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1. Overview

The BBC’s role is to act in the public interest and serve all audiences with content which informs,
educates and entertains. The BBC may only carry out commercial activities through subsidiary
companies. The BBC's commercial subsidiaries exist to generate returns which can be reinvested
in BBC programmes and services and supplement income from the licence fee. In carrying out their
activities, the commercial subsidiaries may have access to certain services, information and
infrastructure from within the licence fee funded part of the BBC (the Public Service). Because of
these relationships, there is a risk that without appropriate safeguards the BBC’s public funding
could be used to subsidise or benefit these subsidiaries, for example by offering services on
favourable terms. To protect fair and effective competition we imposed a number of requirements
on the BBC to ensure that its commercial and trading activities do not, as a result of their
relationship with the Public Service, distort the market or create an unfair competitive advantage.

This document sets out our requirements. Alongside this document, we have also published a
statement setting out our decisions to modify these requirements, following further work to develop
our understanding of the processes and practices around the operation of the BBC's commercial
subsidiaries and their relationships with the Public Service.

What we have decided - in brief
Our requirements and guidance set out:

Operational separation

The operational separation obligations require that the governance of the commercial subsidiaries is
distinct and separate from the Public Service and place restrictions on the commercial subsidiaries
accessing information regarding the Public Service’s strategy, priorities and activities which is not
available to third parties.

Supply and pricing of goods and services

These requirements regulate the terms and conditions on which the Public Service and commercial
subsidiaries sell goods and services to each other. They also cover goods and services sold by the
Public Service to third parties and apply where the Public Service is selling goods and services to joint
ventures that the commercial subsidiaries participate in.



Commercial rate of return

The requirement to earn a commercial rate of return over an appropriate period of time applies to
each subsidiary that carries out commercial activities and each line of business within it. The BBC
must notify Ofcom and take appropriate steps where a subsidiary, and/or line of business within it,
is not earning or expected to earn a commercial rate of return.

Monitoring, reporting and transparency

The monitoring, reporting and transparency requirements support all the other requirements and
enable us to monitor the relationship between the Public Service and the commercial subsidiaries
and to fulfil our duties more effectively.

Material changes to commercial activities

This document also sets out the procedures the BBC must follow to make a material change to its
commercial activities. It also sets out the procedures we will follow to determine whether a change
can go ahead.

This overview is a simplified high-level summary only.
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2. Introduction

2.1

2.2

2.3

2.4

The BBC’s role is to act in the public interest and serve all audiences with content which
informs, educates and entertains. Under the Charter? and Agreement,? the BBC may only
carry out commercial activities through subsidiary companies. The BBC’'s commercial
subsidiaries exist to generate a return which can be reinvested in BBC programmes and
services and supplement income from the licence fee.

In carrying out their activities, the commercial subsidiaries have access to certain services,
information and infrastructure from within the licence fee funded part of the BBC.
Therefore, there are flows of funds and assets between the licence fee funded activities
and the commercial activities. Because of these relationships, there is a risk that, without
appropriate safeguards, the BBC’s public funding could be used to subsidise or benefit
these subsidiaries, for example by offering services on favourable terms.

Competition concerns may arise if third parties are less able to compete effectively
because of the relationship between the Public Service3 and the commercial subsidiaries.
For example, if the subsidiaries were able to sustain ongoing losses, they could offer goods
and services below market prices (and their actual costs). Alternatively, if they had access
to information about the Public Service's strategy and priorities that was not available to
third parties, they may be in a better competitive position than their rivals. This may distort
competition by giving the commercial subsidiaries an unfair competitive advantage
compared to their rivals.

One of Ofcom’s principal functions in regulating the BBC is to set requirements in relation
to the interaction between the BBC and its commercial activities. We must set the
requirements we consider appropriate to ensure that commercial activities do not, as a
result of their relationship with the Public Service, trading activities* or non-service
activities, distort the market or create an unfair competitive advantage.

Role of the BBC and the commercial subsidiaries

2.5

The Charter and Agreement place a number of obligations on the BBC regarding
commercial activities carried out by its commercial subsidiaries. It must ensure that these
commercial activities fit with its Mission and Public Purposes, are commercially efficient,
do not jeopardise the BBC brand and do not distort the market or gain an unfair

1In this document we refer to the Royal Charter for the continuance of the British Broadcasting Corporation as the
“Charter”, available at https://www.gov.uk/government/publications/bbc-charter-and-framework-agreement.

2The “Agreement” we refer to in this document is the Agreement between the Secretary of State for Culture, Media and
Sport, and the BBC, available at https://www.gov.uk/government/publications/bbc-charter-and-framework-agreement.
3 References to the ‘Public Service’ in the rest of this document should be read as references to BBC’s UK Public Services,
trading activities and non-service activities.

4 “Trading activities” are activities which are commercial in nature but are not to be treated as commercial activities.
Trading activities involve the provision of goods and services by the BBC to its commercial subsidiaries, third parties and
the general public. Trading activities are set out in Clause 31(1) and 31(2) of the agreement.
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competitive advantage as a result of their relationship with the Public Service. Together,
these obligations are known as the commercial criteria.s

2.6 As part of its duty to ensure that the BBC fulfils the Mission and promotes the Public
Purposes, the BBC Board sets a strategy for the BBC's commercial activities.¢ It must also
consider proposals for material changes to these activities and assess them against the
commercial criteria.”

2.7 The Public Service may carry out trading activities and the Charter places a number of
duties on the BBC in relation to these activities.® The BBC must have regard, amongst other
things, to the competitive impact of these activities.

2.8 At the time of publication, the BBC undertakes commercial activities through three main
commercial subsidiaries:®

a) BBC Studios, which produces programme content for the BBC and the wider market.
BBC Studios also sells programmes and formats around the world, as well as carrying
out a number of other activities. In April 2018, Studios replaced two commercial
subsidiaries: BBC Worldwide and the former BBC Studios.° As part of this merger, the
BBC provided commitmentst (the “Commitments”) intended to preserve transparency
over the relationship between the Public Service and the new Studios;

b) BBC Studioworks, which provides studio facilities and post-production services; and

¢) BBC Global News, which operates the BBC’'s commercial international news TV
channels and websites.

Our role and duties

2.9 Ofcom’s functions in relation to the BBC’'s commercial activities are limited to issues
concerning the separation of the Public Service from the commercial activities carried out
by the commercial subsidiaries.

2.10 Under the Agreement, Ofcom must set the requirements it considers appropriate to
ensure separation between the Public Service and the commercial subsidiaries, which may
include requirements to ensure that:

5 Agreement, Clause 23 (5).

6 Charter, Article 20 (3) (j).

7 Charter, Article 20 (5).

8 Articles 9 to 17 in the Charter.

9 Where we refer to commercial subsidiaries, we mean the three commercial entities and any which may come into
existence in the future. Where we refer to commercial activities, we adopt the definition contained in the Charter and
Agreement.

10 The former BBC Studios produced programme content but was not involved in selling programmes and formats around
the world.

11 The merger of BBC Studios and BBC Worldwide. The BBC's Commitments are available at:
https://www.ofcom.org.uk/ data/assets/pdf file/0014/112334/BBC commitments to Ofcom.pdf.
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2.11

e relationships between the Public Service and the commercial subsidiaries operate at
arm’s length on commercial terms;

e commercial activities are carried out in accordance with normal market principles,
including making a commercial rate of return; and

e the relationship between the Public Service and the commercial subsidiaries is
appropriately transparent, including providing Ofcom with financial reports and the
publication of information.12

Under the Agreement, Ofcom must also set out how it will regulate the trading activities
and the procedures to be followed, including such requirements as Ofcom considers
appropriate to protect fair and effective competition.

Purpose of this document

2.12

2.13

We published requirements and guidance in respect of the BBC's commercial activities in
March 2017 and the BBC's commercial and trading activities in July 2017 (the “2017
Requirements”). This document contains our updated requirements and guidance
following a consultation in July 2018 (“July 2018 Consultation”) on proposed
modifications of the 2017 Requirements. The statement published alongside this
document?® (“2019 Statement”) sets out our details of our decisions to modify the
requirements following our July 2018 Consultation.

The requirements and guidance will be kept under review and amended as appropriate in
light of any change to our powers and responsibilities. We will provide an explanation
where we depart from the approach set out in the guidance.

Competition concerns

2.14

We have considered and identified risks and competition concerns that the commercial
subsidiaries could, as a result of their relationship with the Public Service, distort the
market or gain an unfair competitive advantage. The requirements are ex ante rules which
seek to address these risks and concerns.

12 Agreement, clause 28.
13 Regulating the BBC’s impact on competition: statement on requirements and guidance, 29 March 2017 is available at:
https://www.ofcom.org.uk/ data/assets/pdf file/0037/99577/BBCCompetitionStatement.pdf.

14 The BBC’'s commercial and trading activities: A consultation on proposed modifications to Ofcom’s requirements and
guidance, 26 July 2017 is available at: https://www.ofcom.org.uk/ data/assets/pdf file/0025/99412/bbc-commercial.pdf.
15 The BBC’'s commercial and trading activities: A consultation on proposed modifications to Ofcom’s requirements and
guidance available at: https://www.ofcom.org.uk/2017s-and-statements/category-2/bbc-commercial-trading-activities.

16 The BBC's commercial and trading activities: requirements and guidance. Statement on modifications to Ofcom’s
requirements and guidance, 30 January 2019 is available at:

https://www.ofcom.org.uk/ data/assets/pdf file/0016/134350/statement-bbc-commercial-trading-activities.pdf.
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Commercial activities

2.15

2.16

2.17

Competition concerns may arise if third parties are less able to compete effectively
because the relationship between the Public Service and the commercial subsidiaries gives
the subsidiaries an unfair competitive advantage.

This could occur, for example, if the subsidiaries had access to information about the Public
Service's strategy and priorities that was not available to third parties. This may distort
competition by giving the commercial subsidiaries an unfair competitive advantage
compared to their rivals. Another concern might be that the subsidiaries could distort
markets by offering goods and services at prices below cost, sustaining ongoing losses that
would not be sustainable for commercial competitors.

In both of these cases, if the commercial subsidiaries receive an unfair competitive
advantage, suppliers who compete with them may be less able to attract customers and
may be unable to expand or may be forced to exit the market entirely. This may lead to
less innovation and investment, and ultimately worse outcomes for UK consumers in terms
of their access to quality services.

Trading activities

2.18

2.19

2.20

Concerns may also arise where the Public Service is offering goods and services to the
wider market.

Competition concerns will vary depending on the nature and scope of the trading activity
in question. However, they are likely to stem from one of the following concerns:

a) Discriminatory pricing/access: when the BBC supplies products or services to third
parties, it may do so in an unduly discriminatory manner. This could include charging
different prices to different third parties for the same service, granting preferential
access or refusing to supply to certain third parties. Trading in this way may put some
parties at a competitive disadvantage.

b) Pricing below market norms: there is a risk that the Public Service offers goods and
services to third parties at below market price, due to advantages that it may enjoy as a
large publicly funded body, which could make it difficult for suppliers of similar services
to compete.

