the latter case,
any licence renegotiation would have to be around existing services, not the terms for allocating the
frequencies to new services.) However, a repositioning of Radio 1, Radio 2 and Radio 5 Live would
probably not entail any need to review the structure of regulation of commercial radio.

Given the complexity of the above options, we should probably settle for just one as an example, and,
within that, we should focus on the most likely and practical option. This is likely to be the BBC
transforming:

e Radio 1 into something more like Radio 1Xtra on FM (or a hybrid of Radio 1 and 1Xtra) where the likely
median listener might be aged 18 to 20 and where there is a greater role for some speech output in peak
time;

e Radio 2 into something like Radio 6 Music (with more specialist music focus but on the 25 to 50
audience), or an over 50s broadly focused music and speech service with more speech output ins peak
time and a music policy focused on the 80s music generation and older — where the median listener
might be aged 60 to 65;

e Radio 5 Live focused more in hard news coverage, current affairs and tier 2 and tier 3 sports, moving
away from phone in shows, and reducing coverage of top sports events

Of the remaining uncertainties in the list above, it might be most straightforward to model Radio 1
becoming a hybrid of 1Xtra and the current Radio 1 with some more speech in peak time, and Radio 2
being focused on the over 50s with more speech in peak time, with a median listener age of between 60
and 65.

Likely commercial market competitive equilibrium - likely increase in revenue

The first issue to consider would be the likely aggregate impact on the BBC’s audience share, especially
of the 25 to 44 year old listening market. Currently, 50 per cent of Radio 1’s listening is from the 25 to 45
age group (and Radio 1 overall has a 6 per cent share of all listening), and 40 per cent of Radio 2’s
listening is by the 25 to 44 age group (and Radio 2 has a 17 per cent share of all listening), and 40 per
cent of Radio 5 Live’s listening share is from 25 to 44 age group (and Radio 5 Live has a 3.5 per cent
listening share).

% The current policy is to reassign any unused FM/AM capacity to community radio, although this might change if one or two
national FM frequencies became available.
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So overall, 25 to 44 year old listening to Radio 1, Radio 2 and Radio 5 Live, accounts for about 11.5
percent of all radio listening — i.e. 11.5 share points. Combined they also account currently for about 28
per cent of all 25 to 44 age group listening.

Figure 39: BBC network radio station age profiles, 2014
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To decide how much of this might switch to the commercial sector, a view has to be taken on the degree
to which listeners might shift;

e to other BBC services — most notably Radio 6 Music, BBC Local Radio and Radio 4;

e away from radio altogether — either to audio on-demand music and speech services or towards other
media including daytime TV.

Quite a lot of Radio 2 and Radio 1 listening would switch to Radio 6 Music, especially those listeners
most interested in a wide playlist of music — which is what Radio 6 Music provides. In so doing it could
also increase DAB take up and listening in this age group. Some Radio 5 Live listening would probably
switch to BBC local radio as well as Radio 4. Some listeners might abandon radio altogether spending
more time on the internet or watching daytime TV (although if BBC One daytime output become more
demanding as covered in Chapter 4 on TV market impacts, this switch might be more limited).

The level of switching would also depend on how the commercial sector responded. If it decided to
differentiate its services and playlists a bit more and to invest in some more household presenter names
familiar to a BBC audience, it could be expected to do better than if it made no changes.

The table below sets out both the current share of all 25 to 44 year old radio listening accounted for by
the three mainstream BBC services, and the all listening share points (i.e. within the BBC’s overall 54 per
cent share) this amounts to. With a moderate response from commercial radio in terms of the breadth of
playlists offered and lead name presenters appealing to BBC audiences recruited, we might expect 11.5
per cent of the total 28 per cent of 25 to 44 age listening to stay with other BBC services, most notably
BBC Radio 6 Music, and for 4.75 share points of the 11.5 available to also stay with the BBC radio
services, again mostly Radio 6 Music. This might also increase over time as DAB penetration increased
giving more people access to Radio 6 Music (and would probably help drive DAB penetration).
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Table 2: Assumptions about audience switching in response to changes to BBC radio

Radio1 12 3 4 1 8 2
Radio 2 13 7 6 3 7 4
Radio5 Live 3 15 15 .75 15 .75
Total 28 11.5 115 4.75 16.5 6.75

What remains to be estimated is the proportion of the 16.5 percent of the 25 to 44 listening not switching
to commercial radio which might disappear to on-demand audio, internet or TV consumption (and the
same for the total 6.75 share points available). If we assumed 25 per cent went to alternative media use,
this would leave 12.4 percent of 25 to 44 listening going to commercial radio, and 5.1 share points going
to commercial radio.

Overall then, the shift in Radio 2, Radio 1 and Radio 5 Live might increase commercial radio share from
43 per cent to about 48 per cent and from its share of 25 to 44 listening from its current level of 54 per
cent to 66.5 per cent.

