Beesley Lecture September 242009

“What is the role of public service broadcasting inthe digital age?”

Do we have the tools, do we have the structureyelbave the mind-set to re-invent public service
broadcasting for the digital age? That is theettpf my lecture tonight, launching the Beeslajese

For over thirty years, from 1955 to 1988, the UKogmd a stable, managed broadcasting sector,dyuilt
spectrum scarcity. For much of that time, not atitythe BBC have sole use of the licence fee) Dt
enjoyed a monopoly of TV advertising. This wasdlge of the duopoly. The advent of Channel 4 8219
was seamlessly integrated. In the backgroundeadbmbered: a few franchises offering a smattesing
choice. Happy days.

Spectrum scarcity allowed regulators to induce td\8upply news, current affairs, documentariesgica,
arts, children’s programmes, regional serviceseahutation, in exchange for free spectrum and those
advertising privileges. Channel 4 was requiredffer innovation and an alternative to ITV. The GBwith
its guaranteed income, was expected — without Bp@rompting — to supply at least as much if hatren
than the commercial sector in these public sem@tegories.

Public service broadcasting — or PSB — was cap#lil@o definitions in this period: the whole systen
managed content, or the elements within the sytaima purely commercial version of broadcastingledo
not provide.

Recently, both the BBC and the media regulator @ftave tried to add a third approach — asking wdreth
individual programmes display certain charactessstir fulfil certain purposes. | have been explitimy
criticism of this. Itis impossible to name a $:BC programme that fails to meet such testsrelgeer,
under this approach, all kinds of content from diczsters with no PSB duties can claim to delive® RS
such as Discovery, Sky News, Sky Arts and Nati@ebgraphic.

The most important test this methodology failshat it does not tell you what to do. Does theesteted to
intervene in broadcasting? If so, how, and at wbat? What we know for certain is that the age of
spectrum scarcity has been replaced by an agesofrsm plenty, and that the old means for ensuring
delivery of PSB from the commercial sector areargkr effective. What we do instead is less clear.

Meanwhile, the very nature of broadcasting is béiagsformed. We can no longer even be confideatt t
linear broadcasting is the sole means of intereentiContent that looks like PSB can be found adlrahe
Internet.

The old PSB system was unravelled in two stagést, Sky enlarged its subscription package touidel
broadcasters such as Disney, CNN and Nickelodeomng its brand from a broadcaster into a platform
The rapid growth of analogue multi-channel provisifuelled by subscription earnings, suggesteda ne
paradigm of symmetry and stability. We now ha@é¢hsystems, each with their own funding stream —
licence fee, advertising and pay.

However, within a decade came the second wavestfudtion: the launch of digital technology, withyS
again taking the lead. This offered consumergusitta huge increase in channel choice, but intierag
smarter set-top boxes with hard drives, sophigttatectronic programme guides, interactivity, ibgit
transactions and a pathway to broadband, highitefirand 3D. Cable followed, though at a distance

The response from the terrestrial broadcasterpostgnl by government and regulators, was digital
terrestrial television, or DTT. The first versidmyV Digital, a pay-TV service, was a colossal dad,
succumbing to Sky's superior product and marketing.

Then DTT became primarily free-to-air, under BB@dership. Freeview built an impressively large
consumer base, driven by very low cost set-top $axel a modest array of additional channels. This



success persuaded ITV and Channel 4 to switchplgHTV channels to free-to-air, sacrificing sulystoon
revenue for the increased advertising that accessllions of Freeview homes promised.

The change in the landscape, however, had oneobetigus victim: the old PSB system as an organic
whole. The trade-off, between access to scarcersjpe and delivery of commercial PSB, could not be
sustained under conditions of spectrum plenty.eéag the more that ITV, Channel 4 — and latteryei
became dependent on advertising, the more dirdethywere threatened by loss of viewers to the rohss
new channels.

This process was exacerbated by three furtherriactarst, the merger of Carlton and Granada éiigd a
regulatory remedy designed to prevent potentiatalmf ITV's dominant airtime sales position. Théd
the unintended effect of driving down the pricd® advertising for all commercial broadcasters. In
addition, the rapid growth of advertising on thtelnet siphoned revenues out of television. Then t
recession, and the accompanying slump in advegtisiompleted a triple whammy.

Just as importantly, a key response by the teratsto the digital challenge — the launch of faesilof
channels — added to the drain on resources théd beudevoted to PSB. None of the new channels
launched by ITV, Channel 4 or Five has any PSBgaltilbns.

The atrophying of commercial terrestrial PSB wa#l weder way when the Broadcasting Policy Group,
which | chair, published its report on the futufelee BBC, in 2004. We saw that future as entwingt
the issue of PSB as a whole. Then, as now, welcmd four possible ways to approach the issuewfdn
whether to deliver PSB in the digital age.

The first is that the market, now no longer conatd by spectrum scarcity, will deliver all thaeth
consumer needs, and there is no requirement fiar ist@rvention. On that basis, the licence fadd-be
abolished, and both the BBC and Channel 4 privatise

The second is that market provision is steadilyaexiing, and that no intervention is required beyahess
well-funded BBC, and whatever Channel 4 happeeliver.