The risk of adverse effects from this type of behaviour will depend on the nature of the
activity in question.

Structure of this document

2.21

The remainder of this document is organised as follows:
a) Section 3 summarises the legal framework;

b) Section 4 sets out our requirements and guidance; and
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c) Section 5 sets out the procedures we will adopt to assess proposals for changes to the
commercial activities that have been proposed by the BBC.

2.22 Annex 1 sets out a list of trading activities.
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3. Legal Framework

3.1

Ofcom sets out these requirements and procedures based on the legal framework
contained within the Communications Act 2003 (“the Act”), the Charter and the
Agreement. This section summarises that framework.

The Communications Act

3.2

3.3

Ofcom is a statutory corporation created by the Office of Communications Act 2002. Our
power to regulate the BBC is derived from the Act. Our general duties under section 3 of
the Act therefore apply to the exercise of our functions in relation to the BBC. In
performing our duties (including investigating compliance), we must have regard, in all
cases, to the regulatory principles under which regulatory activities should be transparent,
accountable, proportionate, consistent and targeted only at cases in which action is
needed.?

Section 198 of the Act sets out that it shall be a function of Ofcom, to the extent that
provision for them to do so is contained in the Charter and Agreement to regulate the BBC.
The Act also sets out that for the purposes of carrying out regulation of the BBC, Ofcom will
have such powers and duties as may be conferred on them by or under the Charter and
Agreement.

Royal Charter for the BBC

3.4

3.5

3.6

3.7

Article 46 of the Charter (Principal functions of Ofcom) requires Ofcom to prepare and
publish an Operating Framework. The Operating Framework must contain the provisions
and requirements Ofcom considers appropriate to secure the effective regulation of the
BBC’s commercial activities and trading activities amongst other things.

In relation to commercial activities, Ofcom must set requirements to ensure that the
commercial activities do not, as a result of their relationship with the UK Public Services,
trading activities or non-service activities, distort the market or gain an unfair competitive
advantage.

Article 46 also sets out that in considering whether the commercial activities gain an unfair
competitive advantage, Ofcom may consider in particular whether the commercial services
are, or will be, undertaken in line with normal market principles, including making a
commercial rate of return.

In relation to trading activities, Article 46(5) of the Charter requires Ofcom to set
requirements, in the Operating Framework, to protect fair and effective competition in the
United Kingdom in relation to (i) the effect on fair and effective competition of trading
activities; and (ii) agreements with, and conduct affecting, third parties in relation to
trading activities.

17 The Act, section 3(3).

10



BBC commercial and trading activities — requirements and guidance

Agreement between the Secretary of State and the BBC

3.8

3.9

3.10

3.11

Clauses 23 to 27 of the Agreement set out that the BBC may only make a material change
to the commercial activities once Ofcom has determined that the BBC may carry out the
change. Where the BBC publishes a proposed change to the commercial activities, Ofcom
must first carry out an assessment of this change to determine whether it is material. If we
conclude the change is material, Ofcom must then assess if the change is likely to distort
the market or create an unfair competitive advantage as a result of the relationship
between the Public Service and the commercial activity.

Clause 28 of the Agreement provides that Ofcom must set out trading and separation
requirements on the BBC to ensure that commercial activities do not distort the market or
gain an unfair competitive advantage as a result of their relationship with the Public
Service. These may include requirements to ensure one or more of the following: (i)
relationships between the Public Service and the commercial subsidiaries operates at arm's
length on commercial terms; (ii) commercial activities are carried out in accordance with
normal market principles; and (iii) the relationship between the Public Service and the
commercial subsidiaries is appropriately transparent.

Clause 31 of the Agreement, sets out that the BBC is permitted to carry out trading
activities. “Trading activities” are activities which are commercial in nature but are not to
be treated as commercial activities. We outline what these encompass in Annex 1.

The BBC must comply with the requirements in the Operating Framework to protect fair
and effective competition in carrying out trading activities.® Clause 32 of the Agreement
further states that the Operating Framework must set out how we will regulate the BBC’s
trading activities and the procedures to be followed (including such requirements we
consider appropriate to protect fair and effective competition).

18 Clause 31(3) of the Agreement.

11
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4. Trading and separation requirements
Schedule

Part 1: Definitions and Interpretation

1. In this Schedule -

“Agreement” means the Agreement Between Her Majesty’s Secretary of State for Culture,
Media and Sport and the British Broadcasting Corporation, dated December 2016;

“BBC Annual Report” means the annual report which is published each Financial Year pursuant
to Article 37 of the Charter and which includes the statutory financial statements required by
the Companies Act 2006;

“Budgeted Figures” means the numbers used in the BBC’s budgets and/or business plans
which are also used by the BBC in calculating the Target Rates of Return;

“Charter” means the Royal Charter for the Continuance of the British Broadcasting
Corporation, dated December 2016;

“Commercial Subsidiary” means a company which carries out Commercial Activities and
includes: (i) BBC Commercial Holdings Limited; (ii) BBC Studios Group Limited which
consolidates BBC Studios Limited and BBC Worldwide Limited; (iii) BBC Studioworks Limited;
and (iv) BBC Global News Limited;

“Commissioning Requirements” means the requirements contained in paragraph 7 of
Schedule 3 of the Agreement;

“Contracted Amounts” means, for the purposes of Requirement D.7(b), the amounts of
Transfer Charges agreed as part of the service level agreements or the BBC’'s budgeting
process between the Public Service and any of its Commercial Subsidiaries before the relevant
goods and/or services are provided;

“Enforcement Procedures” means Ofcom’s “Procedures for enforcement of BBC competition
requirements” as published on 28 June 2017;

“Financial Year” means 1 April to 31 March;

“Joint Venture” means a joint arrangement whereby one or more Commercial Subsidiaries
have joint control of the arrangement and have rights to the net assets of that arrangement;

“Operational Separation Statement” means a statement published pursuant to Requirement
D.2;

19 The Enforcement Procedures are available at:
https://www.ofcom.org.uk/ data/assets/pdf file/0010/102520/Procedures-for-enforcement-of-BBC-competition-

requirements.pdf.

12
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“Pricing Methodology Manual” means a manual published pursuant to Requirement D.5;

“Public Service” means the BBC’s UK Public Services, Trading Activities and Non-service
Activities;

“Requirements” means the requirements set out in Part 2 of this Schedule;

“Target Rates of Return” means, for the purposes of Requirements D.10 to D.12, the rates of
return which the BBC sets prior to the start of each Financial Year to achieve rates of return
in that Financial Year, and in any future Financial Years;

“Transfer Charges” means, for the purposes of Requirements D.5 to D.8, the total amounts
charged for any transaction or group of transactions between the Public Service and the
Commercial Subsidiaries and includes by way of example the total rent charged for all
properties used during a Financial Year; and

“Transfer Prices” means, for the purposes of Requirement D.5, the unit prices charged
between the Public Service and the Commercial Subsidiaries and includes by way of example
the rent charged for a specific property for the relevant period.

2. Exceptin so far as the context otherwise requires:
a) words or expressions shall have the meaning assigned to them in paragraph 1 of Part 1
of this Schedule, and otherwise any word or expression shall have the same meaning as
it has in the Charter and/or the Agreement; and

b) words in the singular shall include the plural and, in the plural, shall include the singular.

3. Areference to a statute or statutory provision is a reference to it as amended, extended or
re-enacted from time to time.

4. The Interpretation Act 1978 (c. 30) shall apply as if this Schedule were an Act of Parliament.
5. Headings and titles shall be disregarded.

6. Expressions which cognate with those referred to in this Schedule shall be construed
accordingly.

13
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Part 2: Requirements and Guidance

A. Separate subsidiary and operational separation requirements

Requirements

Al

A2

A3

A4

A5

The BBC must not directly undertake any Commercial Activities. All Commercial
Activities must be undertaken through Commercial Subsidiaries at arm’s length from the
Public Service and on commercial terms.

The BBC must have in place appropriate measures, controls and processes to ensure that its
Commercial Subsidiaries and Joint Ventures do not have access to information about the
Public Service’s strategy, priorities and activities that is not available to third parties, other
than:

a) information that is necessary to ensure that the Commercial Activities fit with the BBC's
Mission and Public Purposes;

b) information that is necessary for the fulfilment of any contract; or

c) information that if shared, does not carry any risk that Commercial Subsidiaries or Joint
Ventures could, as a result of having access to that information, distort the market or
gain an unfair competitive advantage.

The BBC must have in place appropriate measures, controls and processes to ensure that
information falling within Requirements A.2(a) and A.2(b) is only used for the specific
purpose for which it was obtained.

The Commercial Subsidiaries must be run by boards and executive committees of directors
which are distinct and separate from the BBC Board and its executive committees. These
boards and executive committees must also consist of an appropriate number of directors
who are not members of the BBC Board and/or its executive committees.

The BBC must have in place appropriate measures, controls and processes to ensure that
where a director serves on the board and/or executive committee of both the Public Service
and a Commercial Subsidiary or Joint Venture, any potential conflicts of interest are
identified, recorded and addressed.

Guidance

Exchange of information

A.6

A7

The relationship between the Public Service and the Commercial Subsidiaries or Joint
Ventures creates a risk that the Commercial Subsidiaries and/or Joint Ventures obtain
information which gives them an unfair competitive advantage or distorts the market. The
purpose of Requirements A.1 to A.3 is to ensure that this risk is addressed.

In order to comply with Requirements A.1 to A.3, we expect the BBC to carry out an ongoing
and comprehensive risk assessment to identify areas which present a risk of an unfair

14
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A8

A9

A.10

competitive advantage or market distortion, and to implement the appropriate measures,
controls and processes to ensure that information flows are managed as necessary. These
measures, controls and processes should reflect the extent of risk identified. This risk
assessment should be reviewed regularly and include, as a minimum, the following:

a) an identification of all interfaces between the Public Service and Commercial
Subsidiaries and/or Joint Ventures where information is, or could be, shared;

b) an assessment of what types of commercially sensitive Public Service information, which
if not available to third parties, could put the Commercial Subsidiaries and/or Joint
Ventures at an unfair competitive advantage or lead to market distortion; and

¢) a determination of whether the information sharing is necessary to ensure that the
activities of the Commercial Subsidiaries and/or Joint Ventures fit with the BBC’s Mission
and Public Purposes or for the fulfilment of a contract.

Where measures, controls and processes are necessary to manage information flows in
accordance with these Requirements, these may, for example, include the following:

a) training of staff and internal guidance;

b) appropriate arrangements for co-located employees;
c) IT system controls;

d) conflicts of interest procedures; and

e) internal compliance checks of the BBC's risk assessment and the measures, controls and
processes in place to manage information sharing risks.