The impact on commercial advertising revenue would depend upon two factors — first the elasticity of
demand for radio advertising — and second extent to which radio advertisers are interested in any
audience or primarily the 25 to 44 year old audience. In terms of elasticity of demand for advertising and
the advertising market more generally previous analysis in this section has the following evidence:

e Radio advertising did increase its total share of all display advertising the last time it significantly
increased its overall audience share in the 1990s when it went from 2 per cent of all display advertising
to 4 per cent

e Although increasing share of the 25 to 44 audience since 2009 has not been correlated with an
sustained increase in radio advertising, we have seen recent increases in national advertising in 2014
and 2015 related to recent gains in the age group (and such spending shifts might operate on a 2 to 3
year lag as advertisers wait to see if the increase is temporary or permanent) — and given increased
pressure from the internet, even the flat revenue performance of commercial radio from 2009 to 2013
might have represented a balance of increasing 25 to 44 year old audiences with more general
substitution from the web;

e There are no robust estimates of radio advertising elasticity — US estimates put it at -2 in their market,
while the Competition Commission evidence suggests local advertiser demand is less elastic than
national advertiser demand

e About 85 per cent of UK commercial radio advertising income comes from advertisers — local and
national — looking for broad reach of the 25 to 44 age group — with niche services aimed at younger and
older services often attracting lower CPMs than broad reach of the 25 to 44 age group

So first, we base the estimate of the impact on commercial radio advertising by looking at total listening.
An increase of all commercial listening from a 43 per cent share to a 48 per cent share represents an
11.6 per cent increase in commercial impacts. If we assume local advertising has an elasticity near -1
(based on the CC report) and national advertising an elasticity of -2 (based on US estimates), that would
give us a blended elasticity of -1.67 (two thirds -2, one third -1). An 11.6 per cent increase in impacts
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would lead to an increase in all advertising revenue of 4.6 per cent. With commercial radio revenue
currently totalling £483m in 2014, that would represent a £22m increase in annual advertising revenue.

Second, we can base the calculation on the 25 to 44 year old radio advertising market, which has been
estimated at about 85 per cent of all money spent on radio — or £410m in 2014. If we use the same -1.67
elasticity, then a shift to 66.5 per cent share from 54 per cent share, represents a 23 per cent increase in
impacts, which would increase relevant revenue by 9.2 per cent, or £38m.

So the range of impact on commercial revenue we have is from £22m to £38m a year.

Projecting forward, there might be two counteracting trends influencing whether this amount might
increase or decrease. On the one hand, radio elasticity of demand is likely to increase as competition
from the internet intensifies at a local and national level. This is likely to mean that the uplift from the BBC
scaling back will increase in both absolute and proportionate terms. By 2025, with overall radio demand
elasticity moving above -2, it could increase the £22m total market impact to £28m and the £38m
estimate to £47m a year if the baselines (without any change at the BBC) were still total market £483m
and 25 to 44 year old market £410m (i.e. zero market growth). This would represent a significant revenue
enhancement. Furthermore, greater levels of internet competition would be likely to reduce the baseline
revenue for commercial radio but also increase the elasticity. While this might shrink the absolute level of
revenue uplift from the BBC scaling back, it would also increase the size of the uplift relative to the
baseline.

However, as DAB penetration grew, one might expect more listening to shift to Radio 6 Music (and on-
demand music) rather than being available to commercial radio, this might reduce any level of future
increase.

Likely commercial market equilibrium: more segmentation or higher value programming on
broader reach networks

With a sizeable and relatively important potential uplift in the revenue for the commercial sector, the
remaining vital issue is how the commercial sector might respond to this “windfall”, as that will, in turn,
determine the net market impact and the consumer experience.

There are three possible scenarios. First, the commercial sector responds like an oligopoly, with each of
the main players deciding not to invest most of this windfall and instead most, if not all, of the benefit
going to the shareholders in the commercial radio groups — the “oligopoly response” scenario. Second,
the commercial sector competes more vigorously for the extra revenue but does so by increased
marketing budgets, presenter fees, and possibly the launch of some extra DAB services to further
segment and protect its market share, probably reinvesting half the windfall gain in extra services and
marketing — the “segmented competition” scenario. Third, they decide to compete, but on the basis of the
quality of their programming, recruiting better known and more top level entertainment presenters from
the worlds of peak time TV and lead comedy acts across their schedule, and investing in more speech
and special features output to help differentiate themselves more from the web offering — the “quality
response” scenario.

In the past, with little competition from the web, the first two response scenarios might have been much
more likely. But with the very real threat from the web to the volume of radio listening, first to the under
35s and then to the under 45s, the third scenario becomes much more likely as a direction of travel for
commercial radio in the UK.