A third approach addresses an implicit problemheftging by the previous position: how to ensuuegbity
of PSB supply. It leaves the BBC essentially uohmd, but seeks a separate funding source to duppor
alternative provision of PSB content.

This is the current position of Ofcom and the gowaent, and their preferred source of funding far-B8C
PSB, over and above what Channel 4 delivers, ipdineof the licence fee earmarked for digital shitver
assistance, which will not be needed for that psepaiter 2012.

Finally, there is the position our study group aedpthat whatever PSB might from time to time éguired
needs to be delivered through a contestable fyreh o all producers and distributors of digitahtemt.

We identified the progressive collapse of comméresB supply as the driving force of change. We
expected this to lead to an enlarging of the BBflYsady dominant position in the provision of ke8>
elements, such as current affairs and regional nemgerscoring the need to protect or re-inventatilly of
supply. This in turn would require a radical rethof the way PSB was funded.

We recommended using the digital switchover protessplace the BBC licence fee with voluntary
subscription, whilst establishing a small, sepakR&8 fund to fill in the gaps in market provisiohcontent.
Our approach was informed by a key litmus test. d&fened PSB as that content which society valbatl,
which the market failed to provide, either at atljn sufficient volume. High quality content ttihe
market could readily supply required no state suppo

We reckoned that programmes like Blue Planet asasdEastEnders were easily funded from market
sources, whereas many minority interest progranwege probably not. However, we did not want public



service content to be defined by delivery systeravan genre. For instance, we could imagine certai
drama projects — such as Red Riding or Occupatiguedifying for support. Nor did we offer a view &
how much non-market content might be publicly fuhd€uantum was a political decision, and could
change over time.

This approach sharply conflicted with the BBC's oview of itself, as a provider of a full range @intent,
popular and specialist. That view was partly rdateits funding mechanism. After all, if nearly a
householders paid the licence fee, surely they wetiled to a full range of output.

From the universal compulsion to pay the liceneetfee BBC derived a doctrine of universality, which
justified spending the bulk of the licence fee ontent that either mimicked the market or couldlg&sve
been financed by market mechanisms. But our sjuolyp could not understand why it was necessary to
prosecute 100,000 people a year in order to pag #aturday night ballroom dancing competition.

We were accused of trying deliberately to margasthe BBC. Where we saw the licence fee as an
anachronism that digital switchover would rendelureant, our critics saw it as a moral statement: a
collective intervention in what otherwise might bete a wasteland of lowest common denominator
programming.

We saw a wider frame of reference: how, in thetdigige, could we deliver a PSB system that was
transparent, accountable, pluralist, good valuerfoney, and scalable to changing needs, rather than
embedded in self-sustaining institutions?

And one of our biggest concerns was that, irrespedf the rights or wrongs of the licence fee, #mnel
ways in which the BBC spent it, the rapid declifeammercial PSB would increasingly leave us with a
monopoly supplier of key genres, including hightysitive ones such as current affairs, with possibl
negative consequences for our democracy.

As it has turned out, in this key respect, we wareng, as was revealed in this summer’s Ofcom tepor
dealing with PSB in the years since we publishét had assumed the BBC would naturally expandlto fi
the vacuum left by the commercial sector. Aftérahat else is the licence fee for? In fact, BBC chose
to play a much more subtle game.

The report revealed that the BBC had used the awndf commercial PSB supply as cover for a transfe
resources to its own non-analogue activities. &dtian be seen as the last of the big spender8BE has
cut back its major channels.

Calculating everything in 2008 prices, Ofcom fouhdt total commercial network spend had dropped by
8% between 2004 and 2008. Shockingly, despit@B@’s inflation-proofed guaranteed income, the
decline in spend by BBC1 and BBC2 was far gredig¥s.

Across the terrestrial system, the most importasitna was first-run origination, which fell by 144 But
spend on all the key PSB categories also fell: &iilore by 28%, arts by 33%, religion by 34%, regiona
programmes by 39% and children’s programmes by 48%.

With children’s, spend on first run origination thye BBC, including its specialist digital children’
channels, fell by £20 million; less than ITV’s cbyt not by much. Tellingly, the proportion of ichien’s
viewing devoted to actual children’s programmingiloa terrestrial channels fell from 32% to 12%.

The same pattern can be seen right across thedgB: viewing of religious programmes fell by 23%,
music programmes by 52%, arts programmes by 58%edunchtion programmes by 70%. ITV's spending
on programmes for the nations and regions fell4y fillion, but the BBC’s decline is not far behjrad

£34 million.



Effectively, the BBC has joined its commercial i&/an a tactical shift of resources from the maamnels
accessible by all homes to purely digital chanael$ non-broadcast activities. In the processyiising
share of the five terrestrial channels has faltemf75% in 2004 to 61% in 2008: a startling dectimet is
much faster than the rate of increase in take-upgifal viewing equipment, which might otherwise $een
as the proximate cause. Which is chicken and wisielyg? For every percentage point drop in nétwor
spending, the five terrestrial channels lost twicpetage points in viewing share.

