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Introduction to the Competition Commission’s Provisional
Determination

Introduction

1. In 2010, Ofcom published the outcome of a market review of wholesale broadband
access' (the 2010 WBA MR Statement). In the 2010 WBA MR Statement, Ofcom
defined four separate geographic markets in the UK for wholesale broadband access
(WBA), three of those markets being constituted of BT exchange areas. Ofcom found
there to be effective competition in one of these three markets, BT having significant
market power (SMP) in the other two.? It was only in respect of one of those markets
in which BT had SMP, what Ofcom called ‘Market 1’, that it proposed a charge
control on the provision of those services.?

2. In 2011, following consultation on the remedies proposed in the 2010 WBA MR
Statement, Ofcom published its WBA Charge Control statement (the Statement)*
which set out Ofcom’s conclusions on the remedy to be applied in WBA Market 1.°

3. Ofcom considered that BT’s wholesale prices were not constrained in Market 1. It
consequently concluded that BT had ‘the ability and incentive to set prices above the
competitive level and that BT's competitors at the retail level would be forced to pay
these high prices in Market 1 in order to be able to provide retail services on a
national basis’. For that reason, Ofcom decided that an ex-ante charge control
obligation was necessary in respect of Market 1.° Ofcom added:

In Market 1 we also concluded it was unlikely that BT would have the
incentive to reduce its costs and set prices at the competitive level,
especially in those exchanges where there is no potential for future
entry. In addition, there are significant costs related to the WBA market
that are not specifically allocated to the different geographic markets.
BT could potentially seek to recover a disproportionate amount of these
costs, as well as common costs, through its prices in Market 1. Higher
Wholes7ale charges would ultimately be passed on as higher retail
prices.

4, Ofcom’s remedy was an RPI-X charge control, to be in force until 31 March 2014.2
Under this RPI-X form of control, BT'’s prices are regulated according to a price cap,
in which the allowed annual increase in BT's weighted average prices is limited to the
percentage increase in RPI plus or minus the value of ‘X’. The value of ‘X’ is intended
to reflect required changes in price over and above movements in RPIl. Where X is a
positive value, BT would be required to make real reductions in the price of its
services. The RPI-X price control provides the regulated entity an incentive to

! Review of the wholesale broadband access markets—Statement on market definition, market power determination and
remedies published on 3 December 2010.

2 The fourth market, the Hull area, was constituted differently for historic reasons.

% It should be noted that, in determining an appeal by TalkTalk against Ofcom'’s decision to impose a charge control in that
Market 1, for the reason of alleged failure to properly consider the question of material change in relation to that market, the
Competition Appeal Tribunal (the Tribunal) concluded that Ofcom had incorrectly expressed the definition. The Tribunal said
that “...the definition of Market 1 is not “exchanges where only BT is present or forecast to be present”, but rather “exchanges
where only BT is present or forecast to be present or where, during the period of the market determination, TalkTalk may (at
some point in the future) be present’. Case No 1186/3/3/11—[2012] CAT 1—at §110.

* http://stakeholders.ofcom.org.uk/binaries/consultations/wba/statement/wbastatement. pdf.

® This followed a consultation on the proposed charge control Proposals for WBA charge control—Consultation document and
draft notification of decisions on charge control in WBA Market 1 published on 20 January 2011.

® Ofcom Statement, §2.8.

” Ofcom Statement, §2.9.

8 Ofcom Statement, §4.28.
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outperform the charge control as the regulated entity keeps efficiency gains over and
above those assumed in setting the charge control. In this way, the RPI-X form of
control provides the regulated entity with incentives to increase its efficiency over
time.

5. In respect of the apportionment of common costs, Ofcom decided to adopt a current
cost accounting with fully allocated costs (CCA FAC) approach.® Among what it
described as adjustments to base year regulatory financial statements costs, Ofcom
set out that it would not allow for pension deficit repair costs.*® Ofcom said that this
was consistent with the pensions review statement which it had published in
December 2010 (the Pensions Review Statement).*

6. Ofcom made two other decisions in respect of the design of the charge control that
are relevant to the Question referred to us by the Tribunal for determination (attached
at Appendix A), both concerning the weighted average cost of capital (WACC) to be
used in the charge control calculations. First, Ofcom concluded that it would not
include embedded debt in its consideration of the cost of debt.*? Second, in respect
of its calculation of BT's WACC, Ofcom de-levered BT’s observed equity beta using a
gearing figure of 51 per cent and then re-levered the future equity beta using a
gearing figure of 50 per cent.

The appeal

7. BT appealed to the Tribunal under section 192 of the Communications Act 2003 (the
Act)™ against the decision of Ofcom contained in the Statement. By an Order of the
Tribunal of 17 October, British Sky Broadcasting Ltd (Sky) and TalkTalk Telecom
Group plc (TalkTalk) were each given permission to intervene. Sky and TalkTalk
have conducted their intervention jointly.*

The appellate framework

8. The Act provides for a specific appellate regime for appeals relating to price controls
imposed by Ofcom. It provides, in relevant part:

192 Appeals against decisions by OFCOM, the Secretary of State
etc.

(2) A person affected by a decision to which this section applies may
appeal against it to the Tribunal.

(5) The notice of appeal must set out—

° Ofcom Statement, §5.119.

1% Ofcom Statement, §5.83.

" http://stakeholders.ofcom.org.uk/binaries/consultations/btpensions/summary/pensions. pdf.

'2 Ofcom Statement, §6.69.

'3 Case number 1186/3/3/11.

*In Case No 1187/3/3/11 TalkTalk v Ofcom [2012] CAT 1,TalkTalk brought a challenge before the Tribunal against Ofcom
concerning changes in the period between Ofcom’s determination of market power in the WBA market (in the 2010 Statement)
and the eventual charge control Decision in the Statement (the TalkTalk WBA case), which is referred to here only insofar as is
necessary to set out relevant legal principles concerning the nature of the task before the CC and to set out the definition of
WBA Market 1.
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(a) the provision under which the decision appealed against was taken;
and

(b) the grounds of appeal.

(6) The grounds of appeal must be set out in sufficient detail to
indicate—

(a) to what extent (if any) the appellant contends that the decision
appealed against was based on an error of fact or was wrong in law or
both; and

(b) to what extent (if any) the appellant is appealing against the exercise
of a discretion by OFCOM, by the Secretary of State or by another
person.

193 Reference of price control matters to the Competition
Commission

(1) Tribunal rules must provide in relation to appeals made under
section 192(2) relating to price control that the price control matters
arising in that appeal, to the extent that they are matters of a description
specified in the rules, must be referred by the Tribunal to the
Competition Commission for determination.

(2) Where a price control matter is referred in accordance with Tribunal
rules to the Competition Commission for determination, the Commission
is to determine that matter—

(a) in accordance with the provision made by the rules;

(b) in accordance with directions given to them by the Tribunal in
exercise of powers conferred by the rules; and

(c) subject to the rules and any such directions, using such procedure
as the Commission consider appropriate.

(3) The provision that may be made by Tribunal rules about the
determination of a price control matter referred to the Competition
Commission in accordance with the rules includes provision about the
period within which that matter is to be determined by that Commission.

(4) Where the Competition Commission determines a price control
matter in accordance with Tribunal rules, they must notify the Tribunal
of the determination they have made.

(5) The notification must be given as soon as practicable after the
making of the notified determination.

(6) Where a price control matter arising in an appeal is required to be
referred to the Competition Commission under this section, the
Tribunal, in deciding the appeal on the merits under section 195, must
decide that matter in accordance with the determination of that
Commission.

(7) Subsection (6) does not apply to the extent that the Tribunal
decides, applying the principles applicable on an application for judicial
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review, that the determination of the Competition Commission is a
determination that would fall to be set aside on such an application.

(9) For the purposes of this section an appeal relates to price control if
the matters to which the appeal relates are or include price control
matters.

(10) In this section ‘price control matter’ means a matter relating to the
imposition of any form of price control by an SMP condition the setting
of which is authorised by—

(a) section 87(9);
(b) section 91; or

(c) section 93(3).

195 Decisions of the Tribunal

(1) The Tribunal shall dispose of an appeal under section 192(2) in
accordance with this section.

(2) The Tribunal shall decide the appeal on the merits and by reference
to the grounds of appeal set out in the notice of appeal.

(3) The Tribunal’'s decision must include a decision as to what (if any) is
the appropriate action for the decision-maker to take in relation to the
subject-matter of the decision under appeal.

(4) The Tribunal shall then remit the decision under appeal to the
decision-maker with such directions (if any) as the Tribunal considers
appropriate for giving effect to its decision.

(5) The Tribunal must not direct the decision-maker to take any action
which he would not otherwise have power to take in relation to the
decision under appeal.

(6) It shall be the duty of the decision-maker to comply with every
direction given under subsection (4).

The Tribunal rules referred to in section 193 are the Competition Appeal Tribunal
(Amendment and Communications Act Appeals) Rules 2004 (SI 2004 No 2068) (the
2004 Rules). The 2004 Rules provide, in relevant part:

Reference of price control matters to the Competition Commission

3.—(1) For the purposes of subsection (1) of section 193 of the Act,
there is specified every price control matter falling within subsection
(10) of that section which is disputed between the parties and which
relates to—



(a) the principles applied in setting the condition which imposes the
price control in question,

(b) the methods applied or calculations used or data used in
determining that price control, or

(c) what the provisions imposing the price control which are contained
in that condition should be (including at what level the price controls
should be set).

(5) The Tribunal shall refer to the Commission for determination in
accordance with section 193 of the Act and rule 5 every matter which ...
it decides is a specified price control matter.

Determination by Competition Commission of price control
matters

5.—(1) Subject to any directions given by the Tribunal (which may be
given at any time before the Commission have made their
determination), the Commission shall determine every price control
matter within four months of receipt by them of the reference.

(2) The Tribunal may give directions as to the procedure in accordance
with which the Commission are to make their determination.

(3) The Tribunal may give directions under this rule of its own motion or
upon the application of the Commission or of any party.

10. The SMP condition, which is imposed by Ofcom in the Statement and is the subject
of this appeal, was imposed pursuant to sections 45 and 87(9) of the Act.
Accordingly, the price control matters in this appeal fell to be referred to us for
determination.

The Tribunal's reference

11. By an Order of 2 November 2011, pursuant to Rule 3(5) of the 2004 Rules and
section 193 of the Act, the Tribunal referred to the Competition Commission (CC) for
determination specified price control matters.*®

12. The Reference required us to determine one question, with three distinct elements,
as to whether Ofcom had erred for the reasons set out in BT’s Notice of Appeal
(NoA). A second question asked us to include in our Determination, if the answers to
any part of the Question was ‘yes’, clear and precise guidance as to how any such
error found should be corrected and, in so far as was reasonably practicable, a
determination as to any consequential adjustments to the charge control. The
Tribunal required us to determine the issues that had been referred to us on or
before 11 June 2012. A copy of the Reference is in Appendix A.

'3 http://www.catribunal.org.uk/files/1187 BT Order 021111.pdf.
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The structure of our Determination

13.

14.

15.

Following this introduction, our Determination is divided into three sections, each
dealing with the respective elements of Question 1(i) to (iii).

We set out the main arguments and evidence put to us by the parties followed by our
assessment and conclusions in determining whether Ofcom has erred for any of the
reasons put to us.

In the remainder of this introductory section, we address the following topics which
are intended to provide the legal and broader factual context for this Determination:

(a) the legal framework for the regulation of the telecommunications sector in the EU
and the UK; and

(b) our role, the standard of review we applied and the procedure we followed in
preparing this Determination.

The legal framework for Ofcom’s charge control

16.

Regulation of the telecommunications sector takes place across Europe under what
is known as the European Common Regulatory Framework (CRF). The CRF consists
of a number of Directives, the most relevant of which are Directive 2002/21/EC on
the common regulatory framework for electronic communications networks and
services (the Framework Directive) and Directive 2002/19/EC on access to, and
interconnection of, electronic communications networks and associated facilities (the
Access Directive). The CRF imposes on member states the obligation to designate
independent national regulatory authorities (NRAS), sets out objectives and principles
that the NRAs are to be guided by in carrying out their functions, obliges them to
carry out market reviews, and empowers them to impose certain obligations on
undertakings with SMP including price controls. Of particular relevance to this appeal
are Articles 8 and 13 of the Access Directive and Article 19 of the Framework
Directive, the relevant parts of which provide:

Access Directive Article 8
Imposition, amendment or withdrawal of obligations

(1) Member States shall ensure that national regulatory authorities are
empowered to impose the obligations identified in Articles 9 to 13.

(2) Where an operator is designated as having significant market power
on a specific market as a result of a market analysis carried out in
accordance with Article 16 of Directive 2002/21/EC (Framework
Directive), national regulatory authorities shall impose the obligations
set out in Articles 9 to 13a of this Directive as appropriate.

Access Directive Article 13
Price control and cost accounting obligations

(1) A national regulatory authority may, in accordance with the
provisions of Article 8, impose obligations relating to cost recovery and
price controls, including obligations for cost orientation of prices and
obligations concerning cost accounting systems, for the provision of
specific types of interconnection and/or access, in situations where a



17.

18.

19.

market analysis indicates that a lack of effective competition means that
the operator concerned may sustain prices at an excessively high level,
or may apply a price squeeze, to the detriment of end-users. To
encourage investments by the operator, national regulatory authorities
shall take into account the investment made by the operator and allow
him a reasonable rate of return on adequate capital employed, taking
into account any risks specific to a particular new investment network.

(2) National regulatory authorities shall ensure that any cost recovery
mechanism or pricing methodology that is mandated serves to promote
efficiency and sustainable competition and maximise consumer
benefits. In this regard national regulatory authorities may also take
account of prices available in comparable competitive markets.

The UK’s NRA is Ofcom and the CRF was implemented in the UK by the Act, in
which the powers and duties set out in the Directives are reflected. The Act, in line
with the CRF, imposes general duties and objectives upon Ofcom. These include, in
section 3, duties to further the interests of citizens in relation to communications
matters and to further the interests of consumers in relevant markets, where
appropriate by promoting competition. Section 4 imposes certain duties on Ofcom for
the purpose of fulfilling EC obligations, which, in so far as are relevant, include a
requirement to promote competition in relation to the provision of electronic
communications networks and services.

Section 45 of the Act provides Ofcom with the power to set binding conditions,
including SMP conditions (contained in sections 87 to 93). An SMP condition can be
applied to a communications provider that Ofcom has determined as having SMP in
a specific market (sections 46(7)—(8)), but only if Ofcom is satisfied that the tests
found in section 47 are met. Section 47 provides that Ofcom must not set a condition
unless Ofcom is satisfied that the condition is objectively justifiable, not unduly
discriminatory, is proportionate, and transparent.

Section 87(9) gives Ofcom the specific power to set SMP conditions that impose
price controls. The imposition of price controls is subject to section 88, which
provides, in relevant part:

88 Conditions about network access pricing etc

(1) OFCOM are not to set an SMP condition falling within section 87(9)
except where—

(a) it appears to them from the market analysis carried out for the
purpose of setting that condition that there is a relevant risk of adverse
effects arising from price distortion; and

(b) it appears to them that the setting of the condition is appropriate for
the purposes of—

(i) promoting efficiency;
(ii) promoting sustainable competition; and

(iii) conferring the greatest possible benefits on the end-users of public
electronic communications services.



(2) In setting an SMP condition falling within section 87(9), OFCOM
must take account of the extent of the investment in the matters to
which the condition relates of the person to whom it is to apply.

20. We have had regard, in relation to each allegation of error as well as in relation to our
overall conclusions, to the CRF and the domestic provisions implementing it. We
consider our conclusions to be consistent with the legal framework.

Our role
The standard of review

21. In our determination of the price control references in the 2011 MCT Appeals,*®
Cable & Wireless UK v Office of Communications®’ and the consolidated 2009 Calls
to Mobiles Appeals®® we considered the nature of our appellate function under the
Act. In this Determination we have followed the same approach as in those cases, in
particular as set out in paragraphs 1.30 to 1.33 of the Calls to Mobiles Appeals
Determination which we similarly cited in the 2011 MCT case:*®

1.30 Section 195(2) of the 2003 Act provides for an appeal on the
merits. Section 192(6) shows that appeals can be brought on the
basis of errors of fact or law or against the exercise of a discretion.
The Tribunal interpreted its role under a section 192 appeal as
being one of a specialist court designed to be able to scrutinize the
detail of regulatory decisions in a profound and rigorous manner. In
our view, our role in determining the specified price control matters
that have been referred to us is similar. We note that this is the role
that appears to have been contemplated for us by the Tribunal in
its Reference Ruling and in the wording of the Reference itself
(reference question 8 in particular).

1.31 We also note that the wording of rule 3 of the 2004 Rules
envisages a determination of disputes that relate to the principles
or methods applied or the calculations or data used in determining
a price control, as well as disputes that relate to what the
provisions imposing the price control should be including at what
level the price control should be set. That also suggests a rigorous
and detailed examination of the price control matters subject to
appeal.

1.32 We have carried out that examination with the purpose of
determining whether Ofcom erred for any of the specific reasons
put forward by the parties. In determining whether it did so err, we
have not held Ofcom to be wrong simply because we considered
there to be some error in its reasoning on a particular point—the
error in reasoning must have been of sufficient importance to vitiate
Ofcom’s decision on the point in whole or in part.

1.33 We have also kept in mind the point made by the Interveners that
Ofcom is a specialist regulator whose judgement should not be

' BT and others v Ofcom, consolidated Cases 1180-1183/3/3/11.

' Case 1112/3/3/09 Determination, dated 30 June 2010.

'8 Hutchison 3G UK Limited v Office of Communications Case 1083/3/3/07 and British Telecommunications plc v Office of
Communications, Case 1085/3/3/07.

' Mobile phone wholesale voice termination charges determination, notified to the Tribunal on 16 January 2009.
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22.

23.

24.

25.

26.

readily dismissed. Where a ground of appeal relates to a claim that
Ofcom has made a factual error or an error of calculation, it may be
relatively straightforward to determine whether it is well founded.
Where, on the other hand, a ground of appeal relates to the
broader principles adopted or to an alleged error in the exercise of
a discretion, the matter may not be so clear. In a case where there
were a number of alternative solutions to a regulatory problem with
little to choose between them, we do not think it would be right for
us to determine that Ofcom erred simply because it took a course
other than the one that we would have taken. On the other hand, if,
out of the alternative options, some clearly had more merit than
others, it may more easily be said that Ofcom erred if it chose an
inferior solution. Which category a particular choice falls within can
necessarily only be decided on a case-by-case basis.

In the TalkTalk WBA case,? the Tribunal reiterated, by reference to its earlier
decision in an appeal brought by H3G against Ofcom,?! that the appeal was
conducted on the merits and not in accordance with the rules that would apply on a
judicial review. It specifically cited the statement that the appropriate level of scrutiny
in such appeals was ‘profound and rigorous’ and added ‘the question is whether
OFCOM’s determination was right, not whether it lies within the range of reasonable
responses for a regulator to take’.

In its NOA, BT generally alleges that in relation to all three elements of its challenge
to Ofcom’s decision Ofcom made errors of fact and/or law and, insofar Ofcom had
exercised regulatory judgement and/or discretion, Ofcom had erred in adopting a
solution which was clearly inferior to that for which BT contends.?” BT generally
alleged five types of legal and factual error?® and, specifically in relation to the first
part of its challenge, on PDRs, made a general allegation that Ofcom had acted
inconsistently with its statutory duties.?*

Ofcom objected to BT’s presentation of its grounds of appeal as alleging errors of
fact and/or law,?® stating that its decisions as to what costs to allow or disallow in
assessing BT’s base year costs for the purposes of a charge control model were
‘quintessential exercises of regulatory judgement, which did not involve a single
“right” answer’.?®

We agree with Ofcom that the claims of BT amount to allegations that Ofcom erred in
the exercise of its regulatory judgement, though we express no view on Ofcom’s
suggestion as to quintessence.

The Tribunal in the TalkTalk WBA case went on to say:*’

73. That said, we are mindful of two other important dicta regarding the
Tribunal’s role on a section 192 appeal. First, Jacob LJ in T-Mobile (UK)
Limited v Office of Communications [2008] EWCA Civ 1373 made
absolutely clear that the section 192 appeal process is not intended to

% Case 1186/3/3/11 TalkTalk v Ofcom [2012] CAT 1, §§71 & 72.
2! Case 1083/3/3/07 Hutchison 3G v Ofcom [2008] CAT 11, §164.
2 BT NOA, §7.

% BT NOA, §8.

2 BT NoA, §217.

% Ofcom Defence, §3.1.

% Ofcom Defence, §3.1.

7 Case 1186/3/3/11 TalkTalk v Ofcom, §§73 &74.



duplicate, still less, usurp the functions of the regulator. In paragraph 31
he stated:

“After all it is inconceivable that Article 4 [of the Framework Directive], in
requiring an appeal which can duly take into account the merits,
requires Member States to have in effect a fully equipped duplicate
regulatory body waiting in the wings just for appeals. What is called for
is an appeal body and no more, a body which can look into whether the
regulator has got something materially wrong. That may be very difficult
if all that is impugned is an overall value judgment based upon
competing commercial considerations in the context of a public policy
decision.”

74. Secondly, and following on from this point, in T-Mobile (UK) Limited
v Office of Communications [2008] CAT 12, the Tribunal noted (at
paragraph 82):

“It is also common ground that there may, in relation to any particular
dispute, be a number of different approaches which OFCOM could
reasonably adopt in arriving at its determination. There may well be no
single “right answer” to the dispute. To that extent, the Tribunal may,
whilst still conducting a merits review of the decision, be slow to
overturn a decision which is arrived at by an appropriate methodology
even if the dissatisfied party can suggest other ways of approaching the
case which would also have been reasonable and which might have
resulted in a resolution more favourable to its cause.”

27. In its judgment on the 2011 MCT Appeals, the Tribunal reiterated the role of the CC
in this process:

[the CC’s role]...under section 193 is not to exercise an original or
investigative jurisdiction. That is OFCOM'’s role. The Commission’s role
is to determine, on the merits, the reference questions remitted to it.
These reference questions arise out of the notices of appeal made in
respect of OFCOM'’s decision. Thus, albeit in a somewhat indirect way,
the Commission is reviewing on the merits the decision of another
administrative body. In short, the Commission is acting as an
administrative appeal body.?®

28. We do not consider that any arguments of the parties are cause for us to depart from
the approach as set out above. Both BT and Ofcom set out what they considered to
be the applicable standard of review.?® The Interveners, while adopting Ofcom’s
Defence in most respects, explicitly stated that they did not adopt Ofcom’s arguments
as to the appropriate standard of review and did not make submissions on the point,
save in one respect.®® In that one respect, they stated that Ofcom was wrong to claim
that the CC should, in the Interveners’ words summarizing Ofcom’s claim ‘be very
slow to accept an error which strikes at a prior policy decision already arrived at by
Ofcom on the basis of a decision challengeable only by way of judicial review which
has not been so challenged'.

29. The Tribunal is required by section 195(2) of the Act to decide these appeals on the
merits and by reference to the grounds of appeal set out in the NoAs. Since the

% BT and others v Competition Commission [2012] CAT 11, §118(2)(ii).
> BT NoA, §848-58; Ofcom Defence, §831-39.
% BskyB/TalkTalk Sol, §12.
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Tribunal must follow the CC’s determination of specified price control matters
(section 193(6)), save where the Tribunal decides that, applying the principles
applicable on an application for judicial review, that the determination is one that
would fall to be set aside on such an application (section 193(7)), the CC should
properly also have regard, when answering the reference question, to that
requirement to determine the appeals by reference to the grounds of appeal as set
out in the NOA.

30. The Act also requires that the grounds of appeal be set out in sufficient detail to
indicate:

(a) to what extent (if any) the appellant contends that the decision appealed against
was based on an error of fact or was wrong in law or both; and

(b) to what extent (if any) the appellant is appealing against the exercise of a
discretion by OFCOM, by the Secretary of State or by another person.®

31. Inthe 2011 MCT Appeals, the Tribunal made it clear that the CC’s determination is
dependent upon the issues as laid down by the appellant and upon the evidence put
before it by the parties:

...it is important to note that, in Section 192 Appeals:
The grounds of appeal are laid down by the appealing party in its notice

of appeal. It is the appealing party which determines the issues that will
be examined on appeal.

The evidence in support of those grounds is produced by the appealing
party at the time when the notice of appeal is lodged. Naturally, that
evidence will be supplemented when—in time—the respondents to the
appeal (and any interveners) serve their pleadings in response. The
critical point to note, however, is that the evidence before the Tribunal
comes from the parties to the appeal.®

32. The Tribunal went on to add: “‘The Commission’s role is confined to determining the
guestions referred to it by the Tribunal. The Commission is not investigating
anything—it is determining whether OFCOM erred in its decision for the reasons set
out in the notice of appeal.’*®

33. In paragraph 8 of its Notice of Appeal, BT alleges, as regards all three elements of its
challenge, that Ofcom, among other things, and reached a conclusion that was
disproportionate and discriminatory. This allegation is repeated, again in general
terms, at paragraphs 216, 219, 220 and 283 of the Notice of Appeal. We do not
consider that these paragraphs of BT's NOA introduce any new, substantive points to
the allegations otherwise particularized by BT. In any event, we consider them to be
dealt with by our determination of the other issues pleaded by BT.

34. We do not consider that paragraph 216 of BT’s NoA introduces any new, substantive
points on proportionality or discrimination to the allegations otherwise particularized
by BT. In any event that they do, we consider them to be dealt with by our
determination of the other issues pleaded by BT.

%1 Section 192(6) of the Act.
% BT and others v Competition Commission [2012] CAT 11, §197.
% BT and others v Competition Commission [2012] CAT 11, §203.
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Materiality

35.

36.

37.

38.

At paragraphs 57 and 58 of its NoA, BT said that this was not a case where the
alleged errors of Ofcom were immaterial, by reason of having only an insignificant or
negligible impact in relative terms on the price control set by Ofcom.

In its Defence, Ofcom stated that none of BT’s allegations disclosed a material error.
In particular, with regard to its treatment of embedded debt, Ofcom stated that there
was no material difference to Ofcom’s midpoint weighted cost of debt resulting from
its own treatment, as compared with BT’s proposed weighting of old and new debt or
that, indeed, it might even result in a materially lower weighted cost of debt for BT. As
to gearing, Ofcom said that the case brought by BT meant that, even if BT’s proposal
to use a different value in the gearing calculation were accepted, this would result in
an immaterial difference.

One aspect of the materiality test was set out in the CC’s determination in the
Carphone Warehouse case,* where it was explained that an error would not be
material if ‘it has only an insignificant or negligible impact in relative terms on the
overall level of the price control that has been set by Ofcom’.

BT said that the present case was not one of that kind.*® In respect of the materiality
of errors in reasoning, as the CC has previously stated,*® any ‘error in reasoning
alleged by an appellant must have been of sufficient importance to vitiate Ofcom’s
decision on the point in whole or in part’.

Regulatory consistency

39.

40.

41.

The CC recognizes the benefit of regulatory consistency where, in the circumstances
of any two or more cases, such consistency is appropriate. It has value, in
appropriate circumstances, as guidance as to how a regulator might reasonably act.
It will not, however, dictate what the right answer is in any given situation. As
expressed by Ofcom, ‘[rlegulatory practice elsewhere is informative but could never
be decisive’.*’ In situations where regulatory consistency may be a relevant
consideration, it is important to bear in mind both the relevant factual matrices of the
different regulated positions and the different regulatory principles, legal and
practicable, that apply to them.

It is important to recall, in this context, that there may be no single right answer to the
guestion of what a regulator should do in a given position. Within the confines of their
statutory duties, different regulators may lawfully reach different conclusions as to the
appropriate outcome depending on, for example, the relative weight that they choose
to give to different considerations. However, where one approach clearly has more
merit than others, it might be more readily concluded that not to have followed it was
wrong.

We consider that, in cases where regulatory consistency may be relevant, it is not
necessarily for a regulator to justify at length why they adopt an approach different to
that of other regulators. Rather, it will be for a party making a claim for such
consistency to make a satisfactory case that the relevant circumstances are such
that the decision in question should have been the same as or closer to those of
other regulators.

% See CC Determination of 31 August 2010; Carphone Warehouse v Ofcom Case 1111/3/3/09 (Local Loop Unbundling).
% BT NoA, §58.

% See Carphone Warehouse v Ofcom Case 1111/3/3/09.

% Ofcom Defence, §64.
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Our procedure

42. In April 2011 the CC published its Guidelines to the procedure and conduct of
appeals made under the Act.*® The CC has followed these guidelines during the
conduct of this appeal and has adopted a procedure which, in our view, was suited to
the nature of our task. In our First Day Letter of 23 November 2011, we indicated
that we would adopt the confidentiality ring established by the Tribunal on 18 October
2011 (and subsequently amended on several occasions). We received written
submissions and evidence from the parties and held bilateral hearings.

43. We issued the parties with a provisional determination of each of the reference
guestions and, in preparing this Determination, have carefully considered their
responses.

44, While we have carefully considered all the submissions and evidence received from
each party, it would not be practicable to refer to or summarize all of that material in
this Determination. Instead, in the chapters that follow this Introduction, we have
attempted to refer to what we considered to be the key submissions and pieces of
evidence in relation to each of the points we considered.

45, Where in this Determination we refer to WBA, unless otherwise explicitly stated we
mean the wholesale broadband access Market 1, as defined by Ofcom (and
corrected by the Tribunal in the TalkTalk WBA case“’) and the subject of the price
control under consideration, not any of the wider wholesale broadband markets
which are not subject to this price control.

% CC13 Price control appeals under section 193 of the Communications Act 2003: Competition Commission Guidelines, April
2011.

% The letter sent to parties during the initial stage of the reference—see paragraph 2.13 of CC13.

“ See footnote to paragraph 3.
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Reference Question 1(i)

Whether the WBA Charge Control has been set at levels which are inappropriate because
OFCOM erred in:

(i) refusing to allow BT to recover the cost of pensions deficit repair payments, for the

reasons set out at Part VI of BT’'s Notice of Appeal;

Ofcom’s Statement

11

1.2

13

1.4

In January and March 2011, Ofcom published consultation documents for this charge
control. Ofcom stated that its RPI-X charge control:

is intended to replicate the discipline of a competitive market whereby
productivity gains are realised and passed on to end users in the form
of lower prices, after taking into account increases in input prices. Of
the options available, we believe that this is the most suitable form of
regulation for WBA prices in Market 1 areas, and is based on an
established and transparent mechanism that provides incentives for
efficiency improvement and innovation. RPI-X leads to the gradual
erosion of any excess profit existing at the start of the control, which is
also what is likely to happen in a competitive market as entry occurs
and other operators catch up over time.

... Itis an established way to provide regulated firms with incentives to
adopt new technologies and therefore seek efficiency savings whilst
passing on some of the cost savings to consumers.*

In its final statement of the charge control framework for Market 1 for WBA services,
Ofcom said that it did not include costs related to the repair of BT's pension deficit in
its WBA decision and that this was consistent with Ofcom’s 2010 Pensions Review
Statement. The Pensions Review Statement contained Ofcom’s pensions cost guide-
lines which set out Ofcom’s general policy as to its normal approach in relation to the
treatment of BT's pension costs when assessing the efficiently incurred costs of pro-
viding relevant regulated products or services.?

Ofcom said that during the WBA charge control process BT had stated that pension
deficit repair (PDR) contributions should be taken into account when setting this
charge control because PDR payments were a cost of BT doing business in the
future and, in so far as they resulted from pension costs that were efficiently incurred,
it was reasonable and consistent with Ofcom’s regulatory duties and stated
objectives that they be included.® Ofcom said that it had already considered BT’s
arguments in relation to PDRs as part of the general issues in its Pensions Review.
Ofcom said that BT had not provided any new evidence as part of the WBA Charge
Control process to demonstrate that there had been a material change in the circum-
stances since the Pensions Review Statement concluded in December 2010.*

Ofcom said that it had considered circumstances such as the size, scale and regulat-
ory risks of BT'’s pension scheme and it did not consider that a material change had

! Ofcom, WBA Charge Control: Charge control framework for WBA Market 1 services, Statement, 20 July 2011, pp43, 44,
Earagraphs 4.4,4.9.
Ofcom Statement, §81.20 & 5.83.
® Ofcom Statement, §5.71.
* Ofcom Statement, §5.86.
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occurred which would have warranted an approach other than that set out in the
Pension Guidelines.> Nor did Ofcom consider that there were any factors specific to
the WBA charge control which supported the adoption of an alternative approach.®

Ofcom said that the Pension Guidelines set out that Ofcom would:’

(a) disallow any deficit repair payments when setting regulated charges and similarly
ignore any impact of any pension holidays BT might choose to take;

(b) use costs reported in BT’s statutory accounts as a measure of ongoing service
costs when assessing pension costs as part of regulated charges; and

(c) make no adjustment to BT’s cost of capital to account for the effect of a defined
benefit pension scheme when setting regulated charges.

BT's pension deficit

1.6

1.7

1.8

1.9

BT'’s pension scheme (BTPS) is one of the largest pension schemes in the UK. Its
defined benefit scheme was closed to new entrants from 1 April 2001 (with new
joiners being offered a defined contribution scheme).? The scheme is administered
by an independent trustee which has nine directors who are required to act in the
best interest of all scheme members at all times, independently of BT.?

BTPS is audited annually and a funding valuation is prepared by the Scheme Actuary
(at least) every three years. This valuation monitors the scheme’s financial health,
assessing its assets and liabilities. If the scheme is assessed as being in deficit, BT
is legally obliged to make contributions to rectify the deficit.'® Contribution rates are
agreed as part of the triennial actuarial valuation and additional PDR payments may
be agreed in between these valuations.™

BTPS was in deficit at the time of privatization and by 1988 it was in surplus.* A
pension holiday was taken between 1 August 1989 and 1 April 1993.*2 The payment
holiday resulted in unpaid contributions of £0.6 billion. Subsequently, BT made deficit
repair payments in 1994 and 1995 worth £0.75 billion.** Since 1999, BT has made
annual deficit repair payments in the relevant financial year (with the exception of the
2005 and 2009 payments, which were prepaid).*®

At the 2008 triennial valuation, a deficit of £9 billion was reported. The repayment
schedule agreed at that valuation required BT to make deficit repair payments of
between £525 million and £856 million for each year from 2009 to 2025 in a 17-year
recovery plan.'® Alongside these payments, BT also makes payments for ongoing
service costs of its pension scheme—these cover the cost of pension benefits earned
by employees for service in the current period.

® Ofcom Statement, 8A3.9.
® Ofcom Statement, §A3.10.
" Ofcom Statement, 8A3.2.
8 BT NoA, §83.

° BT NOA, §84.

0BT NoA, §85.

1 BT NoA, §86.

2 BT NoA, §§87-88.

2 BT NoA, §88.

“ BT NoA, §89.

* BT NoA, §90.

8 BT NoA, §90.
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1.10 We note that since BT lodged its appeal, the size of its deficit has fallen to
£4.1 billion.”

Summary of BT’'s arguments

1.11 BT alleged that, by failing to allow it to recover an appropriate allocation of its PDR
payments as part of the WBA Charge Control, Ofcom had failed properly to fulfil its
statutory duties and regulatory objectives and had adopted a solution which was
disproportionate, discriminatory and clearly inferior to that which BT had proposed.*®

1.12 BT said that its essential complaint was that Ofcom’s decision to disallow PDR
payments misapplied the ‘fundamental principles which underlie the RPI-X model of
regulation’.*® BT recognized the principle of ‘no retrospection’; in which under-
performance and overperformance would not be recovered by the economic regu-
lator at future charge controls. However, BT argued that the objectives of RPI-X
regulation were compatible with allowing a regulated firm’s costs to be fully passed
through to charges when these costs met criteria of uncertainty, uncontrollability, miti-
gation and materiality (criteria explained in more detail from paragraph 1.21 below).?
BT’s view was that its PDR payments fulfilled these criteria. BT argued that these
types of considerations had been recognized by the CC in its Bristol Water determin-
ation?! and BT considered the CC'’s formulation in this had been apposite to BT’s
current appeal.?’ BT said it did not argue that the particular conclusions of the CC in
Bristol Water represented the only permissible approach to assessing PDR
treatment. BT instead argued that the economic principles which underlay the CC's
approach in Bristol Water were applicable to the WBA charge control—and that
Ofcom’s analysis was inconsistent with these.?®

1.13 In addition, BT argued that movements in pension costs (changes in the costs of
providing for previously incurred pension commitments) did not ‘in themselves reflect

a lack of efficiency in the regulated company’.*

1.14 BT contended that this logic had been recognized by other sectoral regulators and
the CC. It argued that all other sectoral regulators that had had cause to consider the
issue (and the CC itself) had chosen to allow some of or all PDR payments whereas
Ofcom was ‘wholly unique in declining to do so’.?®> BT argued that Ofcom had been
mistaken to conclude that the approach of other regulators could have been distin-
guished in some way because of the existence of a ‘duty to finance’ among other
regulators, whether as a matter of principle or practice.

1.15 BT said that in disallowing PDR payments, Ofcom had failed to recognize that a dif-
ferent treatment of pension costs was required to reflect their unique characteristics.
BT argued that as a consequence of this, Ofcom implicitly and illogically assumed
that:

(a) BT should have been incentivized to control all PDR payment costs even though
by their nature they were substantially uncontrollable; and

" BT response to the PD, paragraph 9.

'8 BT NoA, §8107h & 216.

BT NoA, §106.

2 BT NoA, §107i-iv.

21 Report of the CC on a reference under section 12(3)(a) of the Water Industry Act 1991, 4 August 2010.
> BT NoA, §107a.

BT NoA, §107.

> BT NoA, §107b.

BT NoA, §107c.



(b) BT’s efficiently incurred PDR payment costs should not be recovered if they were
not predicted at the time the liability to pay them was incurred, even though they
were by their very nature unpredictable.?

1.16 BT argued that Ofcom had placed too much weight on regulatory consistency over
time, especially when the issue of pension costs had been subject to both
consultation in 2010 and policy review in 2011. BT said that such regulatory
consistency should not have overridden the statutory duties, regulatory objectives
and fundamental economic principles that governed price regulation.?’ In addition to
these arguments, BT said that Ofcom’s application of its ‘six principles of pricing and
cost recovery’ was flawed.”®

BT's challenge

1.17 BT said that it made payments or contributions into the BT Pension Scheme. It
described these payments as either ‘normal’ contributions (relating to ongoing ser-
vice costs) or ‘special/deficiency’ payments (relating, inter alia, to rectifying any deficit
in the Scheme). It raised no dispute in the current appeal concerning these ‘normal’
contributions.?® BT said that historically it had been permitted by Ofcom to recover its
normal contributions in the charges for its regulated products, but not its
special/deficiency contributions.*

1.18 BT said that its appeal related to the treatment of its pension deficit which, it argued,
has arisen because pension cost forecasts were based on assumptions which had
turned out to be incorrect. These incorrect forecasts had influenced the (existence
and) size of BT's pension deficit and therefore the PDR payments it was required to
make. BT said that in its Pensions Review Statement, Ofcom accepted that forecasts
had been inaccurate.®

1.19 BT sets out its arguments under seven headings:

(a) the application of the RPI-X model and the principle of ‘no retrospection’
(paragraphs 1.20 to 1.24);

(b) unique characteristics of pension deficit repayment costs (paragraphs 1.25 to
1.30);

(c) other sectoral regulators and the CC (paragraphs 1.31 to 1.40);

(d) BT's claim that its PDR payments fulfilled the relevant criteria (paragraphs 1.41 to
1.55);

(e) BT's claim that Ofcom failed to recognize the particular position of PDR payments
(paragraphs 1.57 to 1.59);

(f) regulatory consistency over time (paragraphs 1.60 to 1.65); and

(g) the six principles of pricing and cost recovery (paragraphs 1.66 to 1.104).

% BT NoA, §107e.

% BT NoA, §107f.

% BT NoA, §107b.

% BT NoA, §91.

% BT response to the PD, paragraph 13.
% BT NoA, §187.
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The application of the RPI-X model and the principle of ‘no retrospection’

1.20 BT set out its view of the nature of RPI-X regulation and argued that such regulation
was designed to allow a regulated company the opportunity to recover its efficiently-
incurred costs.® BT said that efficiency incentives were created by applying the
principle of ‘no retrospection’ (whereby adjustments in the current price control for
underperformance and overperformance in previous price control periods would not
have been made).® BT said that it was implicit in these principles that the regulated
company'’s costs were largely controllable by the company and that the company was
protected from uncontrollable cost changes (either from the RPI-X formula or by the
resetting of costs stacks at the next charge control).®* We understand this argument
of BT’s to mean that the principle of ‘no retrospection’ only applied when costs were
controllable.

1.21 BT argued that there was no purpose in incentivizing a regulated company to mini-
mize costs which were uncontrollable (or subject to very limited control) and highly
uncertain.* Specifically, it argued that the logic of RPI-X and the principle of ‘no
retrospection’ did not apply to costs that met the following four criteria;:*®

a) the ultimate level of costs that the regulated company would incur,
and when they would occur, was uncertain and unpredictable at the
time at which the liability to pay them was incurred,;

b) the costs have since increased for reasons beyond the regulated
company'’s reasonable control;

c) reasonable management action could not substantially mitigate the
effect of such increases; and

d) the overall structure of the charge controls in place during the
relevant period of time does not adequately capture the increase in
those costs.