An example of an area where information sharing could result in an unfair competitive
advantage or market distortion is programme commissioning by the Public Service. If a
Commercial Subsidiary has access to commercially sensitive information regarding the
commissioning strategies and needs of the Public Service in advance of independent
producers, it may be in a better position to prepare and submit tailored ideas and pitches
and win commissions. Examples of commercially sensitive information that could raise
competition concerns include advance notice of plans to commission large amounts of
programmes on a particular theme, and changes to genre strategies or specific decisions in
relation to recommissioning of existing programmes.

Further examples of areas where information sharing could result in an unfair competitive
advantage or market distortion relate to:

a) content distribution — for example, if a Commercial Subsidiary had advance knowledge
of the Public Service’s confidential plans to adapt its strategy for the distribution of
content for which the intellectual property rights are held by the Public Service, such as
children’s programming and ongoing drama series; and

20 The BBC is also required to comply with the Commissioning Requirements, including the requirement to commission on
a fair, reasonable, non-discriminatory and transparent basis.

15
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A1l

A.12

A.13

b) viewer research and performance measures — for example, a Commercial Subsidiary
could be at an advantage relative to its competitors if it had preferential access to the
depth and breadth of data which can be collected by the Public Service through the BBC
iPlayer. This could provide that Commercial Subsidiary with a competitive advantage by
assisting it in securing future commissions to produce and/or distribute content for the
Public Service.

Some information may need to be shared to ensure that the Commercial Activities fit with
the BBC’s Mission and Public Purposes, and this is permitted pursuant to Requirement
A.2(a). An example of an area that may fall within this exception is news production. BBC
News and BBC Global News may need to share information to ensure that the output of BBC
World News?2 fits with the BBC's Mission and Public Purposes, which includes the provision
of impartial news and information and reflecting the UK, its culture and values to the world.

Pursuant to Requirement A.2(b), information may be shared if it is necessary for the
fulfillment of a contract. For the purposes of this Requirement, a contract may be oral or in
writing, and includes pre-contractual negotiations. An example of when this exception
would be likely to apply is if BBC Studioworks has entered into a contract to provide studio
space for live productions produced by the Public Service.

As set out in Requirement A.2(c), there may be categories of information that carry no risk
of market distortion or an unfair competitive advantage if shared between the Public Service
and Commercial Subsidiaries or Joint Ventures. These may include, for example,
administrative information associated with shared business support functions, such as
payroll administration information.

Governance arrangements

A.14

A.15

The purpose of Requirements A.4 and A.5 is to:

a) ensure that the governance of the Commercial Subsidiaries is consistent with an arm’s
length relationship with the Public Service, and that Commercial Subsidiaries are
sufficiently independent in objective setting, strategy and decision making;??

b) support the BBC's compliance with the remainder of the Requirements.

Ofcom recognises that the BBC Board has duties which require it have a degree of oversight
over the governance of the Commercial Subsidiaries. Therefore, a reporting line between
the BBC Board and the board(s) of the Commercial Subsidiaries, and the presence of one or
more BBC Board member(s) and/or executives with Public Service roles on the boards of the
Commercial Subsidiaries is not prohibited pursuant to the Requirements, provided the BBC
ensures that it complies with those Requirements.

21 The commercial news channel that is broadcast outside the UK.
22 The duties of directors of any subsidiary company will be as set out in sections 170 to 177 of the Companies Act 2006,
including acting in the interests of the company and avoiding conflicts of interest.

16
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A.16 It is for the BBC Board to decide how to structure the boards and executive committees of
the Commercial Subsidiaries in a way that complies with Requirement A.4. In assessing the
BBC’s compliance with Requirement A.4, we will focus on:

a) the balance between non-executive (independent and BBC Board) and executive
directors;

b) whether the chair is sufficiently independent from the Public Service;

c) the extent of overlap in membership between the boards or executive committees of
the relevant Commercial Subsidiary and the BBC Board and Public Service executive
committees; and

d) the degree of influence that the Public Service has on governance and decision making
within the relevant Commercial Subsidiary.

Reporting requirements for Section A

Al7 We also gather information on how the BBC is complying with Requirements A.1 to A.5
inclusive through separate monitoring, reporting and transparency requirements. These are
set out in Section D of the Requirements, Requirements D.1 to D.4.

17
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B. Supply and pricing of goods and services

Requirements

B.1

B.2

B.3

B.4

B.5

B.6

Where the Public Service provides goods and/or services to the Commercial Subsidiaries or
Joint Ventures, it must ensure that this takes place at arm’s length from the Public Service
and on commercial terms.

Where the Public Service supplies goods and/or services to third parties, the BBC must not
discriminate unduly as to terms23 and prices:

a) against third parties when such goods and/or services are supplied to third parties and
the Commercial Subsidiaries or Joint Ventures; and

b) between different third parties.

Subject to the exceptions set out in Requirements B.4 and B.7, the BBC must set prices and
terms for goods and/or services supplied by the Public Service to Commercial Subsidiaries,
Joint Ventures or third parties on the basis of the following principles:

a) Set prices and terms for goods and/or services, using an open market process (e.g.
competitive tendering), or appropriate market benchmarks.

b) In the absence of market information as referred to in Requirement B.3(a), or where it
is disproportionate to undertake specific benchmarking exercises, set prices for goods
and/or services using cost as a proxy for market prices. The BBC must ensure that each
such price includes all relevant long-run incremental costs of providing the good and/or
service in question, an appropriate contribution to the relevant common and capital
costs, and an appropriate margin.

¢) The BBC must not set prices below short-run incremental cost under any circumstances.

Requirement B.3 does not apply to business support goods and/or services which the Public
Service only shares with the Commercial Subsidiaries. For such business support goods
and/or services, the BBC must set prices that at least cover the long-run incremental costs of
providing those goods and/or services.

Where the Commercial Subsidiaries supply goods and/or services to the Public Service, the
BBC must set prices and terms for those goods and/or services so as to ensure that they do
not exceed market prices or appropriate market benchmarks. This Requirement does not
apply to the supply of original programming and content by BBC Studios to the Public Service
through the commissioning process, which is subject to the Commissioning Requirements.

The BBC must ensure that:

a) any pricing methodologies and terms are reviewed regularly, and consistent approaches
are applied to any similar goods and services, including agreements for use of the BBC
brands; and

23 All references in the Requirements and Guidance in Section B to “terms” are to be read as “terms and conditions”.
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b) market benchmarks are relevant, verifiable and reviewed regularly in line with market

practice.
B.7 Requirements B.1 to B.6 inclusive do not apply to pricing of tickets for the events referred
to in clause 49(4)(h) of the Agreement (“The Proms, Proms in the Park, Cardiff Singer of the
Year, Young Musician of the Year; and other similar events which contribute to the BBC’s
Mission and Public Purposes”).
Guidance

Supply of goods and services by the Public Service

B.8

B.9

B.10

B.11

The Public Service sells a range of goods and services to third parties, Commercial
Subsidiaries and/or Joint Ventures. This includes licence fee funded content and intellectual
property which could be sold to the Commercial Subsidiaries and/or other market
participants as well as business support goods and/or services (such as human resources, IT,
legal and finance) that are only shared with the Commercial Subsidiaries.

Itis important to ensure that the prices that the Commercial Subsidiaries, Joint Ventures and
third parties are charged for these goods and services are set appropriately so that the
market is not distorted and so that the Commercial Subsidiaries do not gain an unfair
competitive advantage.

We consider that a “competition on the merits” approach is the relevant starting point for
considering how a significant, publicly funded organisation, such as the BBC, should operate
with respect to setting prices to both its Commercial Subsidiaries and third parties. This
approach allows the Commercial Subsidiaries to benefit from certain legitimate advantages
of scale and/or scope enjoyed by the Public Service, provided that those advantages are
replicable by comparable third parties.

Where the Public Service is supplying goods and/or services either to its Commercial
Subsidiaries and/or third parties, or solely to its Commercial Subsidiaries, we consider that
the relevant economic concept for the pricing of those goods and/or services is the
“opportunity cost” to the Public Service. The opportunity cost reflects what the Public
Service is giving up by choosing to supply a good or service to a particular party. That is,
where the Public Service supplies a commercial subsidiary, or Joint Venture partner, rather
than a third party, it is giving up the market price it could get from supplying that third party
instead. Equally, where there are goods and services that the Public Service would only ever
share with its Commercial Subsidiaries, then the Public Service is incurring incremental costs
in providing those products to the Commercial Subsidiaries.

Discrimination

B.12

To address the concerns that we have about discriminatory access and pricing, where the
Public Service supplies goods and/or services to third parties, the BBC must not discriminate
unduly against or between third parties. However, we recognise that in some cases there
may be a fair and objective justification for offering different prices to different parties or
refusing to supply goods and/or services to certain parties. For example, there may be cases
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where supplying to certain third parties could conflict with the BBC’'s Mission and Public
Purposes.

B.13 The Public Service may supply goods and/or services solely to the Commercial Subsidiaries
only if there is a clear reason for exclusivity or where the goods and/or services are being
shared for reasons of operational efficiency (such as business support goods and/or
services). For instance, we do not expect the BBC to supply such business support goods
and/or services to third parties given that the BBC is not “in the business” of supplying such
goods and/or services.

Market-based pricing requirements

B.14 We consider that in most cases, the transfer price should be set on the basis that if the BBC
did not supply the good or service to one of its Commercial Subsidiaries or Joint Ventures, it
would supply it to a third party instead. Therefore, the appropriate basis for the transfer
price in these instances should be the relevant market price or market benchmark. Where
the Public Service is already supplying goods and/or services to third parties and it has used
an open market process, it should use the output of that process. Where the BBC is starting
to supply a good and/or service for the first time, we would expect it to assess the most
relevant approach, for example, whether to make use of an open market process or market
benchmarks.

B.15 We set out below a number of examples of different types of goods and services that we
would expect to be priced using market prices or benchmarks:

a) Supply of content / IP for secondary exploitation — the opportunity cost to the Public
Service of supplying content / IP to its Commercial Subsidiaries would be the revenue
the Public Service could have earnt if the good or service had been sold to a third party.

b) Licensing of the BBC brand —the BBC brand is one of the most recognisable media brands
in the world2* and its development and maintenance has been funded by the licence fee.
The Commercial Subsidiaries use the BBC brand as part of their corporate names (e.g.
BBC Studios) and the goods and services they offer (either in their own right or as part
of a Joint Venture e.g. the BBC Earth and BBC America channels). Where there is a
possibility of licensing the use of the BBC brand in this way, in conceptual terms the
opportunity cost to the Public Service would be assessed in terms of what a third party
might be willing to pay for the use of the BBC brand. The transfer price should take into
account any restrictions that the Public Service might reasonably impose on the licensee
of the BBC brand to protect the reputation and value of the BBC brand.