This seemingly self-destructive policy begins tdkmaense when the growing universe of multi-channel
homes is examined. What the terrestrial chanraale done is collectively divert resources to their
portfolios of digital channels, of which only théB’s have any explicit public service purpose anite

Across all multi-channel homes, the outcome has hiest, between 2004 and 2008, the viewing share of
channels not owned by the terrestrials has drofmped 35% to 28%, whilst that for the terrestriakibolio
channels has risen from 7% to 16%. This actualljeustates the situation, as it excludes the nastilpr
basic pay-TV package, UKTV, which the BBC contrethtorially and half-owns, and also Channel 4's hal
share in the EMAP music channels. The terresthial® been starving their analogue viewers in daler
crowd out their rivals in multi-channel.

Should we be surprised by any of this? At onellgarhaps not: it was clear from the very staat the
launch of DTT was designed to re-entrench the jposif the five terrestrial channels, after a decafl
steady erosion in their viewing share by the rapie-up of satellite and cable. They were giftezlliest
part of the capacity on DTT, and the channels tvely and control now command 89% of viewing on
Freeview, which has become effectively a closedesys

As consumers take up Freeview, they make the piatinore valuable as a driver of advertising revesoe
justifying the extra investment in digital channeisthe commercial sector. The BBC, too, is ha@gyits
roll-out of new digital services protects overatwing share and reach across their channel piartfeb
shoring up the justification for the licence fee.

Of course, the last people to adopt digital — pneidantly the poor and the old — suffer deteriomaiio the
quality of the analogue services on which they.réyt their ability to recognize this loss, leba vocalize
it, is very limited. And impoverished single mathidéave no greater political clout than economeic

Where has the BBC’s money gone? We know abouthifeof resources to the nations and regions.s i
an exercise in devolution with a price tag in esaafsa billion pounds, though | sometimes wondeatthe
good burghers of Leeds and Newcastle make of thesirainvestment in Salford.

There has also been a significant expansion ofdspgmonline. Five years ago, bbc.co.uk cost lkags £70
million a year — even then regarded as a very fagunit figure, but utterly dwarfed by the averagethe
last two years: £180 million.

Many people approved of the BBC’s pioneering ralemcouraging internet take-up, and the news fart o
the website is regarded as of high quality. Howea® has become increasingly apparent in théviest
years, the collapse of advertising in regional maiional newspapers has led them to seek to refiiase
revenues online, where the huge BBC spend actbasiar to both advertising opportunities and
experiments in direct payment.

This is not to endorse James Murdoch’s accusatiorss recent speech at Edinburgh, of land-grabs f
state-sponsored journalism. The implication thatBBC is editorially controlled by the stateassk and
malicious, and any online land-grab goes back adkeor more. It is the disastrous state of thenftes of
print journalism that has set the BBC's lavish betdgn high relief.

It is fruitless to point out to commercial news angsations that newspapers in the US are in jusiuch
trouble as in the UK, and that the decline in negsp readership and advertising revenue is lomg. ter
What those organisations see is that any chane®poétizing their online content — a modest hopeeat —



is not helped by the BBC making the products obité vast online activities available free. Nothsir
mood much lightened by Mark Thompson’s disparagihipeir business acumen, as if the BBC had nothing
to do with their plight.

The BBC'’s head of news, Helen Boaden, disingenyquiints out that licence-fee-payers have already
funded the online services: why should they beedro pay again? The implication is that the anlin
offerings are merely a spin-off of underlying aitirv Yet all of BBC newsgathering, plus its 24-haews
channel, costs £150 million; so £180 million congés a pretty hefty spin-off!

Perhaps Ms Boaden means that, having been funditliogion in the licence fee, the online services
should not attract an additional charge: but nowwasg ever given the choice as to whether to payar
licence fee without online content, or a higheetice fee including online content — just as noisrggven
the choice as to whether to pay the licence fed &bther than to dispense with their televisiet) s

A while ago, at an IEA Hobart Lunch lecture, | higkingly hypothesized the notion of the BBC laumgh
a national newspaper, delivered to every homeerctuntry, free of advertising, and with impeccably
impartial news reporting. This could probably beduced for less than the £7 per licence fee tieat t
BBC'’s online services cost. The quality would lighh but the devastating likely impact on a ranfje o
national and regional newspapers made the whotesdem fanciful.

No doubt the BBC Trust would veto such a new serpioposal if it was ever advanced by managemient.
vetoed a recent proposal for local video newshergrounds that it would cause damage to commercial
players. Yet if circumstances change such thatgisging services are seen to cause substantizhgiato
those same players, why does not the same argumkehgood? It’s a bit like Obama and the Israeli
settlements: is “natural growth” any more acceptdbbn “new build"?

Subsequent to the Murdoch speech last month, \&@B&C voices have been heard saying that the
Corporation needs to be more careful not to darm#iger media enterprises. The chairman of the BBC
Trust has even sent an open letter to licencedgerp implying that a thorough review of the BBC’s
activities might result in a smaller BBC. Saleaahinority stake in BBC Worldwide has been mooted.

| regard this as inverse Sarkozy syndrome: tryinggem smaller without actually becoming smalker.
typical example was the BBC’s much-touted publmaif the expenses incurred by its senior execsitive
turned out that this was just the limited amourntleémed by those executives, after they had ihjtlaid
out cash. 99% of total executive expenses aralyiwovered by central bookings, so not requireg
imbursement, and so still unpublished.