1.22 BT claimed that these criteria were consistent with those used by the CC in Bristol
Water.

1.23 BT contended that holding the regulated company to its best estimate of costs fulfil-
ling these criteria was ‘simply arbitrary, and undermine[d] entirely the principle that
the regulated company should have [had] the opportunity to recover its efficiently

incurred costs’.*’

1.24 BT argued that non-controllable risks should be ‘socialized’ by being spread as widely
as possible when these four criteria were met.*® It said that socialization reduced the
overall costs of risk whilst also increasing the incentives the regulated company
faced on its controllable costs. It argued that these positive effects enhanced con-
sumer benefit in the medium to long term. BT argued that such effects were in

%2 BT NoA, §108.
% BT NoA, §109.
% BT NoA, §111.
* BT NoA, §112.
% BT NoA, §112.
% BT NoA, §113.
% BT NoA, W/S George Yarrow, in particular §20.



accordance with Ofcom’s principal duty to further the interests of consumers in rele-
vant markets (where appropriate by promoting competition).*

Unique characteristics of pension deficit repayment costs

1.25 BT said that arguments on the PDR costs were aligned with its four criteria
(described in paragraph 1.21)—namely, uncertainty, uncontrollability, reasonable
mitigation efforts and the degree of cost change captured by the price control).

1.26 BT said that there was an ‘inherent future uncertainty’ over the extent of pension
liabilities in a defined benefit pension scheme, a view shared by Ofcom in the
Pensions Review Statement.”® BT also said that pension costs were not something it
could protect itself against.*! It contended that this made pension costs* ‘fundament-
ally different’ from its typical costs. It said that pension liabilities incurred during a
given charge control period would not crystallize until many years into the future—in
extremis, when the last beneficiary of the scheme died. BT also contended that other
factors (legislative, actuarial and financial) contributed to the uncontrollable and un-
certain nature of pension costs.”® It argued that ordinary charge control costs were
not similar to pension costs because estimates of other costs could be compared
against actual out-turn data. It also observed that for other costs, overperformance
and underperformance would then be reflected in a subsequent charge control
period, using a glide path.** BT contended that pension costs were also different
from other costs because of the scope for ‘cumulative forecast errors’ as new
information became available following the end of a charge control period.*

1.27 BT developed this theme further in its Core Submission. It said

The intertemporal link between current and future assumptions, past
allowances and future cash payments is a unigue quality of pensions
costs. Other costs may be unpredictable, or uncertain, or uncontrollable
(as pension costs are). Unlike other costs, however, the errors in cost
prediction which give rise to a deficit are not subject to any effective
error-correction mechanism that limits the size of such losses. The
consequences of an inaccurate forecast of other costs are limited in
time to the duration of the charge control (typically 3 years), after which
the setting of a new charge control and glide path will effectively “wipe
the slate clean” and address for any over- or under-estimation of costs
going forward. But in the case of pension costs, the mere fact that a
new charge control will be set does not remedy any errors in the
forecast, which may not be apparent for very many years.

Since forecast errors are not capped by the duration of the charge
control, the risk of past allowances being materially wrong is
significantly increased both over the course of any individual charge
control and through the cumulative effect of successive charge controls
which do not address those forecast errors. Unless that difference vis-a-
vis other types of costs is recognised, a regulated company must bear
the full and unlimited responsibility for a forecast error, even when the

% BT NoA, §114.

“OBT NoA, §116.

“' BT NoA, §117.

“2 BT used the term ‘PDR costs’ in its presentation of this point. However, in the given context we believe BT intended to refer
to ‘pension costs’.

“* BT NoA, §119.

* BT NoA, §120.

“* BT NoA, §121.



1.28

1.29

1.30

nature of such an error is largely due to factors which lie outside of its
control and could not have been foreseen in the past.*®

BT said that Ofcom recognized that most defined-benefit pension schemes were in
deficit, but BT argued that the causes of this lay beyond company control. It high-
lighted Ofcom’s identification in its Pensions Review Statement of the main causes of
pension deficits—changes in legislation and of demographic and financial factors.*’

BT said that there was only a limited extent to which companies could reasonably
mitigate against these changes. A defined benefit scheme could be closed to new
entrants but that would not affect liabilities that were already incurred. Other changes
could be made, such as an increase in employee contributions; however, that would
require contractual renegotiation with employees, and might in itself carry a further
cost or else risk (costly) industrial action.*®

BT also argued that the RPI-X formula did not protect it from the changes that had
given rise to pension deficits.*

Other sectoral regulators and the CC

131

1.32

1.33

1.34

BT argued that Ofcom’s comparative analysis showed that it was the only UK regu-
lator to disallow PDR payments in full.>® BT argued that other regulators had explicitly
recognized that there was inherent uncertainty in forecasting cost items and had
built-in mechanisms to allow companies to recover all (or at least a substantial
proportion of) PDR payment costs when such forecasts had been shown to be
materially wrong.**

BT argued that the economic logic of other regulators and the CC in relation to PDR
payments applied equally to BT. It contended that a review of other regulators
showed a general acceptance that:

(a) defined benefit pension schemes placed major risks on companies, and that
these were largely uncontrollable in nature;* and

(b) it was therefore appropriate and in the interest of consumers to spread such risks
as widely as possible, including among consumers who had benefited and would
continue to benefit from the regulated product.>®

BT also argued that no other regulator found PDR pass-through to be inconsistent
with its duties of consumer protection or promoting effective competition. Further-
more, it argued that other regulators appeared to have concluded that allowing
recovery was, overall, beneficial to consumers.>

BT accepted that Ofcom had a measure of discretion in addressing the pensions
issue. However, BT contended that Ofcom’s approach was flawed because it had
reached a ‘startlingly different’ conclusion from that of other regulators.>® BT said that

“6 BT Core Submission, Volume 1, §88 & 9.
“7BT NoA, §122.

“8 BT NoA, §123.

“9BT NoA, §124.

% BT NoA, §126.

1 BT NoA, §126.

2 BT NoA, §128a.

% BT NoA, §128b.

% BT NoA, §128c.

%> BT NoA, §129.



Ofcom distinguished its approach from those of some other regulators because of its
lack of a specific ‘duty to finance’.*® BT argued that it had challenged Ofcom on the
relevance of this issue during the Pensions Review Statement consultation process
and Ofcom’s response to this had ‘sought to caveat the extent to which this was
determinative of its thinking’.>” BT said that this difference in financing duties was
used by Ofcom to reject BT's argument and also used by Ofcom to distinguish its
own from other sectors, including that subject to the CC’s determination in the Bristol
Water case.*® Consequently, BT said that it was clear that the lack of a duty to
finance was central to Ofcom’s analysis.>®

1.35 BT argued that Ofcom had not explained why, while it had no explicit duty to finance,
this made any difference to the relevance of the behaviour of other regulators and the
CC, given its own statutory duties and regulatory objectives.®® BT made three argu-
ments in this regard:

(a) The existence of cross-sectoral differences was not and should not have been
due to statutory references to a financing duty:®*

(i) BT argued that the underlying principle was that the recovery of reasonably
incurred costs should not have been prevented by regulation (which itself
avoided adverse effects on economic performance and promoted long-term
consumer interest). %

(i) BT argued that protection of consumers and promotion of competition were
among the primary duties of other sectoral regulators and that analysis of
their PDR decisions did not show any evidence that their financing duties
overrode their primary duties. BT argued that PDR recovery had been found
to be consistent with those duties.®

(b) Whether an explicit duty to finance was set out in statute reflected the historical
context of translating economic principle into regulatory practice:*

(i) BT argued that the real economic costs of default risk and increased regulat-
ory risk were a motivating factor in setting out explicit duties to finance.

(if) 1t contended that a duty to promote efficient investment would have had
similar implications for price regulation as would a duty to finance (at least
with respect to the allocation of largely uncontrollable but significant cost
risks®).

(iii) BT compared Ofwat’s duty to finance® and Ofcom’s sixth Specific Policy
Obijective to ensure that the delivery of regulated services was sustainable
with prices providing BT with the opportunity to recover all its relevant costs
(where efficiently incurred), including its cost of capital.®” BT’s assessment

% BT NoA, §130.

" BT NoA, §131.

% BT NoA, §132.

% BT NoA, §133.

% BT NoA, §134.

°' BT NoA, §135.

2 BT NoA, §135a.

% BT NoA, §135b, and expert report of Peter Bucks & Luis Correia Da Silva [BT1/5/PB], section 3; the expert witness statement

of Matt Corkery [BT2/7/MC], paragraphs 4.38-4.41; and the witness statement of Felipe Florez-Duncan [BT1/4/FFD], para-
raph 82.
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% BT NoA, §136.
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1.36

1.37

1.38

1.39

was that the latter was ‘materially indistinguishable’ from Ofwat'’s financing
duty.®®

(iv) BT cited the CC’s decision in the Carphone Warehouse determination,®
arguing that this showed that the CC had already rejected an attempt by
Ofcom to distinguish between its duties and a duty to finance.”

(c) BT said that not all sectoral regulators were under a duty to finance—for
example, the CAA had passed through PDR payments in the absence of a duty
to finance.”

BT concluded that Ofcom had been inconsistent in its reasoning. BT said that whilst
Ofcom had dismissed the relevance of other regulators’ positions on the basis of their
differences on the duty to finance, Ofcom had also contended that if this difference did
not exist, it might have reached the same decision on disallowing PDR payments. "?
BT argued that the motivations of other regulators for allowing PDR recovery were the
economic motivations of cost causation, controllability and other statutory duties.” BT
contended that there was not a ‘material difference as a matter of either principle or
practice between the duty to finance and the duties imposed on Ofcom that justifies

Ofcom taking an entirely unique position on this issue’.”

In its Core Submission, Volume 2 (which was material in reply to Ofcom’s Defence
and the Interveners’ Statement of Intervention), BT characterized Ofcom as having
argued in its Defence that the decisions of other regulators to allow the recovery of
PDR costs could be distinguished from its own decision, because in those cases
there was less risk of competitive distortion.” In response to this, BT argued that all
economic regulators ultimately sought to balance consumer protection and compe-
tition while encouraging investment. BT cited evidence from Bucks and Correia on
the similarities of the approaches by economic regulators and their identification of
the need to preserve investment incentives as a reason for allowing PDR recovery.
BT argued that neither Ofcom nor the Interveners had identified any characteristics
or regulatory emphasis across the different regulated sectors that were sufficient to

justify the ‘radical difference in approach adopted by Ofcom’.”®

BT argued that the suggestion that the telecommunications sector was more contest-
able than other sectors did not provide any adequate justification for the difference in
regulatory approach and that regulated industries lay on a broad spectrum of contest-
ability. BT argued that other regulators’ approaches had been homogenous in allow-
ing significant proportions of PDR payments to be recovered rather than ‘the 0%

allowed by Ofcom’.”

BT argued that market structure and production models did not provide a viable point
of distinction. It cited Royal Mail as a single, vertically integrated company which had
been active in several stages of the value chain, some of which were contestable. BT
noted that Ofcom had not proposed removing Royal Mail's PDR cost from its postal

® BT NoA, §138.

% CC determination of 31 August 2010: The Carphone Warehouse Group Plc v Office of Communications, Cases 1111/3/3/09
& 1149/3/3/09.

" BT NoA, §140.
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8 BT Core Submission, Volume 2, §51.
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1.40

service prices. BT argued that in addition, nearly all regulated sectors interacted
closely with related sectors.™

BT concluded its arguments with respect to other regulators by saying that:

Far from not providing support to BT'’s case, therefore, the approach of
other regulators—and even of Ofcom itself in the postal sector—confirm
that Ofcom’s decision to disallow PDR costs altogether with respect to
BT and not to allow any percentage of them to be recovered is entirely
at odds with the underlying logic that has been applied in all other
cases.”

BT's claim that its PDR payments fulfilled the relevant criteria
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1.42

1.43

1.44

BT made a series of arguments about how its ‘PDR payments fulfilled the relevant
criteria’ which overlapped with the section on the unique characteristics of PDR costs
(in paragraph 1.25). The discussion here therefore focuses on additional evidence
cited by BT in relation to these arguments. In relation to BT’'s argument about un-
controllable causes of the deficit, BT argued that the deficit had been caused by life
expectancy increases, adverse investment experience and a reduction in relative
levels of long-term future return expectations®®* and the largely uncontrollable
nature of the deficit.®

BT cited a range of management actions that it had taken to mitigate the growing
pension deficit.*® These were:

(a) closing the scheme to new entrants from 1 April 2011;
(b) changing future benefits to a career-average rather than final-salary basis;
(c) managing the pension fund responsibly; and

(d) agreeing modifications to the scheme which had saved approximately
£100 million per year.

In its Core Submission, Volume 2 (which was material in reply to Ofcom’s Defence
and the Interveners’ Statement of Intervention), BT addressed the Interveners’ argu-
ments about the controllability of pension costs. BT noted the Interveners’ arguments
that even if non-controllable PDR costs should have been recoverable in principle,
the Interveners considered that BT’s pension deficit had been controllable to a signifi-
cant degree.®

BT said that the Interveners had sought to challenge BT’s claim that the increase in
pension deficit costs had been uncontrollable, mainly through the evidence of

Mr John Ralfe. BT characterized the central tenet of Mr Ralfe’s evidence as being
that BT was responsible for the deficit and that shareholders were responsible for
repairing the deficit. BT argued that in doing this, Mr Ralfe had gone beyond the
basis of Ofcom’s conclusions that were challenged within the scope of this appeal.
BT cited Ofcom’s first Pensions Review Statement, which outlined factors that had

8 BT Core Submission, Volume 2, §54.

" BT Core Submission, Volume 2, §54.

% BT NoA, W/S Stewart Hastie [BT2/8/SH], §4.1.1-4.3.2.

8 BT NoA, §148b.

8 BT NoA, W/S Matt Corkery [BT2/7/MC], paragraphs 4.27—4.28.
8 BT NoA, §148c.

8 BT Core Submission, Volume 2, §61.
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contributed to funding deficits of defined benefit schemes in the UK and also factors
specific to BT (a major factor being the maturity of the scheme).®® BT said that it
understood from Ofcom’s Defence that it had not resiled from any of these conclu-
sions and that Mr Ralfe’'s methodology and conclusions were in direct conflict with
those of Ofcom.®

1.45 BT said that it had not responded to all the points made by Mr Ralfe and that his
evidence was based on a ‘fundamentally flawed methodology’. BT submitted its own
further evidence in response and highlighted a number of key points from this
evidence.?”®® The contentions from the Interveners that BT addressed were that:

e BT had under-contributed to the scheme;
e the scheme had an unduly risky portfolio;

¢ shareholders should have borne the risk at privatization and BT could have
remedied the deficit after privatization;

e BT had been able to manage longevity risk; and

e BT had failed to take steps to limit its liabilities by downgrading advantageous
public-sector pension terms.

Each of these points is addressed in turn.

1.46 BT said that Mr Ralfe had contended that BT had under-contributed to its pension
scheme and that this had been a significant cause of the deficit. BT also said that
Mr Ralfe argued that because shareholders had benefited from these under-
contributions, they should be responsible for making them good: BT saw this
argument as ‘wholly misconceived’.®® BT argued that the level of contributions had
been designed to make sure that BT was able to meet its liabilities ‘as they were then
understood’.”’ BT contended that the contribution decisions had been made in
accordance with expert advice, and had been made on the best available information

and using a ‘rigorous and responsible form of process’.®*

1.47 BT argued that it was ‘not possible to ascribe the deficit to particular decisions made
at particular times, as Mr Ralfe does, without recognizing that, if certain past
decisions had been different, so would other past decisions’.®? BT gave the example
of the augmented terms given to early leavers. Had these terms not been given, its
total liabilities under the scheme would have been lower but, BT argued, contribu-
tions which would have been made after that time would presumably have reflected
those lower liabilities. It argued that it was ‘therefore illogical and wrong for Mr Ralfe
to assume, as he does, that BT would still have contributed to the scheme at the
higher level’.*® BT argued that this was the basis for Mr Ralfe’s assertion that if BT

% BT Core Submission, Volume 2, §63.
8 BT Core Submission, Volume 2, §64.
8 BT Core Submission, Volume 2, W/S Parry 2 & W/S Hastie & Thomas 2.
8 BT Core Submission, Volume 2, §65.
8 BT Core Submission, Volume 2, §66.
® BT Core Submission, Volume 2, §67.
> BT Core Submission, Volume 2, §67.
92 BT Core Submission, Volume 2, §68.
BT Core Submission, Volume 2, §68.
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1.48

1.49

1.50

1.51

1.52

1.53

had not made Early Leaver Augmentation (ELA)* payments, today’s deficit would
simply have been smaller.®

BT said that with hindsight it was right that greater contributions in the past would
have been needed to meet BT's current liabilities and that this was why BT had a
pensions deficit. It argued that it did not follow that BT should be regarded as respon-
sible for having under-contributed to the scheme as Mr Ralfe had suggested. It
argued that this simply served to illustrate the point that a pensions deficit had
nonetheless arisen,*® notwithstanding BT’s responsible conduct of the scheme.

BT argued that in addition to this, while it had been suggested that shareholders had
benefited from these ‘under-contributions’, customers had actually benefited. BT said
that customers had paid lower regulated charges than they would have paid had the
true pension cost been fully known and fully allowed for at previous charge controls.
It also said that customers had not been asked to pay the higher costs which would
have been associated with a lower-risk investment strategy adopted by the
trustees.’

BT also argued that customers had benefited from the ELA payments which BT had
made because otherwise those early leavers would have remained part of BT’s work-
force for longer, thereby resulting in BT incurring higher total labour costs as well as
the relevant pension contributions. BT argued that it would not have achieved certain
efficiencies that had ultimately benefited consumers. It also noted that the aug-
mented terms had been paid with the agreement of the independent trustee and
scheme actuary and that Mr Ralfe’s hindsight approach had not taken account of any
of these points.

BT said that Mr Ralfe sought to suggest that BT was responsible for the deficit
because BT’s pension scheme had an unduly risky portfolio. BT had two basic objec-
tions to this point.®® First, it depended on an incorrect assertion that BT had a large
degree of control over asset allocations and investment gains or losses. BT said that
investment strategy was a matter for trustees.*

Second, BT rejected Mr Ralfe’s criticism of the portfolio of assets held by BTPS
because the European Commission had ‘roundly rejected’ a suggestion that BT had
held an unusually risky portfolio in the context of a state aid investigation relating to
the Crown Guarantee.'®

BT said that Mr Ralfe had argued that shareholders should have borne the cost of
the deficit at privatization and that BT could have decided to remedy that deficit after
privatization. BT argued that it had in fact made additional payments to the scheme,
based on actuarial advice, from 1984 onwards to address the deficit which existed at
privatization. It argued that the scheme was subsequently in balance (most recently
in 1996) and that it had therefore been hard to see how the position at privatization
could have been regarded as a cause of the deficit today.***

% Costs associated with providing enhanced pension terms to staff being made redundant. (See expert report of John Ralfe,

6.12.)

BT Core Submission, Volume 2, §68.
% BT Core Submission, Volume 2, §69.
" BT Core Submission, Volume 2, §70.
% BT Core Submission, Volume 2, §72.
® BT Core Submission, Volume 2, §73.
190 BT Core Submission, Volume 2, §74.
101 BT Core Submission, Volume 2, §75.
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1.54

1.55

1.56

BT also said that Mr Ralfe had made a related suggestion that BT's shareholders
should take responsibility for the deficit in so far as it was due to increases in long-
evity since privatization. BT said that Mr Ralfe had argued this on the basis that this
risk would have been reflected in the price for shares. It said that Mr Ralfe’s point
was hard to understand as longevity increases had contributed to the deficit because
they were not foreseen by the scheme’s expert professional advisers (which was
consistent with market practice at the time) and it was not clear how shareholders
could have ‘second guessed’ expert pensions advisers, and taken the matter into
account, when acquiring shares in 1984.%

BT said that Mr Ralfe had accepted that an increase in longevity was a factor beyond
BT’s control which had contributed to the deficit but that Mr Ralfe had contended that
it was within BT’s control to manage longevity risk. It argued that it had managed its
longevity risk as described above—by taking decisions based on professional advice
and the best information available at the time that the decisions had been taken.*®

BT noted that Mr Ralfe had contended that BT had not taken steps to limit its liabili-
ties by downgrading the advantageous public-sector pension terms that it had
inherited at privatization. It argued that Mr Ralfe’s criticism took no account of the
legal constraints on its ability to change the relevant terms and the practical steps
that it had taken where it had been possible to do so. BT referred to the evidence of
Mr Parry which, it argued, showed that Mr Ralfe’s criticism was unfounded.'**
Specifically, Mr Parry argued that BT was ‘at the forefront or in the mainstream of
FTSE-100 firms with defined benefit pension schemes making significant changes’
and was not ‘slow to act’ as Mr Ralfe seemed to suggest. Mr Parry also highlighted
the sensitivity of pension changes and recent examples of associated strike action.®

BT's claim that Ofcom failed to recognize the particular position of PDR
payments

1.57

1.58

BT argued that as a result of Ofcom'’s failure to recognize the need for a different
treatment of PDR payments,'® Ofcom had implicitly and illogically assumed that BT
should have been incentivized to control pension costs; " and that these costs
should not be recoverable because they were not predicted when the liability to pay
them was incurred.*® BT said that this showed that Ofcom had failed to recognize
the uncontrollable and unpredictable nature of pension costs. BT said that in its
consultation response it had made clear that it was not able to control the pension
deficit and that incentive mechanisms were not applicable in those circumstances; a
point which it said Ofcom did not acknowledge in its reply.'®® BT also contended that
Ofcom did not acknowledge the uncertainty around the cost levels which led to the
deficit, nor did Ofcom explain why BT should have borne all the risk of a deficit (and
customers none).'*°

BT argued that pension costs were different from normal operating costs.** To illus-
trate this point, BT gave Ofcom’s example of the cost of capital as a cost which, like

192 BT Core Submission, Volume 2, §77.
103 BT Core Submission, Volume 2, §78.
104 BT Core Submission, Volume 2, §79.
195 BT Core Submission, W/S Parry 2, §60.
1% BT's NoA, §149.

107

BT used the term PDR payments, but we take its argument to apply to pension costs more widely.

198 BT NoA, §149i-ii.

109

BT NoA, §150, citing Ofcom, WBA Charge Control: Charge control framework for WBA market 1 services, Statement,

20 July 2011, Appendix 3, paragraphs A3.114 & A3.115.
10 BT NoA, §151.
1 BT NoA, §152.
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1.59

pension costs, was also not known at the end of a charge control period. In response
to this, Ofcom’s comparison of pension costs with the cost of capital, BT argued that

data was available to reach a view on the historic cost of capital; the required rate of

return was revealed ex ante in market prices.

BT also argued that PDR payments were a legal requirement for BT.*? BT
concluded on this point by saying:

Ofcom accordingly erred in failing to consider the extent to which BT
had been capable of managing or controlling the factors that led to the
existence of a pensions deficit at the last triennial valuation, in failing to
consider the implications of their conclusion for the incentive properties
of RIP=X regulation, and in failing to consider the most efficient alloca-
tion of outcome risks for the benefit of consumers.**?

Regulatory consistency over time

1.60

161

1.62

1.63

BT said that Ofcom’s choice to exclude PDR costs was the wrong one and that
Ofcom had placed excessive weight on the principle of regulatory consistency over
time in order to try and defend it."* In the Pension Statement Ofcom had said that
regulatory consistency had been important but had also set out, with reasons, why it
should not be maintained at the expense of an incorrect policy. BT said that this was
‘a complete answer to Ofcom’s own conclusion’.**® BT said that Ofcom had been
incorrect to exclude PDR payments and that even if there had been no unique and
correct approach to PDR payments, an approach which allowed a degree of recovery
of PDR payments clearly had more merit than an approach of no recovery.*®

With respect to consistency with other costs and retrospective adjustment, BT said
that this failed to account for the different nature of PDR payment costs.**” BT argued
that this had violated the principle of non-discrimination because different situations
were treated in the same way without objective justification.*®

BT also argued that Ofcom could not have appealed to a need to retain regulatory
credibility given that Ofcom had previously made an exception to its normal rules.
Further reasons were given by one of BT’s witnesses.™'® BT said that Ofcom’s ‘RAV
adjustment’ was an example of an exception which Ofcom had justified as ‘correct-
ing’ future cost recovery. BT said that this was precisely what would be achieved by
allowing for the recovery of PDR payments from regulated charges.'®

BT further argued that Ofcom’s position of historic consistency on the treatment of
PDR payments was in conflict with the purpose of holding the Pensions Review. BT
contended that Ofcom’s reliance on BT's pension holiday from 1989 to 1993 was
flawed for four reasons:

12 BT NoA, §153.
13 BT NoA, §154.
4 BT NoA, §157.
15 BT NoA, §156.
18 BT NoA, §156.
7 BT NoA, §159.
18 BT NoA, §160.
9 BT NoA, W/S 1 Corkery, §§4.18-4.21.
120 BT NoA, §161.
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1.64

1.65

(a) pension holidays were common practice at the time and Ofcom had accepted
that this did not indicate irresponsible management of the funds;'*

(b) there was no causal link between the pension holiday and the current deficit;***

(c) although Oftel would not have made adjustments for pension holidays or PDR
payments, this did not support an argument for regulatory consistency over time
123
as:

() the issue had not been explicitly considered at any time; and

(i) even if it were considered, regulators could not have envisaged the scale and
one-way nature of the risks associated with this particular cost.

BT argued that shareholders had not benefited from how these past costs had been
treated and had actually under-recovered these costs. BT argued that because past
customers had benefited, consistency ought to suggest that customers bore some of
the risk of pension costs as well.***

BT argued that this cost was effectively a ‘one-way bet’ as the prospect of a future
pensions holiday was remote. Consequently, BT's shareholders would be asked to
bear a risk with little prospect of reward. BT argued that with hindsight this was also
the case in the 1990s but at the time the risk was not recognized.

Ofcom’s six principles of pricing and cost recovery

1.66

BT argued that Ofcom’s application of its six principles of pricing and cost recovery to
PDR payment costs was flawed. Those principles, BT said, were misapplied and
Ofcom'’s analysis had ‘failed to expose the true objection to disallowing these
costs’.'?® BT argued that when the six principles (detailed below) were applied
correctly, PDR recovery was consistent with them but disallowing PDR payments
was not. These six principles, cited by BT,** are:

(a) Cost causation: costs should be recovered from those whose actions cause the
costs to be incurred (see paragraphs 1.67 to 1.78).

(b) Cost minimization: the mechanism for cost recovery should ensure that there are
strong incentives to minimize costs (see paragraphs 1.79 to 1.84).

(c) Distribution of benefits: costs should be recovered from the beneficiaries,
especially where there are externalities (see paragraphs 1.85 to 1.89).

(d) Effects of competition: the mechanism for cost recovery should not undermine or
weaken the pressures for effective competition (see paragraphs 1.90 to 1.102).

(e) Reciprocity: where services are provided reciprocally, charges should also be
reciprocal (see paragraph 1.101).

21 BT NoA, §165.
122 BT NoA, §166.
122 BT NoA, §167.
124 BT NoA §168.
125 BT NoA, §171.
126 BT NoA, §§171-215.
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(f) Practicability: the mechanism for cost recovery needs to be practicable and
relatively easy to implement (see paragraphs 1.102 and 1.103).

BT’s arguments with respect to each of these principles are detailed below.

Cost causation

1.67

1.68

1.69

1.70

1.71

BT said that Ofcom had concluded that the current use of WBA services did not
cause the pre-existing pension deficit, and including these costs would have there-
fore been inefficient if this reduced demand for WBA services. BT said that Ofcom
had concluded that this suggested that PDR payments were not efficiently-incurred
forward-looking costs.*®’ This analysis, BT alleged, was flawed.

BT said that Ofcom’s argument could have been levelled at a wide variety of over-
head and other fixed and common cost categories which did not vary with volume.
BT said that a narrow application of the cost causation principle (as it interpreted
Ofcom to have implied) would have indicated that recovery of common costs would
have violated the cost causation principle. BT said that Ofcom did allow common
costs in regulated charges under its CCA FAC methodology, which were allocated
across all services. BT argued that this approach was ‘entirely appropriate’ as
common costs must be properly accounted for.

BT argued that if the cost causation principle were to be applied on a less narrow
basis, a causal link would be found between pension deficits and wholesale customer
demand, even within a LRIC framework.'?® BT said that PDR payments had arisen
from its investment in its network over the years (constructing, operating,
maintaining, renewing and enhancing) and that labour costs formed a significant
component of this investment.*® BT put its argument another way: it said that had
Ofcom estimated the LRIC of BT's wholesale products, the analysis would have
shown that if a given wholesale service was not delivered, a proportion of BT's work-
force (and therefore the pension benefits associated with this) would not have been
engaged—consequently, the pension deficit linked to this labour would not have
materialized. '

BT argued that applying the cost causation principle implied that pension costs
(including any associated PDR payments) should be borne by consumers regardless
of the timing of the cost. BT characterized PDR payments as sunk costs and argued
that the proportion of these which remained unrecovered should have been viewed
‘as being incremental in satisfying current consumer demand (albeit that there is an

inter-generational transfer of the burden of payment)’.*%

BT said that although the growth in the size of the pension deficit had not been
caused by the marginal demands of current customers, the existence of the deficit
had been directly caused by the need to serve the demand of past and present
customers. BT said that customer demand had been served via the employee
remuneration package required to provide the regulated product capability to them
over time.**

27 BT NoA, §173.
128 BT NOA, §176.
12 BT NoA, §177.
%0 BT NoA, §177.
31 BT NoA, §178.
32 BT NoA, §179.

1-16



1.72

1.73

1.74

1.75

1.76

BT said that Ofcom had recognized that ‘to some extent, past investments are linked
to services provided today’** but that Ofcom had distinguished PDR costs from other
sunk costs. BT characterized the reasons Ofcom gave for this in its Pensions Review
Statement, as:

(a) An entrant to the local access market would have to sink a similar (efficient)
level of costs to create a local access network, and accordingly they are part
of efficient forward looking costs, unlike PDR payments, and

(b) The forecast costs of BT's pension liabilities will have already been recovered
once through previous charge controls.**

With respect to Ofcom’s new entrant argument, BT argued that the relevant compari-
son was with an efficient operator in BT’s position rather than a hypothetical new
entrant who was unencumbered by historical decisions to fulfil its service obligations
efficiently. BT said that the approach of comparing one cost component of a modern
equivalent network introduced bias into Ofcom’s analysis. Following from this, BT
argued that ‘to the extent that present PDR payment costs are efficiently incurred
costs of employment which were not properly recognized at the time of the cost being
incurred, they should be considered incremental and subject to pass-through as

ongoing operating costs’.*®

BT referred to the CC’s determination in the Local Loop Unbundling/Wholesale Line
Rental charge control appeals,**® which BT argued supported its argument that a
new entrant benchmark was inappropriate. The passage cited from the determination
reads:

the implication of CPW'’s argument is that in competitive markets the
price is determined solely by the potential competition from new
entrants. We do not accept this. In a competitive market the constraints
may be from potential competition, from new entrants and/or from
actual competition among incumbents.**’

Ofcom said that the CC’s comment had been about technological choice. BT said
that this was ‘a distinction without a difference’.**® In developing its arguments about
the appropriate benchmark, BT argued that in the markets in which it operated,
competitive constraints came from incumbents, some of which had inherited defined-
benefit pension schemes. In addition, it argued that outside the regulated sector even
an efficient new entrant might have accrued a pension deficit as such deficits could
be considered ‘fairly normal’.**® It also argued that given that UK pension schemes
were in deficit in aggregate, it could have been ‘economic and efficient’ for at least
some PDR payments to have been recovered in product charges.**

Building on this argument, BT argued that the relevant benchmark with regard to

pension costs should have been whether an operator in BT's position could have
managed the pension scheme equally or more efficiently than BT had. BT argued
that any other approach to pension costs did not meet the core charge control

133

BT NoA, §180, citing Ofcom’s Pensions Review Statement, §5.68.

34 BT NoA, §181.

'35 BT NoA, §182.

13 Case 1149/3/3/09.

37 The Carphone Warehouse Group plc v Office of Communications (Wholesale Line Rental), Case 1149/3/3/09, 31 August
2010, paragraph 3.78.

35 BT NoA, §184.

39 BT NoA, §184.

“OBT NoA, §184.
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1.77

1.78

objective of allowing BT the opportunity to recover its efficiently-incurred costs.*** BT
said that Ofcom’s argument that PDR payments were not relevant efficient forward-
looking costs because they were a consequence of the past was simplistic. BT said
that PDR payments were a forward-looking cost of business because ‘BT is obliged
by law to make PDR payments in the present and future’.**?

BT said that Ofcom’s argument that it was inappropriate to take action to correct past
over- or under-recovery of costs failed to engage with the distinctive nature of PDR
payments and the reasons for them.**® BT referred to the CC’s determination in the
Bristol Water case** in support of its argument, stating that pension deficit reflected
a past understatement of costs and that this would need to be corrected if a company
was to meet its contractual obligations to employees and pension scheme members.
BT said that the CC had acknowledged that this would involve ‘an inevitable inter-
generational transfer of costs from past customers to current and future cus-

tomers’.*

In concluding its arguments with respect to cost causation, BT argued that:

adherence to Ofcom’s general approach to cost recovery is wholly
unjustified in light of this distinctive feature of PDR payments. In reality,
it is wholly appropriate to treat PDR payment costs in the same way as
common costs. To do so leads to no conflict with the cost causation
principle.**®

Cost minimization

1.79

1.80

BT argued that although Ofcom had recognized that not all pension costs would be
passed through to regulated customer charges, Ofcom believed that ‘any amount of
pass through would reduce incentives to a certain extent’.** In response to this, BT
argued that Ofcom had failed to have sufficient regard to the fact that BT would have
remained exposed to between 59 and 68 per cent of PDR costs relating to its un-
regulated business. Consequently, BT argued that full or partial recovery of PDR
costs in regulated charges would not have been expected to reduce the incentives
BT faced to minimize these costs. In making this argument to Ofcom during the
pensions consultation, BT said that Ofcom’s response was that, relative to a situation
of no pass-through, any amount of pass-through would tend to reduce incentives.**

BT argued that this response did not address the issue as there was no reason to
believe that BT’s exposure to around two-thirds of the pension deficit was insufficient
to incentivize it to minimize these costs. BT argued that it remained incentivized to
minimize costs to the extent that they were controllable. In addition, BT said that the
expert report of Professor Yarrow stated that cost-minimization incentives were
strengthened by cost pass-through.'*® Professor Yarrow argued that:

Whilst it may seem counter-intuitive that separately identifying a signifi-
cant risk factor and allowing full pass-through of the associated risk to
customers/consumers actually strengthens efficient incentives, which is

11 BT NoA, §185.
12 BT NoA, §186.
43 BT NoA, §188.

144

CC report of 4 August 2010 on Bristol Water plc: a reference under section 12(3)(a) of the Water Industry Act 1991.

15 BT NoA, §189.
146 BT NoA, §190.
T BT NoA, §191.
18 BT NoA, §193.
19 BT NoA, §196.
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1.81

1.82

1.83

1.84

ultimately to the benefit of consumers, the underlying economic logic is
unassailable. As often is the case, the intuition is wrong because it fails
to recognise the full subtleties of the relevant tradeoffs.**°

Professor Yarrow also argued that consumers would benefit in the longer term from
the higher investment associated with a more efficient resolution of the trade-offs
between incentives and risk sharing and that in best practice regulation, these long-
term consumer effects were of critical significance. Professor Yarrow argued that
long-term consumer interests depended on the achievement of efficient investment,
which went beyond the short-term achievement of consumer welfare by setting prices
based only on forward-looking costs.**

BT said that, for the reasons it had set out, the cost-minimization principle lent
support to PDR recovery.™? BT referred to the CC’s conclusion in its Bristol Water
determination that 90 per cent PDR pass-through provided a sufficient incentive for
Bristol Water to manage its pension liabilities.*** BT argued that there was no reason
why a similar approach would not have provided equal incentives to BT to minimize
its costs.

In its Core Submission, Volume 2 (which was material in reply to Ofcom’s Defence
and the Interveners’ Statement of Intervention), BT reiterated its argument that it
considered that the implications of PDR recovery for cost minimization incentives and
regulatory credibility were likely to be ‘minimal or non-existent’ given their unique
characteristics, their uncontrollable causes, and the significant residual exposure BT
would have faced to the deficit from their unregulated markets. BT noted that even if
PDR recovery had been allowed, it would still have been exposed to PDR costs in
relation to liabilities of £28 billion. BT argued that ‘beyond a certain point, there is
limited impact or no impact on incentives of placing additional value at risk’.*** BT
cited its witness Mr Corkery as arguing that:

once a certain value-at-risk threshold is passed, the cost of ‘effort’
expended to ensure appropriate cost minimisation is outweighed by the
risk of a penalty under the incentive, and further strengthening of the
incentive serves only to increase risk to shareholders, and not to
increase ‘effort’ expended.**®

BT said that allowing PDR recovery in regulated services would ‘in no way diminish’

its incentives to minimize the pensions deficit and PDR payments.™® BT argued that
it had faced a single aggregated liability across all its business activities and that the
residual exposure in unregulated markets would have been such that BT would have
been expected to act in a manner that would have been consistent with its incentives

to ‘minimise its liabilities to the fullest extent possible’.**’

Distribution of benefits

1.85

BT disagreed with Ofcom’s argument that BT and its shareholders had borne the
risks and rewards of the BT pension scheme. BT cited its previous arguments about

150 BT NoA, W/S Yarrow, §30.

51 BT NoA, W/S Yarrow, §31.

152 BT NoA, §197.

153 BT NoA, §198—we assume BT to have meant to refer to §6.31 of the Bristol Water determination.
154 BT Core Submission, Volume 2, §40.

155 BT Core Submission, Volume 2, W/S Corkery, §3.14.

1% BT Core Submission, Volume 2, §40.

37 BT Core Submission, Volume 2, §41.
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1.87

1.88

1.89

the 1989 to 1993 pension holiday to support its disagreement with Ofcom on this
issue of who had benefited from the scheme.

BT developed an additional line of argument in respect of the distribution of benefits,
arguing that because past customers had benefited from the underestimation of
pension costs, it was inconsistent with the principle of distribution of benefits for
shareholders to bear the full burden of PDR payments. BT argued that Ofcom’s
policy would result in an artificial cross-subsidy from current and future shareholders
to past customers. BT argued that an inevitable inter-generational transfer existed
between past customers to current and future customers (presumably in the case of
PDR pass-through although this was not explicitly stated) and that this was ‘fair,
efficient and consistent with the cost distribution principle’.**

BT argued that the principles of cost causation and distribution of benefits would be
only satisfied simultaneously if customers had borne the PDR payment costs and
enjoyed benefits of being in surplus (as it said had occurred under the accounting
standards used during periods when BT'’s pension scheme had been assessed as
being in surplus).’ Overall, BT argued that this principle supported PDR

recovery.*®

In its Core Submission, Volume 2, BT responded to the Interveners’ arguments that
BT’s shareholders and the members of its pension scheme were those who benefited
most from past pension contributions being lower than the true cost of pension
liabilities.*®* BT argued that it had operated in a competitive labour market since
privatization and that it had a commercial incentive to keep labour compensation as
low as possible. It perceived that it had faced two types of downward constraints on
its ability to set wages and considered that it had set compensation at a level which
had been consistent with but not substantially in excess of these constraints.
Consequently, BT argued that its pension scheme members could not have been
said to have been the primary beneficiaries of the activities which generated the
pension deficit.**

BT argued that neither Ofcom nor the Interveners had adduced any evidence which
suggested that its dividend policy had been ‘particularly aggressive’ and BT argued
that past customers had been the primary beneficiaries of the pension deficit
because prices were based on ongoing pension service costs which were, with
hindsight, too low.®®

Effective competition

1.90

BT argued that because its PDR payments were ‘relevant, forward-looking costs for
an efficient operator in BT’s position’, not recovering them in regulated charges would
result in a distortion of competition.*®* It argued that PDR payments must be funded
from somewhere and that if the relevant portion could not be recovered in regulated
charges, then the cost of these would have to be transferred to unregulated markets.
BT argued that this would distort competition by increasing its costs in these markets
and therefore would distort its ability to compete. BT’s witness, Mr Corkery, argued
that because BT’s unregulated markets were not perfectly competitive, it was realistic

158 BT NoA, §201.

59 BT NoA, §202.

180 BT NoA, §203.

161 BT Core Submission, Volume 2, §§47—49.
162 BT Core Submission, Volume 2, §48.

183 BT Core Submission, Volume 2, §49.

164 BT NoA, §204.
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1.91

1.92

1.93

1.94

to assume that there would be at least some price impact in non-regulated markets if
PDR payments were excluded from regulated charges.*® Consequently, allocative
inefficiency would result from the under-consumption of these services.'®

BT also argued that disallowing PDR payments would affect its investment decisions.
Mr Parry, a witness for BT, noted Ofcom’s comment that BT had sufficient free cash
flow to make PDR payments and argued that this implicitly assumed that the recov-
ery of PDR payments would not have made a difference to BT.**” Mr Parry said that
Ofcom’s decision to prevent PDR recovery would impact BT’s investment.*®® He
argued that this was the case because:'®

(a) PDR payments represented a ‘very significant proportion of BT’s profitability’;

(b) free cash flow would be impacted which would have otherwise been available for
investment purposes; and

(c) regulatory ‘hold up’ would result from basing BT’s charges on a narrow definition
of forward-looking costs and excluding sunk costs, thereby affecting long-run
investment incentives.