B.16 One way of determining market prices is to put the good or service out to tender. If one of
the Commercial Subsidiaries were successful at winning a fair and open tender, it would
demonstrate that that Commercial Subsidiary placed the most value on the good or service
in question. This would be the market price and there would be no concern about

24 For instance, it was valued as the 10th most valuable media brand in the world — Brand Finance 2018
http://brandirectory.com/league tables/table/global-500-2018.
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B.17

B.18

B.19

B.20

B.21

B.22

discrimination or about the Commercial Subsidiary receiving an unfair competitive
advantage.

An open market process may also be an important input into establishing relevant market
benchmarks for use in the transfer pricing of goods and services, as previous actual sales to
third parties would be considered a legitimate source of benchmarking data.

However, we also recognise that it is not always practicable to tender goods and/or services.
Another way of determining market prices is for the BBC to establish what a market price
would be through benchmarking of suitable comparators. When using benchmarks to set
prices, the BBC should consider how representative the benchmark is in relation to the good
or service in question and how recently that benchmarking analysis was undertaken. We
would expect the BBC to be able to show that it had gathered relevant, verifiable and
comparable evidence on prevailing market practices, including both prices and terms, for
the benchmarks it has used. This could include publicly available sources (e.g. published rate
cards),? benchmarking studies or independent experts. We recognise that the relevant
market rate for a given activity may vary depending on the nature of the arrangement in
question. For example, prices for studio capacity booked at short notice may differ from
prices for capacity booked well in advance.

The BBC should ensure that its benchmarks are reviewed regularly in line with market
practice and be able to demonstrate that the data is up to date and takes into account the
nature and duration of the underlying contractual arrangements.

It may not be possible for the BBC to determine a precise market benchmarks for some of
its goods and/or services; for example, if there was a range of benchmark products that were
imperfect substitutes. In these circumstances, it is likely that there would be a range of prices
within the benchmark and the BBC should set a price within this range.

With respect to the licensing of the BBC brand, we recognise that determining a market price
or market benchmark might be difficult in practice. However, we note that the BBC currently
charges its Commercial Subsidiaries for the use of the BBC brand as a proportion of the
revenues that are directly linked to its use. We consider that this may be a reasonable proxy
for the value of the BBC brand.

The Requirements also allow for prices to be set based on costs in some rare cases where
the Public Service is unable to identify appropriate, reliable benchmarking data or where it
may not be proportionate to undertake benchmarking, for example for immaterial, one off
transactions. In these instances, to derive a proxy for a market price, we would expect the
transfer price to be based on the long-run incremental cost of providing the good or service
together with an appropriate contribution to the relevant common and capital costs and an
appropriate margin.

25 \We recognise that published rate-cards may not always be an accurate representation of actual prices paid for goods
and/or services. That is, the rate-card may only serve as a starting point for commercial negotiations over price. An
example of where a rate-card may be used is hiring a studio.
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B.23

B.24

We consider that using a long-run measure of costs is appropriate because prices based on
long-run costs will allow for a sustainable recovery of costs over time. Using a long-run
incremental cost (LRIC) measure takes account of the resources used to provide a good or
service and includes the fixed costs which are incremental to that good or service and
needed to produce it. In the context of long-run incremental cost measures, the long run is
the time period over which costs can be considered to be variable (i.e. changing according
to the change in output) and will therefore be dependent on the increment in output being
considered. However, LRIC does not include the common costs which a service may share
with other services and the recovery of common costs through mark-ups over incremental
cost would therefore usually be seen as necessary for sustainability. This is why for our
requirements to proxy a market price, the BBC must set prices that cover all long run
incremental costs together with a contribution to common and capital costs and an
appropriate margin. The scale of that contribution will depend on the product or service in
question.

In exceptional circumstances the BBC may depart from pricing under Requirement B.3(b)
provided it ensures that prices are not below short-run incremental cost. For example, for
ad hoc spot sales of unused studio space at short notice, that would otherwise have been
left vacant, there may be circumstances where prices that cover short-run incremental costs
may be appropriate even if the contribution to fixed costs is small (so long as there is no
repeated pattern of such sales).

Shared business support services pricing requirements

B.25

B.26

B.27

Where the Public Service is only sharing, and is only ever likely to share, goods and/or
services with its Commercial Subsidiaries, the opportunity cost is the long-run incremental
cost of providing the goods and/or services to the Commercial Subsidiaries by the Public
Service.

The alternative would be for the Public Service to scale back or discontinue provision, rather
than offer the good or service to third parties. This should be the case in the specific
situations where the Public Service is sharing business support goods and/or services with
the Commercial Subsidiaries. In these instances, cost-based transfer prices could be derived
from either:

a) the long-run incremental costs incurred by the Public Service in providing these goods
and/or services; or

b) the long-run costs avoided if the Public Service no longer provided the goods and/or
services to the Commercial Subsidiaries.26

We expect that these two approaches would have equivalent outcomes.

26 Unlike prices set under Requirement B.3(b), transfer charges for business support goods and/or services based on costs
do not need to include an appropriate margin because they are not intended to be acting as a proxy for market prices. This
is because these services are only shared between the Public Service and the Commercial Subsidiaries and we would not
expect commercial companies to include a profit margin when charging for such intra-company services. It also avoids
double-marginalisation.
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B.28

B.29

B.30

An example of transfer charging for shared support services could be where the Public
Service supplies staff on a temporary basis to a Commercial Subsidiary, an appropriate
estimate of the relevant incremental cost might be the direct costs of employing that person
(i.e. salary costs, pension and national insurance contributions and any relevant benefit costs
to the employer). Where appropriate, it might also include the associated support costs in
relation to IT, accommodation, HR and finance costs on a pro-rata basis to reflect the amount
of time that a person is working for the Commercial Subsidiary. However, we recognise that
in practice these costs might be captured separately as a transfer charge for the direct staff
costs, and a transfer charge for the associated support costs.

Where the BBC has procured a contract on behalf of both the Public Service and the
Commercial Subsidiaries, the cost of that contract is likely to be higher as a result of the
inclusion of the Commercial Subsidiaries. It is thus important to ensure that at a minimum
an appropriate increment of the contract cost is charged to the Commercial Subsidiaries.

However, we recognise that in practice it may not be possible to set transfer prices on a
pure, long-run incremental cost basis or that it may not be proportionate to do so. For
example, reliable data may not be available on the level of the long-run incremental costs.
In these cases, a fully allocated cost measure derived from the BBC’s internal cost
information systems could act as a reasonable proxy for one based on long-run incremental
costs and would have the advantage of being verifiable.

Setting transfer prices above market prices or costs

B.31

These requirements do not prevent the BBC from setting transfer prices for goods and
services supplied to the Commercial Subsidiaries that are higher than the market price or
cost (depending on the methodology used), provided that the BBC ensures that it complies
with the rate of return requirements as set out in Section C. Accordingly, setting transfer
prices higher than the market price or cost cannot be used by the BBC as a justification for
either planning to earn a rate of return below the commercial rate of return, or earning less
than a commercial rate of return when assessed on an ex post basis.

Supply by Commercial Subsidiaries to the Public Service

B.32

B.33

There are a number of instances where the Commercial Subsidiaries supply goods and
services to the Public Service. This includes studio capacity, post production facilities and
new content. Where this is the case our main competition concern is that the Public Service
could use its special funding position to pay inflated prices for goods and/or services supplied
by its Commercial Subsidiaries and so distort markets and/or confer an unfair competitive
advantage on them by boosting their revenues and overall rates of return.

The guidance set out above in relation to market prices and benchmarks also applies when
determining how much the Public Service should pay for goods and/or services supplied by
the Commercial Subsidiaries. In particular, if market benchmarks are used, they should be
relevant, verifiable and regularly reviewed.
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Exception for ticket sales

B.34

Clause 49(4)(h) of the Agreement envisages the BBC recovering a contribution to the costs
of staging certain events from the proceeds of ticket sales in accordance with a statement
of policy that is agreed with the Secretary of State. The events are “The Proms, Proms in the
Park, Cardiff Singer of the Year, Young Musician of the Year; and any other similar events
which contribute to the BBC's Mission and Public Purposes”. In recognition of this, our
Requirements do not apply to the pricing of tickets for these events. Therefore, the BBC may
continue to price tickets for these events in line with a statement of policy that is agreed
with the Secretary of State pursuant to clause 49(4)(h). We recognise that the BBC can seek
to recover a contribution to the costs of staging these events from the proceeds of ticket
sales but that this cost recovery might not extend to covering the costs of broadcasting these
Public Service events.

Reporting requirements for Section B

B.35

We also gather information on how the BBC is complying with Requirements B.1 to B.7
inclusive through separate monitoring, reporting and transparency requirements. These are
set out in Section D of the Requirements, Requirements D.5 to D.9.

24



BBC commercial and trading activities — requirements and guidance

C. Commercial rate of return

Requirements

C1 The BBC must, over an appropriate period of time, earn a commercial rate of return
on its Commercial Activities:

a) at the Commercial Subsidiary level; and
b) atthe line of business level.

C.2 Subject to Requirement C.3, the BBC must:

a) assess an appropriate commercial rate of return for each of the activities referred to in
Requirements C.1(a) and C.1(b); and

b) set a target rate of return for each of the activities referred to in Requirements C.1(a)
and C.1(b) that is at least the commercial rate of return referred to in Requirement
C.2(a).

C3 Where a rate of return which a Commercial Subsidiary (the “Consolidated Commercial
Subsidiary”) earns is consolidated into an overall rate of return earned by a parent
Commercial Subsidiary which is a trading company subject to these Requirements, the BBC
is not required to:

a) assess an appropriate commercial rate of return for the Consolidated Commercial
Subsidiary; and/or

b) set a target rate of return that is at least the commercial rate of return for the
Consolidated Commercial Subsidiary.

(ox! Where the BBC considers that one or more of the activities referred to in Requirements
C.1(a) and C.1(b) are not likely to earn a commercial rate of return over an appropriate
period of time, the BBC must, as soon as practicable, conduct a performance review.
Following that review the BBC must implement any necessary steps, including revising its
business plan, to enable the activities in question to earn a commercial rate of return over
that period of time.

C.5 For the purposes of Requirements C.1 to C.4, the BBC must:

a) set appropriate lines of business; and
b) inform Ofcom as soon as practicable where it proposes to make any changes to the
composition of any of its lines of business.

Guidance

Appropriate commercial rate of return

C.6

Requirements C.1 to C.5 inclusive help to ensure that:

a) BBC public funding is not used to finance Commercial Activities other than on a
commercial basis; and
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b) Commercial Activities are undertaken on an arm’s length basis and in accordance with
normal market principles.

C.7 A key aspect of the return earned by a Commercial Activity will be the price the Commercial
Subsidiary or the line of business in question has paid for its inputs. We do not focus on the
rate of return in isolation and in each case, we will usually consider a Commercial Activity’s
rate of return in combination with transfer pricing to assess whether the relationship
between the Public Service and a Commercial Activity has had an unfair competitive
advantage or a market distorting effect. We also consider that it would not be appropriate
to focus on a single, universal measure of rate of return but rather to use the rate of return
metric that is most relevant to the market or line of business in question.?’