The chairman also claims support from an Ipsosiopipoll for the BBC’s argument that reducing the
licence fee by £5.50 is a better way of disposifihe digital assistance monies after switchovanth
allocating them to non-BBC broadcasters. Thisifigdvas contradicted by a DCMS-commissioned poll
which — surprise, surprise — supported the DCM$epeace for re-allocating the money to non-BBC PSB.
The Culture Secretary, Ben Bradshaw, even dareBB&to give the £5.50 back anyway.

Polls are notorious for supporting the views ofsthavho commission them. However, | could not help
noting that the BBC's Ipsos poll demonstrated thege times as many people wanted the switchowdr ca
back than have it spent on BBC services. It makeswonder how deeply into BBC services the public
would be willing to cut in order to reduce the fice fee.

The Trust was also keen to quote from an ICM pudiveing high levels of respect and admiration far th
BBC: but was less interested in the same poll'dicoation that a substantial majority would ratliee
BBC was not funded by the licence fee.

In my view, inviting pollsters or politicians or pdits — let alone competitors — to determine tke sif the
BBC, and which services might be dispensed with, sippery slope. Is BBC3 really worth the £500
million it has cost so far? Is the move to Salfeedlly worth the reported £876 million cost, stiffing?



Should Hollywood movies, or series, or music-drivadio services or premium sport be a charge on the
licence fee? If a Conservative government is egthiack on ministerial cars and salaries, caneadie fee
reduction be far behind the threatened licencdrémze? Jeremy Hunt's pledge to reduce Mark Thomips
salary would save all of 2p off the licence feee iBlunlikely to call a halt there. Is the batileer the digital
support fund going to turn into a long war of d@in? Does the BBC really wish to endure a de&th o
thousand cuts, when a permanent solution to ghirdblems is so close to hand?

A smart BBC might call Mr Bradshaw's bluff now, st returning the switchover fund and its assedat
responsibilities to Whitehall, where they belonigd aeducing the licence fee immediately. But ilsa
manoeuvre were just a tactic to protect the retheficence fee as solely for the BBC's benefiis ivery
risky, when a clear majority of people have for soyears said — when asked — that they would ptefer
replace the licence fee altogether.

Mark Thompson's recent comment about the licenee-fedespite endless invitations from critics floe t
public to turn their back on it, they haven't” -sesmewhat disingenuous. Faced with lurid warnthgs
failure to pay the licence fee might result in inonal record, and that TV Licensing knows evergdids in
the UK, there might just be a minor reluctancerigagye in mass civil disobedience.

No doubt East Germany's leader, Erich Honecker, weasd boasting, before the Berlin Wall was pulled
down, that not many East Berliners had tried t@pemver the Wall, despite all the West's blandisist
ignoring the small matter of the trigger-happy gnipguarding the “death strip”.

Nor is it much comfort when two-thirds of responideto the ICM poll say they think the licence fegood
value. After all, why should one-third of homewéao subsidize the other two-thirds? Indeed, gtierd
cuts both ways. The higher the proportion satisfigh the deemed value of the licence fee, thengfer the
argument for making payment voluntary. What exéhio fear? Conversely, the lower the proportion
satisfied, the harder is the case for keepingebecbmpulsory.

The merits and disadvantages of the licence feesygpractical, political and ethical, have beeyuad
exhaustively. The conclusion reached by our sgrdyp was that digital switchover offered the first
opportunity for actually implementing a subscriptimechanism for funding the BBC. We felt that sach
switch would be good for the BBC, as well as pavimgway for a more rational system of PSB supply.

What we did not foresee was how the steepeningraeici the fortunes of the BBC’s commercial rivals
would expose the BBC's flank to a much wider raogeritical attack. Channel 4’s chairman recently
complained that the BBC enjoyed £900 million a ymare income than all its commercial terrestriadis
combined, with the consequent crowding out effeotming as that surplus rose.

Less than twenty years ago, the revenue of ITVeaisas double the BBC's, but today ITV’s incomegss|
than half the BBC’s. That's the compounding effeican above-inflation-proofed licence fee beinglagul
to an ever increasing number of homes.

And it's not just size and wealth that worries BBC’s competitors: it is scope and scale. If ybeak the
Sky EPG, you will find that the total number of\gaees owned or controlled by the BBC is 51. Yek, 5

The litany of complaints to which the BBC is sulbgetis legion. Executives are paid too much. ftake
paid too much. Brand and Ross are deeply offensivie BBC is ageist. The Salford move is politica
correctness run wild. Fake competitions and cdpsfcaws tarnish the BBC’s good name. Scheduling
Strictly Come Dancing against The X Factor is tompetitive. A Muslim should not run the BBC's
religious programming. Worldwide should not haeei allowed to buy Lonely Planet. Because of the
licence fee, everyone thinks they own a piece ®BBC, and have the right to whinge and pontificdte
such a culture of complaint and entitlement, whahost at risk is creativity.



Recently, BBC2's The Culture Show sent Greg DykBléw York to talk to the creative heads of HBO, in
order to discover their magic secret. HBO onlyduaes about 80 hours of programming a year, lsit it
nearly all of the highest quality — particularlyadra and comedy. The Sopranos, Sex and the City;e®t
Under, Curb Your Enthusiasm, John Adams, Gener#ilbnFlight of the Conchords, Entourage, Band of
Brothers: all have been acclaimed and honoured.