Likely commercial market equilibrium: DAB and other impacts
The impact on DAB uptake would be complex. On the one hand, a shift of BBC listening to BBC Radio 6
Music might boost DAB even while it also led to a shift to the commercial sector. In terms of commercial
DAB, if the commercial sector decided to offer greater range on its DAB services these changes could
also boost DAB. But if the commercial sector tried to attract BBC listeners through largely its FM offering
this might counter any boost to DAB from a move to Radio 6 Music.

The impact on the music sector would depend on how the range of commercial services adapted if a

broader mix of DAB services and a slightly more ambitious set of quasi-national network brands would in
aggregate mirror the range of output and playlists offered by Radio 1 and Radio 2.
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Overall assessment

If Radio 1, Radio 2 and Radio 5 Live moved away from the commercial heartland 25 to 44 audience, it is
possible that the commercial radio market would provide a broader range of music output than currently
across the aggregate of services and expand its provision of news and sport. It might also invest more in
some live music and star TV presenters to persuade previous Radio 1 and Radio 2 listeners to come to
commercial radio rather than switch to on-demand consumption or other BBC services. However, in a
deregulated environment it would be unlikely to provide the built speech and documentary output
currently in Radio 1 and Radio 2, even outside peak hours.

The overall impact on consumer value (and public value) would depend on how listeners overall reacted
and probably a shift away from the segmented nature of radio listening. If current 25 to 44 year old Radio
1 and Radio 2 listeners were prepared to obtain the wider music mix they get now from listening to a new
wider range of commercial music services plus Radio 6 Music on DAB, while dipping into local and
national speech stations for their diet of built speech news and current affairs output, the commercial
sector could expand, and consumer value might increase.

Alternative Counterfactuals

At the beginning of this segment a list of options for BBC positioning and portfolio changes was reviewed
across Radio 1, Radio 2 and Radio 5 Live. In the end, only a repositioning of all three services away from
the 25 to 44 age group audience was assessed. But clearly, other scenarios might also be developed that
might increase consumer value, or leave it broadly the same while allowing the commercial sector to
expand. These might include putting one or more of the three BBC services on DAB only prior to
analogue switch off, both to bolster DAB take up, and increasing commercial radio share of 25 to 44
listening and revenue in the short to medium term. Then when analogue switch off occurred, all three
BBC mainstream service positions could be reviewed again in the light of the commercial DAB offering
expansion, to ensure maximum choice for DAB listeners and maximum consumer and public value.

The market impact of the BBC’s digital portfolio in the next Charter period

This brief MIA reviews whether the BBC’s planned balance of investment and focus across DAB — and its
development of other audio services such as on-demand audio, podcasting and personalised radio music
players — over the next Charter period might have a negative net market impact, and what alternative
strategies might improve that situation.

The BBC’s Strategy Proposals suggest a significant push into on-demand audio and
personalisation, where its main rivals are the global web platforms, but do not envisage a
significant increase in DAB investment

The BBC Strategy Proposals contained in its September 2015 “British, Bold and Creative” report and
several recent initiatives suggest that the BBC intends to increase its move into streamed on-demand
music and audio provision, with services such as the Playlister, Symphinity and the ldeas Service (the
last of these being across audio and video). They also suggest that it will bring together some of its more
targeted audio services such as Radio 1 with video content to help reach the younger, difficult to engage,
audience following the closure of BBC Three.

The BBC proposals suggest that the BBC will develop platforms for use by third-party providers, such as
arts institutions, music promoters and labels, and academic institutions, to reach the audience through
BBC aggregation services as the linear radio age becomes the non-linear age of discovery and curation.

This is a compelling vision. But it says little about, first, the implications for commercial radio in the UK,
which is currently highly reliant on linear broadcasts of recorded music, second, the implications for DAB
and full digital switchover, and third, the likely boundaries between licence fee funded provision and
commercial content provision on these new on-demand gateways — either BBC commercial provision
through BBC Worldwide or third-party commercial provision.

Without a proper migration path on DAB switchover, commercial DAB-only services are unlikely
to be profitable and/or high quality

Commercial DAB services are currently a combination of low cost digital-only national services and out of
area DAB re-broadcasts of local/regional FM/AM branded stations. Such a portfolio is unlikely to grow
commercial radio audience share and revenue while it leaves the services paying for broadcasting in two
formats.
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Only a renewed push to migrate linear radio listening to DAB is likely to give digital-only commercial
stations the reach and scale to fund reasonable programming budgets and reduce commercial radio’s
need to pay twice for distribution.

Renewed investment by the BBC in its DAB portfolio of services and to extend reach to the last 10 per
cent of the UK population could help speed this migration (especially if combined with a more targeted
approach from its FM radio networks). It could also help to ensure that commercial radio has a high reach
platform where it accounts for the majority of choice, helping to sustain its advertising proposition, so it
can compete more effectively in households, increasing their audio consumption via the internet.