C.8 The BBC is required to assess what an appropriate commercial rate of return is for
Commercial Activities at the Commercial Subsidiary level and the line of business level.
However, the BBCis not required to carry out such an analysis at the level of individual goods
and/or services or specific activities (e.g. individual book titles).

C9 In assessing whether the commercial rate of return of a Commercial Subsidiary and each line
of business within that Commercial Subsidiary is appropriate, we would consider, amongst
other things, whether a rational private investor would invest in that Commercial Subsidiary
and/or that line of business.

C.10 In using this approach, it is important to recognise:

a) A Commercial Subsidiary and/or line of business need not generate a profit every year,
particularly if it is a new activity. For example, a business plan may project a loss in the
early years of a new activity as the business grows. However, the plan must forecast that
it will achieve a commercial rate of return over an appropriate period of time;

b) Requirement C.1 provides that Commercial Activities at the Commercial Subsidiary level
and at the line of business level must earn a commercial rate of return over an
appropriate time period. However, in some circumstances an investment in one line of
business could generate indirect returns elsewhere, and a rational investor may accept
low returns on a specific investment if this investment produces high returns for the
same investor from other assets. Where this is the case, we would expect the BBC to be
able to demonstrate how low returns on one line of business supported higher returns
elsewhere, in order to show that the low returns nevertheless represent appropriate
commercial rates of return; and

c) The actual (ex-post) return could be very different (higher or lower) than the estimated
return at the time the investment is made.

C.11 What constitutes a commercial rate of return will depend on the specific market
circumstances. The Requirements do not specify rates of return. Instead, the BBC must
monitor and research the markets in which Commercial Subsidiaries and the lines of

27 For example, rates of return can be measured in terms of: return on capital employed; return on sales; return on
investment etc.
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C.12

C.13

business operate, including using benchmark rates of return, to ensure that the returns
generated by their Commercial Activities are in line with commercial rates of return.

Given that Commercial Activities must be separate from the delivery of the Public Purposes
and are only required to fit with the BBC’s Mission and Public Purposes, a non-commercial
rate of return cannot be justified on the grounds of assisting the delivery of the BBC’s Mission
and Public Purposes. However, in considering whether to (i) investigate a potential breach
of Requirements C.1 to C.5, and (ii) impose a penalty in the event that a breach is found, we
will take into consideration, among other factors set out in our Enforcement Procedures,
any link between the Commercial Activity in question and the other activities carried out by
the BBC which are subject to the regulatory regimes established by the Operating
Framework.

The BBC may of course set additional rate of return benchmarks either for its own internal
investment appraisal purposes or in terms of setting performance targets for existing
Commercial Activities. For instance, the BBC may set specific targets for its Commercial
Activities which are intended to be more challenging than simply earning a commercial rate
of return.

Suspected failure to achieve an appropriate commercial rate of return

C.14

C.15

C.16

C.17

We recognise that there may be situations where returns are low, particularly in the short
term. For example, unexpected changes to market or economic conditions may cause
performance to deviate from expectations.

However, if the BBC considers that an activity is not likely to earn a commercial rate of return
over an appropriate period of time, under Requirement C.4 the BBC is obliged to follow the
specified process and take remedial steps. In reviewing performance and implementing any
necessary steps to move to earning a commercial rate of return, the BBC must decide
whether the line of business should be modified, scaled back, stopped, or divested.

Where we are concerned that the BBC has not complied with one or more of Requirements
C.1 to C.5, we will consider whether to launch an investigation. If, following such an
investigation, we find that the BBC has failed to comply with the Requirements, we may
direct the BBC to take action to ensure that the Commercial Subsidiary and/or the line of
business earn an appropriate commercial rate of return within an appropriate time period
or do anything else we consider appropriate to remedy the breach. In considering whether
to open aninvestigation and whether to impose a penalty in the event that a breach is found,
we will take into account, among other factors set out in the Enforcement Procedures, the
extent of any risk of market distortion, or the Commercial Activity in question gaining an
unfair competitive advantage, as a result of its relationship with the Public Service.

For the avoidance of doubt, where a Commercial Subsidiary has entered into a Joint Venture,
the Commercial Subsidiary’s share of revenues and costs associated with this Joint Venture
must be included in the relevant lines of business.
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Reporting requirements for Section C

C.18 We also gather information on how the BBC is complying with Requirements C.1 to C.5
inclusive through separate monitoring, reporting and transparency requirements. These are
set out in Section D of the Requirements, Requirements D.10 to D.17.
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D. Monitoring, reporting and transparency

Requirements

Separate subsidiary and operational separation

D.1

D.2

D.3

D.4

The BBC must publish, each Financial Year at the same time as the BBC Annual Report is
published for that Financial Year, total revenues of the Trading Activities with third parties
which have been carried out by the Public Service. The total revenues of the Trading
Activities must be split by key categories including, as a minimum, rental income and
royalties’ income.

The BBC must publish, each Financial Year at the same time as the BBC Annual Report is
published for that Financial Year, an Operational Separation Statement setting out how the
BBC has complied with Requirements A.1 to A.5 inclusive during that Financial Year. Each
Operational Separation Statement must include as a minimum the following:

a) an overview of the processes the BBC has adopted in identifying areas of risk for
information sharing;

b) a description of the material risks identified,;

c) a description of all measures, controls and processes implemented to address areas of
risks identified and to ensure compliance with Requirements A.1 to A.5 inclusive,
including in the following areas:

i) information sharing;

ii) governance arrangements;
iii) conflicts of interest;

iv) IT systems;

v) appropriate arrangements for co-located employees, including controls applicable if
employees of the Public Service and one or more of the Commercial Subsidiaries or
Joint Ventures share the same building(s); and

vi) training of the employees of the BBC and internal guidance on ensuring the BBC’s
compliance with Requirements A.1 to A.5 inclusive;

d) an explanation of any issues with the effectiveness of the BBC’'s measures, controls and
processes during the previous Financial Year and what steps the BBC has taken to
improve their effectiveness.

The BBC must inform Ofcom, each Financial Year at the same time as the BBC Annual Report
is published for that Financial Year, of all conflicts of interest identified pursuant to
Requirement A.5 during that Financial Year, including the details of each conflict and the
action the BBC has taken to address each conflict.

For each board and executive committee governing: (i) BBC Commercial Holdings Limited;
(ii) BBC Studios Group Limited including BBC Studios Limited and BBC Worldwide Limited;
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(iii) BBC Studioworks Limited; and (iv) BBC Global News Limited, and any other Commercial
Subsidiary as notified by Ofcom to the BBC from time to time, the BBC must publish and keep
updated on an ongoing basis in a prominent place on the relevant publicly available website
operated or controlled by the BBC, the following:

a) terms of reference;
b) a list of all members sitting on each board and executive committee;
c) identification of those members who are Public Service employees; and

d) the reporting arrangements between each board and executive committee.
Supply and pricing of goods and services

D.5 Except where Ofcom agrees otherwise, the BBC must publish each Financial Year at the same
time as the BBC Annual Report is published for that Financial Year:

a) Pricing Methodology Manuals, which must set out the methodologies the BBC has used
in that Financial Year to establish:

i) Transfer Prices for each category of goods and/or services that the Public Service
supplies to the Commercial Subsidiaries, indicating for each category of goods and/or
services whether the relevant Transfer Prices have been set in accordance with
Requirement B.3(a), or Requirement B.3(b), or Requirement B.4;

ii) Transfer Prices for each category of goods and/or services that each Commercial
Subsidiary supplies to the Public Service; and

iii) prices for each category of goods and/or services that the Public Service supplies to
third parties;

b) a list of all changes that the BBC has made during that Financial Year to any of its
methodologies for calculating Transfer Prices and prices referred to in Requirements
D.5(a)(i) to D.5(a)(iii) inclusive, including:

i) an explanation of the reasons for those changes; and
ii) astatement of the impact of those changes;

c) total Transfer Charges for that Financial Year charged by the Public Service to each
Commercial Subsidiary, and total Transfer Charges for that Financial Year charged by
each Commercial Subsidiary to the Public Service, each total split by the total amounts
that were paid or written off during the Financial Year, or remained unpaid as at the end
of the Financial Year; and

d) the methodologies the BBC has used in that Financial Year for valuing the BBC brands.

29 Agreement, Clause 23 (11).
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D.6 Requirements D.5(a)(ii) and D.5(b) do not apply to any transactions between the Public
Service and the Commercial Subsidiaries which are subject to the Commissioning
Requirements.

D.7 The BBC must provide to Ofcom at the same time as the BBC Annual Report is published for
that Financial Year:

a) the total amounts of all the transactions conducted in that Financial Year between the
Public Service and each Commercial Subsidiary split by key categories showing how the
balances at the end of the Financial Year have been derived from the balances which
were in place at the start of the Financial Year; the key categories of transactions
conducted between the Public Service and each Commercial Subsidiary must include, as
a minimum, total Transfer Charges, dividends and loans; and

b) explanations and calculations showing how the transactions referred to in Requirement
D.7(a) are treated in preparing the consolidated balance sheet and income statement in
the BBC Annual Report for the Financial Year.

D.8 The BBC must provide to Ofcom:

a) any changes that the BBC has made since the most recent publication pursuant to
Requirement D.5(b) to any of its methodologies for calculating Transfer Prices and prices
referred to in Requirements D.5(a)(i) to D.5(a)(iii) inclusive, including:

i) an explanation of the reasons for those changes; and
ii) astatement of the impact of those changes; and

b) abreakdown of total Transfer Charges charged by the Public Service to each Commercial
Subsidiary; and each Commercial Subsidiary to the Public Service, each breakdown split

by:
i) the key categories used in the Pricing Methodology Manuals, which as a minimum

must include property, human resources, business affairs, finance, legal and
procurement;

ii) for each key category, the amounts charged in the first half of the Financial Year and
the whole of that Financial Year compared with the Contracted Amounts for the first
half of the Financial Year and the whole of that Financial Year respectively (as
applicable);

iii) the total amounts that were paid or written off during the first half of the Financial
Year and the whole of that Financial Year (as applicable), or remained unpaid as at
the end of the first half of the Financial Year and at the end of that Financial Year (as
applicable); and

iv) the total amounts that were paid or written off in that Financial Year in relation to
previous Financial Years’ Transfer Charges, and the amounts that remained unpaid
as at the end of the Financial Year from previous Financial Years’ charges.

D.9 The information pursuant to Requirement D.8 must be provided:
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a)

for the first half of the Financial Year, no later than three months after the end of the
first half of the Financial Year as applicable; and

b) for the whole of the Financial Year, at the same time as the BBC Annual Report for that

Financial Year is published as applicable.