The Wire, with its 60 hours of detailed, highly ical and convincingly presented portraits of Batire, its
police, its schools, its newspaper, its docks #&ndrug gangs, unsentimental yet deeply humamwedisly
described as the best drama ever made for telavistotting aside the insufferable self-satisfacbbThe
Wire’s creative team, it is hard to dispute thaastothere is no credible BBC counter-claimant.

Greg's interviewees gave a simple reason for hacess: their funding mechanism. Dependent sotely
subscription, HBO can take great creative risksulfscribers don't like what they are getting, thag
cancel. Writers, actors and directors flock to kvimr HBO. Nowhere in films or television is these much
creative freedom — certainly not at White City.

Subscription funding would raise many issues ferBiBC. Would news, the Proms, children’s
programming, and their like still be provided irtabsence of a compulsory licence fee? In my view,
absolutely: they would be key attractions for patérsubscribers. Would radio continue to be pded, on
its present scale, and without any advertisinthefsignals could not be encrypted? It is cerygmalssible,
not least as a marketing strategy. Would the tlagntinue to offer access to content straiglar aft
transmission? For subscribers, definitely: it wdocibnstitute a major benefit.

Would BBC news services be available without chaegiber on television or the internet, as welbas

radio? Of course: but a huge proportion of BBGnenspending is nothing to do with news. Mark
Thompson told The Guardian this month that he woadlder the BBC was abolished than encrypt news to
stop people seeing it. As Mr Winner might sayntdbwn, dear. Sky News and Sky Sports show horethe
is plenty of room for website news content in theag even if Sky charges for access to other abnte

What level of public subsidy might a subscriptiomded BBC seek from a contestable fund? There are
plenty of candidates, of which radio and orchestnaght be the strongest. Conversely, there woald b
normal competition concerns applied to this newdgrated organization. After all, the BBC is natythe
nation’s biggest broadcaster, but also owns itgdsgproduction and distribution companies. Plartia
divestment of BBC Worldwide might not suffice.

Of course, there are many aspects of subscriptfoohnrare unambiguously attractive: flexible chaggfar
different levels of service, single-set househglaging less than multi-set ones; the chance taclkaun
specialist channels such as sport or music; abbvieedom to operate without every Tom, Dick, Ben
Bradshaw and Jeremy Hunt opining on every aspegbwf activities, which should be of concern to o
other than your subscribers.

And perhaps there is one other benefit which lastthis public haranguing would make particularly
apposite. Missing from James Murdoch'’s diatribs way reference to what one of his predecessd@&yas
CEO — Sam Chisholm — called the “most honest fofiraoadcasting” — subscription. | suspect Sky wioul
much rather focus on reducing the BBC's income@adit, than see it possibly become a formidablal riv
for revenue.

Especially threatening to Sky would be a succedsdukition of the BBC to subscription, followed the
BBC launching its own basic pay subscription candshtellite, onto which might piggyback the lilads
UKTV, Discovery, NBC, and perhaps even re-laungbeegt TV services from ITV, Channel 4 and Five.
Sky derives an 85% profit margin from its basic service, and keeps most of its channel suppeas
tight commercial arm-lock. If the BBC could loostat grip, James Murdoch might look back on
Edinburgh 2009 with very mixed feelings.



An important part of Sky’'s success has been iténgitess to take on the competition authoritieny A
investigation is resisted. Any adverse findinghallenged. Delay is a regular tactic. Nearlgéhyears
after the acquisition of 17.9% of ITV, Sky stilllde the shares, despite a series of regulatory tmflivest.

Likewise, Sky has complied with the requiremeniniake its premium channels available to other il
but not at a price that makes any sense to thedhit @not required to make available the HD vemsi of
those channels. Unsurprisingly, it concentratesnarketing on HD.

In Edinburgh, Murdoch was almost as scathing akdodbm as about the BBC. Yet we should beware of
taking his critique too seriously. This summerc@n published a devastating report on Sky’s premium
channel pricing. It showed how Sky would be trgglest beneficiary from a 30% cut in its wholesaleqs,
as this would incentivize the likes of BT and VirgWledia to sell these services to their own custejreefar
lower proportion of whom than Sky's customers tpkemium channels.

Jeremy Darroch, James Murdoch’s successor as SKy (@&t week asserted that Ofcom’s investigatioa wa
misconceived. He made three errors in his couattack. First, the requirement for Sky to suppsy i
premium channels came long ago from the OFT, netstimmer from Ofcom. Ofcom was simply trying to
deal with Sky's successful frustration of the regmient through its pricing policies.

Secondly, he revealed that he had been willingptopdy with Ofcom’s proposed pricing levels, if Ofoo
had approved another Sky venture which had beed aiiti-competitive: as if to say, let me substitolhe
abuse for another.

And he ignored the most crucial evidence of abtigedominant position: Ofcom’s revelation that Skgs
seemingly willing to sacrifice hundreds of million§pounds in profit, provided Virgin Media and BTand
their customers — also suffered. Sky is probaltiy that Hollywood studios have not filed colleetisuit
for deliberately restricting their income, insoéar their revenues from Sky are related to the tgkef
movie channels. Mr Darroch needs to re-read hisr&am: “the louder he spoke of his honour, thesfase
counted the spoons”.