A licence funded BBC dominated UK on-demand music and audio proposition may challenge
global players, but hinder new UK start-ups and commercial radio’s migration into on-demand
and might also hinder commercial activity along the supply chain

A BBC platform that covers everything — from programme catch-up through the radio iPlayer to
personalised music libraries through Playlister and Symphinity, and access to audio archive through the
Ideas Service — might well help challenge Audible, YouTube and Spotify. Doing so might also bring
benefits to UK content providers. But it may also hinder other commercially funded on-demand music and
audio start-ups, and effectively help content providers disintermediate commercial radio, thus leading to
its shrinkage as a rival to the BBC's linear services.

In so far as the BBC activity is provided free of charge as part of the licence fee, great care will have to be
taken to ensure that commercial exploitation windows are large enough to encourage new revenue
streams for content providers that will help them grow and diversify as businesses.

A BBC led on-demand music and audio platform/aggregator in partnership with commercial radio
and digital start-ups, plus a reinvigorated DAB strategy might be most effective in meeting the
global challenge ahead

BBC plans are in danger of leaving the BBC as not only in command of the linear radio music market, but
as the only serious rival to global challengers in the on-demand market; while UK commercial radio
operators face long term decline in the linear radio market and lack scale in the on-demand market.

A BBC strategy that strengthens commercial radio through more rapid migration to DAB and ceding
ground to commercial radio in the battle for the FM/AM audience, while developing a fully co-operative
on-demand platform with commercial radio players as well as UK content providers, might have the most
beneficial market impact.

The closure of Oneword — a case study

This case study assesses how a commercial radio service aimed at providing output very similar to new
BBC DAB services ended up exiting the market — did it fall or was it pushed? It also examines whether a
different BBC policy on both the positioning of its service and on archive access might have allowed the
service to survive and thrive.

A speech service focused on new and archive spoken word, comedy and kids output

Founded in 2000, Oneword was a spoken word national DAB station originally owned by UBC Media, part
of the initial Digital One DAB multiplex. (UBC Media was involved then in independent radio production
and operated the AM Gold stations on a revenue share basis with their owner, GCap Media). Oneword
was also available on DTV systems and the internet. It had a mixture of comedy and drama archive
programming from spoken word CD collections, some children’s output, and some discussion
programmes. “BBC Radio 4 Lite” might be a good description of the Oneword service.

A request to access BBC archive

In the Gardam Review of the BBC’s Digital portfolio in 2004, the issue of BBC7 competition with Oneword
was looked at. BBC7’s schedule was mostly archive comedy and drama from BBC Radio 4, with some
children’s output, and was heavily promoted on BBC radio services and BBC TV. As part of the Gardam
Review, Oneword’s owners made a request to the BBC to license archive programming from the BBC
across comedy, drama and popular factual output. The BBC response was that it would only do so if
consistent with protecting and promoting the BBC brand. No subsequent archive licensing took place.
The BBC also raised concerns about the cost of releasing the archive to third parties, given its
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agreements with the contributing acting and comedy talent and the writers. (This was despite the fact that
the commercial spoken word publisher had a revenue-sharing agreement with the underlying rights
holders that allowed for profitable exploitation on DAB.)

BBC Worldwide acquired Chivers plc, the second largest spoken word CD publisher in the UK and a
major supplier to Oneword in 2001 (BBC Worldwide was the largest publisher at the time).

The station’s demise

In early 2005, Channel 4, which had decided to diversify into radio to promote its remit across different
media, as the BBC does, took a minority stake in Oneword, upping its shareholding to 51 per cent later
that yeag,9 and providing a morning news bulletin from Channel 4 News at 7.30am every weekday
morning.

With DAB uptake Iagging initial projections, very little revenue, and Oneword’s audience share still under
0.1 per cent share, % Channel 4 decided to exit and sell the station back to UBC for £1 in December
2007. This move formed part of Channel 4’s wider strategic rationalisation due to financial pressures.
Oneword then switched to repeats for a few months before closing down.

BBC7’s subsequent shift to Radio 4 Extra

In 2010, the BBC Trust recommended changing BBC7 (by this time called BBC Radio 7), with a reduction
in children’s output and a wider mix of Radio 4 repeat programmes and some new output. In 2011 the
station became Radio 4 Extra, topping up its comedy and drama archive output with narrative repeats of
recent comedy and drama output, other Radio 4 features programming, and some original output. BBC
Radio 4 Extra now has an audience share of 1.2 per cent and is heavily cross-promoted on Radio 4.

Did it fall, or was it pushed?

Two maijor reasons for Oneword’s failure were the slow take-up of DAB and the relatively small audience
for such output even if take-up had been higher (as witnessed by the subsequent shift of BBC7 to BBC
Radio 4 Extra). Equally, the existence of two services in what was always going to be a niche market,
with the BBC service benefiting exclusively from its vast archive of comedy and drama and being cross-
promoted across BBC radio, was always going to dominate the segment.