Mr Parry argued that had BT been able to recover PDR payments, this would have
been taken ‘into account as part of its financial and business planning process’. He
also argued that this would have resulted in ‘a higher financial envelope within which
to make investment decisions, all other things being equal, as compared to the

current situation’.*"®

Mr Parry described how BT’s business planning process worked and the use of a
medium-term three-year plan which included an annual capital expenditure envelope
of around £2.6 billion. He said that this envelope was based on what BT considered
affordable in light of its projected costs and revenues and capital structure, taking into
account BT’s obligations and the most efficient way to discharge and fund these.'"*
Mr Parry argued that as part of its business planning process, BT made choices as to
what investment could be made within the overall affordability envelope.*”

Mr Parry argued that it was not possible to identify how BT’s past actions might have
differed had it had additional cash as a result of PDR recovery, because BT’s
decisions had been based on the economic circumstances at the time.*”® Mr Parry
argued that while in theory BT was able to take on more debt to increase its financial
envelope and make up for what he saw as a shortfall as a result of non-recovery of
PDR payments, BT had publicly stated its intention to reduce net debt over time.*"
Mr Parry concluded that:

By definition, non-recovery of pension deficit repair contributions
reduces the amount of cash BT has available, and this is clearly a
constraint on the business as it reduces the affordability envelope within
which BT operates. What is clear is that any company has a limited
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1.95

1.96

1.97

1.98

1.99

1.100

amount of funds available, and must prioritise its investment decisions
accordingly.'™

BT characterized Ofcom’s response to its investment arguments as being that BT
had sufficient free cash flow to address PDR payments and investment and also that
there was no evidence that BT was unable to raise funds for profitable investments.
In response to this, BT argued that Ofcom had not provided an answer to this issue,
as this same argument could have been made of ‘almost any element in BT’s costs
base’.'”® BT said that the fact that BT could afford to cover PDR costs itself was
irrelevant to the question of whether PDR costs ought to be recovered from regulated
charges.'”’

BT argued that the impact of disallowing PDR recovery on investment would have a
consequent effect on long-term competition in its downstream markets and that this
was significant given the importance that had been placed on BT’s ongoing invest-
ment in Next Generation Access.'™

BT drew attention to Ofcom’s view in the Pensions Review Statement that the
principle of effective competition did not strongly support inclusion or exclusion of
PDR payments.'” BT stated that Ofcom did not consider that weakening of compe-
tition from increased charges would be material or that margin squeeze would have
been a significant issue. BT argued that this conclusion did not identify a conflict with
the principle of effective competition. BT argued that once the appropriateness of
PDR recovery was recognized on other bases, to disallow PDR recovery conflicted
with the principle of effective competition.

In its Core Submission, Volume 2, BT argued that capital risk and company-wide
capital constraints had made a ‘practical difference’ in the capital budgeting process
and that reduced cash flow would negatively impact on its investment decisions
and/or cause pricing decisions in its unregulated markets. BT argued that such
effects would affect dynamic efficiency detrimentally.*®

In response to Ofcom’s argument*®* that BT’s wholesale customers would have been
placed at a competitive disadvantage as a result of PDR pass-through,*®® BT argued
that this ‘simply begs the question as to whether the appropriate balance between
allocative and dynamic efficiency considerations has already been struck’.!®* BT
argued that if this had not been the case, excluding PDR costs would have resulted
in inefficient distortions in downstream and unregulated markets, and it contended
that this was the effect of Ofcom’s decision to disallow PDR payments.*®*

BT argued that it was not appropriate to make comparisons between BT's WBA
wholesale customers and its competitors, such as Virgin Media; if inclusion had been
appropriate, exclusion would have led to a result whereby Virgin Media was unfairly
disadvantaged relative to customers of WBA because it would have had to compete
with prices that were artificially low.'® BT also argued that BT Retail purchased BT’s
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wholesale products and paid for those inputs, as did BT’s competitors.*® BT con-
cluded that Ofcom’s objections did not suggest that PDR payments should not be
recoverable.

Reciprocity

1.101 BT said that the parties agreed that this principle was not relevant to this appeal.*®’

Practicability

1.102 BT characterized Ofcom as provisionally concluding that while it had considered that
there were some practical difficulties with PDR recovery, this would have been
accepted if the other principles presented a strong case for PDR recovery. BT said
that by the time of the Pensions Review Statement, Ofcom had decided that this prin-
ciple was not relevant because PDR payments should not have been recovered. BT
argued that Ofcom accepted that factors had existed which had mitigated the risk of
volatile wholesale prices if recovery of PDR payments was allowed.®®

1.103 BT argued that there was no practical impediment to PDR recovery for the following
reasons:

(a) Pension costs could be assessed using Scheme Funding as this reflected what
BT ultimately had to pay. All other regulators that had allowed PDR recovery
used this measure.'®

(b) Scheme Funding could be allocated across different services as for other corpor-
ate overheads. This would have been practicable as it applied the cost allocation
methodology used in BT’'s Regulatory Financial Statements. A wide-ranging cost
base would not have discriminated or distorted prices.*®

(c) Differences between forecast Scheme Funding and actual PDR payments could

be adjusted for at subsequent charge controls. Other regulators have used these
sorts of correction mechanisms for a number of cost types.**

BT’s conclusion on Ofcom’s six principles of pricing and cost recovery
1.104 BT, in its conclusion, contended that Ofcom’s application of the six principles of
pricing and cost recovery was ‘wholly flawed’.** BT argued that a proper application

of these principles was wholly consistent with the recovery of PDR payments in regu-
lated WBA charges.

BT’'s arguments from its Core Submission, Volume 2
Ofcom’s approach to regulating BT

1.105 BT argued, in its Core Submission, Volume 2—submitted in reply to the Defence of
Ofcom and the Statement of Intervention of Sky and TalkTalk—that Ofcom’s first and
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1.106

1.107

1.108

1.109

principal argument rested on its suggestion that its approach was, and had been, to
allow only efficiently-incurred forward-looking costs. BT said that Ofcom had argued
that it took the approach that it did because allowing other costs would reduce alloca-
tive efficiency. BT said that Ofcom had acknowledged that it had allowed sunk costs
which were not forward looking (but on a case-by-case basis, in the interests of pro-
moting dynamic efficiency, rather than as a set policy).**® BT argued that this was a
significant mischaracterization of the way in which Ofcom actually regulated BT.***

BT argued that in making the argument in this way, Ofcom appeared to be equating
forward-looking costs with short-run marginal costs (SRMC) and treating all previous
investments on the underlying assets used to provide services as ‘sunk’. BT argued
that it was far from the exception to set regulated charges in a way that allowed
recovery of ‘sunk’ costs in that way.

BT said that Ofcom did this (ie regulated BT using fully allocated costs (FAC), using a
CCA approach to asset valuation) because it had produced very similar results to the
LRIC+ estimate and that it was therefore a good proxy for the latter. BT argued that
FAC inherently took full cost inclusion as a starting point including an allocation for
fixed and common costs which had been shared across services; an allowance for
depreciation on assets installed in the past; and an allowance for the financing costs
of the assets (the WACC). BT contended that Ofcom had only excluded costs when
there ygvsere specific reasons to do so and not on the basis of whether or not they were
sunk.

BT set out how Ofcom had described its own approach which referred to achieving
economic efficiency by setting prices equal to marginal cost; that longer-term sustain-
able prices should allow recovery of fixed and common costs in addition to the
marginal costs of providing individual services; that setting charges based on FAC or
LRIC+EPMU™® could be regarded as a means of achieving the sustainable delivery
of regulated services while meeting the objective of preventing excessive charging;
and that Ofcom considered its approach to setting charges based on BT’s costs
which had provided an appropriate balance between providing incentives for dynamic
efficiency and avoiding static inefficiency.*®’

BT argued that, in practice, Ofcom’s methodology had allowed for the recovery of a
‘wide range of BT’s sunk costs’ which were inevitable in a capital-intensive industry
like the telecommunications sector. BT contended that this reflected the use of LRIC
as a cost standard of relevance when prices were set. It was considered that LRIC
would serve as a proxy for the relevant marginal cost in sectors where marginal
pricing would result in excessively low prices and a failure to recover the costs of
past investments. BT argued that the LRIC of a service increment could be defined in
two complementary ways: '

(a) the additional costs the firm incurred in the long run when providing a service as
a whole (assuming that all of its other production activities remained unchanged);
and

(b) the total cost that a firm would have avoided in the long run if it ceased to provide
the service in question.
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1.111

1.112

1.113

1.114

1.115

BT defined the long run as a period of time which was sufficiently long so that all
costs (including capital investments) were treated as variable. BT said that LRIC
costs therefore included all costs considered on either (a) an incremental or (b) a
decremental basis. It contended that LRIC costs therefore included sunk costs, to the
extent that such costs were incurred in the past to provide a particular service and
would not have been incurred had that particular service not been provided. It argued
that this was especially true if the LRIC approach was estimated using a “Top Down
model’, which took the cost of the incumbent operator as the reference point.*%

BT also stated that it was acknowledged that regulated services of individual
products needed to include an appropriate mark-up for joint and common costs which
could not be considered incremental to any given product of service (and which may
have included fixed and sunk costs incurred in the past). BT argued that this again
reflected Ofcom’s general use of FAC as the appropriate cost standard as a proxy for
LRIC+ whereby fixed and common costs had been allocated across all relevant
services. BT contended that setting prices based on FAC ensured that there was full
cost recovery.?®

BT argued that through its use of FAC, Ofcom had recognized that in real-world
capital-intensive industries like telecommunications markets, prices deviated from
marginal costs (or forward-looking costs as Ofcom defined them) and that fixed and
sunk costs had been taken into account. BT argued that in the case of telecommuni-
cations, the marginal costs of a service could have been extremely low, and that the
FAC approach was taken to promote sustainable competition (in which cost recovery
and incentives to invest were essential considerations).?®*

BT contended that although it was uncontroversial that allocative efficiency was best
achieved when prices reflected forward-looking marginal costs, if prices were only set
on that basis this would have excluded a substantial proportion of BT’s cost base
which was composed of past sunk costs. BT contended that if allocative efficiency
had been the priority, BT and other operators would not have had an incentive to
invest in new networks or in servicing or maintaining new ones, thereby undermining
the long-term viability of the industry. BT argued that the inclusion of fixed costs
(including sunk costs) sent very strong signals to potential investors that it would
have been able fairly and reasonably to recover its efficiently-incurred costs associ-
ated with such investments. It argued that the dynamic efficiency gains which this
had given rise to would have more than compensated for any short-term static losses
in allocative efficiency which might have been caused by the deviation from ‘pure’
marginal or short-run incremental cost pricing.**

BT argued that under this approach, dynamic efficiency had been treated as at least
as important as allocative efficiency and that FAC/LRIC could best have been
characterized as satisfying dynamic efficiency considerations whilst also aiming to
minimize allocative efficiency distortions. BT contended that this approach was ‘not
intended simply to achieve allocative efficiency alone’.?*

BT said that as a consequence of this:

It cannot properly be suggested that ...‘forward-looking’ costs alone
should be recovered, subject to express exceptions. That is simply

19 BT Core Submission, Volume 2, §11.
20 BT Core Submission, Volume 2, §12.
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1.116

inconsistent with Ofcom’s actual approach. In practice, and in rough
terms, approximately 60—80% of BT’s allowed costs relate to past
investment costs (i.e. depreciation costs and allowed return on capital),
many of which are sunk. The inclusion of those costs is not exceptional,
therefore, even if it deviates from allocative efficiency: it is integral to
Ofcom’s general approach to which it adheres in all circumstances
when regulating BT.?*

BT argued that in contrast to Ofcom’s statements, what was exceptional was for
Ofcom to have isolated and excluded a category of costs which Ofcom had accepted
that BT would have faced on an ongoing basis, as Ofcom had done with respect to
PDR costs.?*

PDR payments are forward looking

1.117

1.118

1.119

In its Core Submission, BT argued that Ofcom’s analysis had been based on a
‘misconception’ of forward-looking costs which reflected the false premise of Ofcom’s
analysis. BT also argued that Ofcom had made an artificial distinction between a
‘forward looking cost’ and a ‘financial re-arrangement of a liability’. It argued that this
distinction was ‘artificial because both ongoing pension costs and PDRs are the
manifestation of the true economic cost of providing pensions benefits’.?® It devel-
oped this by arguing that Ofcom had treated the ‘ex ante estimate of the pension
costs that will be incurred in providing goods and services in a given period as part of
the economic cost of providing them, but not the amount by which ex post estimates
vary from the ex ante estimate’.?’ BT said that these two assessments of pension
costs had differed because benefits had been paid for a long time after the relevant
liabilities had begun to accrue. BT argued that ‘there remains a real economic cash
cost to make good an efficiently incurred legally binding obligation, incurred by BT in

the provision of the services and products for which a charge control is being set’.?*®

BT developed its argument that these costs could be considered incremental in the
provision of regulated products and services: Ofcom’s aim was for BT to recover
these costs in regulated charges and the fact that costs started to accrue in the past
(much like sunk duct costs) did not mean that they could not form part of a forward-
looking LRIC estimate. BT argued that the inclusion of sunk costs in BT's regulatory
charges illustrated this very clearly.?*

BT acknowledged that its PDR payments were invariant to changes in current
volumes but said that this was only in the sense that BT had been obliged to make
annual payments based on its Schedule of Contributions. It argued that the size of
the deficit was dependent on the volume of its present production and that to this
extent PDR payments exhibited similar characteristics to sunk costs. BT argued that
this was not a basis for the exclusion of PDR payments from the charge control
because both the LRIC and FAC frameworks allowed for the inclusion of sunk costs.
BT contended that LRIC had been designed to be a ‘hypothetical articulation’ of how
all costs (sunk or not) varied with volume in the long run. It argued that it would have
been possible to hypothesize within the LRIC framework how the required headcount

204

BT Core Submission, Volume 2, §16.

25 BT Core Submission, Volume 2, §17.

206
207

BT Core Submission, Volume 2, §18.
BT Core Submission, Volume 2, §18.

208 BT Core Submission, Volume 2, §18.

209

BT Core Submission, Volume 2, §19.

1-26



1.120

1.121

1.122

1.123

(and associated pensions-related costs) would have varied in response to a ‘mini-
mum network’ resulting from lower volumes.?*°

BT also argued that PDR payments had many of the characteristics of joint and
common costs in the sense that the deficit corresponded to already retired
employees and that it was therefore difficult to establish a contemporaneous cost
allocation driver on which to allocate the relevant proportion of the deficit to the pro-
vision of regulated services.?** BT argued that its submissions were clear that there
was a causal link between PDR payments and the provision of its products and ser-
vices, and that this was consistent with its additional observations.?*?

BT further argued that Ofcom’s approach had not been based on the costs of a
hypothetical new entrant but on the (efficiently-incurred) costs of BT. BT argued that
Ofcom’s argument that a new entrant would not have a pension deficit was premised
on the assumption that the new entrant would be a start-up. BT argued that this
assumption did not reflect reality, as within and outside the regulated sector pension
deficits were commonplace. BT cited Virgin Media and Cable & Wireless in this
regard, which it regarded as two significant current competitors.**?

BT argued that even on Ofcom’s logic (which BT noted it did not accept), PDR costs
were ‘forward-looking at least in part’ because the costs were incurred to an extent in
the provision of assets which were still currently in use. BT developed this argument
and argued that PDR payments were also associated with its intangible assets such
as the development of its brand over time and its ‘enduring—and sizeable—customer

base’ which could have been ‘attributed to current service provision’.?**

BT argued that this implied that ‘at least to some extent PDRs should be treated in

the same manner as other sunk costs whose recovery Ofcom does allow’.?** It

argued that even on Ofcom’s logic the conclusion that no recovery of PDR costs

should be allowed was ‘plainly wrong’.?*°

Positive reasons for allowing PDR costs

1.124

1.125

BT argued that Ofcom should not have concluded that there were no positive
reasons to allow PDR payments, but that instead it should have considered whether
there were any positive reasons exceptionally to exclude PDR payments. BT con-
tended that Ofcom had not given sufficient reasons not to allow the recovery of PDR
payments and that there was ‘ample reason to allow their recovery in principle’ for
the reasons it had set out.?*” BT argued that the result of this approach was that BT
could not recover, and had no fair opportunity to recover, a substantial cost of invest-
ment. BT contended that this risked significantly dampening long-term dynamic
efficiency by affecting the incentives and ability of BT to invest and/or compete in the
market.?'®

BT also argued that Ofcom had failed to recognize that the case which Ofcom had
advanced was ‘fundamentally inconsistent’ with its own practice and that ‘further con-
sequences’ were associated with this. BT said that Ofcom’s interpretation of the CC'’s
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1.126

Bristol Water determination was an example of a further consequence and that
Ofcom had ‘entirely mischaracterised’ the CC decision in that case.”® BT argued that
the principles relevant to deciding the proportion of PDR recovery were not materially
different from the principles relevant to deciding whether there should be any recov-
ery. BT contended that Ofcom had been correct in identifying a range of possible
scenarios which might justify 0 to 100 per cent recovery.*?

BT argued that, as Bristol Water was a redetermination and not simply a review of
Ofwat’s determination, the CC could have indicated if it thought the right judgment
was to allow O per cent of PDR costs. BT argued that ‘the CC’s reasoning in allowing
90 per cent in that case was based on a widely accepted framework of economic
analysis based upon trade-offs between risk sharing and incentives’.?** BT argued
that this framework had not been challenged by or for Ofcom or the Interveners. BT
commented that the CC’s reasoning and conclusion were consistent with all the
major sectoral regulators other than Ofcom, as well as the CC’s own previous
reasoning.?%

The ‘fair bet’ principle

1.127

1.128

1.129

BT said that Ofcom’s argument was that BT had a ‘fair bet’ with respect to its pension
costs, that PDR recovery would effectively undermine the ‘fair bet’ and that BT
should have been responsible for bearing the liability for its ‘forecast error’. BT
contended that the Interveners had sought to characterize, without justification in the
evidence, that the deficit was the result of a ‘commercial gamble’. It said that both
Ofcom and the Interveners had made arguments that BT had benefited from pension
holidays when pension costs were still recovered. It also said that these parties
argued that BT should not be allowed to seek a change in the rules when it knew it
has lost the bet. BT said that the Interveners argued that allowing PDR recovery
would have allowed BT to argue for further retrospection in the future, with selective
identification of forecast errors which had operated against BT.?*

BT argued that these criticisms were flawed since the unique nature of pension costs
had not been recognized. It argued that Ofcom and the Interveners explained that the
‘fair bet’ principle was one of ‘general application’. However, unlike all other costs
which were forecast under this principle, errors in contributions had a material and
ongoing effect on the business as a result of required PDR payments. BT said that in
normal operation, charge controls allowed for the ‘rebasing’ of Ofcom’s forecasts,
such that the impact of forecast error was limited to the duration of that specific
charge control, as the error was addressed in the next charge control. BT argued
that, in the case of pension costs, ‘Ofcom’s approach exposes BT to cash outflows
for periods of time extending far beyond the end of the current price control, without

any possibility to effectively address those “forecast errors™.?*

BT argued that there was ‘nothing fair about that bet’ and that it had more character-
istics of a ‘spread bet than a fair bet'. It argued that it was not a spread bet over
which BT could have applied its judgement or control and that its opportunity to
recover its costs had been reduced to a ‘simple matter of chance’ which had exposed
‘BT to potentially highly-material but uncontrollable losses without any available
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1.131

1.132

mechanism of self-correction at the end of each charge control period’.??®> BT said
that its PDR costs were set by the independent trustee and not by BT and it would
therefore not have been an option for BT to recover higher pension costs from its
customers even if it had been in a position to predict the ‘dramatic revisions to
pension valuations’ because the claimed costs would not have been treated as
efficient. BT argued that even if it had been able to set predicted pension costs for
itself, this would have left an incentive for it to have overestimated future service
costs which would have been to the detriment of customers.??

BT also argued that it was not the case that there had been a fluctuation around a
long-term average which could have given rise to a fair bet. It also said that the ‘so-
called “fair bet” was not ‘based on any form of probabilities modelling; yet without it,
there is nothing intuitively fair about the forced bet at all’.**’

BT argued that Ofcom emphasized its approach as being based on allowing regu-
lated entities the ‘opportunity’ to recover ‘expected’ costs over the charge control
period. BT stated that it did not dispute this principle but it argued that, in the case of
the pension deficit, it had not received an opportunity because this had been cur-
tailed by factors over which it had no control (and in respect of which expert judge-
ment at the time was that BT’s pension contributions were sufficient).??®

BT argued that despite this, Ofcom sought to suggest that BT had gambled with the
funds provided for its pension costs. BT said that Ofcom suggested this by its com-
parison with Mr Culham’s example of allowing O per cent recovery of funds lost on a
horse-racing bet.”® With regard to the argument made by Ofcom that it had never
promised to guarantee BT's pensions deficit, BT argued that because it had not
asked Ofcom to guarantee its pension deficit, ‘no retrospective recovery of past
PDRs is sought’.?**?*! BT argued that this meant that it had not been at the end of
the spectrum where Ofcom had promised to guarantee its pensions deficit. BT also
argued that neither had it been at the other end of Ofcom’s spectrum because it had
not gambled away funds that would have been adequate to pay for the cost of the
services it provided.

Possible PDR effects on the cost of capital

1.133

1.134

BT noted Ofcom’s argument that BT’s bearing of the risks of its large defined benefit
pensions scheme may have affected its allowable cost of capital. BT said that Ofcom
said that BT would have been compensated twice if PDR recovery had been
allowed.?*? BT noted the evidence cited by the Interveners that the impact of
pensions risk had increased BT's WACC by 0.6 per cent. BT noted the Interveners’
argumgglt that PDR recovery should have resulted in a reduction in the WACC of this
order.

BT said that the same issue had been addressed by Ofcom in the 2009/10 Pensions
Review Statement and that Ofcom had stated that any pensions risk adjustment to
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1.135

the WACC would have been speculative and not robust. BT noted that Ofcom had
considered that the appropriate adjustment could be zero in any case.?**

BT stated that it agreed with Ofcom’s position. BT cited a report on potential pension
deficit impacts on the WACC by Professor lan Dobbs which had been advanced
during the Pensions Review Statement consultation process.?® BT argued that
although there had been no challenge in the present appeal to Ofcom’s findings with
respect to this issue, it had commissioned a further report by Professor Dobbs
explaining why he agreed with Professor Cooper’s views (whose work Ofcom had
relied on during the Pensions Review Statement).?*® BT said that, for the reasons
given by Professor Dobbs, it respectfully contended that the Interveners’ attempts to
broaden the scope of the appeal in this regard had been without merit.?%’

Ofcom’s Defence

1.136

Ofcom’s Defence had three main parts:

e a description of Ofcom’s view of the correct approach to PDR payments as a
matter of principle (paragraphs 1.137 to 1.152);

e addressing BT's alleged exception to these principles (paragraphs 1.153 to
1.158); and

e responding to BT’s other arguments in its NoA (paragraphs 1.159 to 1.204).

Each of these is addressed in turn.

Ofcom’s view of the correct approach to PDR payments

1.137

1.138

Ofcom said that when conducting the Pensions Review and setting the WBA charge
control, it had entered into a detailed consideration of its statutory duties and how
these applied in the particular circumstances.”*® Ofcom said that the consistent
guidance of the EU institutions had been that, when performing its analysis for setting
the WBA charge control, it should adopt a forward-looking analysis and allow only
efficiently-incurred costs.?*

Ofcom described its general approach for assessing ‘base year costs’ for a price
control as including only efficiently-incurred forward-looking costs. Ofcom defined a
forward-looking cost as ‘one which is causally related to the current and future
provision of service’.?*? It argued that when such costs were reflected in prices, the
correct incentives were established for production, consumption, entry and invest-
ment. Ofcom said that sunk costs might have been included as an exception to its
general approach (see also paragraph 1.147); sunk costs would be included when
this was necessary to incentivize future investments in sunk assets and where this
was consistent with the stability of the regulatory framework and dynamic efficiency.
This issue was elaborated on by Mr Culham, a witness for Ofcom, who gave the
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example of BT’s duct costs as a sunk cost which was included in charge controls.?**
He argued that there was a clear analogy between some elements of BT’s pension
deficit liability and sunk costs. He noted that sunk costs were not affected by the
decision to supply or withdraw supply from the market.

Ofcom said that where BT'’s actual costs differed from Ofcom’s forecasts of ‘base
year costs’, BT made a gain or loss. Ofcom said that this was because Ofcom did not
take retrospective action with regard to over- and under-recovery in past charge con-
trol periods. Ofcom described this as the principle of ‘no retrospection’. Ofcom said
that in subsequent charge controls, out-turn cost and efficiency levels achieved by
BT were taken into account when setting base year costs.**? Ofcom said that it
appeared from specific parts of BT's NoA that Ofcom’s general approach, of allowing
only efficiently-incurred costs, with no retrospection allowed, was well established
and well known to BT.?*®

Ofcom argued that given this common ground, the central issues it faced in the
Pensions Review Statement were:

(a) whether PDR payments were efficiently-incurred forward-looking costs of provid-
ing a particular service during a charge control period; and if not

(b) whether PDR payments should nonetheless be recovered in charges on an
exceptional basis.**

Ofcom said that it had reasoned in the Pensions Review Statement that BT's PDR
payments were not efficiently-incurred forward-looking costs and that these reflected
a way of financing BT’s pension liabilities which BT incurred in relation to past
periods. Ofcom added that BT had acknowledged that pension costs ‘have been
incurred in the course of providing goods and services to customers’?*®> which were,
by definition, in the past.

Ofcom referred to arguments contained in Mr Culham’s statement to develop this line
of argument.?*® Mr Culham said that, in his opinion, characterizing PDR payments as
a future cost of business did not ‘properly reflect the economic reality of the situa-
tion’.**” He argued that while PDR payments reduced BT’s cash flows, the pension
deficit was ‘a liability, rather than a cost; a stock rather than a flow’.>*®* Mr Culham
argued that an important point about the liability was that its owners (BT and its
shareholders) could not have avoided it because the liability existed ‘entirely inde-
pendently of BT’s outputs’.?*® The key implication, he said, of the pension liability not
being related to current activity was that PDR payments did not form part of the
efficiently-incurred forward-looking costs of running its network business.?*

Mr Culham argued that the relevant question was not whether PDR payments were
efficiently-incurred costs but whether there were good reasons why customers should
bear the costs of BT discharging this liability.>** Mr Culham presented two extreme
hypothetical examples illustrating consideration of this issue. He noted that ‘depend-
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ing on specific factual circumstances the answer to this question may vary’.**? One of
Mr Culham’s examples was of a regulated firm which had spent its regulatory cost
allocation on an unrelated speculative venture (betting on a horse was cited as an
extreme example). Mr Culham argued that if the gamble failed, ‘it would not be
reasonable, fair or efficient for the regulator to provide for the funds to be made
available to the firm again and for customers effectively to pay twice for the same
service’.”*

The second of Mr Culham’s examples related to a regulated firm that had been reluc-
tant to undertake an investment which the regulator had wished to encourage. The
firm’s reluctance stemmed from a concern about incurring liabilities and the regulator
agreed to underwrite the investment but allowed regulated prices to rise to make
good any liabilities arising should the investment have failed. Mr Culham argued that
in these circumstances, if the investment had been unsuccessful, the regulator
should have honoured its commitment to raise prices to cover the liability.**

Mr Culham argued that a ‘spectrum of situations’ lay between the two extreme hypo-
thetical examples he had set out and that it was instructive to consider where on the
spectrum BT’s pension deficit lay.?*> Mr Culham argued that it was of ‘particular
importance that there had never been any agreement between BT and Ofcom that
Ofcom would underwrite BT’s pension scheme and require customers to help in
making good any deficit’.?*® He said that the regulatory agreement was to provide BT
with the expected costs of employment over a given charge control period and that
Ofcom had no interest in encouraging or discouraging BT from having a defined
benefit pension scheme for employees.*’

Mr Culham argued that Ofcom expected BT to operate efficiently and Ofcom took
account of benchmark studies to achieve this. Mr Culham said that Ofcom set overall
efficiency targets but did not specify targets for individual items.?*® He concluded that
there was no basis on which to conclude that Ofcom regarded the defined benefit
pension scheme as ‘especially desirable’ or as an ‘objective which it wishes specific-

ally to support’.?*°

After setting out these arguments, Mr Culham discussed the nature of liabilities and
sunk costs. He argued that the pension deficit was an unavoidable liability which had
‘some similarities but also some differences, when compared with sunk costs’.?®
BT’s pension deficit was not, he said, attributable to a particular activity or assets.
Mr Culham argued that there were two types of past activity to which a liability could

relate:

(a) for activities or assets which were no longer part of (or related to) the asset base
used in providing current services; and

(b) for the construction of assets that were used to provide services today.

Mr Culham argued that in the case of (a), a very clear understanding would have
needed to have existed in order for the costs to be recovered in today’s charges. He
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argued that in the case of (b), the liability would have had similar characteristics to
sunk costs and circumstances would have determined whether these were
recoverable®® (these circumstances are discussed in paragraph 1.138).

Mr Culham argued that BT’s position failed to distinguish between these two types of
activity, and the treatment of its pension deficit. He said that only the second case
(paragraph 1.147(b) above) provided for the possibility of recovery of the liability in
current charges.?%?

On the basis of these arguments, Ofcom concluded in its Pensions Review
Statement that it was ‘not persuaded to adopt a policy of allowing PDR payments as
an exception to its general approach’.?*®

Ofcom said that given this decision, it considered whether there was anything par-
ticular to the context of the WBA charge control which justified a departure from its
usual policy. Ofcom argued that ‘BT did not and does not suggest that there is any
such factor, indeed BT does not advance any reasoning which is specific to the con-
text of WBA at all’.?** Ofcom argued that given this, it had rightly concluded that PDR
payments were not and could not be treated as efficiently-incurred costs of providing
WBA services during the charge control period and that they should not be allowed
as a result.”®

Ofcom argued that this approach was consistent with Ofcom’s basic public law duties
to act fairly and consistently. It drew attention to the pensions holiday taken by BT in

the 1990s and said that as no adjustment had been made for this ‘historic imbalance
in BT's favour’, and in order to maintain consistency, no adjustment should have

been made ‘now that the sums are no longer in BT’s favour’.?®

Ofcom’s response to BT's alleged exception

1.153

Ofcom characterized BT’s basic argument for PDR recovery as being that the pay-
ments were an ‘unavoidable cost of doing business for BT’.?*” Ofcom argued that the
original focus of BT’'s argument was on PDR payments being a forward-looking cost
because of the timing of PDR payments.?®® Ofcom argued that if BT was maintaining
this argument it should be rejected because: ‘The mere fact that the cash transaction
to pay a particular cost may occur during a charge control period says nothing about
whether that cost related to the period of economic activity covered by that charge
control.””®® Ofcom argued that:

Forward looking costs are the costs of the resources used to provide
the service in question. To be a forward-looking cost in the relevant
sense, a cost must not only be payable in the future if the firm continues
to supply the service or services in question, but it must also be avoid-
able if it ceases to provide the service or services.?”°
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1.154 Ofcom argued that BT appeared to have recognized this point and had accepted
that, based on an ordinary application of the principle of no-retrospection (a principle
which Ofcom said BT accepted), PDR payments would have been excluded from
regulated charges. Ofcom argued®’* that BT’s appeal therefore focused on excep-
tionality, based on the four criteria that BT had set out in its NoA. Ofcom said that BT
had advanced two arguments for the alleged four-stage exception—the CC'’s deter-
mination in Bristol Water and arguments about the principles of RPI-X regulation.
These arguments are addressed in turn:

(a) The CC's determination in Bristol Water. Ofcom characterized BT as arguing that
the exception was ‘identified’ by the CC in Bristol Water. In response to this,
Ofcom argued that the Bristol Water case did not identify an exception because
the principle of PDR recovery was not in dispute, given that Ofwat had originally
decided to allow a proportion of PDR payments. The dispute therefore focused, it
said, on whether a greater proportion of recovery should have been allowed.
Ofcom argued that the ‘four considerations’ set out by the CC were given in the
context of a decision to allow another £1 million for a cost item which had already
been allowed by Ofwat. Ofcom argued that these four considerations ‘were not,
and cannot be elevated into, a generally applicable four-stage test for whether a
cost will or will not be allowable at all’*”* and then assessed on the basis that
BT’s PDR payments fulfilled that criteria.

(b) Principles of RPI-X regulation. Ofcom characterized BT as having argued that
uncertain and uncontrollable costs should have been recoverable under RPI-X
regulation because these costs could not be incentivized and the purpose of
RPI-X regulation was to incentivize efficiency. In response to this, Ofcom argued
that ‘the predictability and controllability of a particular cost do not of themselves
say anything about whether that cost should have been allowed in a forward-
looking analysis of efficiently incurred costs’.?”® Ofcom argued that many liabilities
were difficult to control, uncertain and unpredictable when the liability to pay them
was incurred. It said that the cost of capital was a good example of this. It argued
that the inherent difficulty in forecasting a liability did not mean that any future
increase in that liability would become allowable as an efficiently-incurred
forward-looking cost.?’*

1.155 Ofcom argued that the real issue when costs were difficult to forecast was a policy
issue of who should have been responsible for bearing the risk of ‘wrong’ forecasts.
Mr Culham gave evidence on this?”® and argued that internal consistency was import-
ant in ensuring that the interests of different stakeholders were properly balanced,
and that this was particularly important with respect to pensions given the interdepen-
dence between service costs, treatment of deficits and the effects of the pension
scheme on the cost of capital.?”® Mr Culham said that the cost of capital may include
compensation for the pension risk that the company (and by extension, its share-
holders) was exposed to. Mr Culham argued that if pension risk were transferred to
customers and the market data reflected a situation where the risk was with the
company, the cost of capital estimated would be above the true cost of capital. He
said that unless a downward adjustment was made to the cost of capital, customers
would pay prices that included a risk allowance for BT while that risk would actually
be borne by customers.?”” Mr Culham argued that this was not an internally consist-
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ent position.?”® He went on to say that Ofcom’s existing approach was internally
consistent because the risks and rewards of the pension scheme sat with BT while
service costs were allowed, PDR payments were disallowed and no ‘pension adjust-
ment’ was made to the cost of capital.?”®

Mr Culham dealt further with this topic,?® going on to discuss the unpredictability of
costs and BT'’s argument that defined benefit pension costs were unique because
they were unpredictable.”® He argued that although the total liability of employees’
pension rights incurred in any given period was uncertain, the components of this
liability were ‘well known and understood, and uncertainty concerning each of these
elements can be mitigated by the provider of the pension scheme if that uncertainty
is felt to be too large for the provider to bear’.?*?

Mr Culham provided an example of this when he discussed potential strategies to
deal with the risk of increased life expectancy.”® He suggested that a pension fund
could invest in assets whose returns were positively correlated with life expectancy.
He also cited the existence of insurance policies for longevity risks. He argued that
risks could be managed even if they could not be completely controlled, and that
unpredictable risks were more appropriately borne by the company because they
were better placed to manage these risks than BT’s customers. Mr Culham cross-
referenced his arguments on socialization of risk, which are presented below from
paragraph 1.200 onwards.”®*

Ofcom characterized BT as having a preference for this risk being borne by
customers of its regulated wholesale products and services. Ofcom said that BT had
asked the CC to order Ofcom to adopt a policy of socialization of risk ‘presented by’
the fact that BT’s past estimates of pension costs were wrong.?*®> Ofcom disagreed
with this policy, as it said that it had explained during the Pensions Review Statement
and WBA charge control process.?*® Ofcom argued that ‘the existence of this dis-
agreement does not, however, necessitate the recognition of any new “exception” to
what is an established and well-understood regulatory approach’. Ofcom referred to
the CC’s Carphone Warehouse determination®®’ where the CC observed that regu-
lators needed to consider whether customers should have shared in pension scheme
risks and that regulatory practice in this area in the UK was not uniform.?®

Ofcom’s responses to BT's other arguments

Consistency across regulators and with the CC

1.159

Ofcom considered that BT’s main argument for exceptional treatment of PDR pay-
ments was that Ofcom’s approach was very different from that of other regulators
and of the CC. In response to this, Ofcom argued that its Pensions Review was
‘conducted in full knowledge of, and with specific reference to, the practice of other
regulators’.?®® Ofcom contended that it could not be argued that Ofcom was not alive
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to the variety of approaches by other regulators, and that BT's appeal was, in sub-
stance, that Ofcom had given insufficient weight to the approach of other regula-
tors.?® In response, Ofcom said that it had been ‘right to take into account, but give
limited weight to, the practice of different regulators dealing with different companies,
in different markets, under a different statutory scheme. Regulatory practice else-

where is informative but could never be decisive’.?*

Ofcom suggested that the heart of BT's arguments on this issue related to the Bristol
Water case. In addition to the arguments set out above (see paragraph 1.154(a)),
Ofcom argued that even if the CC had been laying down principles as to the recover-
ability of PDR payments in the water sector (which Ofcom maintained the CC had
not), there were no reasons why the result should have been applied by Ofcom to
BT. Ofcom gave several reasons for this:*%

(a) Bristol Water and BT Openreach performed different functions in different sectors
and there was no suggestion of similarity in their pension schemes.

(b) Ofwat and, said Ofcom, the CC, on appeal, were under an express statutory duty
to ensure that Bristol Water was able to finance its functions. Given this, the CC
did not attempt to mimic the prices that might prevail if effective competition
existed in the water industry. As Ofcom did not have this duty to BT, the context
was ‘manifestly different’.

(c) Bristol Water was required to maintain an investment grade status and the CC
had to act in a like manner. This duty did not apply to BT or, by extension, to
Ofcom.

Ofcom said that it had been correct to conclude, in its Pensions Review Statement,
that its analysis of the correct approach to BT's PDR payments had not been altered
by the Bristol Water decision.?** Ofcom made the same observation in respect of
other regulators and regulatory contexts relied upon by BT, and highlighted the
differences that existed in terms of context, companies, schemes of regulation and
markets. Ofcom argued that ‘it would have been wrong for Ofcom to attempt to give
decisive weight to regulatory practice in those different contexts’.?%*

In its Core Submission, Ofcom responded to BT’s claim that Ofcom had wrongly
distinguished its approach from other regulators, on the basis of other regulators
having a ‘duty to finance’. Ofcom argued that the prominence that had been given to
this point was unwarranted.*

Ofcom argued that BT’s original position with respect to other regulators had been
that Ofcom had not provided a reasonable basis or explanation for its positions and
for why Ofcom was taking a different approach from other regulators.?*® Ofcom
argued that it had fully addressed this criticism during the Pensions Review
Statement, which had been conducted with express and detailed reference to the
practice of other regulators. Ofcom said that it had not ignored the breadth of regulat-
ory practice and that it had concluded (as, it said, the CC had in its determination in
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the Carphone Warehouse Local Loop Unbundling case®’) that regulatory practice

elsewhere was not uniform. Ofcom also argued that it had attached only limited
weight to regulatory practice elsewhere as considerable differences had existed
between the sectors and regulatory schemes, including the fact that some regulatory
schemes (such as the water sector) had a legal duty on the regulator to ensure that
the monopolist or dominant undertaking was able to finance its functions.?®®

1.164 Ofcom argued that the 2003 Act did not place a financing duty on Ofcom in respect of
an undertaking which it found to have SMP (such as BT in WBA Market 1). Ofcom
contended that ‘the existence of that difference is undeniable’. It also argued that BT
was wrong in arguing that the CC had already rejected an attempt by Ofcom to distin-
guish between its duties and a duty to finance. Ofcom contended that the issue in the
Carphone Warehouse case had been a narrow one about whether the ‘duty to
finance’ in respect of regulated companies in other sectors had provided a ‘guaran-
tee’, thereby ruling out the usefulness of their gearing ratios as a comparator. Ofcom
cited a quote from the CC which stated that the usefulness of comparators had not
been ruled out because of the duty to finance.?*® With respect to this issue, Ofcom
argued that ‘the CC certainly did not, as BT suggests, find that Ofcom’s duties were
generally the same as a duty to finance, and nor could it have done’.?®

1.165 Ofcom contended that ‘it was right to regard regulatory practice in other contexts as
informative but not decisive’ and that the overriding issue for Ofcom had rightly been
the correct outcome under the 2003 Act.**

The unique nature of pension costs

1.166 Ofcom contended that BT’s argument that Ofcom failed to have regard to the particu-
lar position of pension costs was another attempt at expressing BT's ‘exception’
argument. Ofcom argued that it was clear from the Pensions Review Statement that
Ofcom was ‘under no illusion as to the difficulties of forecasting pension payments’
but that, as Ofcom had argued previously, this did not say anything about whether
PDR %glglments should have been treated as efficiently incurred forward-looking
costs.

1.167 Inits Core Submission, Ofcom presented further arguments about the unique nature
of pension costs. These related to BT's arguments about ‘intertemporal links’ (see
below) and further responses to BT’s claim that pension costs had a unique nature.
Each of these is considered in turn.