James Murdoch is right to criticise our competitiegime for its lack of bite: but in doing so heiads like
the burglar who bemoans the lack of bobbies om#a¢. Curiously, he compares the German system
favourably.

Yet when his immediate predecessor as Sky CEO, Batlyin his role as chairman of the giant German
cable company KDG, bought 18% of a rival, the Germetel office forced him to dispose of the shares
within weeks, at a significant loss.

Of course, if the OFT, Ofcom or the Competition Guission had been similarly empowered, and Sky had
been forced to divest its ITV stake quickly, it udbhave saved the company over £600 million pouasls,
the shares have lost two thirds of their valueesiardoch and Darroch bought them, in a wheezegdedi

to frustrate a possible Virgin Media merger wittVITPerhaps that £600 million explains the hankgsfter
the German system.

James is also wrong to complain about the regularihough not the over-elaborated content — ob@®ifs
reviews of PSB. They are a requirement of the ZD6@munications Act. And although they might seem
pettifogging to some, the monthly bulletins dealmith complaints and breaches of rules are actwalty
valuable.

There can have been few more excruciating dayseitife of the BBC Trust than the publication of
Ofcom’s forensic report on fake BBC competition$ieh revealed in detail all the instances that BBC
management had withheld from the Trust's own inguand which the Trust had been too trusting toodiy
itself.



There is, | acknowledge, a difficulty, with regatdsOfcom. Although it regularly reports on spactiypes
of programming that are recognized as PSB gencbdldren’s, education, news, religion, arts, cutren
affairs, regional — it actually adopted four yeag® a methodology which blurs the distinction bemvthese
genres and the mass of broadcaster activity.

It decided, in 2005, to define PSB in terms of mggs and characteristics. As can be expected; ta®
rather like motherhood and apple pie. Purposdaded supporting UK origination, stimulating leargi
and encouraging diversity and understanding ofsbied, whilst characteristics included innovation,
challenge, high quality and engagement.

The result is that 100 pages of the latest Ofcqronteon PSB are devoted to updating the supposed
performance (according to audience research) ofdaheus terrestrial channels as measured agéiedist
of PSB purposes and characteristics. Nothing Usefierges from this analysis. One is tempted &pad
Oscar Wilde's definition of foxhunting: this is thesatiable in pursuit of the immaterial.

Indeed, | wonder if anyone stands back and asks28w of the latest sample can approve Channel 4’s
delivery of high quality children’s programmes, whiebroadcasts none; or how 31% can approve Five's
delivery of high quality UK originated soap and mieg when — apart from Minder — it broadcasts none.
Although Ofcom may classify the Australian soapeité and Away and Neighbours, as UK origination
because Five pays so much for them, no viewer wiailso.

Another complaint from James was that Ofcom spémaisnuch time on policy, rather than restrictirggit
to research and analysis. This seems to me ajit#glpoint. Policy is for politicians. For Ofcotm draw
conclusions from its analyses is only natural, prabably desirable, given the low status and lichgkills

of that Cinderella of Whitehall, the DCMS.

In fact, far from trying to determine policy, Ofctsnmost recent review of PSB seemed, if anythiadnave
been hi-jacked by ministers in key respects; sgda quixotic idea, elaborated in Lord Carter'gifi
Britain report, that the best way to preserve tariahtive PSB supplier to the BBC was — to housan@hl 4
within the BBC!

The much-vaunted joint venture between ChannelddBBC Worldwide has yet to materialize, nearly a
year after first being touted as a done deal. dddis main proponent within Channel 4, chief exwe
Andy Duncan, looks likely to exit Horseferry Roagfére he can bring it to fruition. Yet perhaps thost
troubling aspect of this attempted tie-up is theedt gives as to the mind-set of ministers andilisgrs.
The search for a sticking plaster solution to togtinal problems is typical of a backward-lookisggproach
to PSB, which is increasingly unsuited to a rapiignging broadcast environment.

The creation of Channel 4, in its time, was thdiant and surprising act of a newly elected Conatve
government. However, the ingenious structure whitdbled Channel 4 to become so successful — & smal
executive, dispensing a budget provided by ITVxohange for selling Channel 4's airtime — was
subsequently dismantled by the 1990 BroadcastiniguAd the 2003 Communications Act. The first tdrne
Channel 4 into a self-owned corporation, far lesoantable to its regulator. The second allowéthal
careful protections built into previous legislatimnbe sloughed off, with predictable consequences.

The 1990 Act permitted Channel 4 to sell its owtirae, which it did with great success. But itals
required Channel 4 to hand over to ITV 50% of uigptus revenues, whilst retaining 25% in a stagutor
reserve, which could only be spent with ministeajgproval.

To begin with, much of the benefit of Channel &#es success was soaked up by the ITV funding flarmu
until a determined campaign dislodged ITV from #dggation. However, despite publishing, year afear,

a whole series of promises to spend those recoverethues on programming, Channel 4 in 1998 instead
embarked on a strategy of diversification. Thiseven by the then Chief Executive, Michael Jacks
who had decided PSB was old-fashioned, and soaghtrt Channel 4 into what he called a multi-fadete
media corporation.