It is not clear whether BBC licensing would have helped the station survive or encouraged Channel 4 to
stick with it, or if any earlier review of the BBC7 service might have resulted in a more radical
repositioning of Radio 4 Extra, which may have left room for both services. But it does raise issues about
the BBC’s positioning relative to the commercial market, its protection of its core heartland audience, and
its ability to co-operate with the commercial sector to widen choice across the BBC and commercial radio
portfolio. Ultimately, the dominant commercial on-demand built speech audio provider in the UK is now
Audible — a subsidiary of Amazon Inc.

Initial conclusions and remaining issues

The prospects for commercial radio in the Digital Age

Commercial radio, while having fought back well over the last 7 years, has a major impending challenge
coming from the internet and its streamed radio and on-demand music and speech services — for
audiences and advertising. This is likely to affect its under 35 audience initially and then the 35 to 44
audience towards the end of the next BBC Charter period.

While DAB allows commercial radio to broaden its overall offering, it also threatens to further segment its
audience and revenue, and to raise its costs, especially if migration to DAB is delayed.

Over the next 5 to 10 years, commercial radio will be likely to be looking to strengthen and differentiate
itself against the web if it is to avoid long term decline. Much of its ability to do this will lie within its own
actions and resources. But the scope and scale of the BBC — especially in its core 25 to 44 age group
market — will also be very important, as will the BBC’s willingness to cede any ground in its own heartland
audiences.

% It is not clear whether Channel 4 cross-promoted the service on its news programme or at other times of the day.
'% The entire combined audience for all Digital One multiplex services was still only 0.5 per cent share in total.
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BBC as insurance or enabler

One view of the future — suggested by the BBC in its strategy documents — is that the threats to
commercial radio from the internet increase the obligations on the BBC to cover the whole market with a
range of services, to help not just extend range and choice today, but also to insure against further gaps
appearing in the commercial offering over the next 10 years as the pressure mounts.

An alternative view is that this is both pre-emptive and self-fulfilling, and that, far from expanding its radio
services and moving into on-demand content, the BBC needs to consider (1) ceding more ground to the
commercial market in the FM/AM market; (2) speeding the orderly migration to DAB, and (3) co-operating
with the commercial market on the development of on-demand platforms.

In return, the commercial market could become more willing to broaden and strengthen its own
proposition, rather than simply keep re-segmenting their existing heavily music led proposition in order to
respond to the challenges it faces.

The Oneword case study shows what can happen to innovative and differentiated commercial offerings if
they come to close to the BBC radio services, and what can happen to such services if the BBC decides
not to be cooperative, even if the majority of its problems may have been caused by its marginal
commercial prospects with or without the BBC, and by the impact of the web on commercial radio
advertising growth rates after 2000.

Net market impact of the BBC

The exact impact of the BBC on the commercial radio sector’s revenue and profitability (producer surplus)
is hard to pin down without more detailed work on advertising elasticities. The contention is that all BBC
current services add more to consumer benefit than is lost through replaced consumer benefits from
displaced or smaller commercial services. This premise is based very much on a view of the current
commercial radio sector, not on what this sector might look like if the BBC repositioned its services.

In addition, projections that envisage linear commercial radio operators simply passively accepting that
they become less and less relevant and viable, and a UK on-demand music and audio response to global
players being only one that is led by the licence fee funded BBC, probably underestimate the UK
commercial audio market’s ability to innovate and respond.

A co-operative solution might prove the most consumer/producer value enhancing route across DAB and
on-demand services.
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Online market impacts

Main findings

The BBC is a key player — by some measures, the main player — in the UK’s online space. Although there
is a degree of consensus that it has helped drive the sector to its current world leading position
(particularly in the case of online video), the BBC’s position as an industry leader also means that it has a
large footprint which is bound to have an effect on the commercial sector.

The analysis in this chapter focuses on one specific aspect of this effect: the extent to which consumers
may be using BBC online services at the expense of commercial services, and how commercial revenues
are likely to be affected as a result. We note that is only one of several elements that should be weighed
when assessing the BBC’s overall impact on the market, especially in the context of conducting public
value tests. Other criteria should include the BBC’s role in market creation and the value that accrues to
consumers and citizens from the BBC’s output. However, the analysis in this chapter has not directly
considered these issues.

For the specific case of advertising in online news, the analysis presents a “static’ comparison between
the status quo and hypothetical “output reduction” scenarios, in which the BBC’s news output is more
limited than today, estimating the likely revenue uplift that could accrue to UK commercial online
publishers under each scenario. The use of these counterfactual scenarios does not imply that any of
them are either realistic or desirable; it is simply a methodological device that allows us to consider the
BBC’s market footprint in a definite way. In the context of these scenarios, our analysis shows that the
BBC’s impact on commercial revenues is likely to depend on a variety of factors, including: (1) the type
and scope of the output reduction in question, and how many website page views (“traffic”’) are affected
by this; (2) how much of the affected traffic transfers to the commercial sector; and (3) the ability of the
commercial sector to monetise this additional traffic.