1.168 Ofcom argued that BT’'s Core Submission had emphasized the intertemporal link
between ‘current and future assumptions, past allowances and cash payments’ which
BT had argued made pension costs unique because forecast error could not be iden-
tified until ‘successive charge controls’ had elapsed.**® Ofcom said that BT had used
this argument to seek to justify exceptional treatment of PDR payments.***
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Ofcom said that BT’s point was wrong for two reasons. First, the uniqueness of a
cost did not say anything about whether that cost was efficiently incurred or a
forward-looking cost and/or whether it should be allowed on an exceptional basis.*®

Ofcom reiterated its argument that PDR payments were not relevant forward-looking
costs. It said that in each charge control period BT made pension promises to its
employees which it must honour at a point in the future. Ofcom said that the setting
aside of an amount which had been expected to be sufficient to meet these costs
was an allowable forward-looking cost of employing BT’s workforce because it was
intended to be paid to the workforce as part of their remuneration packages during
the charge control period. Ofcom argued that PDR payments were fundamentally
different from such pension costs because PDR payments represented a mismatch
between the promises BT had already made years ago and the fund it had set aside
in order to meet those promises. Ofcom argued that ‘that mismatch is not a forward-
looking cost of employment at all’ and that it would exist even if BT ceased all econ-
omic activity. Ofcom contended that to allow such a cost would have been a breach
of the no-retrospection principle.3®

Ofcom argued that even if it were correct that pension costs had been unique, this
would not have justified exceptional treatment of them because ‘to say a cost is
unique says nothing about who should bear it'. Ofcom contended that BT's appeal
proceeded on the premise that if it could establish that pension costs had been
unique, Ofcom’s policy should have been reversed. Ofcom argued that this was a
‘patent non-sequitur’ and that Ofcom had carefully considered BT’s proposals during
the Pensions Review. Ofcom said that it had concluded that BT’s proposals should
not be accepted and that Ofcom’s grounds for its decision were ‘clearly substantial

and correct’.>"’

Ofcom argued that there had not been a unique, cumulative effect of successive
charge controls. It stated that, as with all other costs, BT was permitted to make an
estimate at the beginning of each charge control of the cost of satisfying the pension
promises which it would make during that charge control. Ofcom argued that ‘those
estimates may be, and perhaps were, repeatedly wrong. But the effect is not
“cumulative” in any sense which is different from that which would be applicable to

any cost item which was the subject of repeated incorrect forecasts’.>%

Ofcom also argued that pension costs had not been unique in requiring money to be
invested to meet costs which could arise decades into the future. It argued that there
were other costs which had this or similar qualities, citing insurance costs as an
obvious example. [<] Ofcom argued that BT could not now set aside money to meet
claims which might be made and then seek to recover the money as a forward-
looking cost of employing its current workforce. 3%

Ofcom responded to BT's argument that the normal logic of RPI-X regulation was
not applicable to pension costs. Ofcom said that BT had argued that because pen-
sion costs had been unpredictable and substantially uncontrollable, no incentives
properties could have been or should have been attached to them. Ofcom contended
that this was wrong and inconsistent with BT’s own case.*"°
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1.175 Ofcom argued that although there had been difficulties in predicting and controlling
pension costs, BT’s suggestion that the costs were ‘substantially uncontrollable’ such
that no incentive properties could be attached to them was clearly wrong. Ofcom noted
that Mr Ralfe’s expert report for the Interveners concluded that of the four causes of the
deficit that BT had suggested, only life expectancy was largely uncontrollable.**

1.176 Ofcom argued that even life expectancy was predictable to a considerable extent. It
said that it was impossible to reconcile BT's arguments about incentives with one
another. Ofcom said that BT had argued that it had powerful incentives to minimize
its pension liabilities, and that these would remain if PDR payments were allowed
because BT would still be exposed to the two-thirds of its pension deficit which
related to its activities in unregulated markets. Ofcom saw this as inconsistent with
BT’s notion that no incentive properties should have been or could have been
attached to pension costs.*"?

1.177 Ofcom argued that even if it were correct that pension costs had been ‘unpredictable’
and ‘substantially uncontrollable’, it did not follow that the customers of BT'’s regu-
lated products should bear these costs rather than BT and its shareholders. Ofcom
argued that predictability and controllability did not inform whether costs should be
passed through to customers of regulated product, and it said that BT had not
explained why this should have been the case. Ofcom argued that this issue was
‘especially stark’ if such cost recovery might distort competition in downstream
markets. It said that BT was wrong to suggest that Mr Parry had explained why non-
recovery of PDR payments should have had an impact on BT's investment decisions.
Ofcom said that the relevant passages of Mr Parry’s witness statement had not cited
any investment decisions which had been affected and that his argument was

‘entirely theoretical’.**®

Regulatory consistency over time

1.178 With regard to regulatory consistency over time, Ofcom characterized BT's
arguments as being that Ofcom had given undue weight to regulatory consistency
because Ofcom had a historic policy on pension costs that had been ‘wholly inferior’
to the policy BT proposed, and therefore it was a historic policy from which Ofcom
should have departed. In response to this, Ofcom argued that, for the reasons set out
in its Defence and supporting documents, it did not accept that its policy was ‘wholly
inferior’ to that of BT. Ofcom argued that it was entitled to act consistently with its
previous regulatory practice.?*

Ofcom'’s six principles of pricing and cost recovery

1.179 Ofcom’s Defence referred to the evidence of Mr Culham in support of a statement
that BT had disclosed no errors in Ofcom’s analysis of its six principles.*** Mr Culham
agreed with BT that the principle of reciprocity was not relevant to this appeal. The
other five principles discussed by Mr Culham are presented in turn. These are:
(a) cost causation (paragraphs 1.159 to 1.185);

(b) cost minimization (paragraphs 1.186 to 1.190);
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(c) distribution of benefits (paragraphs 1.191 to 1.193);
(d) effective competition (paragraphs 1.194 to 1.198); and

(e) practicability (paragraph 1.199).

Cost causation

Mr Culham responded to BT'’s argument that Ofcom’s analysis was flawed because it
implied the exclusion of other costs that were invariant with volume. Mr Culham
argued that BT had misunderstood Ofcom’s reasoning and that PDR payments were
excluded not because they were common costs, but because they were not forward-
looking costs. Mr Culham explained that where common costs existed, these should
be recovered from the services within the group to which they were common.®'°

Mr Culham explained that in addition to cost causation and allocative efficiency, other
considerations should be accounted for.®"" He cited the example of ducts for which,
for reasons of regulatory consistency over time, recovery of the costs of these sunk
assets was allowed. He argued that in the case of PDR payments, regulatory
consistency over time pointed to exclusion from charges because pension holidays
and PDR payments had not been adjusted for to date.

Mr Culham argued that BT’s second objection was that pension costs were incurred
in creating assets which were still in use and therefore effectively caused by current
demands.**® In responding to BT’s argument that the proportion of these costs which
were unrecovered should have been viewed as incremental, Mr Culham’s interpreta-
tion was that BT had argued that this portion of pension costs should have been
treated as forward looking. Mr Culham reiterated his argument that these were not
forward-looking costs because they could not be avoided by ceasing production of
any of BT’s current outputs.

Mr Culham argued that BT’s third objection was that the relevant costs that Ofcom
should have taken into account were those for an operator in BT's position. BT's
arguments in this area were supported by its interpretation of a quote from the WLR
appeal. Mr Culham disagreed with BT's interpretation of the CC’s comments. He
explained that the CC’s comments pertained to a situation in which the new entrant’s
costs were higher than those of the incumbent, and that the incumbent’s costs were
the relevant benchmark in such a case ‘since competition always selects the lower of
two cost levels’.** He argued that in the case of PDR payments, the lower cost level
was that of the entrant which did not make PDR payments.

Mr Culham argued that BT’s fourth objection (which was related to its third objection)
was that competition between incumbents could serve as an appropriate indicator of
efficient cost levels. He characterized BT as having argued that some incumbents
had defined-benefit pension schemes like BT, and therefore prices reflected
efficiently-incurred costs, and these included PDR payments. Mr Culham disagreed
with BT’s logic for two reasons, but common to these reasons was his view that PDR
payments were a financial rearrangement of a liability. His first argument was that
truly competitive markets would not be able to set prices above forward-looking costs
to recover liabilities. His second argument was that even in the absence of compe-
tition (in the case of a monopolist), liabilities and sunk costs were not reflected in
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prices. Mr Culham argued that ‘in the absence of regulation in any market, prices
would be set on the basis of forward-looking costs. It would then be an empirical
guestion as to whether any mark-ups over forward-looking costs would be sufficient

to cover PDR payments’.3%

1.185 Mr Culham argued that BT’s fifth objection was that because BT was obliged by law
to make PDR payments now and in the future, these represented a forward-looking
cost. He argued that this was a mischaracterization of PDR payments because they
were a financial rearrangement of a liability and did not constitute forward-looking
costs in any meaningful sense.*** He reiterated his argument that the relevant test of
a forward-looking cost was whether it was dependent on particular activities being
conducted. He argued that a cost which could not be avoided by ceasing production
entirely was a sunk cost, not a forward-looking cost. He said that because BT's PDR
payments were not affected by the current or future consumption decisions of its
customers or by BT’s output decisions, PDR payments were clearly not forward-
looking costs.3*?

Cost minimization

1.186 Mr Culham explained that although BT’s existing pension liabilities were largely
outside BT’s control, the treatment of these was relevant to the issue of cost minimiz-
ation as this would have created incentives for how additional liabilities were incurred
in the future.®®

1.187 Mr Culham characterized BT’s first argument about cost minimization as being that
cost-minimization incentives still remained for BT (to the extent that costs were con-
trollable) because BT would remain exposed to PDR payments relating to its non-
regulated markets. Mr Culham accepted that this may have been the case but
argued that this did not represent ‘the whole picture’. He explained that Ofcom’s aim
had not been to avoid violating this principle but to follow the principle where poss-
ible. He argued that the maximum incentive to minimize costs would be given by an
arrangement where there was no cost pass-through. He considered that BT had
taken a binary approach to incentives, whereas a continuum existed along which
incentives to minimize costs were greater the lower the extent of pass-through.***

1.188 Mr Culham characterized BT’s second argument about cost minimization as being
that overall incentives to minimize costs were maximized if PDR payments were
removed from incentive arrangements and passed through. Mr Culham noted that
this argument of BT’s relied on Professor Yarrow's withess statement, which sug-
gested that non-controllable costs should have been dealt with separately and
passed through because this strengthened incentives on the controllable cost
elements.

1.189 Mr Culham agreed with Professor Yarrow's view that cost controllability should have
been considered along a spectrum rather than being classified into simple control-
lable/non-controllable categories. Mr Culham argued that when the effect on incen-
tives of removing a cost was considered, there was relevance to its location on the
cost controllability spectrum. He argued that this was because the effect of its
removal depended on the trade-off of two effects:
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1.190

1.191

1.192

1.193

(a) the positive effect on incentives to minimize the effect of costs not passed
through (the effect claimed by Professor Yarrow); and

(b) the negative effect of eliminating incentives for reducing the costs which were
passed through.3®

Mr Culham said that Ofcom was concerned that the negative effects referred to in (b)
above might be significant. He also noted that Ofcom had not been provided with
evidence of the strength of the positive effect in this case, such that Ofcom would
have departed from its current position on cost minimization. Mr Culham argued that
‘in any event, the exclusion of PDR payments, as Ofcom has proposed, leads to the
same result in terms of incentives to minimize the remaining costs, as they have
indeed been taken out of the incentive arrangements as suggested by Professor

Yarrow'.%%®

Distribution of benefits

Mr Culham characterized BT'’s argument on this principle as being that past cus-
tomers benefited from reduced charges as a result of under-recovery of pension
costs and that in line with the principle of distribution of benefits the responsibility for
these costs should be borne by subsequent customers.**’

Mr Culham argued that BT’s conclusion did not ‘follow’. He stated that customers
were not a ‘homogeneous bloc: past customers are not the same individuals as
current and future customers’. He went on to state that the principle of distribution of
benefits did not justify intergenerational transfers between different groups of
customers.®?

Mr Culham said that during the Pensions Review, Ofcom argued that pension
surpluses and deficits had, to date, not been shared with customers. Consequently,
Ofcom argued that it was more in line with the principle of distribution of benefits for
the company to have borne the costs of intergenerational transfers to past customers
(which we understand to mean those customers at the time that the deficit was build-
ing up who arguably paid prices that were artificially low). Mr Culham argued that this
was a reasonable interpretation of the principle of distribution of benefits because it
indicated ‘a degree of symmetry in Ofcom’s arrangements’.**® He considered that the
right approach was where the party that enjoyed the rewards of a favourable out-
come would also bear the costs of an unfavourable outcome.**°

Effective competition

1.194 Mr Culham characterized the first of BT's arguments about effective competition as

1.195

being that PDR payments increased BT’s costs and therefore its ability to compete in
other markets.***

Mr Culham disputed that this effect was likely to occur as in competitive markets
prices were set in relation to forward-looking costs, not sunk costs.?*? He said that in
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1.197

1.198
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a competitive market, the risks associated with a defined benefit pension scheme
were borne by the company and ‘it cannot count on being able to recover the costs of
any funding deficit by increasing prices to customers’.*** He argued that if PDR pay-
ments were not recovered in regulated prices, he would not expect to see higher
prices in unregulated markets or to see BT losing share in those markets. He argued
that the profit-maximizing price in a less competitive market would not be affected by
sunk costs.

Mr Culham characterized the second of BT's arguments about effective competition
as being that the requirement to make PDR payments would impact on BT'’s invest-
ment decisions.*** He disagreed that there should be any impact on BT’s commercial
investment decisions. He argued that investment decisions should be taken based on
the forward-looking incremental revenues and costs from a particular investment. He
argued that Ofcom had provided sufficient investment stimulus to BT by allowing BT
to recover the incremental costs of investment, a reasonable return on capital and a
contribution to relevant common costs.?*®

Mr Culham also said that allowing PDR payments in regulated charges would dis-
advantage suppliers of services which relied on these regulated products of BT, rela-
tive to suppliers who were not reliant on these inputs. He argued that the importance
of this disadvantage would vary by markets according to the extent (or likely extent)
of competition from suppliers not reliant on BT'’s regulated inputs. He acknowledged
that there was currently little fixed-line-based competition in the WBA market, but he
argued that other technologies (such as mobile, fixed wireless or satellite) could
change this in the future.®*®

Mr Culham also noted that the treatment of PDR payments in this appeal was likely
to set a precedent for more general treatment of PDR payments. He therefore argued
that ‘account should be taken of the likely effect of their inclusion in regulated
charges for products supplied in other markets where players not relying upon BT's
regulated inputs are present to a greater degree’.**’ He cited the wholesale local
access market as an example where Virgin Media had a ‘significant presence’.**® He
argued that in this market, competitors to Virgin Media and BT, who used wholesale
inputs, would be placed at a competitive disadvantage relative to Virgin Media. He
said that this would result in a competitive distortion and competition would not take
place on merit.***

Practicability

Mr Culham noted that were PDR payments to be allowed in regulatory charges, a
number of issues would need to be decided to arrive at an appropriate charge.®*
Ofcom would have needed to decide whether cost recovery would be guaranteed or
whether some element of risk would be left with various parties.*** Mr Culham noted
that the key underlying point was that the size of the pension deficit was not known
and estimates of its size had varied in the past.*** He argued that there was ‘a very
real danger’ that BT's wholesale customers would have challenged pension costs if
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they had felt that BT was managing the pension scheme inefficiently. This would
have required Ofcom to intervene to ensure that the scheme was being properly
managed.>*®

Efficiency and allocation of risk

In addition to his evidence regarding the six principles, Mr Culham set out a number
of arguments related to efficiency and allocation of risk. He characterized BT as
having argued that economic efficiency was better served when customers, rather
than shareholders, bore the risks of defined-benefit pension schemes.®**

Mr Culham argued that when considering this socialization argument, it was import-
ant to distinguish between the argument for socializing the risk on a forward-looking
basis and the issue as to who should pay for a pension deficit that already existed.**®
He said that if there were no concerns about moral hazard (that is, effects on the
incentives to minimize costs) or the impact on competition, genuine socialization of
future volatility in the pension liability could be beneficial. He noted that the benefits
of such an approach would need to be weighed against the potential cost of a loss of
allocative efficiency.*

Mr Culham argued that this was not applicable to a pension deficit which already
existed, as in the case of BT. He said that the primary concern in this instance was
not the minimization of the risk premium but rather who should pay for the existing
liability.**” He added that these issues were considered during the Pensions Review.
He argued that the potential relevance of Professor Yarrow's socialization of risk
argument was limited to forward-looking risks of the pension scheme (ie future
changes in liability).>*®

Mr Culham also argued that even in relation to future risks it was not clear that social-
ization principles were applicable in the current case. This was because socialization
would require full cost pass-through from wholesale to retail customers, but given
that the retail market was not fully competitive, this would not occur—thereby leaving
some of the risk with BT’s wholesale customers. He argued that these customers
would not be better placed to bear this risk than BT’s shareholders. He also argued
that there were competition concerns surrounding the issue of passing risk to BT’s
wholesale customers and that Ofcom would have had to consider its duty to promote
competition when considering risk management by BT’s shareholders and its cus-
tomers.>*°

1.204 Mr Culham concluded that:

socialisation of risk may be relevant, under certain circumstances, when
considering who should bear risk on a forward-looking basis. However,

BT’s contention concerns the question of who should pay for an already
existing liability, rather than who should bear the risk of its future volatil-
ity. In this case, there is no reason to believe that BT’'s customers would
be better placed to fund this liability than BT’s shareholders and so, this
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analytical framework seems to me to be of very limited relevance to the
issues in the present case.**°

Ofcom’s arguments in its Core Submission, Volume 2

1.205 Ofcom responded to BT's challenge that Ofcom had ‘significantly mischaracterized’

how it actually regulated BT and that Ofcom’s position in its Defence was inconsist-
ent with the actual approach taken by it in practice.*" Ofcom argued that BT sup-
ported its argument based on a misreading of the Openreach new pricing framework
published in December 2008 and also that the NoA did not make BT’s understanding
in this respect clear.®* Mr Culham gave three principal reasons why BT was
wrong:*>

(a) BT was incorrect to say that Ofcom equated forward-looking costs with SRMCs.
(b) BT was incorrect to say that CCA FAC took full cost inclusion as a starting point
and that Ofcom only excluded costs when there were specific reasons to do so

(not on the basis of whether they were sunk or not).

(c) BT was incorrect in its description of Oftel’'s and Ofcom’s regulatory approach
over a number of years.

Each of these is discussed in turn.

Forward-looking costs and SRMCs

1.206

1.207

1.208

Mr Culham said that BT had argued that Ofcom had equated forward-looking costs
with SRMCs but that this had been incorrect both as a matter of principle and of
practice.*** Mr Culham argued that forward-looking costs could have undoubtedly
included short- and long-run costs as a matter of principle.** He argued that forward-
looking costs and sunk costs could not be distinguished on the basis of being short or
long run, or on whether costs had been incremental, marginal or common.**® He said
that the definition of sunk costs in the literature had one essential characteristic,
which was that they had already been ‘irretrievably incurred’.®*’

Mr Culham said that the distinction between fixed costs and sunk costs had been one
of degree rather than one of nature, and that fixed costs had only been sunk in the
short run. He also said that both fixed and sunk cost notions had assumed that
investment costs could not be recouped at all during the commitment period (what-
ever that period had been). Mr Culham concluded that a fixed cost might be regarded
as a sunk cost if a short-run viewpoint were taken, but might properly be regarded as
variable if a longer-term view had been taken.?®

Mr Culham argued that BT had taken a short-run viewpoint on costs in arriving at its
conclusion that Ofcom had habitually allowed sunk costs to have been recovered in
charges. Mr Culham argued that both Ofcom and Oftel had, since 1997, set BT's
charges based on long-run forward-looking costs and that BT had been wrong to
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allege that Ofcom had taken a short-run approach. Mr Culham stated that he was of
the view that a long-run viewpoint was the only reasonable viewpoint to have taken
and that given this, the appropriate definition of a sunk cost was one that could not
be recouped or varied over any time horizon (even the long run).***

Mr Culham argued that:

What this means in practice is that a sunk cost is one which has been
paid in the past, is not recoverable on exit from the market and does not
need to be paid again in order to remain in the market over the period
under consideration. By contrast, a cost can be said to be forward-
looking if it is necessary for it to be incurred in order to produce future
output. It constitutes an opportunity cost in that the resources expended
to produce output would be available for other uses if the output in
question is not produced.>**°

Mr Culham continued that ‘a cost can relate to long-run replacement of assets and
thus include costs in addition to SRMC, but not be sunk when viewed over a long
time horizon’.*** He argued that there had been no basis for BT’s claim that Ofcom
had equated forward-looking costs with SRMCs and that all previous investments on
the underlying assets that were used to provide services were treated as sunk.>®?

Mr Culham concluded that he accepted BT’s point that it would have been ‘far from
the “exception” to set regulated charges in a way that allows recovery of sunk costs
defined in that way'*®® (emphasis added by Mr Culham) but that this was simply not
the definition which Ofcom had accepted as correct or which it had applied historic-
ally. Mr Culham also argued that what Ofcom had done and had said was not as it

had been claimed by BT.3*

Ofcom’s basis of cost inclusion and exclusion

1.212

1.213

1.214

Mr Culham characterized BT as having argued that Ofcom regulated BT using FAC
(and a CCA asset valuation approach) and that FAC had inherently taken full cost
inclusion as its starting point (including an allocation of fixed and common costs, a
depreciation allowance for assets installed in the past and a financing allowance for
assets). Mr Culham characterized BT as having argued that Ofcom only excluded
costs when there had been specific reasons to do so and not on the basis of whether
the costs had been sunk or not. Mr Culham also said that BT had argued that Ofcom
had set prices based on FAC in order to ensure full cost recovery.®*®

Mr Culham responded to this with an argument that Ofcom’s use of the CCA/FAC
methodology had not been accurately described by BT and that a distinction needed
to have been drawn between the FAC and CCA elements.

Mr Culham argued that the FAC element related to the way in which costs (particu-
larly common costs) had been recovered across multiple products. He said that ‘FAC
is a methodology for allocating the pot of relevant costs across the services provided;
it does not dictate what it is in the pot. A FAC methodology may or may not include
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sunk costs’.®*® He argued that in BT’s Regulatory Financial Statements (which
Mr Culham said BT acknowledged was the basis for setting its regulated charges),
PDR payments had not been included and therefore BT itself had put PDR payments

outside the ‘pot of relevant costs’.**’

Mr Culham argued that CCA related to asset valuation and how costs should have
been measured at different points in time. He said that under CCA convention,
assets had been valued based on their replacement (ie forward-looking) cost and
that this would have varied across time as asset values and opportunity costs of pro-
viding a service varied over time. He argued that because CCA valuations captured
opportunity cost, it had been a more efficient way to promote allocative efficiency and
efficient entry rather than an approach which had been based on historic costs. He
said that:

While it is appropriate for CCA accounts to include certain sunk costs,
such as BT’s ducts, the basic methodology of CCA leads to the exclu-
sion of many types of sunk costs, in particular those that reflect past
expenditures to create assets which are not required to provide services
today, or which arise from the diminution in the value of assets used
today.*®®

Mr Culham said that BT's argument that ‘FAC included full cost inclusion as a starting
point’ was misleading because this was only the starting point for all costs included in
the pot and this had not been the basis for determining which costs were included in
and excluded from the pot. He said that ‘in particular, it does not determine how costs
incurred in the past are to be treated’.**® He argued that past cost treatment had
been determined by the CCA element of the methodology and that in using this,
Ofcom had automatically excluded costs which had not been relevant to the provision
of services at the current time (and that this exclusion included the ‘vast majority’ of
sunk costs).®”

Mr Culham said that he was conscious that had Ofcom strictly adhered to a forward-
looking methodology, this could have prevented the recovery of efficiently incurred
costs. He presented an example of the use of replacement costs leading to under-
recovery if asset values had been predicted to fall over time. He stated that Ofcom’s
regulatory objectives had been to set prices that reflected forward-looking costs as
far as possible, while also having simultaneously provided incentives for dynamic
efficiency for the recovery of costs. Mr Culham explained that in order to achieve
both of these objectives, Ofcom had used a complicated system in order to identify
costs of services and groups of services based on the FCM version of CCA.

Mr Culham said that this had been intended to forecast changes in asset values and
incorporated holding gains and losses (which had arisen as a result of these changes
in forecasts of costs) ‘so as to give BT the opportunity on an expected basis of full

cost recovery’.*"

Mr Culham argued that had Ofcom only been concerned with allowing full cost
recovery, it would have used an HCA methodology to achieve that objective. He said
that Ofcom had not taken that approach because it had wanted to reflect forward-
looking costs at each point in time, as far as possible. Mr Culham argued that it was
therefore ‘completely erroneous to assert that Ofcom’s approach in practice does not

366

Ofcom Core Submission, W/S Culham 2, §15.

%7 Ofcom Core Submission, W/S Culham 2, §15.

368
369

Ofcom Core Submission, W/S Culham 2, §17.
Ofcom Core Submission, W/S Culham 2, §18.

%70 Ofcom Core Submission, W/S Culham 2, §18.

371

Ofcom Core Submission, W/S Culham 2, §19.

1-47



1.219

1.220

reflect a concern to identify forward-looking costs. The entire methodology for

identifying [BT’s] costs related to this objective’.*"?

Mr Culham argued that BT relied on its own definition of sunk costs in order to argue
that Ofcom allowed recovery of a wide range of BT’s sunk costs, and also that LRIC
had included sunk costs. Mr Culham argued that for the reasons it had already given
and as illustrated by Ofcom’s actual regulatory practice, this definition had not been
applied by Ofcom. Mr Culham stated that he was not aware of any sunk costs other
than duct which had been included in the CCA/FAC if forward-looking costs and sunk
costs had been properly defined.*”

Mr Culham argued that BT had sought to support its arguments by having referred to
certain paragraphs in Ofcom’s consultation on the new pricing framework for
Openreach which had been published in December 2008. He argued that this had
been based on a misreading of that document and that the paragraphs which BT had
relied upon did not provide support for BT's argument that Ofcom regarded costs
other than SRMCs as sunk. Mr Culham said that the obvious reason for that was that
this had not been the way that Ofcom regarded costs in the Openreach price control,
and also that had the document been read as a whole it would have been clear that
Ofcom’s cost standard had been forward-looking costs based on a long-run viewpoint
(hence the use of the LRIC methodology in order to assess forward-looking costs).3™*
He provided a supporting quotation for this argument from the consultation
document.®"

Oftel's and Ofcom’s regulatory approach

1.221

1.222

Mr Culham reiterated that Ofcom regulated on the basis of forward-looking costs
(defined to include both LRIC and a share of forward-looking common costs) and
stated that this had been the case since 1997 when Oftel changed from regulation
based on historic cost accounting to regulation based on LRIC. Mr Culham argued
that LRIC cost models had been established at this time and used to set regulated
prices and that BT had been required to establish regulatory accounts based on
CCA. Mr Culham said that over time it became clear that LRIC+EPMU and CCA/FAC
calculations were broadly the same and therefore in the interests of ‘regulatory
efficiency, simplicity and consistency across products’ Ofcom decided to use the
CCA/FAC accounts as a starting point for regulation. Mr Culham said that this
avoided duplication of effort and benefited from the fact that CCA accounts were
audited. Mr Culham argued that it appeared to be common ground with BT that CCA/
FAC had been a good proxy for LRIC+EPMU.%"®

Mr Culham said that Ofcom’s forward-looking approach using CCA/FAC had been
clear from numerous published documents.®”” Ofcom said that it had conducted a
brief review of a number of its consultation documents, BT’s responses and Ofcom’s
subsequent regulatory statements. Mr Culham set out a series of quotations from
regulatory consultation documents and statements setting the controls for BT's inter-
connection charges. He argued that ‘Ofcom has, since 1997, consistently adopted a
cost standard based on long run forward-looking costs and that BT was aware of the
methodology used’.>”® He set out a series of quotations from regulatory consultation
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documents and statements setting the controls for BT’s interconnection charges to

support this.

379

The points from this material included:

(@)

(b)

(c)

(d)

(€)

(f)

(9)

Consultation on BT's retail prices in 1996 and interconnection charges in 1997:
regulatory costing decisions will usually be forward-looking LRIC with the
forward-looking concept being reflected most accurately in the use of CCA rather
than HCA. Similar points were drawn from Ofcom’s December 1996 consultation
on this issue.*®°

Statement of February 2001 on BT’s interconnection charges: the change in the
cost base to LRIC was necessary because it sends more appropriate price
signals. Also, CCA FAC and LRIC+EPMU data may not be very different.®®

Consultation on BT’s interconnection charges in 2005: a discussion of the use of
LRIC or CCA FAC and that LRIC+EPMU may not be materially different from the
CCA FAC data used in setting charge controls (the estimated difference between
these lezas that LRIC+EPMU data was around 1.6 per cent higher than CCA FAC
data).

BT'’s response to Ofcom’s 2005 Consultation on network charge controls ques-
tions whether Ofcom should have moved from LRIC+EPMU to CCA FAC (even
if this would have been inconsistent with the precise methodology by which
common costs were recovered in previous charge controls)—BT’s response to
this acknowledged that CCA FAC was an alternative to LRIC+EPMU and that BT
only produced information on the latter at the request of the regulator.®®

Ofcom’s Consultation at the 2009 review of BT’s interconnection charges: LRIC
included all long-run capital and operating costs and differed from short-run mar-
ginal costs because it included service-specific fixed costs (capital costs). Setting
prices based on SRMCs would underestimate the long-run costs of telecommuni-
cations services whereas prices that are derived from incremental costs reflect
actual costs of supply.®*

BT’s response to Ofcom’s consultation document at the 2009 review of BT'’s
interconnection charges: on the question of whether an FAC CCA methodology
should have been used to establish the cost base for the charge control. BT's
response to this was that it supported the move to CCA FAC and that this pro-
vided a ‘well understood and simple proxy for LRIC+ mark up’. BT summarized
Ofcom'’s points about the choice between CCA FAC and LRIC+ and concluded
that in these circumstances, CCA FAC provided an appropriate basis for evaluat-
ing starting charges for price controls.**°

Ofcom’s September 2009 statement which concluded the review and set controls
for BT's interconnection charges: Ofcom concluded that CCA FAC remained the
most appropriate approach for the charge control in question because of greater
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transparency and reliability in the data compared with LRIC data, continuity with
past network charge controls and consistency with other charge controls.>*

Ofcom concluded that for the reasons it had set out above, it did not agree with BT’s
assertion that it had significantly mischaracterized how BT had been regulated.

Statement of Intervention

Regulatory consistency

1.225

1.226

1.227

1.228

1.229

The Interveners set out a series of arguments relating to the approach of other regu-
lators and the importance of consistency. These arguments were advanced jointly
with respect to the pension deficit repair payment issue and the embedded debt
issue (Reference Question 1(ii)). The Interveners agreed with Ofcom’s argument that
regulatory practice elsewhere had been informative and not decisive and on this
basis they disagreed with Professor Yarrow’s claim that Bristol Water set the stan-
dard by which other PDR cost issues should be judged.®®’

The Interveners argued that Ofcom did not have a statutory duty to be consistent with
other regulators or any obligation to justify why its approach differed from other regu-
lators (any more than other regulators would have had to justify why their approaches
differed from Ofcom’s approach).*®® The Interveners also argued that Ofcom needed
to give effect to its statutory functions in the context of WBA services and as long as
this had been done, whether the approach was similar to other regulators was not an
issue for consideration.

The Interveners argued that an important part of the relevant ‘factual and regulatory
matrix’ which Ofcom had to consider related to Ofcom’s historical position and the
benefits of regulatory consistency. They argued that (absent a justification for adopt-
ing an erroneous position) Ofcom should have placed greater weight on consistency
over time than consistency with other regulators. They noted the acute potential for
‘gaming’ when an inconsistent approach was adopted over time, with asymmetric
information, and with retrospective adjustments for parameters which differed from
their ex ante expected value. They argued that this undermined the principle of
forward-looking regulation being a ‘fair bet’ according to consistently-applied rules.**

The Interveners argued that BT was seeking to reopen certain key ‘bets’ (relating to
PDR payments and embedded debt) despite Ofcom and Oftel having previously
adopted a ‘fair bet’/'no retrospection’ approach. They argued that while Professor
Yarrow had emphasized the importance of reducing the risk of regulatory opportun-
ism, he did not acknowledge the scope for regulated undertakings to engage in this
behaviour or BT’s current engagement in such opportunism.®* The Interveners
emphasized the importance of regulatory consistency in an environment like telecom-

munications where investments were ‘often large, long term and nonrecoverable’.>%

The Interveners argued that internally consistent treatment of different categories of
cost had also been important in order to ensure that the regulated firm had the oppor-
tunity to recover efficient costs but without the expectation of over-recovery. They
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1.231

1.232

1.233

said that when one element of the ‘complex regulatory matrix is altered, there will
tend to be significant knock-on consequences’.**® They also argued that significant
costs resulted from changing approach because damaging signals were sent to all
market participants, incentives were impacted for the regulated firm and its rivals,
and repercussions resulted for other aspects of the price control. The Interveners
argued that these issues favoured a consistent approach by Ofcom and enabled
Ofcom to place weight on regulatory consistency over time. The Interveners argued
that similar historical approach considerations were one of the factors which drove
different current approaches across regulators.>**

The Interveners argued that Ofcom had historically not permitted PDR pass-through
or accounted for embedded debt costs. With respect to PDR costs, the Interveners
argued that Ofcom’s approach had resulted in an increase in its allowed WACC and
that BT had therefore already been properly compensated for the risk of disallowed
PDR payments. They said that it would be ‘illogical and unfair’ if now that BT had
made PDR payments it was allowed to pass these costs on, despite having been
given a higher WACC in the past on the basis of no pass-through of such payments.
The Interveners argued that BT’s asymmetric approach was reflected in the fact that
it did not seek retrospective adjustment for the periods when it enjoyed pension pay-
ment holidays.*%°

The Interveners highlighted relevant contextual differences between the WBA market
and other regulated sectors which BT placed emphasis on. They stated that the WBA
market was more competitive and contestable than the natural monopolies in the
water and energy markets. The Interveners said that they and Virgin self-supplied
WBA services and that this contestability implied that costs were more appropriately
based on those of a new entrant, otherwise entry signals would have been distorted.
The Interveners argued that a hypothetical new entrant would not have embedded
debt or a historical pension deficit.3%°

The Interveners argued that fixed-line telecommunications markets (like broadband)
were distinguishable from natural monopoly regulation in other regulated industries
because:**’

(a) BT was a single, vertically integrated entity which participated in the entire supply
chain;

(b) there were a variety of different production models (in terms of the source of
WBA services); and

(c) there were closely related markets involving broadband provision via mobile
technology and cable.

The Interveners argued that these considerations implied that it was important that
the production and technology decisions of rivals were not distorted—and that this
was best achieved by basing price on efficient forward-looking costs. They said that
these considerations might not apply with the same force (or at all) in other regulated
industries.®%
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The Interveners said that BT’s regulated business accounted for around one-third of
the whole firm whereas in other regulated areas the regulated entity accounted for
the vast majority of the firm’s income. The Interveners argued that practical impli-
cations would arise from this if retrospective adjustments to PDR payments or
embedded debt arose.®*

The Interveners concluded their arguments on other regulators by saying that:

Overall, the regulation of different industries takes place in the context
of different statutory regimes and different and specific regulatory con-
cerns. These may range from ensuring that the regulated entity main-
tains a particular credit rating as part of the way in which the regulator
addresses a duty to finance in one case, to the type of concerns about
new entry articulated above. Such differences may well influence the
approach adopted.*®

Ofcom’s general approach to cost recovery

1.236

1.237

1.238

The Interveners discussed Ofcom’s general approach to cost recovery as allowing
only efficiently-incurred forward-looking costs. They argued that this approach pro-
vided an opportunity to recover such costs but did not guarantee their recovery.**
The Interveners discussed the promotion of economic efficiency (and thereby
sustainable competition and consumer benefits) as being ‘at the very heart of the
regulatory approach’, going on to quote Article 13(2) of the Access Directive.**? The
Interveners also argued that Ofcom’s approach of excluding non-forward-looking
costs was consistent with the approach of the European Regulators Group. ‘%

The Interveners defined forward-looking costs as ‘those that could be avoided in the
event that the service(s) under scrutiny were no longer produced’.*®* They argued
that BT ‘consistently errs by misstating the principle as one where “regulation is
designed to allow the regulated company to recover its efficiently incurred costs”.
That, they said, was incorrect’.*®® The Interveners argued that under-recovery could
result if events were different to expectations and that ‘doing business is inherently
risky. That is what shareholders in particular are compensated for through allowing
them a return on their investment which is above the risk free rate’.*® The
Interveners discussed the fair bet principle whereby prices were based on the fore-
cast level and the allowed cost of capital reflects the risks borne. They argued that
the fair bet principle was consistent with the no-retrospection principle, because in
this model (of regulation) differences between forecast and out-turn costs were not
corrected for.

The Interveners argued that PDR payments repaired a deficit which related to past
pension promises. They contended that, although payments would be made in the
future, PDR payments ‘are not forward-looking costs in any economically meaningful
sense’ because the payments were not avoidable, even in the long run.*®” The
Interveners stated that BT's argument in this regard (that PDR payments were a
forward-looking cost of doing business) was difficult to follow but that what was clear
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was that PDR payments were not forward looking on the basis of ‘the orthodox and

relevant test set out above’.*®

The Interveners contrasted PDR payments with ongoing pension costs, stating that
they considered the latter to be forward looking. They argued that in order to provide
services in the future it was not necessary for BT to have incurred a pension deficit in
the past.*®®

The Interveners also advanced an argument that PDR payments were not efficiently
incurred because these costs could not be recovered in a competitive market. The
Interveners addressed BT’s argument that the appropriate benchmark for compari-
son was not a new entrant but was instead an efficient operator in BT’s position. In
response to this, the Interveners said that BT had mischaracterized the CC's
approach in the WLR Determination that BT drew on for its argument.**° They stated
that the arguments of Carphone Warehouse in that case for a new entrant cost base-
line were rejected by the CC because these costs were higher than those of the
incumbent BT.*'* The Interveners contended that this example had not undermined
the case for using new entrant costs as a baseline when these were lower than those
of the incumbent.**?

The Interveners responded to BT's argument that even an efficiently managed new
entrant might have a pension deficit as pension deficits could be thought of as fairly
normal:**

(a) The underlying factual premise was unrealistic—most of the major Internet ser-
vice providers (ISPs) did not operate defined benefits pension schemes (DBPSSs)
or operated them on a much smaller scale than BT so the scale, if not the exist-
ence, of BT’s pension deficit was not normal.

(b) Even if BT's factual premise were correct, its argument did not make theoretical
sense as the equilibrium price in a competitive market would always be deter-
mined by the lowest-cost operator, not the highest. The only case where PDR
payments might be passed through was if all or nearly all operators had PDR
obligations of a similar scale. Even in this situation, pass-through would be un-
likely as these costs would be one-off sunk costs and could be ignored in price-
setting decisions. BT itself could increase the costs of its rivals by passing PDR
payments through but still set its final prices to consumers in competitive markets
by ignoring PDR payments.

The Interveners argued that on the basis of the above points, whether PDR pay-
ments were ‘unavoidable’ for BT ‘is neither here nor there. That is (rightly) not the
test employed by Ofcom in assessing whether costs should be allowed in the price
control’.***

PDR payments should not be treated as an exception

1.243

The Interveners argued that BT implicitly conceded that PDR payments were not
forward looking when it conceded that PDR recovery would have breached the no-
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retrospection principle.*** They listed the four criteria that BT set out to justify excep-
tional treatment of PDR payments*'® and went on to argue that the correct framework
for analysis of PDR payments was as set out below. They argued that the four cri-
teria set out by BT did not properly reflect this framework but that even considering
these four arguments, PDR recovery was not justified.*"’

The Interveners argued that BT’s four considerations amounted to only two separate
substantive points because:**?

(a) it was not in dispute that previous charge controls did not capture the increase in
costs which BT was seeking retrospective adjustment for. The issue was whether
BT should be permitted to make this recovery in the current price control.

(b) BT’s criteria two and three (on controllable and reasonable mitigation efforts by
management, respectively) essentially amounted to the same thing.

The Interveners argued that neither of these two remaining considerations—ex ante
uncertainty and controllability—justified the exceptional treatment of PDR payments
sought by BT.**

Ex-ante uncertainty

1.246

1.247

1.248

The Interveners argued that

as a matter of logic, whether or not uncertainty in relation to outturn
costs persists ‘during and after the price control period’ is irrelevant in
assessing whether retrospective adjustments should or should not be
allowed as a matter of principle. That is because the regulatory
assessment of costs is made ex ante—prior to the price control taking
effect.*?

They also argued that costs could depart from estimated levels whether or not their
true level was known by the end of the price control period or only many years
later.***

They argued that for these same reasons it was irrelevant whether uncertainty
persisted after the liability to pay costs was incurred.*?

The Interveners argued that to the extent that it was meaningful to have regard for
out-turn PDR payments not being known with certainty for many years after the
liability for them was incurred, this would have militated ‘to an even greater degree’
against allowing retrospective adjustment.*?®* They argued that allowing retrospective
adjustment in such circumstances implied repeated adjustment for these costs at
each price control, as new and better information became available. The Interveners
contended that adjustments in one control period would almost certainly be either in-
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sufficient or excessive.*?* They argued that regulatory credibility would be substan-
tially undermined because this approach was complex.

The Interveners argued that Ofcom rightly observed that PDR payments were not
unique in being uncertain when the charge control was set—or indeed, thereafter.

They cited examples of costs which were at least as uncertain as PDR payments:*?

(a) the estimated cost of capital in the 1990s which had been ‘significantly too high’;

(b) out-turn efficiency gains which had been over double those forecast in 2009/10
and 2010/11 resulting in an over-recovery of around £300 million;

(c) out-turn cumulo rates for Openreach in 2010/11 which had been 63 per cent
lower than was forecast, resulting in an over-recovery of £480 million; and

(d) highly volatile costs of raw material and energy.

The Interveners argued that BT’s cost of capital was as it was because of the risks
and opportunities (such as the pension fund) that BT faced. They argued that if the
company was not exposed to unpredictable risks then its cost of capital would have
been equal to the risk-free rate.*

Lastly, the Interveners contended that even if PDR payments were uniquely un-
certain, BT had not explained ‘why that should logically lead to a retrospective alter-
ation in the balance of risk between shareholders and customers’.**’

Controllability

1.252

1.253

The Interveners argued that BT was wrong to contend that its pension deficit and
therefore PDR payments were largely uncontrollable. The Interveners cited BT’s
claim that the deficit resulted from increases in life expectancy, adverse investment
experience and a reduction in the relative levels of long-term future return expec-
tations.*?®

The Interveners stated their reliance on the expert report of Mr Ralfe and argued that
there were many factors which contributed to BT's pension deficit. The causes were
grouped into three categories:**

(a) shareholders not contributing sufficient sums;

(b) factors over which BT had a material degree of control; and

(c) factors over which BT had more limited control.