From the start, this initiative faced legal chatjes. The most important was from a leading me@awho
submitted an opinion that it was arguably illegaliew services like E4 and Film Four to be funbgd
Channel 4 without written ministerial permission.

Channel 4 tried to claim that a clause in the 1i@gslation allowed the Corporation to assist norec
services that were “incidental or conducive” to than purpose of the Corporation, which was toguiothe
Channel 4 service itself. However, this broad psesive language clearly did not over-ride the vagcific
protections built into the Act: otherwise, why wdwarliament have included them? Ministers and
regulators had turned a blind eye to Channel 4'sbieur, but this authoritative opinion was hardigioore.

So the Labour government, which had been noisitgysed to abolish the ITV funding formula, now
acceded to another — much more covert — Chanreatndpaign. The 2003 Communications Act removed all
the restrictive clauses, and for good measure,aisbshed the statutory reserve, so releasing an
accumulated £84 million.

Under Michael Jackson — and to a lesser extentrumslsuccessors — Channel 4 has squandered the bes
part of £300 million on non-core activities: neaalyits accumulated post-tax profits since 1990.

The Film Four production and distribution compangest £40 million before being closed. Attheracest
Channel 4 £23.3 million before it withdrew from thenture. The pay-TV channels — E4 and Film Four —
suffered from poorly designed business models|@stcdover £160 million before allegedly reaching
breakeven after a decade.

Meanwhile, to sustain this diversification strategaff numbers almost doubled, to 1200, and stadts
grew to five times the 1990 level. Even todayerfiuccessive slimming exercises, Channel 4's 900
employees cost £66 million last year, or on avef&¢z000 per annum each, which for many peopleria f
4-day week, as Fridays are “flexible”.

80 of the staff earn over £100,000 a year. Theethop executives cost Channel 4 £4.8 million therast
two years — more than twice as much as the Coiipaisitotal profits.

Only 200 of Channel 4’s staff actually work on corssioning and scheduling. There are 21 in strat2dy
in marketing, 41 in press and PR, 43 in IT, 65narce, 113 in sales — and over 300 in digitaliesses.
The Corporation spent over £40 million on markelasg year, and £18 million on business development
and research. £5 million was written off on “ong@ontracts” and £16 million on failed programraed
developments.

For four years, Channel 4 has been pleading pgvenrtgcasting annual deficits of over £100 milliarthe
near future, and asking for either part of therlozfee or access to the BBC's assets: top-slmirapttom-
slicing, as the BBC puts it. Yet it was still abbespend over £29 million in 2007 on a half-sharEMAP’s
music channels, seemingly ignoring the intensespireson margins in that sector. £1 million wenion
failed speech radio station, followed by furthedsiclosed millions on the 4Radio digital venture,
subsequently abandoned.

Last March, Channel 4 spent £500,000 on 50% oflasite written off within 8 months when its joint
venture partner went bust. Life One Broadcastiag sought in 2007 for £3.6 million, which was prdiyp
written off — Channel 4 had only wanted its EPGssIdstrich Media absorbed £500,000 before itedps
Popworld £200,000 and Fingertip Software £1.5 oiilli Project Kangaroo cost £6.4 million before ein
abandoned.

According to the Corporation’s most recent accouatt$east there was one piece of good news —igfitald
channels were at last making a profit, reportedly fillion, in contrast with an apparent £7 millimss at
Channel 4 itself. However, this reported loss efgineered by excluding £22 million of Channel doime
from rights and interest.
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Moreover, under “other operating expenditure” o6 £&3million, the accounts attribute 97% of suchteos
Channel 4, and just 3% to the 11 digital channesmilarly, with indirect costs and cost of salg@5% of
the total is attributed to Channel 4 alone. Tradkeations are, frankly, unconvincing.

The balance sheet confirms suspicions. The suppopmofitable businesses within the Corporatidinen
than Channel 4, turn out to have assets of jushiflion and liabilities of £64 million. Buried ia footnote
is an internal liability of £92 million. This wamly revealed to be a debt from the digital chasibel
Channel 4 when executives admitted so to Parlignadter being congratulated on the apparently
“phenomenal profitability” of the digital channels.

It is not just the woeful financial performancetioé new ventures that causes concern. They aoiestit
major distraction from Channel 4’s core purposeticbuting to PSB. In joining the general switch b
terrestrial channels towards the attractions oé¥mv, Channel 4 has shifted not just resourcealsat
audience to the non-PSB side of its activities.

For 20 years, Channel 4 averaged a 10% audience, stespite the steady rise of multi-channel
competition. Last year, it achieved its lowestiande share since 1986 — 8.2% — whilst its digigalices
surged to 3.7%. Half their recent growth in shae been at the expense of Channel 4 — which isnilye
one of the Corporation’s services with a speciftBRemit.

Channel 4’s accounts reveal that only £153 milbbits £500 million programme budget is spent oreco
PSB. Given that PSB content is unlikely to achigyegher audience share than non-PSB contentawe ¢
conclude that at most one-sixth of the Channelrffg@dm’s viewing share is to core PSB contentslésan
2%. What we have is a small public service dogdeiagged by a very large commercial tail.