The analysis suggests that a reduction in the BBC’s output affecting 10 per cent of its current online traffic
would be likely to lead to UK commercial revenues increasing by between 0.2 per cent and 1.9 per cent
(or between £0.8m and £7.3m per annum, based on existing estimates for UK publishers’ 2013 online
revenues). Under the extreme assumption of a closure of the BBC’s news website, we estimate an uplift
in commercial revenues of between 12 per cent and 23 per cent (or between £46m and £89m per
annum). However, as our methodology is designed for small changes, it is likely to overestimate the
impact under such a radical change. We also stress that our estimates are based on a “static” analysis
that might be challenged if commercial providers were to evolve their offering in the future.

We have also considered stakeholders’ concerns about a perceived expansion in the editorial scope of
the BBC’s online news service into “soft news” (or news items of purely entertainment value). We have
considered stakeholders’ general objections to the BBC producing such content, particularly in connection
to news consumption via social media, whereby audiences may dip in and out of news websites to read
articles in isolation. In those contexts, we have found that audiences are unlikely to consume additional
content (in particular, public service content), suggesting that little or no public value may be delivered.
On a related note, some stakeholders have suggested that the BBC’s arrangements with social media
providers (particularly in connection to the syndication of content) may have an adverse effect on
commercial publishers’ ability to negotiate commercial terms with such providers or other intermediaries.
While we have not examined this issue in our report, we consider that it may be important in future as
mediated consumption of news continues to grow and becomes an increasingly large source of traffic for
commercial publishers.

Nonetheless, at least on the specific point of consumption of soft news on the BBC’s website (including
consumption mediated by links in social media), the evidence suggests that the scale of this issue is
relatively small. Depending on questions of judgement on the exact definition of soft news, as well as on
assumptions about the prevalence of this type of content, the proportion of affected traffic can vary
significantly. For example, the sections of the BBC News website where soft news might be more
commonly expected to reside (the Magazine, Entertainment & Arts and Newsbeat sections) account for
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only around 5 per cent of all BBC news traffic.’®* Our analysis suggests that even the outright removal of

these sections would have an impact of only between 0.4 per cent and 0.9 per cent on commercial
revenues, or between £1.3m and £3.4m per annum.

If the definition of soft news were extended to capture some of the content residing in other sections of
the BBC News website, the proportion of news traffic affected if such content were removed could
potentially rise to around 13 per cent.'® This could have an impact of between 0.8 per cent and 2.1 per
cent on commercial revenues, or between £3.2m and £8.2m per annum. The impact could be higher if the
definition of soft news were extended further to include some non-news BBC online content. In any case,
we stress that these are indicative estimates as they involve indicative assumptions about the proportion
of traffic that could be categorised as soft news.

With respect to international advertising in online news, our analysis suggests that the BBC’s impact on
UK commercial publishers may be far smaller than the case of UK advertising in online news. However,
this conclusion relies on assumptions about the market in which the BBC’s international news website
operates, particularly in relation to who its main competitors in that market. If, as we have assumed, the
BBC primarily competes against the world’s main English language global news players (e.g. CNN,
MSNBC, Yahoo, US and UK newspapers), the impact on UK publishers is likely to be small. However, if
international audiences see other UK services (particularly The Guardian and Mail Online) as close
substitutes for the BBC, the impact might be more comparable to what we find in the case of UK
audiences. We have not had access to data that might allow us to ascertain which of these scenarios
applies.

We have also considered the BBC’s likely impact on publishers’ ability to raise revenues through
paywalls. Our analysis suggests that a degree of demand substitution may be present, so that, in the
absence of the BBC, paywall revenues would be likely to be higher than they are today. However, the
evidence here is too limited to allow for quantitative estimations. On the other hand, if the BBC were to
simply offer a (marginally) reduced choice of news content, our analysis suggests that this would have
virtually no impact on paywall revenues.

Finally, in the case of online video, our analysis suggests that the iPlayer is likely to have played a pivotal
role in establishing the UK VoD industry as a European leader. Nonetheless, our analysis also suggests
that, today, consumers’ use of commercial players’ VoD services might be higher if the iPlayer were not in
the market, possibly by as much as around 30 per cent. Estimating the degree to which this would
translate into additional revenues has not formed part of this report.

None of the above appears particularly surprising given the scale of the audiences of the BBC’s online
operations. We have not found clear evidence that the effect we have considered — i.e. demand
substitution — has prevented market entry or forced market exit, at least not in the markets we have
examined more closely (national online news and online video). However, we do review in this report
cases in which the BBC Trust has intervened to prevent such an effect. In any case, as noted, demand
substitution is only one of several elements that should be weighed when assessing the BBC’s overall
impact on the market. Other criteria should include the BBC'’s role in market creation and the impact on
consumers and citizens.