Each of these factors is set out in turn.
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1.256

1.257

1.258

1.259

1.260

Shareholders not contributing sufficient funds

In this regard the Interveners cited three main factors. First, the deficit at privatization
which was £626 million at the time and was equivalent to £3.9 billion in today’'s
money. They argued that shareholders would or should have taken into account their
view of the costs and risks of BT’s existing liabilities when they acquired BT shares at
privatization.**° The Interveners argued that BT’s shareholders ‘cannot properly hope
now to pass onto others a deficit which they knowingly took on at privatization (and
was reflected in the price they paid) but did not then repair’.

Secondly, they argued that the increases in liabilities due to increased longevity for
pension promises made before privatization amounted to £1 billion. The Interveners
argued that BT’s shareholders could not hope to pass on to others the crystallization
of a risk which pertained to liabilities they took on at privatization.***

Thirdly, the Interveners argued that cash contributions to the scheme had been less
than the combined costs of ongoing pension payments, early leaver augmentation
and discretionary benefits. The Interveners claimed that these under-contributions
amounted to £9.4 billion, of which £3.4 billion remained unrepaired.**

The Interveners argued that in aggregate these factors had contributed £8.3 billion to
the deficit and that the deficit currently stood at £3.7 billion.**

Factors over which BT has a material degree of control

The Interveners argued that BT had control over the likelihood of investment gains or
losses being made because it had joint control with BT's pension scheme over asset
allocation. The Interveners considered that BT ‘chose an unusually high risk asset
allocation which had performed poorly over the last ten years'. The Interveners cited
the investment losses over this period as £5 billion but noted that since privatization
BT had made investment gains of around £6 billion. They concluded that ‘far from
contributing to the deficit, BT’s investment performance since privatization has

reduced it'.***

The Interveners also argued that BT could influence the scale of liabilities and the
deficit ‘to some degree’ by managing more closely the relationship between the scale
of promises made and funding for them. They argued that BT’'s generous pension
promises ‘required very particular care on its part to monitor’ but that estimating the
impact of this on the deficit was difficult.**

Factors over which BT has more limited control

The Interveners noted that BT suggested that increases in longevity contributed £6—
£7 billion to the pension deficit. In response to this the Interveners argued that ‘this is
an exaggeration since it includes longevity increases in respect of pre-privatization
promises that are properly the responsibility of shareholders and ignores other off-
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setting demographic changes’.**® The Interveners argued that the relevant figure for
longevity impact was £3.5 billion.**’

The Interveners also argued that on proper inspection, BT had assumed higher
return expectations so BT's argument about lower future return expectations could
not be a cause of the deficit.**® They added that on proper inspection, regulatory
changes had not contributed to the deficit.**°

The Interveners argued that the change in pension indexation (from RPI to CPI) had
reduced BT’s pension liabilities and deficit by £3.5 billion. They said it was notable
that BT had ‘ignored this factor in its analysis’*® and argued that, in aggregate, these
‘relevant and uncontrollable factors’ had no impact on the deficit as they netted off
against one another.*"*

Overall, the Interveners argued that BT’s deficit was not caused by uncontrollable
circumstances and that uncontrollable factors had no material influence. They argued
that the deficit was principally caused by controllable under-contributions by share-
holders and that this had been offset by investment gains since privatization.**? They
argued that Ofcom addressed BT’s arguments on the assumption that the pension
deficit was outside BT’s control. The Interveners contended that ‘even that essential
premise is not a valid one’ and that even if PDR payments were not controllable, their
inclusion in the WBA price control was not justified because of the implications of
including these (this is discussed in the next section).**

The impact of allowing PDR payments

1.264

1.265

The Interveners focused on the economic principles of allocative, productive and
dynamic efficiency when considering the implications of PDR recovery.*** They
explained that allocative efficiency was achieved when prices only included forward-
looking costs. They recognized that in a capital-intensive multi-product network set-
ting like telecommunications there was a need to recover forward-looking common
costs as well.**® The Interveners explained that productive efficiency required that
goods be produced at least cost, which depended on incentives for minimizing
costs.*® Lastly, the Interveners explained that dynamic efficiency required that strong
incentives were given to improve the cost and quality of existing products and to
innovate new services by competing with rivals and by investing. They said that
dynamic efficiency was reduced if there were distortions to effective competition or
investment incentives.*’

The Interveners argued that these three economic principles largely mapped on to
three of Ofcom’s six costing principles—specifically: **

(a) allocative efficiency to cost causation;
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(b)
(c)

productive efficiency to cost minimization; and

dynamic efficiency to effective competition.

1.266 The Interveners referred to Mr Holt’s expert report and highlighted the following
effects of allowing PDR pass-through:

(@)

(b)

(c)

(d)

Reduced allocative efficiency. Prices would be increased relative to efficient,
‘long-run incremental prices’ of wholesale inputs (including a reasonable propor-
tion of fixed and common costs).**° The Interveners said they had previously
argued that PDR payments were not forward-looking costs within a LRIC+
approach.”® The Interveners also argued that, to the extent that a retrospective
approach on PDR payments enabled BT to gain further retrospection in the
future, adverse effects on allocative efficiency would be exacerbated by infor-
mational asymmetries. This was because it should be expected that BT would
selectively identify forecast errors which operated against it and, given its vertical
integration, in areas which might have a disproportionate adverse impact on
downstream rivals.**

Reduced productive efficiency. There would be reduced incentives to minimize
PDR costs because BT’s exposure to PDR costs would be reduced, lowering the
return to BT from seeking to minimize these costs. In addition, there would have
been a wider impact on cost-minimization incentives for the firm across cost
categories. This is because any loss of Ofcom’s credibility in applying a no-
retrospection regulatory approach would result in a change in the regulated firm’s
perception of the value of future outperformance and the costs of under-
performance.**

Reduction in dynamic efficiency. This would have resulted from the distortive
effect on effective competition from rivals (like Sky and TalkTalk) at wholesale
and retail levels. Business models which were less reliant on purchasing WBA
services would be advantaged and there would be greater risk of margin squeeze
by BT. In addition, investment incentives for all operators would have been
reduced by a reduction in the credibility of the regulatory regime which would
increase risk and the cost of capital. Alongside this, risk would have been further
increased because of the need for Ofcom to make a number of subjective
assume;t_)i?ns if BT's approach had been implemented (see paragraphs 1.282 to
1.287).

Reduction in consumer welfare. This would have resulted from the transmission
of at least part of the increase in wholesale prices through to retail prices. In
addition, reduced innovation, price competition and productive efficiency would
reduce consumer welfare.***

1.267 The Interveners contended that BT and Professor Yarrow's ‘socialization of risk’
argument appeared most relevant to the issue of productive efficiency. With respect
to BT’s claim that its incentives to control costs were increased by socialization, the

Interveners alleged a number of ‘common errors and problems’:

1,455
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(a) It was not correct that PDR payments were largely uncontrollable.

(b) PDR costs which were capable of being passed on to consumers were not separ-
ately identifiable. Under-contribution was one of the factors which had historically
contributed to the deficit, so if pass-through had been allowed, this would have
created perverse incentives for BT to under-contribute. This incentive would have
arisen because BT’s shareholders would receive the full benefit of under-
contribution but only bear part of the cost. It would have been extremely difficult
for Ofcom to have identified under-contribution and to have clawed this back, as
‘disentangling the reasons for the pension deficit would be extremely difficult and

be bound to introduce subjectivity and argument’.**°

(c) BT's arguments were only relevant to the future allocation of risk, not to how pre-
vious forecast errors should be recovered.

(d) Competition would be distorted because the costs would have been raised for
downstream firms which purchased WBA services.

The Interveners argued that even putting these problems aside, BT’'s argument about
socialization effects on incentives was ‘highly tenuous and was not supported by

robust economic analysis’: **’

(a) Given that BT’s investor base was widely distributed, it was not clear that there
would have been any material benefit from ‘socialization’. There was no empirical
support for any material default risk being borne by BT.*®

(b) It was very difficult to understand why disallowing PDR costs should have caused
a significant loss of incentives for BT to control other costs and BT had not pro-
vided any robust economic support to suggest this. The incremental benefit of
savings on controllable costs was independent of out-turn pension costs and thus
BT had strong incentives to continue to seek these savings, regardless of how
PDR was treated.**

PDR costs and other issues

1.269

1.270

The Interveners argued that if BT were allowed to recover all or part of its PDR pay-
ments, regulatory consistency would require significant consequential retrospective
and prospective adjustments to the cost of capital:**°

(a) BT's forward-looking cost of capital was based on BT bearing the risks of its
pension scheme, so the costs implied by this would have to be excluded.***

(b) Allowing retrospective adjustments on PDR payments would properly require
Ofcom to revisit other aspects of the price control, in order to maintain regulatory
consistency. *%?

The Interveners argued that these adjustments raised ‘serious practical difficulties’
which supported Ofcom’s approach of disallowing PDR payments.*®
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Pensions risk and the cost of capital

The Interveners said that BT currently bore the pension risk associated with its
pension scheme.*®* They explained that under the CAPM used by Ofcom in the WBA
Charge Control, the equity beta was a key factor in determining the cost of capital.*®®
The equity beta was empirically observed by Ofcom and incorporated market partici-
pants’ perceptions of systematic risks associated with the particular company.“®® The
Interveners cited academic and regulatory studies and the CC’s determination in the
LLU appeal which, they said, accepted that equity betas tended to reflect a com-
pany’s pension risk.*®” They argued that the general impact of pension risk was to
increase a company’s cost of equity and that the studies they had previously cited
proposed methods to adjust the observed beta to eliminate the impact of pension risk
and thereby determine the equity beta just for the operating business.*®®

Required adjustments to the regulated cost of capital

The Interveners argued that as the regulatory cost of (equity) capital in the WBA
Charge Control was calculated using BT’s observed equity beta, the regulated cost of
capital set included BT's pension risk. They argued that this implied that BT's share-
holders had been and continued to be compensated for bearing BT'’s pension risk via
the cost of capital allowance.*®

The Interveners argued that if PDR payments were passed through, BT would not
actually bear the pension risk for regulated services but it would continue to receive
compensation for such risk in its allowed cost of capital.*’”® They noted that BT did not
propose any adjustments to its allowed cost of capital if PDR payments were passed
through. The Interveners argued that ‘BT thus seeks to pass a risk onto others but

still to be compensated for bearing it’.*"*

The Interveners argued that based on the reasons given in Mr Ogier’'s expert report,
BT’s proposed approach was ‘profoundly unsatisfactory from the point of view of
regulatory consistency and fairness and ought to be rejected’. They argued that BT's
shareholders would receive one-off windfalls if PDR payments became recoverable
at a time when the pension fund was not in balance.*"

The Interveners argued that were BT allowed to recover its PDR payments, regulat-
ory consistency would require that a corresponding adjustment was made to BT's
regulated forward-looking cost of capital. Mr Ogier estimated that removing the
impact of pension risk would reduce BT’s cost of capital by 0.6 per cent with an
associated annual decrease in allowed regulated revenues of around £81 million.*"
The Interveners argued that while such an adjustment was a logical consequence of
including PDR payments in the price control, it was ‘nonetheless practically problem-
atic’ because the risk element on the observed equity beta was hard to quantify
reliably and significant regulatory judgement would have been involved (including

53 BSkyB/TalkTalk Sol, §60.
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because BT'’s regulated activities accounted for only one-third of the company’s
activities).*"

Reopening current and past regulatory settlements

1.276 The Interveners said that if BT were allowed a retrospective adjustment for PDR
costs, then the methodology of retrospective adjustment would have to be applied
consistently.*”® The implications of this would be that:

(a) the pension risk premium built into past cost of capital allocations would have to
be calculated and customers reimbursed for this;*’® and

(b) Ofcom would have to review past price controls to ensure that retrospection
aspects were not just selected by BT. Areas of the price control where BT had
received compensation above their costs would have to be identified.*"”

Other implications of PDR recovery

1.277 The Interveners discussed two other considerations from Ofcom’s six principles of
pricing and cost recovery that they considered relevant to PDR payment recovery—
distribution of benefits and practicability.*"®

Distribution of benefits

1.278 The Interveners cited BT's argument that because customers were the beneficiaries
of the services that caused the pension scheme to be provided to employees, they
should also bear the cost of pension provision.*” The Interveners contended that this
argument missed the central point that BT bore the risks and rewards of the pension
scheme when viewed ex ante, and that this was ‘a consistent feature of the regulat-
ory settlement’.*®° They further argued that it was not meaningful to assess this issue
ex post ‘now that BT knows that it “lost” from that attribution of risk and reward’.*®*

1.279 The Interveners argued that BT'’s analysis was flawed in any case because the
parties benefiting from the historical underpayment of pension liabilities were:**
shareholders (who received dividends based on profits which did not account for
BT’s pension costs and received higher returns given the risk they had borne); BT
pension scheme members (who received pension benefits which turned out to be
more generous than when they were granted); and (to a limited degree) past con-
sumers of non-regulated services in so far as some pension cost might have been
passed on to them had BT taken full account of the true cost of its pension provision.

past

1.280 With respect to whether past consumers of regulated services would have benefited,
the Interveners argued that this:

would depend on whether BT would have been able to persuade the
regulator at the time that it should have been allowed higher pension
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1.281

costs than were in fact allowed for and that this allowance was not
offset by a reduction in BT’s cost of capital. It is a mere speculation that
this would have occurred. The regulator may also have considered that
if BT's pension plans truly needed much greater financing, they were
too generous relative to a reasonable level of funding ... and should be
cut back.*®®

The Interveners argued that, in any case, current customers of regulated services did
not benefit from the pension deficit and therefore there was no justification for requir-
ing them to meet PDR costs based on considering the distribution of benefits prin-
ciple, and BT had failed to demonstrate otherwise.*®*

Practicability

1.282

1.283

1.284

1.285

The Interveners stated that the issue of practicability was less important than estab-
lishing whether a compelling economic case for PDR recovery existed. However,
they argued that BT was wrong to contend that there was no practical impediment to
PDR recovery.*®

The Interveners argued that the recovery of PDR costs would require an assessment
of the correct amount that was attributable to each regulated product or service. They
contended that BT was wrong in its claim that this allocation could be based on
Scheme Funding and the allocation method from BT’'s Regulatory Financial
Statement for corporate overheads. The Interveners foresaw the following problems
if an unadjusted figure from Scheme Funding were to be used:*®

(a) Ofcom would have to consider whether a 17-year recovery period was approp-
riate for setting regulated charges.

(b) Scheme Funding was based on the actuarial valuation from December 2008 of
£9 billion but the current deficit estimate was £3.7 billion.

(c) The allowed pension deficit would need to be adjusted to remove the effect of
liabilities that should ‘unequivocally’ rest with BT’s shareholders and also liabili-
ties which BT could have controlled.

(d) BT’s control over a number of assumptions used to derive Scheme Funding intro-
duced a risk of gaming by BT to maximize regulatory contributions.

The Interveners also argued that there would be problems with needing to keep PDR
payments under constant review, with adjustments being made at every price control
‘for the inevitable under- or over-shoot that would occur in attempting to estimate the
appropriate level of PDR’.**’

The Interveners argued that if BT's socialization of risk arguments were accepted,
the optimum balance between greater socialization and greater moral hazard would
have to be determined. The Interveners said that the degree of pass-through from
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wholesale to retail prices would have to be determined and that this would be
extremely difficult to do.*®®

1.286 The Interveners also argued that Ofcom would have to grapple with making adjust-
ments to the cost of capital to reflect the reduction in pension deficit risk.

1.287 The Interveners concluded that:

the unavoidable subjectivity and arbitrariness that would arise in relation
to these judgments (which would continually need to be revisited and
updated) would serve to undermine regulatory certainty and undermine
the robustness of the regulatory process. This could create incentives
for BT to adopt policies that would increase the regulated charges of its
services due to the asymmetric information between itself on one hand
and Ofcom and other stakeholders on the other... Even if (which is
strongly denied) there were some underlying merit in BT’s proposal to
include PDR payments in the price control, BT would additionally need
to demonstrate that the complications that it would bring to the price
control regulation were proportionate and justified. It has entirely failed
to do s0.%°

Our assessment: did Ofcom err in refusing to allow BT to recover the cost of
PDR payments?

1.288 Reference Question 1(i) requires us to determine whether the WBA charge control
has been set at levels which are inappropriate because Ofcom erred, for the reasons
given in Part VI of BT's NOA, in refusing to allow BT to recover the cost of PDR pay-
ments. It appeared to us that BT advanced two main lines of argument in its plead-
ings, both of which consisted of several elements. Those two main lines were:

(a) Ofcom’s decision was inconsistent with its existing regulatory practice; and

(b) there were unique features of pensions costs which required special treatment.
1.289 As it was not always clear to us which of these overall lines of argument BT’s individ-

ual arguments related to, we found it helpful to consider BT’s arguments first in the

context of the regulatory regime as it has been operated by Ofcom, and secondly in

the context of a change to that regulatory practice or as an exception to it. We there-

fore assessed BT's arguments in the following sequence:

(a) Was BT entitled to PDR recovery under Ofcom’s existing regulatory practice?

(b) Should Ofcom have changed its regulatory practice or made an exception for
BT’'s PDR payments?

1.290 We consider each of these questions in turn below.

88 BSkyB/TalkTalk Sol, §84.
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Is BT entitled to recover PDR payments under Ofcom’s existing regulatory
practice?

1.291 This part of our assessment considers whether BT has persuaded us that there was
a basis under Ofcom’s existing regulatory practice on which PDR payments should
have been recovered.

1.292 PDR payments are payments that arise due to forecast errors in the cost estimates
associated with pension obligations which were entered into in the past. We sought
to establish whether there was evidence as to how forecast errors for pension costs
were or should be dealt with. None of the parties cited an explicit regulatory state-
ment that could establish how forecast errors for pension costs should be treated.
We therefore considered what the parties said about the relevant regulatory prin-
ciples and practice.

1.293 Ofcom set out what it saw as the correct approach to pension costs and, more gener-
ally, the reasons why it did not correct for forecast errors. Ofcom said that where BT’s
actual costs were different from Ofcom'’s forecasts, BT would make a gain or loss
because Ofcom did not take retrospective action with regard to under- and over-
recovery in past charge control periods (Ofcom described this as the principle of ‘no
retrospection’ and argued that this was necessary in order to create incentive proper-
ties in the regulatory regime).*?° Ofcom stated that it set prices to cover the expected
value of BT’s costs and that BT'’s opportunities for over- and under-recovery were

symmetric. Ofcom described this as the ‘fair bet principle’.***

1.294 In its Pensions Review Statement of December 2010, Ofcom stated that (pension)
‘deficit repair payments remain disallowed (and any pension holidays should be
ignored)’.**? We consider that Ofcom’s use of the term ‘remain disallowed’ reflected
its understanding that BT had borne both the risks and rewards of pension cost
forecast error hitherto, as well as its decision that this should continue to be the case
in the future. Mr Culham made this point directly.**?

1.295 The Interveners agreed with Ofcom that this was how pension cost forecast error
was treated: ‘BT currently bears a “pension risk” in relation to the company’s pension
scheme in that (i) it may fall into deficit requiring PDR payments to be made or (ii) it

may go into surplus permitting a pension holiday to be taken’.***

1.296 BT told us that:

(a) A pension holiday was taken between 1 August 1989 and 1 April 1993 (the
scheme was in surplus).*%®

(b) Pension deficit repair payments were made in 1994, 1995 and 1999 to 2005 (the
scheme was in deficit). *9%4%

1.297 In its pleadings, BT did not disagree that it had borne the risk of its pension scheme
to date but it contended that Ofcom’s reliance, in support of its position on regulatory
practice, on BT’s pension holiday from 1989 to 1993 was flawed. BT argued that:

49 See paragraph 1.119.
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(a) pension holidays had been common practice at the time;
(b) no causal link between the pension holiday and the current deficit existed; and

(c) although Oftel (Ofcom’s predecessor) would not have made adjustments for pen-
sion holidays or PDR payments, the issue had not been explicitly considered at
any time and therefore did not support an argument for regulatory consistency
over time; moreover even if the regulator had considered the issue, it could not
have&nvisaged the scale and one-way nature of the risks associated with this
cost.

Our views

1.298

1.299

1.300

1.301

Based on all parties’ descriptions of the regulatory approach in their pleadings (see
paragraphs 1.20, 1.139 and 1.237), we see it as common ground that Ofcom'’s regu-
latory practice currently operates on the principle of ‘no retrospection’ as described
by Ofcom and that forecast errors (which are inevitable)**® are not subsequently
corrected.

We understand Ofcom’s view that the ‘no retrospection’ principle is important as it
provides the desired incentive effects within the regulatory system: if a regulated firm
can seek a retrospective adjustment for under-performance (or the regulator can
seek a retrospective adjustment for over-performance), this blunts the incentives for
the regulated firm to achieve efficiencies.

In our view, the future PDR payments that BT is seeking to recover would involve
adjusting prospective regulated charges so as to allow retrospective correction of
past forecast errors. The timing of PDR payments does not determine whether they
are retrospective: the fact that PDR payments make an adjustment for past pension
costs, for which BT had already received an allowance in previous charge controls, is
what characterizes them as retrospective. Consequently, we do not agree with BT's
claim that these are forward looking costs, in a business sense.

We consider that Ofcom’s existing regulatory practice with respect to pension cost
forecast error is that BT bears the cost of any favourable or unfavourable deviation
from the estimated pension costs. This is evidenced by the pension holiday enjoyed
and PDR payments borne by BT. With regard to BT’s arguments:

(a) That pension holidays had been common practice, this does not imply that Oftel's
treatment of BT's pension holiday is uninformative as to its policy.

(b) Similarly, whether or not there was a causal link between the pension holiday and
the current deficit does not imply that Oftel’s treatment of BT’s pension holiday is
uninformative.

(c) Even if Oftel did not ‘explicitly consider’ the issue, we do not find it plausible that
no consideration was given to the treatment of BT's pension holiday. However,
the lack of explicit consideration appears consistent with the view that no adjust-
ment needed to be made because of the no-retrospection principle. We do not
think that the out-turn scale and risks of pension costs means that these costs are

498

See paragraph 1.63.

499 While the phrase ‘forecast errors’ is used in this appeal, it is arguably misleading to describe differences between forecasts
and actual outcomes concerning pension costs as errors.
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not embraced by the regulatory approach (although it may be argued that these
justify exceptional treatment—see paragraph 1.385).

Assessment—is PDR recovery allowable under Ofcom’s existing regulatory practice?

1.302

1.303

1.304

We conclude that BT has not shown that Ofcom’s existing regulatory practice
absolves BT from responsibility for bearing the gains and losses due to forecast
errors associated with pension costs. PDR payments are a direct result of such
errors. As a result, BT did not persuade us that Ofcom acted inconsistently with
respect to the treatment of pension holidays and PDR payments.

BT argued that ‘no retrospective recovery of past PDRs is sought’ in the current
appeal.®® We understand BT to be making the point that it is only seeking recovery
of PDR payments to be made in the future, not those it has already made. However,
in our view the future PDR payments that BT is seeking to recover would involve
adjusting prospective regulated charges so as to allow retrospective correction of
past forecast errors. The timing of PDR payments does not determine whether they
are retrospective: the fact that PDR payments make an adjustment for past pension
costs, for which BT had already received an allowance in previous charge controls, is
what characterizes them as retrospective.

Given that Ofcom had a policy of no-retrospection and given that PDRs are
retrospective corrective payments, we do not consider that Ofcom’s choice to
disallow future PDR payments was inappropriate under its existing regulatory
practice for the reasons alleged by BT.

Should Ofcom have changed its regulatory practice or made an exception for
BT's PDR payments?

1.305

1.306

BT argued that allowing PDRs would be appropriate under the principles of RPI-X
regulation and that the principle of ‘no retrospection’ should not be applied. As set out
in paragraph 1.21, BT argued that the logic of RPI-X and the principle of ‘no retro-
spection’ did not apply to costs that met the following four criteria:

a) the ultimate level of costs that the regulated company would incur,
and when they would occur, was uncertain and unpredictable at the
time at which the liability to pay them was incurred;

b) the costs have since increased for reasons beyond the regulated
company'’s reasonable control;

) reasonable management action could not substantially mitigate the
effect of such increases; and

d) the overall structure of the charge controls in place during the
relevant period of time does not adequately capture the increase in
those costs.

In essence, BT argued that the no-retrospection principle should not be applied to
pension costs because of their unique characteristics which derived from a combin-
ation of unpredictability and uncontrollability together with intertemporal links such
that there was no effective error-correction mechanism to limit the size of losses.***

50 BT Core Submission, Volume 2, §36c.
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1.307

We see this as BT'’s key basis for its argument that an exception should be made for
its PDR payments. Related to this point, BT made a number of detailed arguments
that we consider in turn, concerning:

(a) the nature of BT'’s pension costs;

(b) the CC’s decision in Bristol Water;

(c) the principles of RPI-X regulation and the nature of pension costs;

(d) socialization of risk;

(e) Ofcom’s six principles of pricing and cost recovery;

() unfairness of the ‘fair bet’; and

(9) decisions of other regulators.

We discuss below each of these arguments of BT's and provide our views on them
individually. Our overall assessment, which summarizes our views on each of BT's
arguments and then evaluates them together, is set out from paragraph 1.401. BT
raised a number of other arguments, mainly dealing with objections raised by Ofcom

and the Interveners that we have not needed to address because, in light of the
findings that we make, they are not relevant to our assessment.

(a) The nature of BT’s pension costs

1.308

1.309

1.310

BT raised various points about the nature of PDR costs and argued that PDR costs
fulfilled its four criteria, listed in paragraph 1.305.°% BT argued that there was an
‘inherent future uncertainty’ over the extent of liabilities in a defined benefit pension
scheme and that this was not something it could protect itself against. BT argued that
the causes of the pension deficit (legislative, demographic and financial) lay beyond
the control of the company and that it had limited options for mitigating these.>*

BT also argued that no other costs in the charge control were like pension costs
because the latter were subject to ‘cumulative forecast errors’ as new information
became available following the end of a charge control.** BT disputed Ofcom’s con-
tention that pension costs were not unique in being unknown at the end of the charge
control period.>® In response to Ofcom’s supporting example of the cost of capital
that it raised during the Pensions Review Statement, BT set out a number of differ-
ences between PDR payments and the cost of capital.>® It said that the RPI-X
formula did not capture the full cost increases it faced with respect to pensions.>®’

In response to these arguments, Ofcom argued that ‘the predictability and control-

lability of a particular cost do not of themselves say anything about whether that cost
should be allowed in a forward-looking analysis of efficiently incurred costs’.>*
Ofcom argued that many liabilities, such as the cost of capital, were difficult to

control, uncertain and unpredictable when the liability to pay them was incurred.>%

2 gee paragraphs 1.25, 1.41 & 1.42.
%% See paragraphs 1.27 & 1.29.
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1.311

1.312

Ofcom also contended that there were actions that BT could have taken to address
the uncertainty of the liability in its pension scheme and that the components of the
liability could have been mitigated.>'° Ofcom also argued that BT was better placed
than its customers to manage unpredictable risks.>**

Our views on the nature of BT's pension costs

We examined BT’s evidence that the nature of its PDR costs was different from other
costs in its cost base. We think that the long delay before forecast errors appear and
the magnitude of the impact of these forecast errors do make these costs different.
We also think that the long-term uncertainty associated with the costs of pension
provision for employees make these costs different, particularly because forecast
errors which underestimated the ultimate level of pension costs were made in
successive charge control periods and then did not become apparent for many years.
This latter consideration corresponds to BT's argument that there was no effective
error-correction mechanism to limit the size of losses. However, we also recognize
that other costs in BT’s cost base (such as the cost of capital) are subject to
uncertainty, albeit to a lesser degree, for shorter time periods and with a smaller
exposure than pension costs.

We note that while BT argued that its pension costs were largely uncontrollable, it
has taken a number of steps to mitigate further increases in the pension deficit. We
also note that the Interveners raised some significant challenges about the actual
degree of BT’s control over the deficit. Given our findings on the main issues, whilst
we think there is a degree of uncontrollability with regard to BT’s pension costs, we
did not find it necessary to assess the precise degree of control that BT had over its
pension deficit, or all the contributory causes of the deficit.

(b) The CC'’s decision in Bristol Water

1.313

1.314

1.315

BT said that the economic principles which underlay the CC'’s approach in the Bristol
Water case were applicable to the WBA Charge Control Statement and that Ofcom'’s
analysis was inconsistent with them.>*? However, BT was clear that it did not argue
that the particular conclusions of the CC in Bristol Water represented the only
permissible approach to assessing the treatment of PDR payments.

Our views on the CC'’s decision in Bristol Water

In our view, and as argued by Ofcom and the Interveners, the criteria which the CC
used to adjust costs in the specific context of the determination of the Bristol Water
case should not be interpreted as a general statement of regulatory principles to be
applied in other cases such as that of the current appeal.

BT claimed that its four criteria®*® were consistent with those adopted by the CC in
Bristol Water. BT did not justify this claim and in our view BT’s criteria, whilst similar,
differ significantly from those used by the CC. BT'’s criteria are quoted at paragraph
1.305. The criteria used by the CC in Bristol Water were laid out in the following way:

Accordingly, we adjusted opex for those costs where:

%% Ofcom Defence, W/S Culham, §95.
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(a) our central estimates indicated that Bristol Water’s costs will
increase;

(b) the costs would increase for reasons beyond Bristol Water’'s
reasonable control;

(c) reasonable management action could not substantially mitigate the
effect of such increases; and

(d) the RPI did not adequately capture the increase in costs.>**

1.316 While there is a close match between the second and third criteria of the CC’s
statement and BT's statement, we note that there is a very loose connection between
the respective first criteria and a notable divergence between the respective fourth
criteria. With respect to the first criterion, BT has introduced the terms ‘ultimate level’,
‘where they would occur’, and ‘uncertain and unpredictable at the time at which the
liability to pay them was incurred’. These terms significantly add to the initial (simple)
criterion that ‘Bristol Water’s costs will increase’. With respect to the fourth criterion,
we noted that BT had substituted the term ‘RPI’ with ‘the overall structure of the
charge controls in place during the relevant period of time’.

1.317 In any event, regardless of the extent to which the criteria proposed by BT are similar
to or differ from those used by the CC in that case, we do not consider that it is a
precedent which Ofcom might have had reason to follow in the circumstances of the
appeal before us. Nor do we consider that the criteria proposed by BT, which it says
it draws from that case, should have necessarily been applied by Ofcom in this case.
In our view, each of the following reasons would, on its own, be sufficient to deal with
the issue of the relevance of the Bristol Water determination.

1.318 Firstly, we do not consider that the criteria which the CC used to adjust costs in the
specific context of the determination in the Bristol Water case should be interpreted
as a general statement of regulatory principles to be applied in other cases, such as
this appeal. The CC clearly stated, in paragraph 6.32 of Bristol Water, that its re-
determination ‘reflects the specific circumstances of Bristol Water and its pension
schemes’. The CC explicitly said that its decision should not unduly influence Ofwat
in future determinations. We do not, therefore, see merit in BT’s claim that it should
have wider influence.

1.319 Secondly, there is a wider, related point about the appropriateness of arguments for
regulatory consistency where, as here, we conclude that the facts of the matter
before us are sufficiently different in important regards from those in the Bristol Water
case, and the other decisions on which BT sought to rely as precedents, as to render
them of no precedential value.

1.320 Whilst both WBA Market 1 and the market under consideration in Bristol Water have
limited competition, the competitive situation in WBA Market 1 is significantly different
from the natural monopoly of Bristol Water. We are persuaded by the Interveners’
argument that WBA Market 1 is more competitive (although we reach no view as to
whether or not it is contestable).>*> We also think that the potential for competition is
likely to be greater. In addition, we note that the Bristol Water case was largely
concerned with retail prices, whereas the appeal before us concerns wholesale
prices. As we are considering a wholesale market we have additional concerns about

*% paragraph 6.12 of the CC report of 4 August 2010 on Bristol Water plc.
*'% See paragraphs 1.231 & 1.232. and BSkyB/Ta;lkTalk Sol, W/S Francis, §§89—94.
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1.321

the potentially distortive effects on the choices of technology made by BT's
customers and their rivals (noting that broadband services can be provided using
other BT inputs (LLU) and potentially via cable and mobile networks). We think that
distortive effects on choices of technology may adversely affect innovation. We also
note that it is not clear to what extent BT’s wholesale customers would pass through
higher costs to their customers.

Thirdly, even if the material facts of the case before us were such that a valid claim
could be made that the Bristol Water determination was relevant, the force of that
precedent would not be strong enough to outweigh the other factors, taken together,
which support Ofcom’s decision.

(c) The principles of RPI-X regulation

1.322

1.323

1.324

1.325

We have assessed BT’s argument about the logic of RPI-X as a free-standing argu-
ment even though it was not clear to us whether it intended this to stand alone or
simply to frame its other points.

BT argued that it was implicit in the principle of ‘no retrospection’ that the regulated
company’s costs were largely controllable by it and that the company was protected
from uncontrollable cost changes (either through the RPI-X formula or by the re-
setting of cost stacks at each charge control).>'® BT argued that there was little pur-
pose in incentivizing a company to minimize uncontrollable (or largely uncontrollable)
costs and that the logic of RPI-X and the principle of ‘no retrospection’ did or should
not apply when its four criteria (see paragraph 1.305) held.**” BT argued that holding
a regulated company to its best estimate of costs which fulfilled these criteria was
arbitrary and ‘undermined entirely the principle that the regulated company should

have [had] the opportunity to recover its efficiently incurred costs’.>'®

Ofcom argued that even if it were correct that pension costs had been ‘unpredictable’
and ‘substantially uncontrollable’, it did not follow that the customers of BT’s regu-
lated products should bear these costs rather than BT and its shareholders. Ofcom
argued that predictability and controllability did not inform whether costs should be
passed through to customers of regulated products, and it said that BT had not
explained why this should have been the case. Ofcom argued that this issue was
‘especially stark’ if such cost recovery might distort competition in downstream
markets.*

The Interveners argued that BT'’s four criteria were not the correct framework for
analysing PDR costs but that even when BT'’s four criteria were considered, PDR
recovery was not justified.>?° With respect to BT’s criteria of ex ante uncertainty, the
Interveners argued that this was irrelevant in a principled consideration of whether
these costs should have been included.*** The Interveners supported Ofcom’s argu-
ments that PDR costs were not unique in being uncertain when the charge control
was set or thereafter.*?? Regarding controllability, the Interveners argued that BT’s
pension deficit had not been uncontrollable.®” The Interveners also argued that even

*!% See paragraph 1.20.
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*® See paragraph 1.177.
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1.326

1.327

if PDR costs had not been controllable, their inclusion in the price control would not
have been justified because of the efficiency implications of their inclusion.>**

Our views on the principles of RPI-X regulation

In our view, and as argued by Ofcom, predictability and controllability of costs do not
in themselves indicate whether the costs in question should be recovered in regu-
lated charges.®®® In addition, as put forward by the Interveners, other factors such as
efficiency concerns are important to an assessment of whether PDR costs should be
recovered.?

For the reasons given in paragraph 1.326, BT did not persuade us that the logic of
RPI-X and the principle of ‘no retrospection’ could not reasonably be applied to costs
which meet its four criteria. In the context of an exercise by Ofcom of its regulatory
judgement, we are not persuaded that Ofcom erred in making the choice that it did.

(d) Socialization of risk

1.328

1.329

1.330

1.331

BT argued that PDR costs should be socialized (spread as widely as possible)
because:

(a) ‘material and separately identifiable non-controllable risks are more efficiently
spread as widely as possible, reducing the overall costs of risk’;*?’ and

(b) ‘the socialization of such risk increases the strength of incentives that can be
optimally established in relation to other aspects of a company’s performance,

and in turn increases consumer benefit over the medium- to long-term’.>%®

Ofcom said it recognized that there could be benefits from socialization of risk if there
were no concerns about negative impacts on cost-minimization incentives (moral
hazard) or competition (see a discussion of this issue in paragraphs 1.201 to
1.204).°* |t said that the potential benefits of this would have to be weighed against
the loss of allocative efficiency and also a consideration of whether costs would be
fully passed through to retail customers.>*

Ofcom argued that in the current case of wholesale charges it was not clear that
socialization would be appropriate because if the retail market was not fully competi-
tive, full cost pass-through to retail customers would not occur. Ofcom argued that ‘to
the extent that this turned out to be case, the “socialization” of risk would not take
place. Instead, the risk would be left with BT’'s wholesale customers, who would be

no better placed to bear it than BT's shareholders’.>**

Ofcom also argued that when considering BT’s socialization argument it was ‘import-
ant to distinguish between socializing pension risk on a forward looking basis, and
considering who should pay for an already existing pension deficit’.>** On the basis of
these arguments Ofcom concluded that ‘this analytical framework’ (socialization of
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%26 See paragraph 1.266.

%27 BT NoA, §114; paragraph 1.24.
28 BT NoA §114; paragraph 1.24.
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risk) seems to ‘be of very limited relevance to the issues in the present case’.>* Like
Ofcom, the Interveners contended that BT's arguments were only relevant to the
future allocation of risk and were not relevant to how previous forecast errors should
be treated.

In response to BT's argument that socialization of its pension risk would increase the
incentives on BT (and therefore benefit consumers in the medium to long run),
Ofcom argued that the effect of removal (or pass-through) of a cost category
depended on the balance of two effects: the positive effect claimed by BT (see para-
graph 1.24) and the negative effect of eliminating incentives for those costs which are
passed through (see paragraph 1.187). Ofcom argued that BT had not presented
evidence on the strength of the claimed positive effect and that it remained con-
cerned that the negative effect on cost-minimization incentives might be significant.

The Interveners said that the argument about socialization effects on incentives was
‘highly tenuous and was not supported by robust economic analysis’. As BT'’s inves-
tor base was widely distributed, it was not clear why disallowing PDR costs should
have caused a significant loss of incentives for BT to control other costs. The
Interveners argued that BT had not provided robust economic support for its argu-
ment and the Interveners contended that the incremental benefit of savings on con-
trollable costs was independent of out-turn pension costs. They said that BT would
therefore still have had strong incentives to minimize these costs, regardless of the
treatment of PDR payments.>**

Our views on socialization of risk

We agree with Ofcom and the Interveners that the socialization of risk arguments
(both argument (a) on reducing the costs of risk and argument (b) on cost minimiz-
ation incentives) are of limited relevance to the question referred to us because this
argument is about the design of a regulatory regime for future application, rather than
going to the merits of the decision that Ofcom made. The cost of risk may be reduced
when risks are shared and spread; but reallocating the outcome of a single risk which
has been realized does not reduce its cost, it just redistributes the cost. We consider
that the costs of risk for BT's pension scheme have materialized to a substantial
degree, although we recognize that there are continuing risks associated with BT’s
pension fund. We understand BT’s case in this appeal, however, to be asking for the
current value of materialized risk to be taken into account by allowing pass through of
PDR payments. With respect to BT's argument that its cost minimization incentives
would be increased by socialization, we consider it clear that BT's past performance
cannot now be affected by proposed changes to the treatment of PDR payments.

(e) Ofcom’s six principles of pricing and cost recovery

1.335

As the CC previously set out in its determination of the Cable and Wireless case,>** it
is important to recall that in setting a charge control Ofcom is under a statutory duty
to apply the tests in section 88 of the 2003 Act. The six principles used by Ofcom can
be a useful tool to assist it in conducting its assessment of whether the setting of any
given SMP condition is appropriate for the fulfilment of those statutory objectives but
they cannot replace them. In the Statement, Ofcom set out its view that it considered
that the charge control met the section 88 tests and cross-referred to the reasons
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given in its January consultation on the proposed charge control.>* BT did not par-
ticularize its general allegation that Ofcom’s solution was inconsistent with its statu-
tory duties,*’ instead focusing on the allegation that to allow the recovery of PDR

payments was consistent with those six principles, but to disallow them was not.>*®

(e.1) Cost minimization

1.336 BT made two main arguments related to cost minimization. The first related to social-
ization of risk. This argument was made outside of BT’s discussion of Ofcom’s six
principles of pricing and cost recovery but is relevant to cost minimization; it is dis-
cussed above in paragraphs 1.328 to 1.335. BT's second argument was that Ofcom’s
claim that allowing recovery of PDR payments would adversely affect cost minimiz-
ation incentives was incorrect.

1.337 Responding to points made by Ofcom, BT argued that its cost-minimization incen-
tives would not be damaged if PDR payments were passed through.*® BT argued
that sufficient incentives were created by its exposure to between 59 to 68 per cent of
the unregulated proportion of its PDR payments, It said ‘there is no reason to sup-
pose that the incentive effects of roughly two thirds of the burden of cost that BT will
inevitably bear will prove to be insufficient. Ofcom’s approach is wholly disproportion-
ate’.>**>* |t also argued that the CC had considered a 90 per cent pass-through rate
to provide sufficient incentives for Bristol Water and there was no reason to suppose
that a similar approach would not equally incentivize BT.>*

1.338 Ofcom argued that how BT’s existing pension liabilities were treated would affect
incentives for how additional liabilities were incurred in the future.>*® Ofcom accepted
BT’s argument that non-regulated exposure to PDR payments created cost-
minimization incentives but it argued that this did not represent the ‘whole picture’.>**
Ofcom said that its aim ‘when setting charges is not to avoid violating the principle of
cost minimization. Ofcom’s aim is to follow the principle where possible’.>* Ofcom
argued that the maximum incentive to minimize costs would be given by an arrange-
ment in which there was no pass-through.>*®

1.339 The Interveners argued that PDR pass-through would reduce incentives to minimize
PDR costs because BT’s exposure to PDR costs would be reduced, lowering the
return to BT from seeking to minimize these costs. The Interveners also argued that
there would be a wider impact on cost-minimization incentives across all cost
categories because any loss of Ofcom’s credibility in applying the no-retrospection
principle would change the regulated firm’s perception of the value of future out-
performance and the costs of underperformance.>*’

5% Proposals for WBA charge control—Consultation document and draft notification of decisions on charge control in WBA

Market 1, published on 20 January 2011.
7 BT NoA, §217.