Commercial rate of return

Publication of reports on financial performance

D.10

The BBC must publish, each Financial Year at the same time as the BBC Annual Report is

published for that Financial Year, reports on the financial performance of each Commercial

Subsidiary in that Financial Year which must:

a)

b)

contain a clear description of the activities carried out by each Commercial Subsidiary
and each line of business within that Commercial Subsidiary; and

set out the financial performance of that Commercial Subsidiary and each line of
business within that Commercial Subsidiary, including in each case;

i) the rates of return;
ii) a definition of the metrics used for those rates of return;

iii) the revenues, costs, assets, liabilities, capital employed and cash flows used in the
calculation of those rates of return split into key categories together with a
description of those key categories;

iv) a demonstration of how the figures required in D.10(b)(iii) reconcile to the statutory
accounts of the relevant Commercial Subsidiary; and

v) explanations of the financial performance as required by D.10(b)(i) and D.10(b)(iii).

Provision of Target Rates of Return information to Ofcom

D.11

The BBC must provide to Ofcom no later than the first day of each Financial Year the Target

Rates of Return the BBC considers appropriate for each Commercial Subsidiary and each line

of business within that Commercial Subsidiary, setting out in each case:

a)

b)

c)

d)

a clear description of the activities carried out by each Commercial Subsidiary and each
line of business within that Commercial Subsidiary;

a definition of the metrics used for assessing those Target Rates of Return and reasons
for selecting those metrics;

the revenues, costs, assets, liabilities, capital employed and cash flows used in the
calculation of those rates of return, split into key categories together with a description
of those key categories;

explanations of cost attribution methods applied to common costs in the calculation of
those Target Rates of Return; and
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D.12

D.13

e) reasonsand evidence that the BBC has used in forming its view on whether each of those
Target Rates of Return is appropriate, including all information concerning market
benchmarks and/or reports prepared by the BBC and/or third parties for the BBC.

The information required under Requirement D.11 must be provided for all the future
Financial Years included in the period for which the BBC has prepared its budgets and/or
business plans.

In the event that the Target Rates of Return for any Commercial Subsidiary or any line of
business within a Commercial Subsidiary fall below the BBC’s assessment of the commercial
rate of return, the BBC must provide to Ofcom as soon as practicable the following
information:

a) explanation of the steps the BBC is planning to take for the Commercial Subsidiary or
the line of business in question to reach a commercial rate of return;

b) the period of time after which the BBC expects that that commercial rate of return will
be reached and the reasons why the BBC considers that period of time to be
appropriate; and

c) any business planning and budgeting information necessary to support the information
provided under D.13(a) and (b).

Provision of achieved rates of return information to Ofcom

D.14

The BBC must provide to Ofcom the following information for each Commercial Subsidiary
and each line of business within each Commercial Subsidiary:

a) the achieved rate of return, setting out the revenues, costs, assets, liabilities, capital
employed and cash flows used in the calculation of those rates of return, each split into
key categories together with a description of those key categories;

b) Budgeted Figures for the key categories of the revenues, costs, assets, liabilities, capital
employed and cash flows, and an explanation of any differences between the actual
figures and the Budgeted Figures;

c) explanations of cost attribution methods applied to common costs in the calculation of
the rates of return;

d) abreakdown of total revenues and costs used in the calculation of the rates of return of
each Commercial Subsidiary pursuant to Requirement D.14(a) and a breakdown of total
revenues used in the calculation of the rate of return for each lines of business within
each Commercial Subsidiary pursuant to Requirement D.14(a). Each breakdown must be
split into the following:

i) those which relate to the Public Service;
ii) those which relate to other Commercial Subsidiaries;

iii) those which relate to other lines of business within the same Commercial Subsidiary;
and

iv) those which relate to third parties.
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D.15

D.16

The information must be provided pursuant to Requirement D.14:

a) for the first half of the Financial Year, no later than three months after the end of the
first half of the Financial Year; and

b) for the whole of the Financial Year, at the same time as the BBC Annual Report for that
Financial Year is published.

In the event that a rate of return achieved by a Commercial Subsidiary and/or a line of
business within that Commercial Subsidiary is lower than the target rate of return for the
relevant period , the BBC must inform Ofcom as soon as practicable, after providing the
specified information pursuant to Requirement D.14, of the following:

a) the reasons for the difference between the target rate of return and the achieved rate
of return; and

b) inthe event that the achieved rate of return is lower than a commercial rate of return,
explanation of the steps that the BBC has already taken, and/or is intending to take, in
order to achieve a commercial rate of return.

Other requirements

D.17

General

D.18

D.19

In addition to Requirements D.13 and D.16, if at any other point in time the BBC identifies
that a Commercial Subsidiary and/or a line of business within a Commercial Subsidiary is not
expected to earn a commercial rate of return over an appropriate period of time, the BBC
must provide to Ofcom as soon as practicable the following information:

a) explanation of the steps the BBC is planning to take in relation to the Commercial
Subsidiary and/or the line or business in question;

b) if the BBC decides to take steps to ensure the Commercial Subsidiary and/or the line of
business in question reaches a commercial rate of return, the period of time after which
the BBC expects that that commercial rate of return will be reached and the reasons
why the BBC considers that period of time to be appropriate; and

c) any business planning and budgeting information necessary to support the information
provided under D.17(a) and D.17(b).

Subject to Requirement D.19, the information published or provided pursuant to
Requirements D.1 to D.17 must include information in relation to all Commercial Subsidiaries
and all Joint Ventures in which the Commercial Subsidiaries may participate.

Where information relating to a Commercial Subsidiary (the “Consolidated Commercial
Subsidiary”) or a Joint Venture referred to in Requirements D.1 to D.17 has been consolidated
into reports and accounts for a parent Commercial Subsidiary which is a trading company
subject to these Requirements, the BBC is not required to publish or provide separate reports
and accounts for the Consolidated Commercial Subsidiary or that Joint Venture under these
Requirements.
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D.20

D.21

D.22

D.23

D.24

The BBC must include and/or take account of all material items of information in complying
with Requirements D.1 to D.17. A material item of information is one which is reasonably
expected to affect the views of a competent user of the publications and submissions which
BBC is required to make under Requirements D.1 to D.17.

Requirement D.5(c) applies to all transactions between the Public Service and the
Commercial Subsidiaries, including transactions which are subject to the Commissioning
Requirements.

The information provided or published (as applicable) pursuant to Requirements D.5(b),
D.5(c), D.7(a), D.8(a), D.8(b), D.11, D.12 and D.14 must be prepared, as a minimum, as to
form and content in the manner set out in Part 3 of this Schedule.

Any information published under Requirements D.1 to D.17 must be effected by the BBC by
placing a copy of the information in a prominent place on the relevant publicly available
website operated or controlled by the BBC.

The BBC must maintain accounting records, including but not limited to relevant
correspondence, contracts and invoices, for a period of six years from the date on which each
record was created and ensure that those records are sufficient to provide an adequate
explanation of how the BBC has complied with each of the Requirements, including an
adequate explanation of the information published and provided to Ofcom (as applicable)
pursuant to Requirements D.1 to D.17.

Guidance

Purpose of publication and provision of information to us

D.25

We consider that publication and provision of information to us is important to ensure
transparency. This in turn allows us to monitor Commercial Activities and Trading Activities
carried out by the BBC and gives confidence to third parties that the BBC is complying with
its regulatory requirements and its own policies.

Reporting of information concerning supply of goods and/or services

D.27

In order to comply with Requirement D.7(b), the explanations and calculations provided by
the BBC must demonstrate how the transactions and the balances due between the Public
Service and each Commercial Subsidiary are adjusted or eliminated, in aggregating the
income statements and balance sheets of those entities into the consolidated income
statement and balance sheet in the BBC Annual Report for that Financial Year.

Reporting of commercial rate of return information

D.28

Under the Requirements D.10(b)(iii), D.11(c) and D.14(a) and D.14(b), the BBC is required to
provide to Ofcom or publish the information relating to the revenues, costs, assets, liabilities,
capital employed and cash flows only to the extent that the BBC uses this information in its
rate of return calculations. We expect the BBC to determine the appropriate “key categories”
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D.29

of the revenues, costs, assets, liabilities, capital employed and cash flows referred to in these
Requirements.

To comply with the Requirement D.14(d)(iv), the third parties category for the costs of a
Commercial Subsidiary must include the costs of the goods and/or services provided to that
Commercial Subsidiary by third parties, as opposed to the services provided to that
Commercial Subsidiary by the Public Service, other Commercial Subsidiaries or other lines of
business within that Commercial Subsidiary. For example, the costs of staff employed directly
by a Commercial Subsidiary fall within the third parties category as the service providers are
individuals (and not the Public Service, other Commercial Subsidiaries and other lines of
business within that Commercial Subsidiary). The third parties category for the revenues of
a Commercial Subsidiary must include the revenues of the services sold by that Commercial
Subsidiary to third parties, as opposed to the services provided by that Commercial
Subsidiary to the Public Service, other Commercial Subsidiaries or other lines of business
within that Commercial Subsidiary.
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Part 3: Reporting templates

TEMPLATE 1

Requirements D.5(b) and D.8(a)

Commercial Subsidiary: ...

Goods and services Total Transfer
Charge for
financial
period/year after
the
methodological

changes have been

First half of financial year ended / financial year ended: ...

Less impact of
change 1

£fm

x X X X

Notification of Pricing Methodology Manuals - Impact assessment

Less impact of

change 2

£fm

x X X X

£m

xX X X X

Total Transfer
Charge for
financial

period/year if the
methodological
changes had not

been applied

£m

X X X X

applied
£m
Key category 1 X
Key category 2 X
Key category 3 X
X
Total X

Notes

Financial Year).

The schedule for the Financial Year must include all the changes made during the Financial Year (including the first half of the
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TEMPLATE 2
Requirement D.5(c)

Summary of total Transfer Charges
Charged by Public Service to Commercial Subsidiary ... / Charged by Commercial Subsidiary ... to Public Service
Financial Year ended: ...

fm
Total Transfer Charge for Financial Year X
Paid in Financial Year
Unpaid at end of Financial Year
Written off in Financial Year
Total Transfer Charge for Financial Year X
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TEMPLATE 3
Requirement D.7(a)

Summary of transactions between Public Service and Commercial Subsidiaries
Financial Year ended:

Commercial Subsidiary Balance as at start  Total Transfer Total amounts Total Transfer Total Transfer Total amounts Total Transfer  Dividends declared  Dividends paid Loan proceeds Loan repayments Other Balance as at end
of Financial Year Charges for goods paid in relation to Charges for goods Charges for goods paid in relation to Charges for goods received of Financial Year
and service Transfer Charges and service and service Transfer Charges and service
supplied by the for goods and supplied by the supplied to the for goods and supplied to the
Public Service  service supplied by  Public Service Public Service  service supplied to  Public Service
the Public Service written off the Public Service written off
£m £m £m £m £m £m £m £m £m £m £m £m £m
Commerical Subsidiary 1 X X X X X X X X X X X X X
Commerical Subsidiary 2 X X X X X X X X X X X X X
Commerical Subsidiary 3 X X X X X X X X X X X X X
X x X X X X X X X x X x x
Total x X X x X X x X X x X X X
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TEMPLATE 4
Requirements D.8(b)

Summary of total Transfer Charges
Charged by Public Service to Commercial Subsidiary ... / Charged by Commercial Subsidiary ... to Public Service
Financial year ended: ...