Considering the future, we make two suggestions. First, we consider that there is scope for the BBC to
explore a more radical approach to aggregating other news publishers’ content, relying on links to other
publishers for content that audiences might not necessarily associate with the BBC. This would address
the concerns raised about soft news — particularly in connection to news consumption mediated by social
media — while the BBC would continue providing a “balanced news diet” to its regular visitors.

Second, the BBC’s current focus on reach as a measure of performance, which may be adequate in
broadcast media, is blind to key aspects of audience behaviour that influence public value and
commercial impact. There is potentially a large difference in “public value” delivered in the case of an

191 These sections currently account for around 7 per cent of the page views measured within the BBC’s news website. However, for
the purposes of our analysis, we have also considered some of the BBC online traffic residing outside the BBC news website as
part of the BBC’s provision of online news, in order to facilitate comparison with the commercial sector. On this wider basis, the
proportion of page views corresponding to these sections amounts to 5 per cent. For details see section 6.7.6.

192 After re-scaling; see previous footnote.
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online visitor whose only contact with the BBC over a month is to read a few soft news articles after
following links in social media, and another who regularly skims the news front page for the day’s news.
Nevertheless, today both cases count equally towards the BBC’s reach. In this regard, we consider there
is scope for more nuanced measures of reach to be developed — for example, by tracking the number of
times when audiences were offered different types of content, as well as the times when audiences
“clicked” on the relevant links. Such “conversion” metrics are widely used in the commercial online world.

Introduction and overview

By multiple metrics, the UK boasts one of the world’s most developed online sectors. Although the BBC
has certainly played a key role in this, the story of the UK’s online sector is also one of commercial
success; for example, the UK’s expenditure in online advertising and ecommerce are among the highest
in the world. Nonetheless, the BBC’s large scale and significant market share in some areas have
historically led to concerns about its market impact.

The growth of the internet and the transition to digital have proved challenging for media players across
the developed world, including in countries, such as the USA, without a strong public intervention
comparable to the BBC. But the existence of these wider challenges does not mean that the BBC’s
presence does not have adverse effects on UK commercial players, or that these are comparatively
minor. What it does mean is that untangling the BBC’s impact — particularly its potentially negative gross
impact — is challenging.

Purpose and scope

The purpose of this chapter is to consider the BBC’s impact on the UK’s online sector in terms of its
nature and scale, in the context of a complex and fast changing industry. Given the vastness of the
terrain, for practical reasons our approach is limited in several ways: it is mainly qualitative rather than
quantitative (although for certain scenarios we provide order of magnitude estimates); its focus is limited
to online news and (to a lesser extent) online video; and it centres on the issues raised in responses to
DCMS’s current Green Paper.

In line with the rest of the report, for reasons of scope and time, we focus here on the BBC’s gross market
impact. More specifically, on the key question of advertising revenues, we focus only on the potential
revenue uplift that a reduction in BBC output might have on the commercial sector, and do not fully cover
other potentially positive aspects of market impact, such as the market expanding role that the BBC may
play (with the exception of iPlayer).

More broadly, we do not consider the important question of the value that the BBC generates for
consumers and citizens. Although considerations of public value are not completely absent from this
chapter, a full consideration of this topic is outside the scope of the chapter. However, public value is the
“other side of the coin”, against which any finding of gross adverse impact on the industry should be
considered, and this chapter should be read in that context.

Approach

The analysis in this section is based on a qualitative understanding of the online industry and its
dynamics, and a stylised quantitative model of the impact on news providers’ online advertising revenues.
These are set out in sections 6.3, 6.4, 6.6.1 and in the Annex in chapter 9, as well as the factual evidence
set out in section 6.2. In turn, in developing our understanding, we have relied on a review of relevant
literature (including confidential submissions to the current Green Paper); discussions with policy
representatives at two news publishers and the BBC, as well as five industry experts; and our own
experience.

Structure of this section

In section 6.3 we consider the UK’s online market and the BBC’s role within it, relying on publicly
available information and data kindly provided by the BBC, commercial publishers and comScore. With
the essential factual basis in place, in section 6.4 we provide a brief strategic discussion of competitive
dynamics in the markets in focus, building an essential framework for our later analysis.

In section 6.5 we review the policy debates. Starting with a rundown of previous policy and regulatory

reviews (with details provided in the Annex in chapter 9, we then turn to the issues being discussed in the
context of the current Green Paper, drawing on a review of stakeholder submissions, as well as
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discussions with selected stakeholders and experts held during the preparation of this report. We
conclude by highlighting key gaps in the evidence provided, as a guide for our own assessment in the
rest of this chapter.

With this context in place, we turn to our own assessment of the BBC’s market impact today. We start by
assessing the scale of the BBC’s overall impact on the online news industry (section 6.6.1 covering
advertising revenues and section 6.6.2 addressing paywalls). We then examine two specific issues raised
by stakeholders: the BBC’s news presence overseas (section 6.7) and its perceived provision of soft
news (section 6.7.4). Finally we discuss the BBC’s impact on online video (section 6.8).