%% BT NoA, §171.

%% See paragraph 1.79.

% BT NoA, §194.

! See paragraph 1.79.

%2 See paragraph 1.81.

%% See paragraph 1.186.

** See paragraph 1.187.

%5 Ofcom Defence, W/S Culham, §120.
% See paragraph 1.294.

7 See paragraph 1.266(b).
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e Our views on cost minimization

With respect to how BT had responded to cost minimization incentives, we note that
BT has undertaken a number of actions to mitigate its growing pension deficit. This, it
said, encompassed closing the scheme to new entrants, changing some benefits to a
career average rather than final salary basis, and agreeing modifications which had
saved the scheme around £100 million a year.>*

Although BT’s mitigation actions were taken under the current regulatory arrange-
ment of no pass-through of PDR costs, we consider that (once its pension liabilities
has been incurred) there were a limited number of actions BT could have taken in
order to limit these liabilities. We were persuaded by BT’s argument that its exposure
to around two-thirds of PDR costs in its unregulated markets created cost-minimization
incentives for pension costs.

We do not agree with the Interveners’ reasoning that broader cost-minimization
incentives would be affected by a decision to allow PDR payment pass-through: if the
circumstances leading to a regulator granting this are exceptional, there is no reason
to suppose that the cost-minimization incentives for non-exceptional costs should be
affected.

(e.2) Effects on competition

BT raised three main arguments with respect to the effect of Ofcom’s PDR policy on
competition:

(a) Disallowing PDR costs would have distorted competition in the regulated market
because PDR costs were ‘relevant, forward-looking costs for an operator in BT's

position’.>*°

(b) Competition in unregulated markets would have been distorted if PDR costs had
to be transferred from regulated markets.>*

(c) Disallowing PDR costs would have affected BT's investment decisions.

Each of these arguments is addressed in turn below.

e Our views on distortions in the regulated market

The Interveners argued that business models which were less reliant on purchasing
WBA services would be advantaged by PDR pass-through. Mr Culham also made a
similar argument, noting that competitors to Virgin Media and BT who used whole-
sale inputs would be placed at a competitive disadvantage relative to Virgin Media.
He said that this would result in a competitive distortion and competition would not
take place on merit.>*

We do not agree with BT’'s argument that disallowing PDR costs would have dis-
torted competition. On the contrary, we agree with Ofcom and the Interveners that
allowing PDR costs has the potential to distort competition. This is because PDR
payments are retrospective corrections and therefore allowing PDR costs in regu-

%5 BT NoA, §148c; paragraph 1.42.
% See paragraph 1.90.
0 gee paragraph 1.90.
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lated charges will raise the price of BT's WBA service above the efficient level. This
will distort the investment incentives in the choice of different broadband technolo-
gies. As such, not only do we reject BT's argument that disallowing PDRs distorts
competition, we are concerned that allowing PDRs is likely to distort competition at
least to some degree and that this could therefore undermine the achievement of one
of Ofcom’s statutory duties. Potential distortions to competition are important in WBA
Market 1 given that competition needs to be developed in this market. BT did not
present evidence to counter the competition concerns raised by Ofcom and the
Interveners.

e Our views on distortions in unregulated markets

BT argued that the effect of Ofcom’s disallowing PDR payments was to ‘transfer this
cost on to the rest of BT’s business. That gives rise to a distortion of competition: it
increases BT's costs and therefore reduces its ability to compete in those other
markets’.>* BT argued that this would have increased prices in unregulated markets
and resulted in allocative inefficiency (that is, under-consumption).>*®

Ofcom disagreed that unregulated markets would be affected in the way BT had
argued. It said that in competitive markets, profit maximizing prices were set in
relation to forward-looking costs.*** Ofcom also argued that in markets that were not
perfectly competitive, the profit-maximizing price was not affected by sunk costs.>*®
The implication of Ofcom’s argument is that the continued disallowance of PDR costs
would not affect BT’s pricing decisions in these markets.

We note that this is well-established economic theory and we therefore disagree with
BT that its unregulated markets would have been affected by Ofcom’s decision to
disallow PDR payments in regulated markets. BT’s pleadings did not persuade us
that this theory is inapplicable in the given circumstances.

e Our views on investment effects

BT argued that its investment decisions would have been impacted by disallowing
PDR payments because this would have reduced its free cash flow.>*® It said that
PDR payments represented a very significant proportion of its profitability and that
had PDR recovery in regulated charges been allowed, it would have had a higher
financial envelope within which to make its investment decisions (all other things
being equal).>*’ BT said that its investment choices were made within an overall
affordability envelope, and while in theory it could have taken on more debt to
increase its financial envelope, it had signalled to the market its intention to reduce
net debt over time.**® BT also argued that it had not been possible to show how BT’s
past actions might have been different had PDR recovery been allowed because its
investment decisions had been based ‘on the economic circumstances at the

time”,%°

Ofcom argued that there should not have been any impact on BT’'s commercial
investment decisions because these would have been taken on the basis of forward-

%2 BT NoA, §205.
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looking incremental revenues and costs. Ofcom did not consider that BT required
investment stimulus in addition to what Ofcom had already allowed (the incremental
costs of investment, a reasonable return on capital and a contribution to relevant
common costs).>®

We disagree with the reasoning on which BT based its investment argument. We
reason that if a given ex ante investment provides a return equal to or above the cost
of finance required to undertake it, the investment can be profitably undertaken. If
insufficient free cash flow is available within the company, external funds can be
raised.

We note BT's argument that it had publicly stated its intention to reduce net debt over
time and therefore that it could not raise external finance for investments. However,
we consider BT’s choice of capital structure to be a commercial decision and, if BT
considered that the benefits of lower gearing outweighed the forgone returns on
investment opportunities, this was a decision which BT was entitled to make. We
therefore consider that this argument did not explain why BT’s investment should be
affected by the continued disallowance of PDR payments. We further note that BT
did not provide any evidence that it would have been unable to raise funds for invest-
ment purposes if PDR costs were not allowed in regulated charges. Neither did BT
provide any historic evidence of its investment being affected by PDR payments
made in the past although we acknowledge the argument of Mr Parry that providing
evidence of such effects is not straightforward.

Based on these various assessments, we disagree with BT that its investment
decisions would be impacted by the continued disallowance of PDR payments.

The Interveners raised a different argument about investment incentives. They
argued that investment incentives for all operators would be reduced (and costs of
capital increased) as a result of PDR recovery because credibility of the regulatory
regime would be reduced.**

We disagree with the Interveners’ argument that regulatory credibility, and conse-
guently investment incentives, would be undermined if PDR payments were allowed
in regulated charges: if PDR payments truly were exceptional and if there were good
grounds to reflect these in charges, this would be a reasonable policy for a regulator
to adopt and therefore we would not expect regulatory credibility to be damaged.

With respect to the arguments surrounding the effects on competition of Ofcom’s
PDR policy, we are mindful of the fact that competition is nascent in the WBA Market
1. However, all parties have indicated that they believe competition arguments are
relevant to this case and we note that BT has not challenged the importance of
competition effects in this market. We are also cognizant of developments toward
further competition in this market.>®

(e.3) Cost causation

BT argued that its PDR payments had resulted from its investment in its network over
the years (constructing, operating, maintaining, renewing and enhancing) and that
labour costs were a significant part of this investment.*®® BT argued that if the LRIC
of BT’s wholesale products had been estimated, it would show that if a given
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wholesale service were not delivered, ‘a proportion of the workforce would not have
been hired, the pension benefits associated with the staff would not have been
provided, and any potential deficits linked to these benefits (and their associated
repair payments) would never have materialized’.>**

1.358 BT argued that:

it follows that the application of the cost causation principle would imply
that the pension costs—including related PDR payment costs—should
be borne by consumers, irrespective of when such cost is discharged.
The costs incurred are sunk; the proportion of those sunk costs that
remain unrecovered may be viewed as being incremental in satisfying
current consumer demand (albeit that there is an inter-generational
transfer of the burden of payment).>®

1.359 BT also argued that although the growth in the size of the pension deficit had not
been caused by the marginal demands of current customers, the existence of the
deficit was directly caused by serving the needs of past and present customers
through remunerating employees involved in building the capabilities to provide
regulated services over time.>®®

1.360 BT concluded its cost causation arguments by saying that:

adherence to Ofcom’s general approach to cost recovery is wholly
unjustified in light of this distinctive feature of PDR payment. In reality, it
is wholly appropriate to treat PDR payment costs in the same way as
common costs. To do so leads to no conflict with the cost causation
principle.>®’

1.361 Ofcom raised several points in response to BT’s cost causation arguments cited
above. It characterized BT's argument about common costs as being that Ofcom’s
analysis implied the exclusion of other costs that were invariant with volume. Ofcom’s
response to this argument was that PDR costs were excluded not because they were
common costs but because they were not forward-looking costs.>*® Ofcom argued
that other considerations (such as regulatory consistency over time) needed to be
considered in addition to cost causation and allocative efficiency.>*

1.362 The Interveners considered that their arguments about allocative efficiency ‘mapped’
on to the principle of cost causation.>”® With respect to allocative efficiency/cost
causation, the Interveners argued that if PDR payments were allowed this would
increase prices relative to efficient long-run incremental prices of wholesale inputs
(including a reasonable proportion of fixed and common costs). The Interveners
reiterated their argument that PDR costs were not forward-looking costs, even within
a LRIC framework.>"*

% BT NoA, §177.

%% BT NoA, §178.

%6 See paragraph 1.71.

%7 See paragraph 1.77.

%8 See paragraph 1.180.
% See paragraph 1.181.
*® See paragraph 1.265.
5! See paragraph 1.266(a).
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e Our views on cost causation

With respect to BT’s argument that PDR payments had resulted from its investment
in the network over a number of years, we agree that there could be a causal link.
However, it is not clear to us what proportion of BT’s past labour (and therefore
associated pension liabilities) was associated with the (depreciated) assets currently
in use in delivering WBA services in Market 1. BT did not provide any evidence or
argument as to size or scale of the relevant proportion and therefore of its import-
ance. We note that there were likely to be substantial practical difficulties in estimat-
ing such proportions related to any given (regulated) market of BT's.

(e.4) Distribution of benefits

BT argued that because past customers had benefited from the underestimation of
pension costs, it was not consistent with the principle of distribution of benefits for
shareholders to have borne all PDR costs. BT said that its arguments about why the
pension holiday was not a relevant consideration were relevant to the discussion
about distribution of benefits.®”? BT argued that Ofcom’s policy resulted in a cross-
subsidy from current shareholders to past customers. In addition, BT argued that an
‘inevitable’ intergenerational transfer existed between current and future customers

and that this was ‘fair, efficient and consistent with the cost distribution principle’.>”

Ofcom argued that BT's argument (that future customers should bear PDR costs
because past customers benefited from reduced charges) did not ‘follow’. Ofcom
argued that customers were not a ‘homogenous block’ and that the distribution of
benefits principle did not justify intergenerational transfers between different cus-
tomer groups.>’* Ofcom also noted its arguments during the Pensions Review that
pension surpluses and deficits had not been shared with customers. Ofcom argued
that it was more in line with the distribution of benefits principle for the company to
bear the costs of intergenerational transfers to past customers and that this was a
reasonable interpretation of the distribution of benefits principle because it indicated
‘a degree of symmetry in Ofcom’s arrangements’. Ofcom argued that the right
approach was for the party that enjoyed the rewards of a favourable outcome also to
bear the costs of an unfavourable outcome.””

The Interveners disagreed with BT’s argument that because customers had benefited
from services which caused the pension scheme to be provided to employees, the
customers should also bear the cost of pension provision. They argued that BT had
missed the central point that BT bore the ex ante risks and rewards of the pension
scheme (which was a consistent feature of the regulatory system) and that it was not
meaningful to assess the issue ex post once BT knew that it had lost from the attribu-
tion of risk and reward."

The Interveners also argued that BT's arguments were flawed because the parties
which had benefited from the historical underpayment of pension costs were past
shareholders, BT pension scheme members and (to a limited degree) past con-
sumers of non-regulated services in so far as some cost may have been passed to
them had BT taken full account of its true pension costs.>’’ The Interveners argued
that whether past consumers of regulated services would have benefited would have
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depended on whether BT could have persuaded the regulator at the time that higher
pension cost should have been allowed (and that this would not have been offset by
a reduction in BT’s cost of capital).’”® The Interveners contended that the current
customers of regulated services had not benefited from the pension deficit and that
there was therefore no justification for requiring them to meet PDR costs based on a
consideration of the distribution of benefits principle.>”

e Our views on distribution of benefits

Based on BT'’s arguments, we considered that it was likely that BT's regulated cus-
tomers in the past had benefited from lower charges as a result of the underestima-
tion of BT’s pension costs. We also recognized that BT’s shareholders in taking a
pension holiday had ‘benefited’ from pension cost forecast error. We noted that there
could have been other potential beneficiaries of the forecast error in pension costs
such as pension scheme members and customers in unregulated markets.

Overall, based on BT'’s evidence, it was not clear to us what the attribution of ‘benefit’
(of BT’s pension cost forecast error) has been between these different groups. We
think it likely that some of BT’s regulated customers have to some extent benefited
from lower charges in the past but we note the practical challenges in arriving at a
robust assessment of the distribution of the benefits discussed.

However, we disagree with BT that if past customers had benefited from lower
charges, this would justify an intergenerational transfer to current and future cus-
tomers. We agree with Ofcom that customers are not a ‘homogenous block’ and we
note that a change in the length of BT’s repayment schedule would result in arbitrary
change in the distribution of PDR costs across future customers. Although a neces-
sity of an intergenerational transfer was acknowledged by the CC in Bristol Water, we
read this as a consequence of a decision to allow PDR payments on the specific
facts of that case, rather than one of the principles on which the PDR decision had
been based. For the reasons given above,*® we do not consider that the approach
taken in the Bristol Water determination is of assistance in this particular case.

(e.5) Practicability

BT argued that there was no practical impediment to PDR recovery and proposed a
mechanism based on Scheme Funding.>*

Mr Culham, for Ofcom, said that various issues would need to be addressed and
drew attention to the difficulty of establishing a reliable estimate of the deficit, noting
that BT’s wholesale customers might challenge the allowed pension costs.®

The Interveners raised concerns about practicability, including some specific points
relating to BT'’s proposal based on Scheme Funding and a claimed need to adjust the
allowed cost of capital. They considered that Ofcom would need to make subjective
and arbitrary judgements that would undermine the robustness of the regulatory

process. >
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e Our views on practicability

In our discussion of cost causality (see paragraph 1.363), we note that there were
likely to be substantial practical difficulties in estimating the degree of linkage
between BT’s historic labour input and assets currently in use. In our view, there is a
potential tension between certain possible implementations of the cost causality
principle and the practicability principle.

We find some force in the arguments of Ofcom and the Interveners which suggest
that permitting PDR recovery would require various issues to be addressed and
necessitate difficult and potentially controversial judgements. However, whilst it might
be desirable to minimize such issues if all things were equal, it seems to us that
dealing with such issues is a normal part of Ofcom’s role and that this consideration,
whilst not insignificant, is unlikely to be of decisive importance.

(e.6) Reciprocity

In paragraph 212 of its NoA, BT accepted as common ground the conclusion of
Ofcom in the Pensions Review Statement®®* that this principle had no direct bearing
on this case. Consequently, we have not taken this principle into account.

Our overall assessment of the six principles

We have considered, in the round, the various arguments and evidence put to us
concerning BT's allegation that to disallow the recovery of PDR payments under
RPI-X regulation is inconsistent with Ofcom’s six principles of pricing and cost recov-
ery (in fact five, excluding reciprocity).

We do not accept BT’'s arguments relating to cost reduction by socialization of risk
(advanced under a separate theme though relevant, as previously explained, to
consideration of Ofcom’s six principles) as we are not persuaded that the claimed
benefits would be realized for risks that have largely already materialized. We are,
however, persuaded by BT's argument that because much of BT's business is not
subject to price controls, cost-minimization incentives would not be materially under-
mined by a decision to allow PDR pass-through in part or in full. This argument deals
with a specific objection made by Ofcom and the Interveners that PDR payments
should be disallowed. However, BT's argument on this point does not suggest that
cost-minimization incentives would be increased and does not provide a positive
reason to allow PDR payments.

We find that there could be, to some degree, a causal link between PDR payments
and BT's investment in its network. However, the degree of linkage is unclear and BT
did not provide any evidence as to the size of the linked investment.

We do not find BT's arguments on the distribution of benefits persuasive—customers
are not a homogeneous block and any allocation of cost to present customers would
be arbitrary. Whilst we accept that to some degree customers in the past may have
paid less than they otherwise would for certain services, it is far from clear to us that
this is a reason why today’s customers (rather than BT and its shareholders) should
contribute to PDR payment costs.
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We do not accept BT’s arguments that negative effects on competition would result if
PDR payments were not allowed. We are persuaded by the arguments of Ofcom and
the Interveners that if PDR payments were passed through to regulated charges, this
could result in price signals which encourage inefficient use of resources; BT did not
provide a persuasive argument that these effects would not occur.

We think that there would be issues of practicability were BT’s proposal to be
adopted. These are not necessarily insurmountable but represent a relevant con-
sideration to weigh in the round with Ofcom’s other principles. We think this is rele-
vant to BT’'s argument about cost causation as we think it would be a difficult task to
estimate what proportion of BT’s asset values could reasonably be considered to
have a causal link with the pension deficit.

Taking the principles together, we found the arguments of Ofcom and the Interveners
that allowing PDR recovery would potentially be harmful to be strong, and we thought
these considerations to clearly outweigh any merit in BT’s arguments related to cost
causation and distribution of benefits. We did not find that BT’s arguments related to
competition, cost minimization and practicability to provide positive reasons to allow
PDR recovery, in whole or in part, through regulated charges.

Therefore we are not persuaded by BT that, in exercising its regulatory judgement to
exclude the recovery of PDR costs, Ofcom acted inconsistently, in the round, with its
six principles of pricing and cost recovery.

() The unfairness of the ‘fair bet’

1.385

1.386

1.387

BT raised a number of issues relating to the unique circumstances of its PDR pay-
ments. It argued that the uncontrollability and unpredictability of pension costs had
led to an outcome on a scale that was outside of the range of possible outcomes that
would have been imagined when it was incurring pension costs on a ‘fair bet’ basis. It
presented evidence that other regulators had treated PDR costs as an exception to
the no-retrospection principle. It argued that because pension costs were
unpredictable and uncontrollable, Ofcom could have followed the example of other
regulators without damaging the fundamental objectives of RPI-X regulation.

BT argued that RPI-X regulation was designed to allow a regulated company the
opportunity to recover its efficiently-incurred costs and that efficiency incentives were
created by applying the principle of no-retrospection.®® In response to Ofcom’s
arguments that BT had been given an opportunity to recover its efficiently-incurred
costs under Ofcom’s existing regulatory regime, BT argued that it had not had a fair
opportunity to recover its pension costs.

In response to Ofcom’s arguments that BT had been given an opportunity to recover
its efficiently-incurred costs, BT raised a series of arguments about the ‘fair bet’ prin-
ciple. It argued that Ofcom and the Interveners had argued that the ‘fair bet principle’
was one of general application but, in BT’s opinion, PDR costs were unlike other
costs because errors in contributions had a material and ongoing effect on the busi-
ness. BT said that it had been exposed to cash flows for periods far beyond the end
of the price control without any possibility to address effectively those ‘forecast
errors’. It argued that there had been ‘nothing fair about that bet’. BT provided
various reasons why it had not been able to recover higher pension costs.*®*® BT also

%% See paragraph 1.20.
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1.388

1.389

1.390

argued that because the ‘fair bet’ had not been based on any form of probabilities
modelling, ‘there is nothing intuitively fair about the forced bet at all’.>®’

BT stated that it had not disputed Ofcom’s principle of regulated entities having the
‘opportunity’ to recover ‘expected’ costs over the charge control period, but it argued
that in the context of the pension deficit it had not received this opportunity because
this had been curtailed by factors over which it had no control (and that expert
judgement at the time was that BT’s pension contributions were sufficient).>®

e Our views

We recognize that on the basis of information now available, BT has not been able to
recover its pension costs. We do not consider that it is clear that BT's pension cost
‘bet’ was unfair. Ofcom’s pension cost forecasts were based on information provided
by BT which in turn had been based on the best (expert) information available at the
time. At the time that Ofcom’s cost allowances were made, the upside and downside
risks that BT faced were considered to be equally likely (that is, the bet was
‘symmetric’).

BT said that a probabilistic modelling exercise had not been undertaken. We note
that actuarial assumptions that formed part of the process would normally have been
based on probabilistic modelling. BT did not convince us that a different modelling
approach would have generated a substantially different pension cost forecast given
that it would also have been based on the best information available at the time.
Furthermore, we did not consider that retrospective adjustment for pension costs can
be justified by the argument that more sophisticated cost forecasting methods could
have been used at the time; such an argument could be applied to every cost item.

(g) The approach of other regulators

1.391

1.392

1.393

BT argued that Ofcom wrongly distinguished its approach from those of other regu-
lators on the basis of the absence of a financing duty on Ofcom.*®® BT argued that
the logic of the other economic regulators and the CC (in Bristol Water) was equally
applicable to Ofcom. BT said it accepted that Ofcom had a measure of discretion in
addressing the pension issue but that Ofcom’s approach was flawed because it had
reached a ‘startlingly different’ conclusion from other regulators.*®

BT argued that cross-sectoral differences with respect to a financing duty reflected
the historical context of the translation of economic principle into regulatory practice
and that PDR payments had been passed through by some other regulators in the
absence of a duty to finance.*** Overall, BT concluded that there had not been a
‘material difference as a matter of either principle or practice between the duty to
finance and the duties imposed on Ofcom that justifies Ofcom taking an entirely
unique position on this issue’.>%

In its Core Submission, BT responded to Ofcom’s argument that there had been less
risk of competitive distortion for other regulated companies. BT’s response was that
all economic regulators ultimately sought to balance consumer protection and com-
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1.394

1.395

1.396

1.397

petition while encouraging investment.*® BT also argued that the argument about
telecommunications markets being more competitive than other markets had not
adequately justified the difference in approach because a spectrum of competitive-
ness existed: other regulators had been ‘homaogenous’ in allowing ‘significant propor-
tions’ of PDR recovery while Ofcom had allowed 0 per cent.***

Ofcom argued that its Pensions Review had been conducted in full knowledge of and
with specific reference to other regulators’ practices. Ofcom argued that it had been
right to take these approaches into account but to give limited weight to them, given
the differences between regulators, companies, markets and statutory schemes.*®
Ofcom contended that the heart of BT's case on the issue of other regulators related
to the Bristol Water case. Ofcom argued that even if the CC had been laying down
principles as to the recoverability of PDR payments in the water sector (which Ofcom
contended the CC had not), the result should not have been applied by Ofcom to BT.
Ofcom argued that this was because Bristol Water and BT Openreach performed
different functions in different sectors; a financing duty existed for Ofwat and the CC;
and th?)gg:C had a duty to ensure that Bristol Water maintained its investment grade
status.

The Interveners argued that there were relevant contextual differences between the
WBA market and other regulated sectors on which BT sought to rely. They said that
the WBA market was more competitive and contestable than the natural monopolies
in the water and energy markets and argued that the participation by BT in the entire
supply chain, the variety of production models (in terms of the source of WBA
services) and the existence of closely related markets for broadband provision were
distinguishing features compared to the regulation of other natural monopolies. It was
an important consequence of these factors, they said, that the production and
technology decisions of rivals were not distorted, adding that this might not be the
case to the same extent, or at all, in other regulated industries. They also pointed to
the proportion of BT’s business which was regulated, compared to other regulated
areas. They stated that the regulation of different industries takes place in the context
of different statutory regimes and different and specific regulatory concerns.*’

e Our views

With respect to BT’s arguments about the treatment of PDR payments by other regu-
lators, we accept Ofcom’s proposition that examples of the behaviour of other
regulators cannot be determinative of how Ofcom should act. In any case where the
material facts are sufficiently similar so as to justify a claim that a decision in one has
material relevance to the decision that should be taken in the other, there will be
other factors for a regulator to take into account in reaching its decision.

We consider that there are material differences between the case before us and
those sought to be relied on by BT as precedents for regulatory consistency. We
acknowledge that WBA Market 1 is more competitive than are the markets of
regulated natural monopolies and agree with the Interveners that this factor, and its
consequences are important points of distinction from the examples on which BT
sought to rely.

% See paragraph 1.37.
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1.398 For those reasons, BT did not persuade us that the fact that other regulators, in
different markets, operating under different regimes, on its own constituted sufficient
reason to show that Ofcom erred in the exercise of its regulatory judgement in adopt-
ing the approach that it did, under its own regulatory regime in WBA Market 1.

Other issues

1.399 BT raised several arguments in addition to those contained in our assessment dis-
cussion above. These related to practicability, cost of capital effects of pension
deficits and regulatory consistency over time. Our assessment of whether Ofcom
erred in its PDR decision was taken on a principled basis and as such we do not
consider that it is necessary to assess the parties’ arguments around practicability
and cost of capital effects. If our principled assessment of BT's arguments had
indicated that Ofcom erred in its PDR policy in WBA Market 1, these arguments
would have become relevant because we would need to consider what the practical
implications of PDR recovery would have been.

1.400 BT argued that Ofcom placed ‘excessive weight’ on regulatory consistency over time
and that Ofcom’s approach was ‘wholly inferior to the approach adopted by other
regulators and by the CC’.>%® We find that, on the facts of the case before us, BT has
not shown that Ofcom erred in exercising its regulatory judgement in the way that it
did concerning the recovery of PDR payments in WBA Market 1. Therefore, it is not
necessary for us to consider BT's argument that Ofcom had relied on regulatory
consistency over time while maintaining an incorrect policy.

Overall assessment

1.401 We have set out above the respective arguments of the parties in this appeal and our
considerations of the distinct points of BT's challenge. We summarize below the
conclusions that we reached and our overall conclusion on BT’s allegation that
Ofcom erred, for the reasons given by BT, in refusing to allow BT to recover the cost
of pensions deficit repair payments.

1.402 BT did not persuade us that Ofcom erred in not permitting it to recover PDR pay-
ments under the existing regulatory practice because we found that Ofcom’s treat-
ment of BT's PDR payments was consistent with its past regulatory practice on
pension cost forecast errors.

1.403 We considered BT’'s arguments that PDR payments should be treated differently—
that is, that Ofcom should have changed its regulatory practice or made an exception
for BT's PDR payments. We reviewed BT’s arguments (listed in paragraph 1.306
above) and assess them individually and together in this section.

1.404 We recognize that the nature of BT’s pension costs is different in some ways from
that of its other costs, because of their unpredictability and uncontrollability, and also
because of the scale of risk, particularly because forecast errors which
underestimated the ultimate level of pension costs were made in successive charge
control periods and then did not become apparent for many years. We also recognize
that other costs in BT’s cost base (such as the cost of capital) are subject to
uncertainty, albeit for shorter time periods and (probably) with smaller likely impact.
In our view, the nature of BT’s pension costs does provide a reason for considering
exceptional treatment, but we agree with Ofcom that it does not of itself indicate who

%% BT NoA, §§157 & 156.
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should bear the PDR costs. As we discuss in this assessment section, there are
other factors that need to be taken into account.

The principles of RPI-X regulation

1.405 In our view, BT's arguments about the principles of RPI-X regulation do not, of them-

selves, justify an exceptional treatment of PDR payments. As set out in paragraphs
1.326 and 1.327, BT did not persuade us that the logic of RPI-X and the principle of
‘no retrospection’ could not reasonably be applied to costs which meet its four cri-
teria.

Socialization of risk

1.406

We found BT'’s socialization of risk argument to be of limited relevance to the
guestion referred to us because this argument is essentially about the design of a
regulatory regime for future application, rather than going to the merits of the decision
that Ofcom made. We understand BT’s case in this appeal, however, to be for the
current value of materialized risk to be taken into account by allowing pass through of
PDR payments. In our view, reallocating the outcome of a risk which has been
realized does not reduce its cost or have beneficial incentive effects.

Ofcom'’s six principles of pricing and cost recovery

1.407

1.408

1.409

1.410

We assessed BT’s arguments related to Ofcom’s six principles of pricing and cost
recovery. (See paragraph 1.66 for the principles and paragraphs 1.67 to 1.104 for
BT’s arguments.)

We did not find force in BT’s arguments that socialization of risk would minimize cost;
however, we were persuaded by BT that allowing recovery of PDR payments would
not materially affect its incentives to minimize costs. With regard to cost causation,
we think that there is likely to be some link between a proportion of BT's asset values
and pension costs. However, no quantification has been put forward by BT. With
regard to distribution of benefits, whilst we accept that to some degree customers in
the past may have paid less than they otherwise would for certain services, BT has
not made it clear to us that this is a reason why today’s customers (rather than BT
and its shareholders) should contribute to PDR payment costs.

With regard to competition, we found force in the arguments of Ofcom and the
Interveners that allowing PDR recovery would potentially be harmful, and we found
no force in BT’s arguments that allowing PDR payments was necessary to avoid
competitive distortions.

We consider the competition arguments to be both clear and important. In consider-
ing whether or not Ofcom erred in exercising its regulatory judgement in the way that
it did, we think that the competition arguments outweigh those principles which might
have led Ofcom to a different decision, namely cost causality and distribution of
benefits. Therefore we are not persuaded by BT that, for the reasons it alleged,
Ofcom acted inconsistently with its six principles of pricing and cost recovery in
exercising its regulatory judgement to exclude the recovery of PDR costs. It is almost
inevitable that different principles may push in different directions and so an exercise
of judgement is necessary in weighing up countervailing factors and in considering
their relevance in the wider context of Ofcom’s statutory duties under the 2003 Act.
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BT’s claim that ‘the bet’ was unfair

1.411 We do not find that BT’s arguments on the unfairness of the bet are persuasive. We
recognize that on the basis of information now available, BT has not been able to
recover its pension costs but Ofcom’s allowances for BT’s pension costs were made
on the basis of pension valuations which incorporated the expectations of experts at
the time.

1.412 We understand a central theme of BT's case to be that pension costs are largely
uncontrollable and that the out-turn of its pension costs is beyond the range that it, or
its professional advisers, or its successive regulators might have envisaged when the
costs were actually being incurred. BT argued that it had not had a fair opportunity to
recover its costs. However, BT has not persuaded us that the uncontrollable nature
of the costs and the scale of the out-turn are such that Ofcom was wrong in deciding
that PDR payments should not be borne by current customers (at least in part) and
that they should be borne by BT and its shareholders.

Regulatory consistency

1.413 We note that other regulators have allowed some pass-through of PDR costs and the
CC allowed some pass-through of PDR costs in Bristol Water. BT sought to rely on
the decisions of other regulators as precedents and to draw criteria from Bristol
Water which, it said, should have led Ofcom to a similar result in this case. There are,
however, important differences between the facts underlying the Bristol Water
determination and the decisions of other regulators relied upon by BT in support of its
case, and the case before us.>*® Consequently, we do not consider that those other
decisions, or the criteria which BT draws from Bristol Water, should have led Ofcom
to a different decision in this case from the one that it reached.

Conclusion on BT’s arguments

1.414 Taking all of the above factors into account, whilst some of them may support BT's
claim that allowing it to recover its PDR costs is to be preferred, the greater weight is
in favour of a conclusion that Ofcom did not err. We would remain of this view, even if
our conclusion on BT’s claim for regulatory precedent and the relevance of Bristol
Water were wrong. Even in such a case, the force of arguments would favour a
conclusion that Ofcom did not err in making the choice that it did. In our assessment,
we attach particular importance to competitive efficiency. We conclude that BT has
not persuaded us that Ofcom erred in deciding not to make an exception for BT's
PDR payments.

Other points

1.415 For the sake of completeness, we should state that we do not consider that the alle-
gations in paragraphs 107.h, 216, 217, 219 and 220 of BT's NoA add any substantive
points to those assessed above. Nonetheless, for the reasons given above in respect
of each of the matters raised in this appeal by BT, we do not consider that Ofcom
acted in a way which was discriminatory, disproportionate or in breach of its statutory
duties.

%% See paragraphs 315 to 320 and 396 to 398.
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Determination
1.416 In answer to Reference Question 1(i), we conclude that Ofcom did not err in refusing

to allow BT to recover the cost of pensions deficit repair payments, for the reasons
alleged in Part VI of BT's NOA.
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Reference Question 1(ii)

Question 1

Whether the WBA Charge Control has been set at levels which are inappropriate because
Ofcom erred in:

(ii) refusing to take account of the cost of embedded debt in calculating BT’s weighted
average cost of capital (“WACC") for the reasons set out at Part VIII of BT’s Notice of
Appeal,

Introduction

2.1 In calculating the WACC for WBA Market 1 services, Ofcom disaggregated from
WACC of the BT Group two separate figures; one for BT Openreach and another for
the Rest of BT. It chose to do this and to use the Rest of BT figure for this charge
control because of the different nature of the BT Openreach business. It stated that it
intended to apply the cost of capital estimates for this charge control on WBA Market
1 services to other relevant charge controls, taking into account both the need for
appropriate updates and the importance of maintaining a consistent approach.*

2.2 As part of its estimate of the cost of capital for BT (or BT's WACC) in its WBA Charge
Control decision, Ofcom decided to set BT's allowed cost of debt based on BT'’s cost
of new debt.

2.3 BT claimed that Ofcom should have included embedded debt costs in the calculation
of the cost of debt of BT and should have used a weighted average of embedded
debt costs and the cost of new debt to set BT's allowed cost of debt in its WBA
Charge Control decision.?

24 BT said that its embedded debt costs were by far the largest cost of debt to BT
during the relevant period (£487.7 million in 2013/14%).* It said that although it might
have some floating rate debt and new debt during the charge control period, the
major part of its debt service commitments related to its embedded debt (depending
on how it was estimated embedded debt costs accounted for between 72 and 96 per
cent of BT’s debt service commitments).® BT said that it was planning to reduce,
rather than to increase, its level of net debt.®

2.5 BT defined embedded debt as pre-existing debt that was already in place at the
beginning of the WBA Charge Control period and for which BT would incur fixed and
known servicing charges during the charge control period under consideration.’

2.6 We understand BT’s appeal as being about the difference in the cost of BT's
embedded debt and the allowed cost of debt in Ofcom’s decision (in this case the
cost of new debt), not about an exclusion of all the costs related to embedded debt. It
appears to us that the parties have at times used the term ‘embedded debt cost’ to
describe the entire cost of BT's embedded debt and at other times to refer to the
difference in the cost of BT's embedded debt and the allowed cost of debt in Ofcom’s

! Ofcom Statement, §§6.8 & 6.22.

2 BT NoA, §248.

BT Core Submission, Part 1, §152b.

4 BT Core Submission, Part 1, §§144 & 152a.
® BT Core Submission, Part 1, §152b.

® BT hearing transcript, p42, row 9ff.

" BT Core Submission, Part 1, §83bi & 141.
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2.7

decision. We use the term ‘embedded debt premium’ throughout the remainder of
this section to refer to this difference. This ‘premium’ would be negative if BT's
embedded debt cost were lower than the cost allowed by Ofcom, but in the present
case the cost of BT's embedded debt is higher than the cost of new debt.

We set out below summarizes Ofcom’s decision and the parties’ pleadings. We then
examine the parties’ cases in detail.

Overview of Ofcom’s decision

2.8

2.9

2.10

2.11

Ofcom said, when setting the current WBA Charge Control, that it chose not to depart
from what it described as its previous, well-understood, consistent methodology in
not using the cost of embedded debt in its calculation of the WACC.® Ofcom stated
that it was not persuaded by BT's argument, made during its consultation phase on
the proposed charge control, that Ofcom should have taken into account the
approach to the cost of debt (using a weighted average of the cost of new debt and
embedded debt) which it said the CC had applied to other sectors. Ofcom said that
BT had claimed that the CC’s approach would be consistent with Ofcom’s stated
policy objective of providing BT with the opportunity to recover all its relevant costs
(where efficiently incurred) including the cost of capital.®

Ofcom said that it disagreed in principle with BT’s proposal to make an allowance for
the embedded debt premium.*°

In the Statement, Ofcom reported that Oxera (advisers to BT) had estimated that
including the embedded debt premium would increase the cost of debt to 8 per cent
in nominal terms (compared with Ofcom'’s estimate of BT’'s nominal cost of debt of
between 6 and 6.5 per cent, as put forward in Ofcom’s January consultation on the
proposed charge control).*

Ofcom said that as a result of revised inflation assumptions, Ofcom’s nominal cost of
debt assumption for the BT Group was 6.75 per cent. Moreover, BT’s average cost of
embedded debt, reported in its 2011 accounts, had declined from 8 to 7.4 per cent
(for the period 1 April 2010 to 31 March 2011). Ofcom therefore considered that the
scale of the difference was not as significant as BT and Oxera calculated based on
data available at the time of their response.*?

Overview of BT's challenge

2.12

BT said that Ofcom, in calculating BT's WACC, erred in failing to include the
embedded debt premium.*® It said that Ofcom based its analysis solely on the cost of
new debt calculated on the basis of two elements—the risk-free rate and BT’s debt
premium (the latter being calculated on the basis of the difference between the
observed yields on BT’s 2016 sterling denominated bond and benchmark gilt
yields).* BT argued that Ofcom ought to have applied a weighted average of the
cost of embedded debt and the cost of new debt.™

8 Ofcom Statement, §6.75.

° Ofcom Statement, §6.65.

% Ofcom Statement, §6.76.

™ Ofcom Statement, §6.66.

12 Ofcom Statement, fn 143.

¥ BT NoA, §246.

“ BT Core Submission, Part 1, §143, 3.b.i, BT NoA. §§233 & 246.
S BT NoA, §248.
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2.13

2.14

2.15

2.16

BT said that the complexity and inherent imprecision of any calculation of the WACC
was not a reason to dismiss its appeal. It said that its challenge to Ofcom’s treatment
of embedded debt turned on a point of principle and that Ofcom’s analysis was
fundamentally at odds with evidence and its outcome was inconsistent with other
aspects of Ofcom’s own analysis.*°

BT said that Ofcom had set BT'’s cost of debt on a theoretical basis, which would only
apply to a very small amount of debt to be held by BT*” and not on the basis of the
known cost of debt which would in fact be incurred by BT in this charge control
period.*®

The effect of Ofcom’s decision to calculate the cost of debt in the way that it did was,
said BT, highly material to the overall level of WACC estimate and in cash terms.* It
claimed that whilst Ofcom’s decision to exclude embedded debt premium would
reduce BT's revenues by around £2 million in the last year of the WBA charge
control, the amount would be many times that figure if the embedded debt premium
were excluded from all price controls imposed on BT.? It stated that Ofcom’s
determination of the applicable WACC was likely to have significance beyond the
present charge control, as Ofcom had already signalled its intention to apply the
‘Rest of BT" WACC figure to other forthcoming charge controls. BT said that the
points raised by BT in this appeal were in ho way specific to the WBA Charge
Control.?*

BT alleged that there were five fundamental flaws in Ofcom’s reasoning:?
(a) inconsistency with Ofcom’s stated policy objective;??

(b) relevance of new debt;*

(c) conflation of forward-looking costs and the cost of new debt;*®

(d) risk of perverse economic incentives;* and

(e) inconsistency with regulatory precedent.?’

Overview of Ofcom Defence

2.17

Ofcom said that it disagreed in principle with making an allowance for the embedded
debt premium.?® It said that BT’s appeal was a challenge to the exercise by Ofcom of
its discretion as a sectoral regulator. Ofcom said that its approach of not allowing
BT’'s embedded debt premium was a permissible regulatory approach, given the
inherent imprecision observed by the CC about WACC estimation.?

' BT NoA, §§230 & 231.

" BT Core Submission, Part 1, §146; BT NoA, §255.
8 BT Core Submission, Part 1, §146; BT NoA §254.
9 BT NoA, §248.

% BT Core Submission, Part 1, §147; BT NoA, §248.
2 BT Core Submission, Part 1, §140; BT NoA, §222.
2 BT Core Submission, Part 1, §149; BT NoA, §250.
2 BT NoA, §251ff.

% BT NoA, §257ff.

% BT NoA, §261ff.

% BT NoA, §263ff.

2 BT NoA, §265ff.

% Ofcom Defence, §§122 & 128.

2 Ofcom Core Submission, Part 1, §§24 & 25.



2.18

2.19

Ofcom said that it stood by the reasoning set out in paragraphs 6.68 to 6.78 of the
WBA Statement.*® There, it had stated that it did not consider that a change to what it
described as its previous, well-understood, consistent methodology was justified and
it commented that BT’s proposed cost of debt (8 per cent) looked high.

Ofcom said that its approach to its decision on embedded debt was, as mandated by
the EC framework, a forward-looking one which allowed only efficiently-incurred
costs. The cash liabilities of BT in relation to past periods of economic activity were, it
said, by definition not efficiently-incurred forward-looking costs of providing the rele-
vant WBA services during the forthcoming charge control period.*

Overview of the Interveners’ case

2.20

2.21

2.22

The Interveners said that if BT's approach was adopted and the allowed cost of debt
was based (in large part) on BT's actual embedded debt costs, this would lead to
economic inefficiencies, such as distorted competition, reduced cost minimization
incentives and inefficient investment.®* The Interveners said that the promotion of
economic efficiency and of consumer welfare required the use of forward-looking
efficient costs, a benchmark for those costs being provided by the costs faced by an
efficient new entrant (at least where the new entrant has lower costs than the
incumbent), Ofcom’s approach to embedded debt was clearly sound.®

The Interveners said that Ofcom’s approach to price regulation provided strong
incentives for BT to achieve productive efficiency, since BT faced the risk of out-
comes not turning out as estimated and BT also benefited from the rewards of out-
performance. The resulting prices were allocatively efficient, promoting efficient entry
decisions and optimal consumption by final consumers. They added that the stability
of Ofcom’s approach also promoted sound investment decisions. All of these
combined to promote dynamic efficiency by underpinning investment, avoiding
distortions of competition, and encouraging innovation and progressive attainment of
cost efficiencies.*

The Interveners referred to BT’s borrowing decisions as ‘gambles’. They said that
even though BT’s shareholders would have reaped the rewards had BT’'s gambles
paid off, to the extent that the gambles had not paid off (and only to that extent), BT
argued that it should be able to pass on the resulting costs to the customers of its
regulated services, and ultimately to consumers. Such an approach, said the
Interveners, was detrimental to economic efficiency and thereby to sustainable
competition and consumer benefits, and thus contrary to Ofcom’s legal obligations. It
was also obviously unjust.