Goods and/or services Total actual Total contracted Variance between
Transfer Charge for Transfer Charge for  total Transfer
Financial Year Financial Year Charge and total
contracted

Transfer Charge for
Financial Year

£m £m £m
Key category 1 X X X
Key category 2 X X X
Key category 3 X X X
X X X
Total X X X
Total Transfer Charge for Financial Year:
Paid in Financial Year X
Unpaid at end of Financial Year X
Written off in Financial Year X
Total X
Total Transfer Charge for previous Financial Years:
Paid in this Financial Year X
Unpaid at end of this Financial Year X
Written off in this Financial Year X
Total X
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TEMPLATE 5
Requirements D.8(b)

Summary of total Transfer Charges
Charged by Public Service to Commercial Subsidiary ... / Charged by Commercial Subsidiary ... to Public Service
First half of Financial Year ended: ...

Goods and/or services Total actual Total contracted Variance between
Transfer Charge  Transfer Charge total Transfer
for first half of for first half of Charge and total
Financial Year Financial Year contracted

Transfer Charge
for first half of
Financial Year

£m £m £m
Key category 1 X X X
Key category 2 X X X
Key category 3 X X X
X X X
Total X X X
Total trasfer charge for first half of financial year:
Paid in Financial Year X
Unpaid at end of Financial Year X
Written off in Financial Year X
Total X
Total Transfer Charge for previous Financial Years:
Paid in first half of this Financial Year X
Unpaid at end of the first half of this Financial Year X
Written off in the first half of this Financial Year X
Total X
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TEMPLATE 6

Requirements D.11 and D.12

Financial Year ending: ...

Revenues

Revenue stream 1
Revenue stream 2
Revenue stream 3

Direct costs

Direct cost category 1
Direct cost category 2
Direct cost category 3

Common costs allocated
Common cost category 1
Common cost category 2
Common cost category 3

Common costs not allocated
Common cost category 1
Common cost category 2

Common cost category 3

Return

Target Rate of Return%

Notes

Target Rate of Return calculation

Commercial Subsidiary 1

Commercial Subsidiary 2

Line of Line of Total Line of Line of Total
business 1 business 2 business 1  business 2
£m £m fm £m £m £m £m fm

X X b X X X X x
X X X X X X X X
X X b X X X X X
X X X X X X X X
X X b X X X X X
X X X X X X X X
X X b X X X X x
X X b X X X X x
X X X X X X X X
X X b X X X X X
X X b X X X X X
X X X X X X X X
X X X X X X X X
X X X X X X X X
X X b X X X X x

X X

X X

X X

X X

X X
X X X X X X X X
X X X x X X X X

We set out this template for the reporting of (i) Target Rate of Return using a return on sales approach, and (ii) the return figures used in any
other approach such as return on assets or capital employed.
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TEMPLATE 7

Requirements D.14

Commercial Subsidiary: ...

Revenues

Third parties

Public Service

Other Commercial Subsidiaries

Other lines of business within the Commercial Subsidiary
Total

Direct costs

Third parties

Public Service

Other Commercial Subsidiaries

Other lines of business within the Commercial Subsidiary
Total

Common costs allocated

Third parties

Public Service

Other Commercial Subsidiaries

Other lines of business within the Commercial Subsidiary
Total

Common costs not allocated

Third parties

Public Service

Other Commercial Subsidiaries

Other lines of business within the Commercial Subsidiary
Total

Return

Rate of return %

First half of Financial Year ended / Financial Year ended: ...

Financial performance of Commercial Subsidiaries - lines of business

Line of Total
business 1 business 2
£m £m £m
X X X X
X X X X
X X X X
X X X X
X X X X
X
X
X
X
X X X X
X
X
X
X
X X X X
X
X
X
X
X
X X X X
X X X X
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TEMPLATE 8
Requirement D.14
Financial performance of Commercial Subsidiaries - Lines of business
Commercial Subsidiary: ...
First half of Financial Year ended / Financial Year ended: ...
Actual Budget Variance
Line of Line of Total Line of Line of Total Line of Line of Total Reasons for variance
business 1  business 2 business 1 business 2 business 1  business 2
£m £m £m £m £m £m £m £m £m £m £m £m
Revenues
Revenue stream 1 X X X X X X X X X X X X
Revenue stream 2 X X X X X X X X X X X X
Revenue stream 3 X X X X X X X X X X X X
X X X X X X X X X X X X
X X X X X X X X X X X X
Direct costs
Direct cost category 1 X X X X X X X X X X X X
Direct cost category 2 X X X X X X X X X X X X
Direct cost category 3 X X X X X X X X X X X X
X X X X X X X X X X X X
X X X X X X X X X X X X
Common costs allocated
Common cost category 1 X X X X X X X X X X X X
Common cost category 2 X X X X X X X X X X X X
Common cost category 3 X X X X X X X X X X X X
X X X X X X X X X X X X
X X X X X X X X X X X X
Common costs not allocated
Common cost category 1 X X X
Common cost category 2 X X X
Common cost category 3 X X X
X X X
X X X
Return X X X X X X X X X X X X
Rate of return % X X X X X X X X X X X X
Notes
The returns and rates of return included under the 'Budget’ columns must represent the target returns and rates of return.
We set out this template for the reporting of (i) Target Rate of Return using a return on sales approach, and (i) the return figures used in any other
approach such as return on assets or capital employed.
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5. Material changes to commercial activities

Overview

5.1 From time to time, the BBC may want to change the way its commercial subsidiaries
operate or undertake new activities. For example, the BBC may want to launch a new
commercial activity in response to market developments.

5.2 This section sets out the procedures the BBC must follow to make a material change to its
commercial activities. It also sets out the procedures we will follow to determine whether
the change can go ahead.

BBC processes

53 The Agreement requires the BBC to publish a policy setting out how it will consider
material changes to commercial activities, including whether or not a change is potentially
material, and how it will consult with interested parties where appropriate. The policy
must set out the assessment the BBC will carry out and the processes it will follow to
consider whether the commercial criteria have been met. Such assessments and
procedures must be proportionate to the nature of the change.?

5.4 The Agreement defines a material change as

a) “the carrying out of a new type of activity as a commercial activity (for example, an
activity previously carried out as a UK Public Service, non-service activity or trading
activity); or

b) a significant change to the BBC's commercial arm,

where there is a significant risk that the change may, as a result of the relationship of the
activity with the UK Public Services, trading activities or non-service activities, distort the
market or create an unfair competitive advantage.”3°

5.5 The Agreement also sets out that the BBC must carry out a commercial test on any
proposed material change.3t The commercial test is the BBC’'s method for satisfying itself
that the proposed change meets the commercial criteria.3 It is the BBC’s responsibility to
determine that the commercial test is satisfied.

29 Agreement, Clause 23 (11).

30 Agreement, Clause 23 (14).

31 Agreement, Clause 24.

32 The commercial criteria are set out in Clause 23 (5) of the Agreement which sets out that “In carrying out the commercial
activities, the BBC must be satisfied that all of the following criteria are met - (a) the activities must fit with the Mission and
the Public Purposes; (b) the activities must exhibit commercial efficiency; (c) the activities must not jeopardise the good
reputation of the BBC or the value of the BBC brand; and (d) the activities must not, as a result of the relationship of the
activity with the UK Public Services, trading activities or non-service activities, distort the market or create an unfair
competitive advantage.”
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5.6

5.7

5.8

5.9

5.10

5.11

5.12

In order to satisfy the criteria that the commercial activities must not distort the market or
create an unfair competitive advantage, we expect the BBC to consider whether the
commercial activity resulting from the material change complies with the trading and
separation rules. In particular, as set out in Section 3, the commercial activity must be
clearly separated from the Public Service, transactions must be undertaken at arm’s length
under commercial terms, and there must be appropriate transfer pricing arrangements in
place for the supply of goods and services to the commercial activity.

When the BBC is satisfied that the commercial test is met, the Agreement requires it to
publish the proposed change and send a copy to us.33

The BBC must submit to us the same version of the proposal it submitted to the BBC Board
including details of the commercial test carried out.3* We should be provided with a full
confidential version of the proposal, including all supporting documents. The BBC must
also provide us with a non-confidential version suitable for publication. Any redactions to
the non-confidential published version should be properly justified to enable full
understanding and comment by third parties.

In order to satisfy our requirement that commercial activities deliver commercial rates of
return, the BBC must include in the full version of the proposal a thoroughly researched,
well-evidenced and robust business plan for each proposed material change to
demonstrate that the service is expected to earn an appropriate commercial rate of return
over a reasonable period of time (e.g. within the time horizon of the business plan). The
BBC must also assess the appropriate rate of return for the activity, taking into account the
risk associated with the project. We would not normally expect the business plan to be
published as part of the non-confidential version.

We expect the BBC to send its proposal, supporting evidence and non-confidential
proposal to us before publication. We should publish the non-confidential version of the
proposal at the same time as the BBC.

If we consider that a change to the commercial activities is a material change and the BBC
has failed to publish the proposed change, the Agreement provides that we may direct the
BBC:

a) to carry out a commercial test and, if the test is satisfied, publish the proposed change
(while this is happening we expect the BBC to stop implementing the change); or

b) to stop carrying out the change in accordance with such directions as Ofcom consider
appropriate.®

In order to reduce the chances of the BBC failing to publish a material change, we expect
the BBC to keep us appraised of pipeline developments that may lead to material changes.

33 Agreement, Clause 24 (2).

34 Where the BBC has amended its proposal following third party comments during the commercial test, the version
submitted to Ofcom should fully reflect any changes.

35 Agreement, Clause 25 (6).
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Ofcom processes

5.13

5.14

Our assessment process comprises two stages:

e Stage 1: Initial assessment — to determine first whether the BBC has provided sufficient
information to undertake the initial assessment on whether the proposed change is
material, and, if this is the case, to undertake the assessment of materiality.

e Stage 2: Trading and separation assessment — carried out on proposed changes that
are material.

We set out the key stages and indicative timeframes for each stage in a flowchart at the
end of this section.

Stage 1: Initial assessment

5.15

5.16

Under the Agreement, where the BBC has published a proposed change, we must assess
whether the change is a material change.3®

We would normally conduct this initial assessment within six weeks. This is in line with the
requirement in the Agreement that allows the BBC to carry out a proposed change if we
have not notified the BBC as to whether we consider the proposed change to be material
within this time period.3”

Sufficiency of information to make initial assessment

5.17

5.18

5.19

On receipt of a copy of the BBC’s proposal, we will first determine if sufficient detail has
been provided to enable us to conduct the initial assessment of the proposal. Any proposal
needs to be capable of being fully understood by Ofcom and third parties. In addition, its
scale (e.g. investment required) and timescales for implementation must be clear.