Section 6.9 concludes with a discussion of certain topics that cut across this section. First, stakeholders
have questioned whether the BBC should, at least to an extent, relate to other publishers as an
aggregator of their content. This question is highly relevant in the light of our discussion. The conclusion
section discusses what this might mean in terms not only of market impact but also public value. We also
consider the question of the BBC’s public value more generally — one that, for reasons of scope, we do
not address directly in this report, but whose role needs to be clear since any finding of adverse market
impact needs to be weighed against the public benefits involved.

As will be seen later in this chapter, one of the key contributions to the debate on online news was by
0&O itself, on behalf of the NMA.'® To avoid any perceived or actual conflicts of interest, the
development of the present chapter has been the responsibility of Oxera alone — not O&0O - and
the views presented here may not necessarily reflect those of O&O.

Market context

In what follows we discuss the UK’s online market overall and then the specific cases of online news and
online video. In each case we start with an overall view of the market and then turn to the BBC and its
role in the ecosystem.

The UK’s online market

General view

By multiple measures, the UK today is one of the world’s internet leaders. By 2015, 85 per cent of UK
consumers had access to the internet,*** and take-up of both fixed and mobile internet was among the
highest in the developed world (see Figure 40). Consumers in the UK with fixed online access spend over
33 hours online per month, more than their counterparts in most key comparable countries.*®

Figure 40: Internet take-up in selected countries™®
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1% Oliver and Ohlbaum Associates (2015b).

% See Ofcom (2015d).

1% Includes only desktop and laptop computers. Additionally, UK smartphone users spend around 66 hours per month. See Ofcom
(2015g).

1% Source: Ofcom (2015g).
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This high degree of consumer activity has led to strong revenues among online players in key categories
as well. For example UK per capita ecommerce revenues are among the highest in the world, at £1,591
per year per head.'®” Of more direct relevance to this study, overall internet advertising accounted for 43
per cent of all advertising revenues, a proportion higher than that reported for key comparator countries
including the USA,*® and higher than that for any other media in the UK (see Figure 41).

Figure 41: UK advertising expenditure, 201419
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The BBC'’s services

In the 19 years since it launched its first website in 1997, the BBC’s online presence has grown into one
of the UK’s largest offerings and a key global source for online news. Taken as a whole, the BBC’s
collection of websites at bbc.co.uk is considered by the BBC as a “service”, named “BBC Online”, on a
par with TV and radio services such as BBC One, Two, CBBC, Radios 1 to 4, etc. By 2012, BBC Online
had achieved a weekly reach of 22.4m adults (or 46 per cent of the UK population and around 57 per cent
of online adults, vs a target of 65 per cent of online adults), making it the BBC’s third most popular service
behind BBC One and Two." By 2014 to 2015, it was reaching 50.2 per cent of all UK adults.”

In terms of expenditure, the BBC spends around 5 per cent of its licence fee income (£201m in 2014 to
2015, up from £174m in 2013 to 2014112) on BBC Online. This is small compared to UK online advertising
revenues of around £7.2bn pa (or £3.4bn excluding search advertising™*?), although this is not a like-for-
like comparison (as in the BBC'’s case this figure is not revenues but rather the cost of running an online

service).

The BBC'’s online portfolio spans 10 “products”: News, Sport, Weather, Homepage, Search, Knowledge &
Learning (covering formal and informal learning-related content, such as food-related content), TV &
iPlayer, Radio & Music, CBeebies and CBBC. Products vary widely in their popularity, from the highly
popular iPlayer, news and sport services, to offerings targeted at children and other less widely used
offerings within the “Knowledge & Learning” proposition. This structure reflects a rationalisation of the
BBC’s proposition carried out in 2011 following a strategy review partly in response to flnanC|aI pressures
and partly against a background of industry concerns about the BBC’s role in the market.™

In 2007, the BBC Trust approved the BBC’s plans to launch its bbc.com proposition.**> Since then, nearly
all of the BBC’s English language online presence is actively exploited commercially. By relying on “geo-
IP” technology, overseas visitors to any part of the BBC website are shown a different proposition in

7 Compared with £918 for the USA, £746 for Sweden, £714 for France and £698 for Germany. Ofcom (2015g).

1% Other key countries with lower figures include France, Germany, the Netherlands, Sweden and Austria and South Korea. See
Ofcom (2015g), p. 277.

% Source: Ofcom (2015g).

119 5ource: BBC Trust (2013), p. 76.

1 Source: Source: BBC (2015a).

"2 BBC (2015b).

1% Based on Ofcom (2015g).

4 source: BBC Trust (2011b).

' BBC (2007a).
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which advertising is shown, different content is promoted and certain UK targeted content is unavailable.
(For example, partly because of rights, overseas visitors to iPlayer cannot view UK 