Our approach to assessing RQ 1(ii)

2.23

Some of the arguments advanced under BT’s five headings (as set out in paragraph
2.16) overlap, in particular BT's arguments under heading (a) inconsistency with
Ofcom'’s stated policy objective; (b) the relevance of new debt; and (c) conflation
between forward-looking costs and the cost of new debt. We therefore assessed
BT’s arguments under these headings under a broader heading of ‘inconsistency
with Ofcom’s policies’, which itself is sub-divided into several parts.

% See paragraphs 2.8, 2.9, 2.10, 2.27-2.29 & 2.195-2.197.
% Ofcom Defence, §1.2.

2 BskyB/TalkTalk Sol, §94.

% BskyB/TalkTalk Sol, §§92 & 93.

% BSkyB/TalkTalk Core Submission Part 1, §7.

* BSkyB/TalkTalk Core Submission Part 1, §10.



2.24 We set out BT's arguments under the following headings:
(a) inconsistency with Ofcom’s policies in paragraphs 2.26 to 2.153;
(b) risk of perverse economic incentives in paragraphs 2.154 to 2.194; and
(c) inconsistency with regulatory precedent in paragraphs 2.195 to 2.244.

2.25 We set out below, for each of the key arguments of BT in support of the inclusion of
the embedded debt premium as set out above, relevant points first from Ofcom’s
Statement, then BT’s challenge, followed by Ofcom’s Defence and the points made
by the Interveners in support of Ofcom. We then provide our assessment.

(&) Inconsistency with Ofcom’s policies
Ofcom Statement

2.26 Ofcom said that its specific policy objectives in the charge controls for WBA services
in Market 1 were to:*®

(a) prevent BT from setting excessive charges for WBA services in Market 1 where it
had SMP while providing incentives for it to increase its efficiency;

(b) ensure that prices were subject to appropriate controls whilst still encouraging BT
to maintain service quality and innovation in WBA services in Market 1,

(c) promote efficient and sustainable competition in the delivery of broadband
services;

(d) provide regulatory certainty for BT and its customers and to avoid undue disrup-
tion;

(e) encourage investment and innovation in the relevant markets; and

() ensure that the delivery of the regulated services was sustainable, in that the
prevailing prices provided BT with the opportunity to recover all its relevant costs
(where efficiently incurred), including its cost of capital.

2.27 Ofcom said that it had never previously used the cost of embedded debt in its calcu-
lation of the WACC. This, it said, was consistent with its approach to assessing the
forward-looking costs of providing regulated services and was also consistent with
the CAPM.*’

2.28 Ofcom said that its normal approach to setting regulated charges involved a forecast
of the costs of providing a service. Where costs needed to be estimated, the risks of
under-recovery sat with BT and the rewards of over-recovery accrued to BT. Ofcom
would not seek to claw back any previous over-recovery which BT received. In the
same way, Ofcom did not consider it appropriate to include the costs associated with
historic debt.*

2.29 Ofcom said that this meant that it did not make adjustments for potential over- or
under-recovery in the past and that there were strong arguments for regulating

% Ofcom Statement, §2.30.
" Ofcom Statement, §6.68.
* Ofcom Statement, §6.69.



according to this principle.® Allowing BT to bear the risks and rewards of costs
turning out to be different from forecasts gave it a strong incentive to operate
efficiently and to minimize costs; and adjusting for past under- or over-recovery of
costs ‘%ould lead to significant investment uncertainty, undermining efficient invest-
ment.

BT's challenge

2.30

2.31

In its NOA, BT contended that Ofcom’s decision not to make an allowance for the
embedded debt premium meant that Ofcom had failed to meet the policy objective of
allowing BT to recover all of its efficiently-incurred costs.** It said that, in accordance
with Ofcom’s stated policy objective, the only proper grounds for excluding any pro-
portion of the costs of BT's embedded debt would be if it could be demonstrated that
these costs had not been efficiently incurred. Ofcom, said BT, has never suggested
that this was the case.*

We group BT’s arguments under the following subheadings:

(a) BT's claim that embedded debt costs are forward-looking costs;

(b) BT's opportunity to recover its efficiently-incurred costs;

(c) embedded debt costs and the treatment of sunk costs of assets;

(d) costs of debt should be set by reference to BT's costs;

(e) retrospection; and

() conflation of forward-looking costs and the cost of new debt.

BT’s claim that embedded debt costs are forward-looking costs

2.32

2.33

2.34

BT said that Ofcom had stated in its decision that excluding the embedded debt
premium was consistent with an approach based on the assessment of forward-
looking costs. BT said that the implication was seemingly that allowing the embedded
debt premium would not be consistent with such an approach.*®

BT said that Ofcom appeared to proceed on the basis that only new debt gave rise to
forward-looking costs. This was, it claimed, incorrect as embedded debt also gave
rise to a forward-looking cost because it was a relevant, large, known fixed cost that
would be incurred during the charge control period and because it was efficiently
incurred.***°

BT said that since both the cost of new debt and the cost of embedded debt were
integral parts of the cost of debt that BT would incur during the charge control period,

% We understand Ofcom to refer here to the no retrospection principle (see paragraph 2.78).
0 Ofcom Statement, §6.71.

*' BT NoA, §§249 & 252.

“2 BT NoA, §256.

“3 BT Core Submission, Part 1, §156.

“ BT hearing transcript, p60, row 2ff; BT response to BT hearing transcript, §6.

> BT Core Submission, Part 1, §162.
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2.35

2.36

2.37

2.38

2.39

they were both forward-looking costs for BT and should therefore be incorporated in
the charge control.*®

BT said that in contrast to other elements of the cost of capital the cost of embedded
debt in the regulatory period could be reliably measured*’ and was a known cost
which would be incurred by BT on a fixed basis during the present charge control
period.:g8 This was therefore, claimed BT, a forward-looking cost in the relevant
sense.

In reply to evidence from Ofcom’s expert witness, Professor Franks, BT said that
according to general finance theory, an investment opportunity would normally be
evaluated by comparing the expected return over the lifetime of the project with the
return required by investors at the time of investment, ie at the outset of the project. If
a charge control period were to start at the same time as an investment project and
last the same length of time as the investment, the cost of the fixed-rate debt at the
time of the investment would be incorporated in the cost of debt determination. BT
said that this would be a forward-looking cost of debt for the project at the time of the
charge control® and the only relevant cost of debt during the lifetime of the project.*
In reality, it said, a typical charge control period would generally be shorter than the
lifetime of a BT investment project. BT claimed that if both the cost of new debt and
the cost of embedded debt were incorporated in the charge control determination,
both initial investors in the embedded debt and new debt investors would be able to
earn the rate of return they anticipated at the time they invested their funds. >

BT's expert witness, Dr Correia da Silva, said that the cost of new capital was the
correct benchmark for the purpose of evaluating a new investment opportunity.
However, once a project had been undertaken and been fully or partially funded with
fixed-rate debt, the actual cost of this debt was the relevant cost measure. Therefore,
the costs of embedded debt were forward-looking efficiently-incurred costs and were
relevant costs to be incorporated in Ofcom’s charge control for BT.*

Dr Correia da Silva said that even if fluctuations in the financial markets and changes
in the characteristics of the project resulted in different yields on the debt over time,
the cost of the fixed-rate debt from BT’s perspective remained the same as BT would
always need to make the same coupon payment.>*

BT said that Ofcom had, instead of using a known and ascertainable cost of debt,
used a figure that was theoretical, both in that BT did not plan to secure substantial
new debt over the relevant period and that the figure might not represent the correct
cost of debt even if BT were to seek to obtain new debt in this period.>®

BT’s opportunity to recover its efficiently-incurred costs

2.40

BT said that Ofcom’s stated policy objective for the WBA Charge Control was to
ensure that the prevailing prices provided BT with the opportunity to recover fully all

6 BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.11; BT NoA, W/S Correia da Silva (LC1), §3.1.1; BT hearing
transcript, p56, row 9ff; BT Core Submission, Part 2, §99.

‘" BT NoA, §258; W/S Correia da Silva (LC1), §1.4; BT NoA, §§254-255.
8 BT Core Submission, Part 1, §§144, 152a, 157.

“° BT Core Submission, Part 1, §157.

% BT Core Submission, Part 2, §97.

1 BT Core Submission, Part 2, §98.

%2 BT Core Submission, Part 2, §99.

¥ BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.13.
BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.7.

% BT Core Submission, Part 1, §154.
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241

2.42

its relevant efficiently-incurred costs, including the cost of capital. BT said that it
agreed with that approach, but said that excluding the embedded debt premium was
not fully consistent with this policy objective.>®>’ For it to be achieved, BT argued that
it should be allowed to recover the total amount of its cost of capital provided that it
was efficiently incurred.>®

BT argued that its embedded debt premium should be allowed because:

(a) It had under-recovered debt costs in the last ten years.>® This showed that Ofcom
failed to allow BT to recover all its efficiently-incurred costs.®® This meant that it
did not have an opportunity to recover the costs of financing its debt.®*

(b) Its embedded debt cost was part of its cost of capital and would be incurred by
BT in the current charge control period.®

(c) The cost of new debt was largely irrelevant to BT; what was relevant was the cost
that BT would incur in 2013/14 to service the debt it held at the time of Ofcom’s
decision.®

(d) Its embedded debt costs were efficiently incurred.®* Ofcom had never suggested
prior to these appeals that BT's embedded debt costs were not efficiently
incurred.®

At its bilateral hearing BT added that there had been a significant shift in interest
rates in the last ten years or so. In January 2000, nominal government yields were
around 6 per cent. These same yields were now between 1 and 2 per cent. This
meant, said BT, that debt with longer-term maturities, issued in January 2000, would
today look very expensive because of the changing macroeconomic environment but
this did not suggest that this debt was inefficiently incurred. Rather, it was incurred at
the prevailing market rates at the time, but over time those market rates had
changed. As a result, over the past ten years, the allowed cost of debt, based on
Ofcom’s approach, had been significantly lower than the cost of servicing BT’s
existing debt.®®

Embedded debt costs and the treatment of sunk costs of assets

2.43

BT said that embedded debt was historic in that it was incurred before this charge
control period. The same was true of the assets used by BT to provide the services in
guestion, and the capital cost of the assets themselves was allowed for in the charge
control through depreciation charges. The fact that the assets themselves repre-
sented sunk costs, but an allowance was nevertheless made for their costs, indicated
that the historic character of embedded debt did not of itself present a reason why it
should not be recovered.®’

* BT Core Submission, Part 1, §§151 & 152.

> BT NoA, §§249 & 251; W/S Correia da Silva (LC1), §§1.4 & 3.1.2.
8 BT NoA, §252.

% BT NoA, W/S Correia da Silva (LC1), §1.7; BT NoA, §249.
BT NoA, §249.

¢ BT hearing transcript, p42, row 14ff.

2 BT Core Submission, Part 1, §145.

% BT NoA, W/S Correia da Silva (LC1), §1.3.

* BT NoA, §256.

® BT Core Submission, Part 1, §§145 & 155.

% BT hearing transcript, p42, row 14ff.

" BT Core Submission, Part 1, §153.



2.44

2.45

BT also said that the assets in question would commonly have a lifespan which
exceeded a single charge control period, so that the efficient means of financing the
investment would also span several charge control periods.®®

Dr Correia da Silva said that Ofcom’s approach was described in W/S Culham,
paragraph 43, and allowed for the recovery of fixed and sunk costs incurred in the
past in order to promote investment and dynamic efficiency. This practice, said BT's
expert witness, did not support the view that allowing the embedded debt premium to
be recovered would lead to wrong incentives and therefore would not promote
efficiency.®®

Costs of debt should be set by reference to BT'’s costs

2.46

2.47

In response to points made by the Interveners (see paragraph 2.92ff), Dr Correia da
Silva said that the stated goal of the regulator was not to set the allowed charges of
the incumbent at the level that a hypothetical efficient entrant would require; rather, it
was to promote efficient investment decisions that would be made in a competitive or
contestable market. In a contestable market, a firm would not bid for the right to pro-
vide a good or service if the production required upfront investment whose cost could
not be expected to be recoverable during the lifetime of the investment. Therefore, in
a contestable market, the current price of a good provided by a natural or legal
monopoly must have a component corresponding to legacy investment costs. "

Dr Correia da Silva said that the theory of contestable markets was consistent with
incorporating the embedded debt premium.”* He said that in the thought experiment
corresponding to a contestable market, it did not follow that other potential firms that
provided competitive discipline to the incumbent were new entrants with no
embedded debt or other legacy costs. Indeed, it would be completely reasonable to
assume that these firms had cost structures similar to that of the incumbent, as they
were supposed to have access to the same set of technologies and inputs. "

Retrospection

2.48

2.49

BT said that there would be no retrospection in including the embedded debt
premium.” It said that it appeared to be Ofcom’s objection that including the
embedded debt premium would amount to allowing new information on over- or
under-recovery in the course of a price control period to inform the assumptions and
forecasts in a new price control (and as such would be similar to reopening charge
controls where new information came to light).”

Addressing this, BT said that the very nature of embedded debt costs meant that
there could be no further information that would arise during the period of the charge
control, because BT knew precisely how much it would pay to service its embedded
debt over the whole period of the price control, and there was no scope for that cost
to change.” Therefore no over- or under-recovery could take place.” BT also said
that what it sought to recover were the costs of debt falling during the price control

% BT Core Submission, Part 1, §153.

% BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.14.
" BT Core Submission, Part 2, W/S Correia da Silva (LC2), §4.2.16.
" BT Core Submission, Part 2, W/S Correia da Silva (LC2), §4.2.13.
2 BT Core Submission, Part 2, W/S Correia da Silva (LC2), §4.2.15.
™ BT NoA, §260.

™ BT Core Submission, Part 1, §158.

™ BT Core Submission, Part 1, §159.

® BT NoA, §259.



period. It was not, it said, seeking compensation or adjustment for errors in the past
estimation of costs.””

Conflation between forward-looking costs and the cost of new debt

2.50

2.51

2.52

BT said that Ofcom’s analysis appeared to conflate forward-looking costs and the
cost of new debt. The heading to paragraph 6.78 of the 2011 WBA Statement,
referred to the ‘Forward-looking cost of debt’ yet, said BT, the text was confined to
the cost of new debt.™

BT said that Ofcom, in its decision, only discussed the cost of new debt (being new
or refinanced debt not in place at the start of the charge control period) when it con-
sidered the forward-looking cost of debt.”

BT said that the cost of new debt and the cost of forward-looking debt were different
concepts.80 The cost of embedded debt was a cost that was known, with certainty, at
the beginning of the charge control period, but new debt was new or refinanced debt
that might or might not be drawn down during the charge control period and was not
in place at the beginning of the charge control period.®

Ofcom Defence

2.53

2.54

2.55

Ofcom disputed that its approach to estimating the cost of debt was inconsistent with
its policy objectives,®® arguing instead that its approach enabled it to meet them.® It
argued that if BT's position on embedded debt were accepted, Ofcom would be com-
pelled to examine the efficiency of BT'’s capital structure at the time the debt was
incurred and what proportion of its embedded debt related to investments outside the
regulated assets.®* Ofcom referred to §2.30 of the WBA Statement which set out its
policy objectives for the WBA charge control (see paragraph 2.26).%°

Ofcom said that its general approach to assessing costs was to allow BT to recover
forward-looking efficiently incurred costs.® Ofcom said that the concept of efficient
forward-looking costs was very important to it as it was Ofcom’s objective to ensure
that consumers were protected from excessive pricing, that they faced the right price
signals, while Ofcom at the same time sought to promote efficient and sustainable
competition. Ofcom emphasized the link between forward-looking costs and
promoting competition.®’

Ofcom said that its methodology for estimating the forward-looking cost of debt was
consistent with its general approach of including forward-looking, efficiently-incurred
costs when regulating charges for telephony. This approach, it said, was consistent
with:®

" BT Core Submission, Part 1, §160.

8 BT NoA, §261.

" BT Core Submission, Part 1, §161.

% BT NoA, §262.

8 BT NoA, §262.

8 Ofcom Defence, §93.

8 Ofcom Defence, §90.

8 Ofcom Defence, §96.

& Ofcom Defence, §90.

8 Ofcom Defence, §95.

8 Ofcom hearing transcript, p8, row 2ff.
8 Ofcom Defence, §93; Ofcom Core Submission, Part 1, §25.1.

2-10



2.56

(a) its relevant statutory duties,® which included EU directives and the 2003 Act;*

(b) Ofcom’s own regulatory principles;®* and

(c) the consistent guidance of the EU institutions that, in performing their analysis,
Ofcom and other NRAs should adopt a forward-looking analysis and allow only

efficiently-incurred costs.%

Ofcom said that by excluding the embedded debt premium, it estimated a true
forward-looking cost of capital, which it allowed BT to recover in full.*®

BT’s claim that embedded debt costs are forward-looking costs

2.57

2.58

2.59

2.60

2.61

Ofcom said that its general approach when assessing the base year costs in an RPI—
X price control was to include only efficiently-incurred forward-looking costs. A
forward-looking cost was one which was causally related to the current and future
provision of services.*

Ofcom said that the fact that a debt became payable at some point in the future, and
therefore its cost was known in advance, did not make it a forward-looking cost.*®
Nor did the mere fact that the cash transaction to pay a particular cost may occur
during a charge control period say anything about whether that cost related to the
period of economic activity covered by that charge control.®

Ofcom said that the forward-looking costs in relation to the cost of debt were current
yields. It said that this was in contrast to BT’s view that the forward-looking costs of
debt were the yields of BT’s bonds at issuance.®” Ofcom said that future interest
costs relating to historic debt (ie debt that had already been incurred) were not
forward looking, and therefore they were not relevant costs for the purposes of
estimating the charge control.?®

It said that forward-looking costs were the costs of the resources used to provide the
service in question. To be a forward-looking cost in the relevant sense, a cost must
not only be payable in future if the firm continued to supply the service or services in
guestion, but it must also be avoidable if it ceased to provide the service or services.
A cost which could not be avoided even by ceasing production entirely should
properly be regarded as a sunk cost, not a forward-looking cost.*®

Ofcom said that as embedded debt had already been incurred, the future payments
therefore related to a sunk liability and should not be included in the assessment of a
forward-looking cost of debt. Including sunk costs in the cost of capital calculation
distorted incentives by allowing windfall losses or windfall gains from the past to
influence BT’s future investment decisions. %%

% Ofcom Defence, §46.

% Ofcom Defence, Annex 1.

1 Ofcom Defence, Annex 1, §9ff.

2 Ofcom Defence, §47.

% Ofcom Defence, §98.

% Ofcom Defence, §48.

 Ofcom Defence, §101.

% Ofcom Defence, §56.

7 Ofcom hearing transcript, p13, row 5ff.
% Ofcom Defence, §95.

% Ofcom Core Submission, Part 1, §25.1.
1% Bfcom Defence, §102.

101

Ofcom hearing transcript, p34, row 23.
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2.62

2.63

2.64

2.65

2.66

2.67

2.68

2.69

Ofcom said that the high interest costs (relative to costs based on current interest
rates) which BT was required to pay on debt issued in the past should be regarded
as sunk costs because they reflected past financing decisions. Those costs should
be borne by BT, and not its customers of its regulated products and services.**
Ofcom said that it was in the interests of efficiency and competition for BT to bear
those sunk costs and not the consumer.**

Ofcom said that it did not include the embedded debt premium because to include
these costs would give the wrong incentives, would distort decisions on future invest-
ments, would not promote efficiency and would not be robust to different economic
conditions.'%

It said that when forward-looking costs were reflected in prices, those prices would
give the correct incentives for production, consumption, entry and investment.*®

Professor Franks (an expert witness for Ofcom) said that allowing the embedded
debt premium would not promote efficiency because it would distort the incentives to
invest as it would allow windfall gains from the past to influence future investment
decisions since if the embedded debt premium raised the WACC this would affect the
‘reject or accept’ decision on future investments.*”’

Ofcom said that the WBA charge controls influenced the competitive balance
between Virgin Media’s services and services provided using BT’s network. If these
charges were wrong, competition would be distorted as a result.**®

Ofcom said that were it to make an allowance for the embedded debt premium, this
would mean that charges would be higher than they would otherwise be, and this
would incentivize other operators to make further investments in that market, which
would not take place otherwise.'®

It said that companies used BT’s networks in different ways to provide competing
broadband services. For example, TalkTalk Group and BSkyB unbundled BT's
exchanges; others, such as BT Retail and Orange, used BT Wholesale’s IP stream
service. The investments made by these different companies, for example whether or
not to unbundle BT'’s exchanges, were affected directly by the relative prices of the
regulated wholesale input. If those relativities changed, so too did the balance of
competition. If the relativities were wrong, competition was distorted.**°

At its bilateral hearing Ofcom said that the market subject to the WBA charge control
had a low likelihood of significant entry.'** Ofcom said that entry by Local Loop
Unbundling was largely uneconomic and that Virgin was not present in this market.
However, Ofcom said that TalkTalk had unbundled some exchanges in this
market.'*?

192 Ofcom Defence, §§103 & 104.

%% Ofcom Defence, §96; Ofcom Core Submission, Part 1, §25.1; Ofcom Defence, W/S Franks 1, §23.
194 Ofcom hearing transcript, p13, row 16.

1% Ofcom Defence, §93.

106

Ofcom Defence, §48; Ofcom hearing transcript, p10, row 6ff.

197 Ofcom Defence, W/S Franks 1, §§21, first bullet, 22, 23 & 25.
1% Ofcom hearing transcript, p9, row 6ff.

109

Ofcom hearing transcript, p35, row 11ff.

19 Bfcom hearing transcript, p9, row 15ff.
1 Ofcom hearing transcript, p18, row 11ff.

112

Ofcom hearing transcript, p20, row 10, & p19, row 21ff.
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BT’s opportunity to recover its efficiently-incurred costs

2.70

Ofcom said that it allowed BT to recover efficiently incurred relevant costs, which
meant that those costs must be forward-looking. BT was therefore incorrect that the
only proper ground for excluding the embedded debt premium would be that it had
not been efficiently incurred.**?

Embedded debt costs and the treatment of sunk costs of assets

2.71

2.72

2.73

2.74

2.75

Ofcom said its methodology for estimating the forward-looking cost of debt was
consistent with its general approach of including forward-looking efficiently incurred
costs when regulating charges for telephony.*'* Ofcom said that when sunk costs
(such as duct) were included, this was an exception to the general rule, where
necessary to incentivize future investments in sunk assets. It added that it would
make such an exception only if it was consistent with the stability of the regulatory
framework and dynamic efficiency.*®

Professor Franks said that BT’s losses on its embedded debt were crystallized before
the current price review as BT’s debt was trading at a premium to its face value.**°

At its bilateral hearing Ofcom explained in relation to sunk costs that its approach
was to provide BT with the opportunity, but not a guarantee, of the recovery of sunk
costs. This was based to a large extent on the fair bet principle under which Ofcom
provided the opportunity, rather than a guarantee of the recovery for sunk assets.**’
Its policy for sunk assets was to value such assets by reference to forward-looking
costs based on market values. The difference between the purchase price and the
market value at the time of setting the charge control were sunk costs and would be
excluded from the charge control. However, Ofcom would make an ex-ante
allowance for accelerated depreciation (where accelerated depreciation was
expected) for such assets when setting a charge control, but the difference between
the expected and actual depreciation charge would be borne by BT (ie by the
regulated company).®

Ofcom said that interest rates could go up or down and BT could choose its capital
structure, responding to the fact that it was going to be remunerated on the basis of
forward-looking costs.**

Ofcom said that although the cost of debt was not a sunk cost, changes in interest
rates led to a change in the market value of debt. The sunk cost was the change in
the market value of the debt.**

Costs of debt should be set by reference to BT’s costs

2.76

Ofcom clarified that its policy was to set the cost of debt for BT by reference to BT's
costs of new debt, not a new entrant’s cost of debt.***

13 Ofcom Defence, §94.
14 Ofcom Defence, §93.

115

Ofcom Defence, §48; Ofcom hearing transcript, p23, row 6ff.

18 Ofcom Defence, W/S Franks 1, §23.
Y7 Ofcom hearing transcript, p23, row 6ff.

118

Ofcom hearing transcript, p25, row 9ff.

19 Ofcom hearing transcript, p32, row 25ff.
120 Ofcom hearing transcript, p39, row 15ff.

121

Ofcom hearing transcript, p30, row 6ff, & p39, row 5ff.
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Retrospection

2.77

2.78

2.79

Ofcom said that it understood that BT was not seeking compensation for past esti-
mation errors. It said that this did not, however, change the fact that the embedded
debt premium should properly be regarded as sunk and therefore did not form part of
forward-looking costs used to calculate the cost of capital.'??

Ofcom said that it would take the out-turn cost and efficiency levels achieved by BT
in the prior charge control into account when setting a new charge control, but would
not take retrospective action in relation to the over/under-recovery in the prior period
(what BT described as the ‘no retrospection’ principle).**

Ofcom said that its general approach was well known to stakeholders such as BT
and had been established for many years.**

Conflation between forward-looking costs and the cost of new debt

2.80

Ofcom said that as the forward-looking cost of debt was obtained by reference to the
costs of new debt only, it considered that its reference to the cost of new debt as the
forward-looking cost of debt in its decision was correct.*?

The Interveners

2.81

The Interveners said that Ofcom had consistently taken an approach to calculating
BT'’s allowed costs for price controls based on forward-looking efficient costs**® and
that the European regulatory framework in which Ofcom operated supported Ofcom’s
approach.*?’

BT’s claim that embedded debt costs are forward-looking costs

2.82

2.83

The Interveners said that the embedded debt premium was not a forward-looking
cost in an economic sense; it was not an avoidable cost. Thus economic efficiency
would be best served by using new debt costs which were forward-looking costs.*?®

Mr Francis (an expert witness for the Interveners) said that including an allowance for
the embedded debt premium in regulated wholesale charges would lead to prices of
these services diverging from the efficient level. This would discourage competition in
downstream and related markets and in the long run result in less innovation and
choice for consumers:**°

(a) If prices were not based on forward-looking costs this distorted purchasing
decisions (for example, build or buy decisions) and market entry decisions of
competitors, as these decisions would be based on competitors’ own forward-
looking costs and BT’s wholesale prices.**°

122 Ofcom Defence, §104.

122 Ofcom Defence, §49.

124 Ofcom Defence, §50.

125 Ofcom Defence, §107.

126 BskyB/TalkTalk Core Submission, Part 1, §6.
127 BskyB/TalkTalk Sol, §§25-27 & 92.

128 BskyB/TalkTalk hearing transcript, p14, row 1ff.
129 BskyB/TalkTalk Sol, W/S Francis 1, §45.

130 BskyB/TalkTalk Sol, W/S Francis 1, §43.
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2.84

2.85

2.86

(b) Investment decisions for competing technologies and new products would also
be distorted.**

The Interveners said that if the allowed debt costs were based (in large part) on BT's
actual embedded debt costs, this would lead to economic inefficiencies such as
distorted competition, reduced cost minimization incentives and inefficient
investment, which it said would also arise as a result of WBA prices incorporating
PDR costs:**

(a) It would reduce allocative efficiency due to the increase in prices relative to
efficient, long-run incremental prices of wholesale inputs;*** Mr Higho (a witness
for the Interveners) said that it could encourage inefficient investment in Local
Loop Unbundling services and inefficiently low consumption of WBA services.'**

(b) It would reduce productive efficiency due to reduced incentives to minimize
costs;™® Dr Lilico said that allowing the recovery of actual costs would undermine
incentives for firms to control their costs (thereby undermining productive
efficiency).**

(c) It would reduce dynamic efficiency due to its distortive effect on effective compe-
tition from rivals such as BSkyB and TalkTalk at the wholesale and retail levels:

(i) By favouring some business models (those less reliant on purchasing WBA).
For example, it may make other technologies (eg those used by Virgin Media)
artificially cheaper, which would weaken incentives to invest.™®*” Mr Francis
said that including the embedded debt premium could distort the competition
between WBA enabled broadband services and cable and mobile broadband
services.™®

(i) By introducing a greater risk of margin squeeze by BT** because BT Retail
might obtain a competitive advantage since the BT Group would retain the
benefit of higher WBA charges.****

(iif) By undermining investment incentives for all operators by reducing the credi-
bility of the regulatory regime.*

Mr Francis said that including the embedded debt premium could lead consumers to
make choices that were allocatively inefficient.*** For example, an allowance for the
embedded debt premium that increased the cost of debt would result in regulated
prices that were above the forward-looking efficient cost level. This higher price level
would result in lower consumption of the service and a welfare loss for consumers.***

Mr Francis said that if the regulated charges for wholesale infrastructure activities
were based on efficient forward-looking costs, then this provided the correct incen-

131 BskyB/TalkTalk Sol, W/S Francis 1, §42.

132 BskyB/TalkTalk Sol, §94.

138 BskyB/TalkTalk Sol, §54.

134 BskyB/TalkTalk Sol, W/S Higho, §33(i).

135 BSkyB/TalkTalk Sol, §§55, 55.1 & 55.2.

1% BskyB/TalkTalk Sol, W/S Lilico 1, §2.38.

37 BskyB/TalkTalk Sol, W/S Higho, §33(ii) & W/S Heaney 1, §§26-32.
138 BskyB/TalkTalk Sol, W/S Francis 1, §38.

139 BskyB/TalkTalk Sol, §§856 & 56.1.

140 BskyB/TalkTalk Sol, W/S Higho, §33(iii) & W/S Heaney 1, §27.

41 BskyB/TalkTalk Sol, W/S Francis 1, §39.

142 BskyB/TalkTalk Sol, §856 & 56.2.

143 BskyB/TalkTalk Sol, W/S Francis 1, §§35 & 38.

144 BSkyB/TalkTalk Sol, W/S Francis 1, §36; BSkyB/TalkTalk Sol, §§57, 57.1 & 57.2.
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2.87

tives for competitive entry and investment decisions.** Prices based on forward-
looking efficient costs:**

(a) Ensured that competitive entry could take place where the entrant was as
efficient (or more efficient) than the regulated incumbent. It also ensured that
competitive entry would only be incentivized or feasible where the entrant was at
least as efficient as the incumbent.**’

(b) Promoted efficient competition in those elements of the value chain where such
competition was possible.**®

The Interveners said that there was prospect of new entry into the market subject to
the WBA charge control. TalkTalk was quite advanced in starting to unbundle
exchanges within this market and BSkyB was not far behind.*

BT’s opportunity to recover its efficiently-incurred costs

2.88

2.89

2.90

2.91

The Interveners said that BT may under-recover costs simply because events may
turn out differently from expectations, whether or not its management decisions were
efficient ones. Doing business was inherently risky. That is what shareholders were
compensated for through allowing them a return on their investment which was
above the risk-free rate.**

The Interveners said that Ofcom’s approach to permit only the recovery of efficiently-
incurred forward-looking costs provided regulated entities with the opportunity to
recover their efficiently-incurred forward-looking costs, but not a guarantee of

doing so.**

Mr Francis said that Ofcom’s approach to the cost of debt was consistent with its
duties, its six cost recovery principles and the economic principles of efficiency and
welfare that underpinned them. Ofcom’s approach, he said, was market based, ie (a)
it was based on evidence from the traded debt markets for activities of similar risk
rather than just on actual BT Group data; and (b) it reflected Ofcom’s view of the cost
of debt of an efficient provider of the relevant services at the end of the control
period.™? At the Interveners’ bilateral hearing, Mr Francis added that Ofcom’s
approach of looking at the current market interest rates on BT’s quoted debt (and in
prior decisions on alternative spreads as well) was more consistent with its duties in
terms of efficiency and welfare than the embedded debt approach.**

Mr Francis said that Ofcom’s approach of taking account of market evidence and
taking account of data from BT'’s debt issues was consistent with the objective of
giving BT the opportunity to recover its efficiently-incurred financing costs. In other
words, the Ofcom approach, if properly implemented, would satisfy this objective.***

145 BSkyB/TalkTalk Sol, W/S Francis 1, §44., BSkyB/TalkTalk hearing transcript, p13, row 24ff.
146 BskyB/TalkTalk Sol, W/S Francis 1, §41.

47 BskyB/TalkTalk Sol, W/S Francis 1, §41.

148 BSkyB/TalkTalk Sol, W/S Francis 1, §40.

149 BskyB/TalkTalk hearing transcript, p16, row 23ff.

150 BskyB/TalkTalk Sol, §28.

151 BskyB/TalkTalk Sol, §24.

152 BskyB/TalkTalk Sol, W/S Francis 1, §33.

153 BskyB/TalkTalk hearing transcript, p22, row 8ff.

154 BskyB/TalkTalk Sol, W/S Francis 1, §106.
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Costs of debt should be set by reference to BT’s costs

2.92

2.93

2.94

2.95

2.96

2.97

The Interveners said that the promotion of economic efficiency and consumer welfare
required the use of forward-looking efficient costs. A benchmark for those costs was
provided by the costs faced by an efficient new entrant (at least where the new
entrant had lower costs than the incumbent).**®

The Interveners said that the WBA market was more competitive and contestable
than the natural monopolies arising in water and energy markets,**® for example both
BSkyB and TalkTalk self-supplied WBA services (using LLU) and Virgin self-supplied
(using its own network when it competed in its cabled areas).™’

The Interveners said that the contestability of the WBA market implied that it was
more appropriate to use costs based on those costs faced by new entrants, since
otherwise entry signals were distorted. Mr Francis said that delivering allocative and
dynamic efficiency was achieved by setting financing costs on the same basis as
those experienced by a competing service or a new entrant. A hypothetical new
entrant would, by definition, not have embedded debt.**#*%%! Setting financing
costs on the same basis as those experienced by a competing service or a new
entrant, said the Interveners, was consistent with the approach that Ofcom had
adopted to the cost of debt.*®*

Dr Lilico (an expert witness for the Interveners) said that the key means by which
price regulation attempted to achieve its objectives was by setting price caps with
reference to the prices and price paths that would prevail in a competitive or
contestable market. In other words, price caps were set with reference to precisely
those constraints on prices, the absence of which justified such price regulation.*®*
This, he said, was also Ofcom’s approach.'®

Dr Lilico said that in a contestable market, equilibrium prices were the same as prices
in a competitive market, even though there may be only one firm active. If the active
firm were to raise prices above the equilibrium price, then there would be entry by a
new firm that would undercut the prices of the incumbent, taking away its demand.®*
The equilibrium price, in a contestable market setting, depended upon the cost struc-
ture and cost levels of an efficient new entrant.'®

Dr Lilico said that the setting of prices with reference to the cost structure of an
efficient new entrant was an integral part of the incentive system created by the price
control process. Prices equal to those of an efficient new entrant would allow the
regulated entity sufficient incentives to invest, at the margin, in ways that generated/
maximized allocative, productive and dynamic efficiency.'®

155 BskyB/TalkTalk Sol, §92.

1% BskyB/TalkTalk Sol, §20.1, & W/S Higho, §§29-31.
%7 BskyB/TalkTalk Sol, §20.1.

158 BskyB/TalkTalk Sol, §20.1.

159 BskyB/TalkTalk Sol, W/S Higho, §§29-31.
160 BskyB/TalkTalk Sol, §93.

161 BskyB/TalkTalk Sol, W/S Francis 1, §33.
162 BskyB/TalkTalk Sol, W/S Lilico 1, §2.8.

162 BskyB/TalkTalk Sol, W/S Lilico 1, §2.9.

164 BskyB/TalkTalk Sol, W/S Lilico 1, §2.10.
165 BskyB/TalkTalk Sol, W/S Lilico 1, §2.11.
166 BskyB/TalkTalk Sol, W/S Lilico 1, §2.12.
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2.98

2.99

2.100

Dr Lilico said that although the underlying thought experiment of the efficient new
entrant was relatively clear and concrete, ‘it should be deployed in price regulation
with an inevitable and ineliminable degree of judgement and pragmatism’.*®’

Dr Lilico said that for Ofcom, the ‘relevant costs’ ‘efficiently incurred’ were the costs
that would be incurred by an efficient new entrant, and thus by definition excluded the
embedded debt premium. Irrelevant costs might include the costs of unregulated
parts of BT's business or the costs of assets that were no longer used. Inefficiently-
incurred costs did not simply mean costs that were inefficient at the time they were
set (ie when the debt was raised) for equilibrium prices can change, and what were
efficient costs yesterday may not be efficient costs tomorrow.'®®

Dr Lilico said that BT confused the efficient new entrant concept of price regulation
with a cost recovery concept in which the goal of regulation was to allow a company
to recover the costs that it actually incurred, provided that those costs were not in-
efficient at the time they were incurred. That, he said, was a different concept of price
regulation, and would not be considered regulatory best practice in the UK.**°

Retrospection

2.101

2.102

2.103

2.104

2.105

The Interveners said that BT wanted to introduce retrospection into Ofcom’s price-
setting process for BT’s embedded debt premium.*™

The Interveners said that an essential part of a forward-looking approach was that it
did not involve retrospective adjustments when the ex-post costs turned out differ-
ently from the ex-ante expectations on which the control was based. This provided
BT with the opportunity to recover its efficient forward-looking costs on an ex-ante
basis; but it did not guarantee recovery, even where costs were efficient at the time
they were incurred.'’

The Interveners said that making retrospective adjustments to account for events not
turning out as BT had hoped would require Ofcom to open up the entire price control
to ensure regulatory consistency and examine the extent of countervailing adjust-
ments.

The Interveners said that BT sought compensation for its decisions on debt that now
appeared unfavourable in the light of current market circumstances. They said that
BT justified this in the light of current information that it suggested showed, ex post,
that it had lost out as a result of its previous decisions. The logical extension of this
was that other key areas such as the cost of capital should be reopened in the light of
new information and similar retrospective adjustments made, since it was likely that,
for example, viewed ex post BT’s allowed cost of capital in previous price controls
had been excessive.'”

Mr Heaney (a witness for the Interveners) said that this would, for example, also
need to be done for cumulo rates'’® and efficiency gains.™

167 BskyB/TalkTalk Sol, W/S Lilico 1, §2.24.

168 BSkyB/TalkTalk Sol, W/S Lilico 1, §2.37.

169 BskyB/TalkTalk Sol, W/S Lilico 1, §2.37.

170 BskyB/TalkTalk Core Submission, Part 1, §9.
1 BskyB/TalkTalk Core Submission, Part 1, §6.
72 BskyB/TalkTalk Sol, §§13.1, 13.2 & 109.2.

7% Cumulo rates are a tax on commercial property.
174 BskyB/TalkTalk Sol, W/S Heaney 1, §§39-43.
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2.106 The Interveners said that that reopening a price control in this way was against an
essential principle underpinning Ofcom’s regulation of BT—that it was not retrospec-
tive—and that BT would bear, and be compensated for, the ‘risks’ of both gains or
losses as against an ex-ante assessment of the inputs to the price control. The
Interveners said that BT's appeal not only required the core principle of no retrospec-
tion to be abandoned, but also did so in an unjustified asymmetric fashion.*”

2.107 The Interveners said that BT’s cost of capital reflected the fact that its shareholders
and debt-holders had borne the risk associated with it choosing to have fixed rate
embedded debt, and the cost of capital would need to be adjusted if that risk were
transferred in part to customers for regulated services.*"®

Conflation between forward-looking costs and the cost of new debt

2.108 The Interveners said that the relevant consideration in the present context was not
BT's own actual cost of debt but rather that which an efficient new entrant would
incur during the price control. This would not include the embedded debt premium.
The test of whether a cost was properly an efficient ‘forward-looking’ one was not a
matter of accuracy of prediction. Rather, the test looked to a reasonable estimate of
the costs that an efficient entrant would incur during the relevant period in producing
the relevant service (or more strictly, the costs it would avoid if the service were not
produced). There was no conflation as alleged by BT—because the forward-looking
cost c1)£7debt was, in the present case, quite properly identified as the cost of new
debt.

Assessment—inconsistency with Ofcom’s policies
Ofcom'’s existing regulatory practice

2.109 We first consider how the embedded debt premium is handled under Ofcom’s
existing regulatory practice.

2.110 Ofcom said that its approach to calculating the cost of debt without reference to the
embedded debt premium has been well understood and consistent over time (see
paragraphs 2.8 and 2.18) and has been established for many years (see paragraph
2.79). Ofcom also said that it never previously used the embedded debt premium in
its calculation of the WACC (see paragraph 2.27).

2.111 BT itself stated that Ofcom did not indicate in prior decisions that it intended to take
the embedded debt premium into account (see paragraph 2.206).

2.112 The Interveners said that BT was trying to recoup losses that it incurred under
Ofcom’s approach (see paragraphs 2.22 and 2.104) and that it would have been
unlikely for BT to propose the inclusion of the embedded debt premium if interest
rates had moved in BT’s favour (see paragraph 2.229).

2.113 We considered the claims and evidence provided by the parties. This evidence does
not suggest that Ofcom'’s existing regulatory practice makes an allowance for the
embedded debt premium. We therefore do not find that BT has made a persuasive
case that under that existing regulatory practice BT should have had an expectation
that it would recover the embedded debt premium (ie receive an allowance for the

175 BskyB/TalkTalk Sol, §13.3.
'7° BSkyB/TalkTalk Sol, §§10.3c, 19.5 & 109.1.
77 BskyB/TalkTalk Sol, §100.
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embedded debt premium), nor that it took out its fixed rate debt in a reasonable
expectation that Ofcom’s existing regulatory practice would protect it from interest
rate gains and losses.