Where we do not consider the information provided by the BBC enables an initial
assessment, we may request such additional information as we consider necessary.3® This
may take the form of a request for specific information or clarifications. In addition, in
cases where the BBC appears to us to have published prematurely and/ or further
substantive work is required, we may direct the BBC to withdraw its publication and to
republish and resubmit it only when that work has been completed.

Under the Agreement, we must make any request to the BBC for further information “as
soon as possible”.3® Our aim is to do so within two weeks of the publication being received
from the BBC. However, there may be circumstances where it would be appropriate to
make such a request after that date, for example where a lack of information only
becomes apparent due to issues raised with us by a third party.

36 Agreement, Clause 25 (1).
37 Agreement, Clause 25 (4).
38 Agreement, Clause 25 (5).
39 Agreement, Clause 25 (5).
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5.20 Where we request further information, we may restart the six-week period in which we
have to complete our initial assessment. Alternatively, we may put the assessment on hold
and re-start the clock once the information has been received. This is because we would
not consider an incomplete publication to satisfy the BBC’s obligation to publish material
changes.

5.21 At this stage, we would focus on seeking sufficient information to assess materiality and
the form of any substantive assessment. It may, of course, be the case that we require
further information in the course of any further substantive assessment.

Third party comments

5.22 We will invite third parties to comment on the BBC's proposed change within the initial
assessment period. Generally, we will announce the start of a two-week consultation
period at the time of publication of the BBC's non-confidential proposal.

5.23 This timescale reflects the fact that the Agreement envisages Ofcom completing our initial
assessment within six weeks. It also reflects the fact that we will not, at this stage, be
carrying out a full, substantive assessment of a proposed change. As the Agreement
requires the BBC to have already consulted with interested parties as part of formulating
its proposals,*® we would expect third parties to have well developed comments by the
time we and the BBC publish the final proposals.

5.24 In order to assist third parties in inputting to our initial assessment, we would anticipate
responses to cover one or more of the following areas:

a) specific areas of concern with the BBC’s proposal;

b) whether the BBC has allowed third parties to input meaningfully (e.g. consulting
sufficiently); and

¢) whether the BBC has made errors of fact or assessment in the commercial test which
call into question its conclusions.

5.25 Although we will not be carrying out any substantive assessment at this stage, we would
welcome any evidence that stakeholders are able to provide, such as market research or
assessments of competitive impact.

Assessment of materiality

5.26 The Agreement sets out that Ofcom must assess whether or not the change is material. %
The Agreement states that a material change to a commercial activity for the purpose of
the BBC’s commercial test could mean either:

a) “The carrying out of a new type of commercial activity (for example, an activity
previously carried out as a UK Public Service, non-service or trading activity); or

40 Agreement, Clause 23 (11).
41 Agreement, Clause 25 (1).
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5.27

5.28

b) A significant change to the BBC's commercial arm,

where there is a significant risk that the change may, as a result of the relationship of the
activity with the Public Service, trading activities or non-service activities, distort the
market or create an unfair competitive advantage.”4

Where we consider that the change to the commercial activities does not have a significant
risk of distorting the market or creating an unfair competitive advantage because of the
relationship with the Public Service, we will not consider the change to be material.

Our assessment of the materiality will depend on the proposal and the context. A non-
exhaustive list of factors we may take into account include:

a) anindication that the proposal would create a new relationship or change an existing
relationship between a commercial activity and the Public Service that could distort the
market or create an unfair competitive advantage;

b) whether competition may be adversely impacted rapidly or irreversibly, for example in
a small or new market; and

c) whether there are competitors (or an individual competitor) that are likely to be
significantly affected by the change.

Outcome of Stage 1

5.29

There are two possible outcomes for stage 1:

e Qutcome 1: If we notify the BBC that the proposed change is not material,* or we have
not notified the BBC as to whether or not we consider the change is material and six
weeks has elapsed since the publication of the proposed change, the BBC may
implement the proposal.#

e Qutcome 2: Where we consider the proposed change is material we will proceed to a
trading and separation assessment (stage 2). We will publish our decision to proceed
to stage 2.

Stage 2: Trading and separation assessment

5.30

The trading and separation assessment will focus on whether the proposed change is likely
to distort the market or create an unfair competitive advantage for the BBC commercial
activity as a result of the relationship between the Public Service and the commercial
activity.s

42 Agreement, Clause 23 (14).
43 Agreement, Clause 25 (3).
44 Agreement, Clause 25 (4).
45 Agreement, Clause 26 (2).
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Procedures for stage 2

5.31 We will make a judgment as to the level of detail required for the trading and separation
assessment. This will depend on the type of change that the BBC proposes to make and our
assessment of the extent of any potential negative impact on competition.

5.32 Our trading and separation assessment will follow a number of steps:

a) identification of the services and products that could be affected by the proposed
change;

b) gathering information on the likely impact of the changes. This could include (but is not
limited to) requesting further information from the BBC, discussions/information
collection from other stakeholders and/or market research;

c) assessment of the impacts;
d) publication of assessment (including provisional determination); and
e) final conclusions and determination.

5.33 We would normally expect to consult on our provisional determination to give
stakeholders an opportunity to comment.

Our Determination

5.34 The Agreement requires Ofcom to issue a determination to indicate one of the following:
e “The BBC may carry out the proposed change to the commercial activities;

e The BBC may carry out the proposed change in accordance with such modifications to
the activity, or subject to such conditions, Ofcom consider appropriate in order to
comply with the trading and separation rules; or

e The BBC may not carry out the proposed change.”4

5.35 Where we conclude that a change can go ahead without further conditions, the BBC is not
required to carry out the change, and it remains open to the BBC not to go ahead (e.g. to
give priority to other projects). However, the BBC is required to notify Ofcom and other
interested parties of such a decision in line with the BBC's duties as regards transparency.

5.36 If the BBC does carry out the change, this must be the same change as that published in all
substantive respects. This is because our assessment will have been based on the
published proposal. The BBC must also carry out the change within the timeframes
indicated in its published proposal. This is because our assessment will have been carried
out in the context of the market as it existed at the time, and substantial delay may alter
aspects of the assessment.

46 Agreement, Clause 27.
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5.37

5.38

5.39

5.40

541

5.42

Where we conclude that a change cannot proceed, the BBC may not proceed with the
proposed change. The BBC may resubmit revised proposals in future but these should
address the issues raised in our final conclusions.

Where we determine that the change may proceed with modifications or conditions to
address concerns we have identified, we will seek to be as specific as we can as to the
nature of those modifications or conditions. Where possible, we will set these out in the
form of a direction or undertakings agreed with the BBC. Where appropriate, we may
consult on the nature of the modifications or conditions required.

In some cases, it may be that there needs to be some further discussion with the BBC
following publication of our final decision to issue a direction or accept undertakings. Such
discussions would relate to clarification and practical implementation within the BBC
rather than reopening the substantive issues covered by the process and final conclusions.
In such cases, we would publish directions or undertakings when finalised.

It is not possible to provide an exhaustive list of the types of modification or condition that
may be appropriate as these will be highly dependent on the case. However, the purpose
of such requirements would be to address any unfair advantage or market distortion as a
result of the relationship between the Public Service and the proposed commercial activity,
or to increase transparency of the relationship between the Public Service and the
commercial subsidiaries. For example, we may impose rules to ensure appropriate
separation or introduce reporting requirements.

We expect Stage 2 to take around 4-6 months, however, it may take longer where the case
is complex or information gathering is protracted. Where we expect the assessment to last
longer than 6 months we will inform stakeholders as soon as possible.

The following flowchart sets out the key stages and indicative timeframes for each stage:
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Key stages in Ofcom’s process for assessingmaterial changes to

commercial activities

BBC develops proposed BBC develops proposed
changes to commercial activities ch_a nges tocom “"'e’P!?' aciivities
that Ofcom believes is material (|nc|ud|n_g new adl\ntu_es) and
believes it material

BBC led

v ]

BBC conducts Commercial Teston changes viewedto be material, including
appropriate consultation

BBC provides proposalsincluding
commercial testto Ofcom and publishes
simultaneouslywith Ofcom

Initial asses sment by Ofcom,
including consultation

Ofcom notifies thatchangeis Ofcom concludes
not material OR the BBC is not changeis material,
notifiedthat a changeis notifies the BBC and
material within sixweeks publishes decision

Ofcom conduds trading and
separation assessment and
develops determination

Ofcom consults on
provisional determination

Ofcom publishesfinal
determination

Ofcomled
STAGE ONE

Ofcomled
STAGE TWO

Ofcomdetermines Ofcomdetermines
Ofcomdetermines BBC may carry out BBC may not carry
BBC may carry out proposedchange out proposed
proposed change w ith conditions or ‘; pos
modific ations change
BBC led
L
BBC may carry out -
BBC may carry out change with conditions BBC may reconslder
i A andresubmit
the proposed change or modificationsset out I
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6 weeks

4-6 months
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Annex 1: Trading activities

Al.l Clause 31(1) of the Agreement states that the BBC may carry out trading activities in
accordance with this clause.

Al.2 Clause 31(2) states that trading activities mean the following activities which are
commercial in nature but are not to be treated as commercial activities:*

a) the selling of assets or of excess capacity in the BBC’s resources held for use by the UK
Public Services (including any capacity on a television multiplex service that is under
the BBC’s control); (e.g. studio space)

b) the provision of facilities and services which are ancillary to the provision of the UK
Public Services and in respect of which any charge is imposed primarily for recovering
the costs or expenses of the provision, even if other factors (for example, rounding the
charge for convenience) make a profit likely; (e.g. tickets to Public Service events)

c) licensing or otherwise disposing of rights in anything created for the purposes of the
UK Public Services or the World Service;? (e.g. licensing of rights to publish the DVD of
a BBC-produced programme)

d) sub-licensing or otherwise disposing of rights which are not required for the promotion
of the Public Purposes and which are acquired incidentally by the BBC as part of a
larger package of rights which, as a whole, was acquired only because the package
included rights which were required for the promotion of the Public Purposes; (e.g.
sub-licensing of sports rights)

e) trading or other activity between the BBC and the BBC's commercial arm, or between
different parts of the BBC's organisation; (e.g. provision of shared services/group
functions such as IT, finance or HR)

f) securing up-front investment from third parties in BBC content; (e.g. provision of co-
production funds in exchange for secondary distribution rights).

1 Examples given are not exhaustive, they are added by Ofcom and are not part of the text of the Agreement.
2The World Service is a non-commercial service primarily targeted at audiences outside the UK. Matters relating to the
World Service are not included as part of Ofcom’s remit.
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