Despite this, despite the pleas of poverty, despéecalls for public support, Channel 4's boaid summer
reportedly allowed management to bid £100 millionthe 11 wholly commercial Virgin Media channels,
which — if the bid had not failed — would have lisfe one PSB channel surrounded by 22 non-PSB elsann
Surely by now it is apparent that Channel 4 neet$ust a new chairman and a new chief executiveab
new board, new governance, a new remit and a raatv st

If Channel 4 sold off its non-PSB channels, andceatrated on its core purpose, it could dramaticall
reduce staff and costs. If it entered into a jemnture with Five, it could save tens of millicagear in
addition. There is no reason why Channel 4 shoatctontinue to play its core role for many, maegng,
if it just abandoned its delusions of grandeurwbich all board members of the last decade camnyes
responsibility.

The most recent delusion, running alongside theoitite’'wisp of the BBC Worldwide deal, was the
proposed joint airtime sales venture with Sky. @aithe Competition Commission’s rejection of any
significant easing of restrictions on ITV airtimaes, it is likely they will give short shrift to@mbination
controlling an even larger market share. It wakteasee Channel 4 suckered into yet another Sky
diversionary tactic, designed to head off a possshles deal between Channel 4 and Five.

Yet politicians — and Ofcom — seem reluctant teegip the institutional fix which is their knee-jedsponse
to perceived problems. There may well be a shertdghildren’s origination: but there is no reasorfund
Channel 4 to plug the gap, given that it has shieavmterest in children’s programming for 27 years.
Likewise, all kinds of Internet projects might jiigtE50m of public funding: but there is no reasdrall to
funnel it through Channel 4.

Understandably, Ofcom can only work with the tdblsas been given. It has been charged by staifitite
monitoring and protecting PSB, but has almost flaénce over the BBC, which is responsible for over
90% of PSB content. Even the PSB it is requirechémitor does not include radio, where far morentha
90% of the public service content comes from the&€Bfet no-one — including Ofcom — has ever raised a
issues about plurality of supply in radio.
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Ofcom’s first review of PSB concluded that a negtiimition, the Public Service Publisher, might be t
answer to the structural changes in PSB supphspiDesuccessive re-workings, that concept hashesm
shelved — in my view, sensibly. Likewise, the agpicof a contestable PSB fund, which our study jgrou
proposed in 2004, and which Ofcom rejected thes naav become the preferred means of intervention to
plug the gaps in PSB supply — again, sensibly.

But by now questions must arise as to whether caplaan expensive ITV regional news service, evigh w
a less expensive version, is the best way to fiserscarce resources. And the proposed suppande

UK originated children’s programmes smacks of d-wethestrated producer lobby pushing to the hdéad o
the queue.

For the funding of any intervention, Ofcom look#nmarily to a slice of the licence fee, even thoiighas
published this week a prediction that the risingsof losses on regional news could drive ITV aong that
main PSB obligation a year or more before the dligitvitchover monies become available.

So it seems to me a great pity that so much paliiod bureaucratic blood is being spilled oves kesn 4%
of the licence fee, when the key issues — of whigtiev and to what degree the public should funueat
which the market fails to supply in sufficient vole — need a far more fundamental structural approac

Ofcom cited this week 20 years of research showiagthe BBC could easily survive the switch to
subscription; but itself clings to the licence fédard-headed realism? Or blinkered institutianahtality?

What is the thread that draws together all thaviehsaid, about digital terrestrial television, B&C, the
licence fee, Sky, Channel 4 and Ofcom? It is Birtips: we grew up with a controlled and licensed
broadcasting system which, by its very limited natualelivered and constituted public service braating.
Those conditions have disappeared, but the coipbraind-set has not. Incumbent privileges arertihe
That Sky was able to overcome them has, paradbxigiven it a first mover advantage that has bezom
almost impossible to dislodge.

The BBC was a corporate creature of the 1920’s-age of the Forestry Commission and the London
County Council. Channel 4 became a corporateureat the 1990s. Even ITV is a child of regulatio
The habit of control is hard to break. The 2003n@wnications Act that created Ofcom spoke of aitize
and consumers, but in broadcasting the balanckesna

What we need is a much stronger competition regand,a fair and transparently financed broadcasting
structure. That will allow consumer consent andiah to play their proper role, and creativity lwaf
freely.

In turn, that will enable us to identify the neadd the means, to intervene in broadcasting folipabrvice
purposes, in the right context.

In the end, it will be politicians, not regulatoveho decide. But the present government is neverggo

get its head around the simple proposition thatlifum Newsnight through a universal and regressixad
unjust, and funding EastEnders by a compulsorygehar unnecessary. Perhaps an incoming Consegvativ
administration will prove as radical as the last,dhirty years ago, which abandoned its manifesto
commitment to an ITV2 and boldly embraced the timeovative Channel 4. Perhaps.

Re-shaping the BBC'’s funding, and re-imagining pubérvice broadcasting in the digital age, arecobs
sides of the same coin. The forthcoming electiadat not be more timely in creating an opportumiy
decisive action. Let us hope the electors, anclibeed, get it right.

David Elstein 24 September 2009
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