2.114 BT framed its appeal in terms of the principle of making an allowance for the
embedded debt premium.”® Its appeal envisages that if Ofcom were to change its
existing regulatory practice, then it would be able to recoup the embedded debt
premium on its existing fixed rate debt. In our view, if we were to find that Ofcom
should make an allowance for the embedded debt premium, we would then need to
consider whether this should apply to existing debt.

2.115 We consider below whether BT has shown that an approach that allowed the recov-
ery of the embedded debt premium is, for the reasons alleged by BT, superior to the
approach adopted by Ofcom.

2.116 BT's proposed method for calculating the embedded debt premium would only be
relevant if we were to find that Ofcom erred in adopting an approach that did not
make an allowance for the embedded debt premium. Consequently, we deal first with
whether or not BT has shown that Ofcom erred in that way.

Structure of the remainder of this assessment

2.117 Our assessment below follows the format we used in setting out the positions of the
parties above and as set out in paragraph 2.31 except that we assess paragraph
2.31(a) BT’s claim that embedded debt costs are forward-looking costs; and
paragraph 2.31(b) BT'’s opportunity to recover its efficiently-incurred costs together.
This is because BT'’s arguments under both headings were related to the
interpretation and implementation of Ofcom’s policy as set out in paragraph 2.118.
We assess BT’s arguments under the following headings:

(a) BT's claim that the embedded debt premium is a forward-looking cost and BT'’s
opportunity to recover its efficiently incurred costs;

(b) embedded debt costs and the treatment of sunk costs of assets;
(c) costs should be set by reference to BT's costs;
(d) retrospection; and

(e) conflation between forward-looking costs and the cost of new debt.

BT’s claim that the embedded debt premium is a forward-looking cost and BT’s
opportunity to recover its efficiently-incurred costs

2.118 The parties agreed that it was Ofcom’s policy objective to provide BT with the oppor-
tunity to recover all its relevant costs (where efficiently incurred), including its cost of
capital.

2.119 BT disputed Ofcom'’s interpretation of the stated policy objective and the meaning of
‘forward-looking costs’. BT did not dispute (in the context of its pleadings on
embedded debt) that 'relevant costs’ were those that were forward looking.'”®

'8 BT NoA, §230a.
7% See paragraphs 2.33 & 2.34; BT hearing transcript, p50, row 1ff.
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2.120

2.121

2.122

2.123

2124

Forward-looking costs

BT said that embedded debt gave rise to a forward-looking cost because it was a
relevant large known fixed cost that would be incurred during the charge control
period.®

Ofcom'’s interpretation of forward-looking costs was different from this. It said that it
did not guarantee recovery of costs, even if efficiently incurred, and that ‘forward
looking’ meant causally related to the current and future provision of services (ie the
‘avoidable costs’ of providing WBA services).*®

Ofcom also said that excluding the embedded debt premium gave the correct incen-
tives for production, consumption, entry and investment and that:

(a) were it to make an allowance for the embedded debt premium, this would mean
that charges would be higher than they would otherwise be, and this would
incentivize other operators to make further investments in that market, which
would not take place otherwise;'®

(b) decisions by BT’'s competitors whether or not to unbundle BT’s exchanges were
affected directly by the relative prices of the regulated wholesale input;*®

(c) competition could be distorted in the wider broadband market'® if the prices of

the relevant wholesale input (WBA services) are not based on efficient costs
calculated on a forward-looking basis (in Ofcom’s definition);*®® and

(d) to include these costs would give the wrong incentives, would distort decisions on
future investments, would not promote efficiency and would not be robust to
different economic conditions.*®

We note that whilst BT’s appeal related to WBA Market 1, the arguments of Ofcom
and the Interveners included references to competitive effects that included markets
outside WBA Market 1. We also note that BT has said in its own pleadings that the
decision on embedded debt had relevance beyond the current charge control (see
paragraph 2.15). We are mindful of the fact that there is a price control for WBA
Market 1 because competition is currently limited. However, none of the parties have
suggested that competitive effects are not a relevant issue. We therefore treat
competitive effects as relevant for our assessment.

BT has not argued against Ofcom’s proposition in relation to the risk of the distortion
of incentives for production, consumption, entry and investment (although BT
provided argument about the incentives for BT to invest under a separate heading in
its NoA—see paragraphs 2.154ff and said that a new entrant may also have
embedded debt—see paragraph 2.47). Much of BT’s argument on forward-looking
costs related to whether it can or cannot recover its efficiently-incurred costs, which
we discuss under a separate heading.

'8 BT NoA, §§258 & 262; see also paragraphs 2.33 & 2.34.
181 See paragraph 2.57.

18

? See paragraph 2.67.

182 See paragraph 2.68.

184 We note that competition in Market 1 (ie the WBA market subject to this charge control) is limited. However, this is not an
argument made by the parties and we believe that the parties consider competition nevertheless to being relevant to the
decision whether or not to include embedded debt costs.

185 See paragraph 2.66.

186

See paragraph 2.63.
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2.125

2.126

2.127

2.128

2.129

2.130

2.131

2.132

We assess the merits of BT's and Ofcom'’s interpretations of the phrase ‘forward-
looking costs’ by looking at the effects of the charge control. We accept that BT's
interest payments on fixed-rate debt are known costs that will be incurred in the
future and therefore can be seen as forward looking from a business perspective.
However, it is not self-evident that this is the appropriate perspective in the context of
economic regulation.

We are persuaded by Ofcom’s argument that a policy that excludes the embedded
debt premium better ensures that consumers and competitors face the right price
signals, and thereby better promotes efficient and sustainable competition than the
inclusion of the embedded debt premium would. In particular, we agree with Ofcom
that competition could be distorted in the wider broadband market if the prices of the
relevant wholesale input (WBA services) are not based on efficient costs calculated
on a forward-looking basis (in Ofcom'’s definition). This is because telecommunication
providers competing in the broadband market use different wholesale inputs
(including wholesale products from BT other than WBA services and inputs from BT's
competitors) and the relative prices of these wholesale inputs are important to the
competitive structure of the market and in promoting efficient make/buy decisions by
competitors.

It appears to us that costs calculated on a forward-looking basis (in Ofcom’s
definition) set appropriate incentives for entry and investment and are consistent with
the economic principle of allocative efficiency. We are of the view that the relevant
cost of debt calculated in accordance with these principles is the current cost of debt.

We were not persuaded by BT's argument that a potential new entrant would likely
have embedded debt, too. This is because we would normally expect new
investments to be funded by new debt (even if not we would expect that such
investment decisions would nevertheless be made by reference to the cost of capital
at the time of the decision). We note that BT’'s witness Dr Correia da Silva stated that
its decisions on new investments were not impacted by the overall cost of debt
allowed in a charge control, but by the cost of capital prevailing at the time of the
decision (see paragraph 2.162).

For the above reasons, we agree with Ofcom that the embedded debt premium
sought by BT does not constitute a forward-looking cost in the relevant sense.

We therefore find that BT has not persuaded us that the effect of its approach to
forward-looking costs of debt is less distortive than, nor therefore clearly superior to,
Ofcom’s approach. We find that Ofcom provided good reasons for adopting its
approach and we think Ofcom made a reasonable decision in adopting that approach
in this case.

The opportunity to recover its efficiently incurred costs

BT said that excluding the embedded debt premium was not fully consistent with
Ofcom'’s policy objective of providing BT with the opportunity fully to recover all its
relevant efficiently-incurred costs, including the cost of capital. For this to be
achieved, BT should be allowed to recover the total amount of its cost of capital
provided that it was efficiently incurred. (See paragraph 2.40.)

BT said that it had under-recovered debt costs in the last ten years and that this

showed that Ofcom failed to allow BT to recover all its efficiently-incurred costs. (See
paragraph 2.41.)
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2.133

2.134

2.135

2.136

2.137

2.138

2.139

2.140

Ofcom said that it allowed BT to recover efficiently-incurred relevant costs, which
meant that those costs must be forward looking. (See paragraph 2.70.)

The Interveners said that BT might under-recover costs simply because events might
turn out differently from expectations, whether or not its management decisions were
efficient ones. The Interveners said that Ofcom’s approach provided regulated
entities with the opportunity to recover their efficiently-incurred forward-looking costs,
but not a guarantee of doing so. (See paragraphs 2.88 and 2.89.)

In our view, it is clear from the evidence that Ofcom’s approach is about providing BT
with the opportunity to recover costs.*®” This opportunity is provided on an ex-ante
basis and the actual out-turn will depend upon various factors, some of which will be
outside BT’s control (ie Ofcom’s approach provides a fair bet for BT to recover its
efficiently incurred costs). We agree with the Interveners that BT may under-recover
costs simply because events may turn out differently from expectations.

That BT had under-recovered debt costs in the last ten years does not demonstrate
that it was not provided, on an ex-ante basis, with the opportunity to recover its costs.

BT said that it was not able to recover embedded debt premium because interest
rates had fallen since it took out that debt (see paragraph 2.42). Had interest rates
increased above the fixed rate, BT would have benefited from Ofcom’s decision.

We note that, as argued by the Interveners on a different point (see paragraph
2.154ff) BT can affect its exposure to interest rate risk by its choice of financial
instruments. It can choose the maturity profile, it can decide whether to take out fixed
or floating rate debt or a combination, and it can use hedging instruments, such as
interest rate swaps (see paragraphs 2.1(a) and 2.176) to mitigate financial risks. We
note that BT has not provided any evidence to the contrary.

We do not agree with BT that Ofcom’s policy prevented it from having the opportunity
to recover all its embedded debt costs because BT's arguments do not show that it
did not, ex ante, have this opportunity.

Our conclusion

We therefore do not find that BT has demonstrated that making an allowance for the
embedded debt premium provides better economic incentives than Ofcom’s
approach to forward-looking cost, and we do not find that BT has demonstrated that
excluding the embedded debt premium fails to provide it with the opportunity to
recover its efficiently-incurred costs.

Embedded debt costs and the treatment of sunk costs of assets

2.141

BT said that its embedded debt costs were linked to the assets financed by
embedded debt and these assets often had a lifespan of more than one charge
control period. It said that the historic capital costs of these assets were included in
Ofcom'’s charge control through depreciation charges and this supported BT'’s view

187

See paragraph 2.28.
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2.142

2.143

2.144

2.145

2.146

that historic debt costs should be included in Ofcom’s charge control too (see
paragraph 2.43).'%

Dr Correia da Silva said that Ofcom’s approach allowed for the recovery of fixed and
sunk costs incurred in the past in order to promote investment and dynamic
efficiency. This practice did not support the view that allowing the embedded debt
premium to be recovered would lead to wrong incentives and not promote efficiency.
Therefore, not to allow the recovery of the embedded debt premium that was related
to the financing of these assets would not be in line with Ofcom’s policy of allowing
recovery of past fixed costs. (See paragraph 2.45.)

We understand BT’s argument to be that because its allowed revenues for certain
assets are derived from costs calculated on a historic cost basis (rather than using
market values), it would be reasonable to treat embedded debt, or a proportion of it,
in the same way.

Ofcom said that its methodology for estimating the forward-looking cost of debt was
consistent with its general approach. Ofcom said that when sunk costs were
included, this was an exception to the general rule, where necessary to incentivize
future investments in sunk assets and where making an exception was consistent
with the stability of the regulatory framework and dynamic efficiency. (See paragraph
2.71))

We do not think that Ofcom’s reasoning in relation to incentivizing investment in sunk
assets has been shown to apply to embedded debt. BT has not provided reasons
beyond a general argument relating to consistency but Ofcom’s reasons for its treat-
ment of these assets appear to be specific and exceptional.

We were therefore not persuaded that there needs to be a similar treatment by
Ofcom of assets and the financing thereof.

Costs of debt should be set by reference to BT’s costs

2.147

2.148

BT disagreed with the Interveners as to whether the correct benchmark for the cost
of debt was the cost an efficient entrant would charge or whether it should be set by
reference to BT’s cost of debt. Ofcom said that its policy was to set the cost of debt
for BT by reference to BT’s costs of new debt not a new entrant’s cost of debt (see
paragraph 2.76).

We note that this was a point raised by the Interveners in support of Ofcom’s
decision to set the cost of debt by reference to forward-looking costs. This does
therefore not appear to be an independent argument in favour of including an allow-
ance for the embedded debt premium.

Retrospection

2.149

All parties agreed with Ofcom’s ‘no retrospection’ principle. The Interveners said that
making an adjustment for the embedded debt premium would violate this principle
(see paragraph 2.101). This appeared to be based on the observation that the
change in market value of fixed rate debt as a result of a change in interest rates
amounts to a capital loss and that allowing the embedded debt premium as part of

188 We understand BT’s argument to be of a general nature relating to the treatment of sunk costs. We do not think that BT is
proposing a matching of specific assets with specific debts since BT’s proposed mechanism for taking account of embedded
debt does not involve such matching.
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Ofcom'’s charge control decision would amount to BT recovering this loss. BT
disagreed that what it was asking for amounted to retrospection (see paragraph
2.48).

2.150 This does therefore not seem to amount to an independent argument in favour of
including an allowance for the embedded debt premium, rather it goes to the ques-
tion whether the correct interest rate to use for setting the cost of debt is the yield at
issuance or the yield at the time of Ofcom’s decision (which we assess in paragraph
2.118ff).

Conflation between forward-looking costs and the cost of new debt

2.151 BT said that Ofcom was incorrect to refer to the cost of new debt as being equivalent
to the forward-looking cost of debt.

2.152 Ofcom explained that it obtained the forward-looking cost of debt by reference to the
costs of new debt only (see paragraph 2.80) and we did not find that Ofcom erred in
doing so (see paragraph 2.120ff). Therefore, whilst BT is correct that Ofcom used the
term cost of new debt and the forward-looking costs of debt interchangeably, we do
not find that Ofcom was in error in doing this.

Overall conclusion on (a) inconsistency with Ofcom’s policies

2.153 We therefore do not find that BT has demonstrated that Ofcom erred in excluding the
embedded debt premium for the following reasons alleged by BT:*#°

(a) it is inconsistent with Ofcom’s stated policy objective;
(b) it ignores the relevance of new debt; or

(c) itis improperly based on a conflation between forward-looking costs and the cost
of new debt.

(b) Risk of perverse economic incentives
BT's challenge

2.154 BT said that excluding the embedded debt premium from the cost of debt might result
in an incentive for BT to borrow on a shorter-term basis than the desired maturity of
borrowing based on the characteristics of its business, which might discourage long-
term investments. This might also increase the cost of debt.

2.155 BT said that Ofcom’s approach to the cost of debt risked distorting incentives and
generated economically inefficient and undesirable outcomes.**

2.156 BT argued that Ofcom'’s focus purely on the cost of new debt might result in an
incentive on BT to borrow on a shorter-term basis to reduce the risk that the allowed
cost of debt was different to the actual cost of debt:!%1%

189 See paragraph 2.16.

1% BT NoA, §8§263 & 264; BT Core Submission, Part 1, §164.
1 BT Core Submission, Part 1, §163.
192 BT NoA, W/S Correia da Silva (LC1), §1.5.
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2.157

2.158

2.159

2.160

2.161

2.162

(a) This would result in a deviation from the desired maturity of borrowing based on
the characteristics of the business.*®® Dr Correia da Silva said that the potential
divergence between the optimal maturity of borrowing and charge control induced
borrowing could lead to a higher cost of capital and to underinvestment.**

(b) Shorter-term debts could in some cases result in BT having to incur a higher cost
of debt than it would otherwise have been able to secure.

BT also said that if it were to adjust its financing strategy to coincide with the charge
control length, this might cause fluctuations in the cost of debt across charge control
periods. As a result, long-term investments could be discouraged as long-term
investments often spanned multiple charge control periods.**®

BT said that all of this may harm consumer welfare and competition, even though the
protection of both was a principal duty of Ofcom.*°

BT did not accept Professor Franks’ view that including the embedded debt premium
in the calculation of the cost of debt would lead to incorrect incentives as a result of
windfall gains and losses (see paragraph 2.166).**” BT said that rather a failure to
incorporate the embedded debt premium might result in an inefficient investment
outcome.'*®

Dr Correia da Silva said that the inclusion of the embedded debt premium was con-
sistent with the goal of promoting efficient investment by BT.**° He said that for
capital-intensive sectors with price regulation—where investment costs were
recovered through the allowed revenues spanning multiple charge control cycles—
not allowing efficiently-incurred past costs to be recovered over the lifetime of the
investment could increase investors’ perception of risk at the time of investment,
which could lead to a higher required return on an ex-ante basis and/or reduce
investors’ incentives to invest. In other words, if regulators introduced a risk that a
pre-committed cost (eg of the embedded debt) might not be recoverable, it would
affect investors’ anticipated rate of return and might discourage their investment. This

was the ‘classic time-inconsistency problem’.?*

BT did not agree with Professor Franks that including the embedded debt premium
would mean that it did not bear the costs for an inefficient capital structure.?** BT said
that it always had a sufficient incentive to reduce the cost of its debt because BT’s
fixed-rate debt was raised at the BT Group level. BT faced competition across the
range of its services, particularly strongly in respect of its unregulated services.?%

Dr Correia da Silva disagreed with Professor Franks’ argument (see paragraph
2.170) that an overall cost of debt being lower than the market prevailing cost of debt
(at the time when Ofcom sets the charge control) would deter BT from investing in its
regulated assets. Dr Correia da Silva said that the overall cost of debt was a
weighted cost of embedded debt and new debt (ie the market prevailing cost of debt).
When evaluating new investment opportunities during the charge control period, BT

193 BT Core Submission, Part 1, §163; BT NoA, W/S Correia da Silva (LC1), §1.5.
19 BT NoA, W/S Correia da Silva (LC1), §1.5.

195 BT NoA, W/S Correia da Silva (LC1), §3,23; BT NoA, §264.

1% BT NoA, W/S Correia da Silva (LC1), §1.5.

197 BT Core Submission, Part 2, §§100 & 101.

1% BT Core Submission, Part 2, §§100 & 101.

199

BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.22.

20 BT Core Submission, Part 2, §100; BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.14.
L BT Core Submission, Part 2, §§102 & 103.

202

BT Core Submission, Part 2, §103 & W/S Correia da Silva (LC2), §2.2.16.
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2.163

2.164

needed to compare the cost of capital prevailing at the time?*® with the expected
returns of the investment opportunities. This decision-making criterion was not
related to how the overall cost of debt allowed in a charge control compared with the
cost of new debt.?*

Dr Correia da Silva did not consider that BT’s claim to include the embedded debt
premium was opportunistic. BT's actual cost of debt in the past had been persistently
and significantly higher than that allowed by Ofcom in the previous charge controls.
This showed that BT had not behaved opportunistically in the past, and there were
no grounds to speculate that it would in the future.?*®

Dr Correia da Silva said that Professor Franks pointed out that there were many
factors that drove the capital structure of a regulated company. Therefore, it was not
necessarily the case that one should expect that the negative impact of Ofcom’s
approach on BT’s choice of capital structure to dominate all other considerations, and
that BT Group would only raise debt that matured within the time frame of the charge
control period. However, this did not imply that Ofcom’s approach to the cost of debt
had no negative effect on BT’s choice of capital structure.”®

Ofcom Defence

2.165

2.166

2.167

2.168

Ofcom said that estimating forward-looking costs by reference to the cost of new debt
specifically incentivized efficiency. By contrast, BT’s proposed approach would be
equivalent to imposing a tax on future projects and would be inefficient.*’

Professor Franks said that allowing the embedded debt premium would not promote
efficiency because it would distort the incentives to invest as it would allow windfall
gains from the past to influence future investment decisions since if the embedded
debt premium raised the WACC this would affect the ‘reject or accept’ decision on
future investments.”®®

Ofcom said that the perverse incentives which would result from including sunk costs
in the assessment of the cost of capital outweighed the potential risk of inefficiency
related to BT’s short-term borrowing.?°%#*°

Ofcom said that there were a number of different factors that determined the capital
structure of a regulated company. Ofcom noted, in particular, that government bond
rates looked low in real terms, and therefore it was not clear why BT would limit
borrowing to short-term debt only. Ofcom also noted that if BT were encouraged to
borrow short term, it was not clear what the costs of this were or that this would be an
inefficient capital structure for consumers.?*

23 \We understand the comment by Dr Correia Da Silva to refer to the cost of capital observed at the time of the investment
decision (ie the cost of capital prevailing in the market at that time of the investment), not the cost of capital set by Ofcom at the
start of the charge control.

24 BT Core Submission, Part 2, W/S Correia da Silva (LC2), §§2.2.17 & 2.2.18.

25 BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.19.

2% BT Core Submission, Part 2, W/S Correia da Silva (LC2), §2.2.21.

27 Ofcom Defence, §108, Ofcom Core Submission, Part 1, §25.2; Ofcom Defence, W/S Franks 1, §§21, first bullet, 22, 23 & 25.
2% Ofcom Defence, W/S Franks 1, §§21 first bullet, 22, 23 & 25.

2 Ofcom Core Submission, Part 1, §25.5.

%% Ofcom Defence, §113.

21 Ofcom Defence, §111, & W/S Franks 1, §61.
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2.169

2.170

Ofcom said that its approach to estimating the cost of debt by reference to new debt
had been consistent over time, and it did not appear that this had restricted BT's
borrowings to short-term debt only.*?

Professor Franks said that any revised approach to the one currently chosen by
Ofcom must be robust to different economic conditions, including a rise in interest
rates.?'? If interest rates were to rise in the future, embedded debt costs would be low
compared with market rates (for the cost of capital)** and might deter BT (and
possibly other entrants) from investing. BT might also call on Ofcom to revert to its
original methodology if interest rates were to rise.?*

The Interveners

2.171

2.172

The Interveners said that Ofcom’s consistent historic approach had been to disallow
the embedded debt premium when setting price controls, but this had not
discouraged or prevented BT from taking on long-term debt. It was therefore
implausible for BT to contend that the approach taken by Ofcom to the embedded
debt premium would affect its future financing decisions in the manner suggested.*®

The Interveners said that it was incorrect that a price control which disallowed
recovery of the cost of embedded debt at a fixed rate would necessarily create an
inappropriate incentive towards short-term borrowing for the following reasons:?*’

(a) BT could issue floating debt (or swap its fixed debt to floating debt).?*® Mr Francis
said that BT’s argument that Ofcom’s approach resulted in an incentive for BT to
deviate in its financing strategy from the desired maturity of borrowing was not
valid as it did not distinguish the term of debt from the decision between fixed and
floating rates. The decision to fix the interest rate was separate from the maturity
profile of the debt.?*

(b) Ofcom’s method of regulation provided for no greater risk than in a competitive
market and therefore could not be properly described as distortive (as BT would
be exposed to new entry in a competitive market).?*

(c) It was not clear that it would be inefficient if BT's capital structure were focused
on short-term fixed/floating debt.?*

(d) BT’'s argument rested on a mistaken assumption that BT would bear the cost of
refinancing assets if interest rates fell, but such costs may already be reflected in
BT'’s allowed cost of debt.?*

(e) BT's witness, Dr Correia da Silva, stated that Ofcom’s policy only might (rather
than that it would) result in an incentive to borrow on a shorter-term basis.**

%2 Ofcom Defence, §112 & W/S Franks 1, §62.
%13 Ofcom Defence, W/S Franks 1, §21 fourth bullet.

214

We understand this to mean the cost of capital at the time when Ofcom sets a new charge control.

5 Ofcom Defence, W/S Franks 1, §26 & Ofcom hearing transcript, p13, row 19ff.
216 BskyB/TalkTalk Sol, §101.1.

27 BSkyB/TalkTalk Sol, §101.2.

218 BgkyB/TalkTalk Sol, §101.2(a).

219 BskyB/TalkTalk Sol, W/S Francis 1, §67.

220 gskyB/TalkTalk Sol, §101.2(b).

221 BgkyB/TalkTalk Sol, §101.2(c).

222 ggkyB/TalkTalk Sol, §101.2(d).

223 gskyB/TalkTalk Sol, §101.3.
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2.173

2.174

2.175

2.176

2.177

2.178

2.179

Mr Francis said that allowing the embedded debt premium (as proposed by BT)
would create less incentive on BT to raise finance efficiently in the future since some
inefficiencies could be effectively paid for by customers.?**

The Interveners said that BT had therefore not shown that its suggested approach to
include the embedded debt premium was a superior approach (ie is less distortive)
than Ofcom’s approach.?*®

Mr Francis said that a regulated company would take account of the regulator’s
approach to setting the cost of debt when deciding how to structure its debt commit-
ments. A regulator should therefore, he said, aim to ensure that its approach on
setting the cost of debt had the least distortionary impact on the regulated company
and should adopt a consistent approach over time.?®

Mr Francis said that Ofcom’s approach did not unduly distort investments in long-
term assets. This was because Ofcom had been consistent in its approach to the
cost of debt over successive price control decisions and because it would be possible
and realistic for BT to adopt a financing structure that minimized the risk of
divergence between the actual and allowed debt financing costs.?*’

Mr Francis explained that companies took a wide variety of considerations into
account when setting their financing strategy and when trying to minimize their over-
all cost of finance.??® These included:

(a) managing the risk that actual cost of debt diverged from the regulatory allow-
229
ance;

(b) minimizing the refinancing risk;** and
(c) maintaining a sufficiently wide investor base.*!

Mr Francis said that Ofcom’s approach of using forward-looking market data for debt
of a maturity of five to ten years was efficient and would result in minimal distortions
to BT’s financing decisions.?**

Mr Francis said that a consistent and transparent approach by the regulator enabled
the company to make financing decisions with greater certainty about the future
regulatory treatment.?*® The Interveners said that Ofcom’s approach and Oftel’s
approach before it, of using new debt costs, had been unchanged for many years
and was consistent with the use of the costs of the hypothetical new entrant.?**
Ofcom’s approach mimicked the incentives that BT would have in a competitive
market.**

224 BskyB/TalkTalk Sol, W/S Francis 1, §§46 & 47.
25 BgkyB/TalkTalk Sol, §101.1.

226 gskyB/TalkTalk Sol, W/S Francis 1, §§55 & 59.
227 BskyB/TalkTalk Sol, W/S Francis 1, §§70 & 71.
228 pgkyB/TalkTalk Sol, W/S Francis 1, §54.

22 gskyB/TalkTalk Sol, W/S Francis 1, §53(a).

20 BgkyB/TalkTalk Sol, W/S Francis 1, §53(b).

21 BskyB/TalkTalk Sol, W/S Francis 1, §54.

222 gskyB/TalkTalk Sol, W/S Francis 1, §60.

23 BSkyB/TalkTalk Sol, W/S Francis 1, §61.

23 BSkyB/TalkTalk hearing transcript, p14, row 3ff.
2% BskyB/TalkTalk hearing transcript, p14, row 13ff.
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Assessment—risk of perverse economic incentives

2.180

2.181

BT said that excluding the embedded debt premium from the cost of debt might
distort BT’s financing decisions, in that it might result in an incentive for BT to borrow
on a shorter-term basis than the desired maturity of borrowing and discourage long-
term investments and produce a higher cost of capital (see paragraphs 2.156 and
2.157).

We begin by examining BT’s claim that its financing decisions may be distorted. We
then look at BT’s arguments in relation to investment incentives and the cost of
capital, since we consider these to be a potential consequence of any such distortion.

Financing decisions

2.182

2.183

2.184

2.185

2.186

2.187

2.188

BT said that excluding an allowance for the embedded debt premium may result in
an incentive on BT to borrow on a shorter-term basis than the desired maturity of
borrowing based on the characteristics of its business.?*®

All parties appeared to agree that there were many factors affecting the capital
structure of a regulated company and that BT had not obviously restricted its
borrowings to short-term debt only, despite Ofcom’s policy on embedded debt. BT
said that this was because there were other factors at work and this did not imply that
there were no negative effects on BT from Ofcom’s approach (see paragraph 2.164).

Ofcom said that the potential risk of inefficiency related to short-term borrowing was
outweighed by the efficiency benefits of not including sunk costs in the assessment
of cost of debt.?*” Ofcom also said that it was unclear what the costs of borrowing
short-term were and whether it would be an inefficient capital structure for
consumers.

The Interveners said that it would be possible for BT to adopt a financing structure
that minimized risk of divergence between actual and allowed debt financing costs.?*®
The Interveners also said that BT could issue floating debt, or swap its fixed debt to
floating debt, and that the decision to fix the interest rate was separate from the
maturity profile of the debt.?*® They noted that BT’s witness Dr Correia da Silva
stated that Ofcom’s policy only may (rather than will) result in an incentive to borrow
on a shorter-term basis.?

Whilst the evidence does not demonstrate that Ofcom’s policy has had the effect that
BT claimed, we accept that (as argued by Dr Correia da Silva—see paragraph 2.164)
BT is likely to take a number of factors into account when selecting its funding
structure and thus that the evidence does not necessarily imply that there are no
negative effects.

We find force in the claim made by the Interveners that BT has some ability to
manage its exposure to interest rate risks, by its choice of fixed or floating rate debt
and by its choice of hedging policy, and that the decision to fix the interest rate was
separate from the maturity profile of the debt. BT has not responded to the
Interveners’ arguments in this area.

2% gee paragraph 2.1(a).

237

See paragraph 2.167.

2% gee paragraph 2.176.
29 gee paragraph 2.1(a).

240

See paragraph 2.1(e).
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2.189

2.190

We also thought that the statement of BT's witness’, Dr Correira da Silva, did not
suggest that it was clear that there was an incentive for BT to borrow on a short-term
basis as a result of Ofcom’s approach. We agreed with Ofcom’s statement that it was
not clear that even if there was such a perverse incentive that it would have a
material effect.

In our view, therefore, BT could adopt a funding strategy that balanced its objectives
in relation to interest rate risks and reinvestment risks in the light of Ofcom’s
consistent policy, and we consider that this would be likely to counter distortions
arising from Ofcom’s policy such that any residual effect would be small.

Investment decisions and the cost of capital

2.191

2.192

2.193

BT said that the incentives to borrow on a shorter-term basis than the desired
maturity of borrowing based on the characteristics of the business could lead to a
higher cost of capital and to underinvestment.

BT also claimed that if it were to adjust its financing strategy to coincide with the
charge control length this might cause fluctuations in the cost of debt across charge
control periods. As a result long-term investments spanning multiple charge control
periods could be discouraged.

We find above that any distortion to BT’s financing decisions arising from Ofcom’s
policy on embedded debt is limited and that we were not persuaded that Ofcom’s
policy does necessarily encourage BT to borrow on a shorter-term basis than it would
otherwise do (see paragraphs 2.189 and 2.190). As a result we consider that any
effect on BT’s incentives to undertake long-term investments or on the cost of capital
is likely to be small.

Overall conclusion on (b) risk of perverse economic incentives

2.194

In view of our conclusion as to the limited potential distortion to BT’s financing and
investment decisions, we are not persuaded by BT that Ofcom was incorrect in its
assessment that any potential risk of inefficiency related to short-term borrowing is
outweighed by the efficiency benefits of not including sunk costs (ie the embedded
debt premium) in the assessment of cost of debt.

(c) Inconsistency with regulatory precedent

Ofcom Statement

2.195

2.196

Ofcom said that although it accepted that other regulators had taken account of the
embedded debt premium, they had done so consistently over time. The CC had
upheld the approach of other regulators and had also considered Ofcom’s approach
to the cost of debt in the LLU and WLR Appeal Determinations. In those LLU and
WLR Determinations, it was not found that Ofcom should have made an allowance
for the embedded debt premium.?**

Ofcom said that regulators had regard to their specific duties and the specific
circumstances of the companies which they regulated. Where these duties or
circumstances differed, it might be appropriate to take a different approach.

241 Ofcom Decision, §6.73.
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2.197

Specifically, Ofcom noted that it did not have a duty to finance which might lead to a
different approach being taken.?*?

Ofcom believed that a consistent approach to setting charge controls furthered the
interests of consumers and encouraged investment and innovation.?*®

BT's challenge

2.198

2.199

2.200

2.201

2.202

BT said that Ofcom’s reasons as to why its treatment of the embedded debt premium
departed from the approach of other regulators were insufficient.?**

BT said that the incorporation of the embedded debt premium in the setting of the
cost of capital would be a better regulatory practice for Ofcom and consistent with its
policy objectives.?”® BT said that most other regulators had adopted this general
approach. It did not deny that there may be differences in precisely how the
embedded debt premium was taken into account but the key principle was that it had
been incorporated and not excluded, as Ofcom had done.?* BT said that this did
provide a material regulatory precedent.?*’

BT said that whilst Ofcom might not be under a duty to follow the approach of other
regulators, it had failed to articulate sufficient reasons for taking an approach so
strikingly at odds with them. BT said that those precedents could not be dismissed by
reference to appropriate trade-offs in specific circumstances, as Ofcom suggested,
without reasoned analysis as to the nature of those trade-offs and the basis for
departure.?*® Had Ofcom given legitimate or persuasive reasons for taking a different
approach, said BT, the mere fact of a difference of approach might not have been of
any real note.

BT said that the CC estimated the cost of debt by calculating a weighted average of
the cost of embedded debt and the cost of new debt, for example in its Bristol Water
determination. BT also said that the CC had allowed the embedded debt premium in
its airports®* determinations.?*

BT said that Ofcom claimed that the approach of the CC in the LLU Appeal
supported its approach. However, BT stated that the question of whether the
embedded debt premium should be allowed in the calculation of the cost of capital
was simply not considered by the CC in that appeal®* and therefore that the CC’s
determination in that appeal was not relevant.?* BT claimed that, if anything, it
supported its case as the CC referred explicitly to embedded debt in support of its
decision.”?

222 Ofcom Decision, §6.74.
243 Ofcom Decision, §6.72.
244 BT NoA, §265.

245

BT Core Submission, Part 2, §142a.

26 BT Core Submission, Part 2, §142b.
247 BT Core Submission, Part 2, §122.

248

BT Core Submission, Part 2, §123.

% The CC's report of September 2007—on the economic regulation of the London airports (Heathrow Airport Ltd and Gatwick
Airport Ltd); and the CC’s report of October 2008—Stansted Airport Ltd Q5 price control review.

%0 BT NoA, W/S Correia da Silva (LC1), §§3.3.8 & 3.3.9.

#1 BT Core Submission, Part 1, §165a.

2 BT NoA, §267a.

%3 BT NoA, W/S Correia da Silva (LC1), §3.3.4.
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2.203

2.204

2.205

2.206

2.207

2.208

2.209

BT said that Ofcom stated that it did not have any financing duty. However, this was
also true of the CAA, which had allowed at least some of the embedded debt
premium to be recovered.®*

BT said that it did not accept that the absence of any financing duty was relevant to
the question of whether BT might recover the costs of servicing its embedded
debt.” It considered that the duty to promote efficient investment supported the
consideration of the embedded debt premium in the charge control decision.*® It said
that Ofcom had failed to explain why, as a matter of substance, the duty to finance
should produce a different result, having regard to Ofcom’s own statutory duties and
objectives of promoting efficient and sustainable competition, investment and
innovation, and ensuring that the delivery of regulated services was sustainable,
allowing BT the opportunity to recover all its relevant costs.?’

BT said that whilst Ofcom referred to the fact that Ofcom had not previously taken the
embedded debt premium into account, consistency over time was not in and of itself
an argument for maintaining an approach which was in substance incorrect or
inferior.?® It said that Ofcom should not continue with an approach that was wrong in
prior charge controls.?*°

BT also said that whilst Ofcom’s approach to the embedded debt premium was clear
in the 2005 and 2009 price control decisions, it was unclear what Oftel’s approach
was in its decision in 2000.?°° BT later said that it was not clear until July 2011 that
BT would have to bear the interest rate risk of existing bonds, in particular that BT
would have to bear the risk in the event of a significant divergence between the cost
of new debt and the cost of embedded debt.?* However, BT acknowledged that it
had been Ofcom’s methodology to estimate the cost of debt as the sum of the risk-
free rate and the risk premium.?%?

BT said that the benefits of incorporating the embedded debt premium outweighed
any benefit that was to be derived from regulatory consistency over time.?®

It also said that the lack of any prior challenge was not relevant to the matters
raised on this appeal.”® Dr Correia da Silva said that had the embedded debt
premium been incorporated in earlier charge controls, all else being equal, the
allowed WACC for BT would have been higher in all three previous charge controls.
In the future, the cost of embedded debt might turn out to be lower than the cost of
new debt, in which case incorporating the embedded debt premium in a charge
control could result in a lower level of allowed revenue than otherwise.?*®

BT said that the reference of Dr Lilico (a witness for the Interveners) to pragmatic and
historical reasons as well as those related to the scope of incentive regulation (see
paragraph 2.222) were not a sufficient answer for the exclusion of the embedded
debt premium by Ofcom, when some of the other regulators had justified the

24 BT NoA, §267b.

25 BT NoA, §267b.

%6 BT NoA, W/S Correia da Silva (LC1), §3.3.6.

%7 BT NoA, §267b.

28 BT Core Submission, Part 1, §165c, & Part 2, §§142¢ & 143.
%° BT NoA, §267c.

%0 BT hearing transcript, p53, row 18ff.

%1 BT comments on BT hearing transcript, §4.

262

BT comments on BT hearing transcript, 84.

%63 BT Core Submission, Part 2, §142c.
%4 BT Core Submission, Part 2, §112.
265 BT Core Submission, Part 2, LC2, §2.2.47.
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2.210

2.211

inclusion of the embedded debt premium on the basis of economic principles, not
historical accident.?®®

Dr Correia da Silva said that that the economic rationale given by Ofwat (in 1999)
and the CC (in Bristol Water in 2010) were based on general economic principles,
which would equally apply to Ofcom:?*’

(a) Ofwat (1999) stated that it was appropriate to include the embedded debt
premium because such a cost could not now be refinanced except at equivalent
COSt.ZG&ZGg

(b) The CC (2010) stated that the embedded debt premium was part of the expected
cost of Bristol Water during the charge control period, and therefore that it should
be incorporated in a price review.?”°

Dr Correia da Silva said that Dr Lilico had not provided any evidence that there was a
desire by any regulator that currently included the embedded debt premium in its
charge control to switch away from this approach.?”

Ofcom Defence

2.212

2.213

2.214

Ofcom said that there was no single approach to the issue of the embedded debt
premium taken by all other regulators which would constitute a regulatory precedent
as such. Further and in any event, even if there was any such consistent approach,
Ofcom would be under no duty to follow it.>’* Ofcom’s key objective was instead to
ensure that the approach it adopted complied with its statutory duties and was
consistent with the stated policy objectives of the relevant charge control.?”®

Ofcom said that regulators would have a number of different considerations to take
into account when implementing charge controls. The precise balance between these
various considerations would necessarily vary on the facts of a particular case and
according to the particular legal duties of the regulator in question. In deciding on a
precise form of regulation in any given circumstance, each regulator must consider
which of these interests were relevant, and then balance them against one another,
bearing in mind that the different considerations may not all point towards the same
outcome.?”* Each regulator in each decision would choose the form of regulation
which reflected the appropriate trade-offs in the specific circumstances. It was there-
fore reasonable to expect a certain degree of variety in regulatory decision-making
practice.?”® BT was wrong, said Ofcom, to suggest that it should have to justify its
position by reference to the decisions of other regulators.?™

Professor Franks said that Ofcom had consistently used the expected costs
approach to estimating the costs of debt, and until this price review neither BT nor
other parties had objected to it.>”’

266 BT Core Submission, Part 2, §140.
%7 BT Core Submission, Part 2, LC2, §§2.4.17 & 2.2.19.

268

We understood this to mean that the current cost of debt was different from the cost of embedded debt.

%9 BT Core Submission, Part 2, LC2, §2.4.17.

#9 BT Core Submission, Part 2, LC2, §2.4.18.

21 BT Core Submission, Part 2, LC2, §4.3.

22 Ofcom Defence, §§115 & 116.

23 Ofcom Defence, §116 and Ofcom Core Submission, Part 1, §25.3.

274

Ofcom Defence, 8§117.

%5 Ofcom Defence, §118.
%% Ofcom Defence, §119.
1" Ofcom Defence, W/S Franks 1, §22 and Ofcom Core Submission, Part 1, §25.3.
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2.215 Professor Franks said that the approach of recognizing the embedded debt premium
taken by other regulators varied and using some of the approaches taken by other
regulators would lead to a lower embedded debt premium estimate than suggested
by BT.?"® Professor Franks noted that Postcomm had applied a similar approach to
Ofcom and Ofgem had adopted a different approach by indexing debt.?”

The Interveners

2.216 The Interveners said that the decisions of other regulators taken in very different
circumstances were of no import.”®

2.217 Ofcom was correct, they said, to conclude that regulatory practice elsewhere, even if
it was informative, could never be decisive.?®! This was because:

(a) Ofcom had no statutory duty to adopt an approach that was consistent with that
adopted by other regulators, nor did Ofcom have any obligation or onus placed
upon it to justify why its approach differed from that adopted by other regu-
lators.?®?

(b) The correct approach was that which gave effect to Ofcom’s statutory functions in
the WBA decision, ie the regulation of BT in light of the regulatory and factual
matrix which pertained to the provision of WBA services and not whether its
approach was similar or not to that adopted by a different regulator in different
circumstances. This was consistent with the CC’s view in the Carphone
Warehouse®® case, that: ‘Neither Ofcom or CPW can reasonably rely on
decisions per se made by other regulators to support or attack Ofcom’s
approach, at least without setting out the rationale underlying such decisions.’?*

Differences between regulated sectors

2.218 The Interveners said that there were relevant contextual differences between the
present case and those cases of other regulators on which BT placed emphasis.**®
For example:

(a) The WBA market was more competitive and contestable than the natural
monopolies in water and energy. %

(b) There were other differences between fixed-line-telecommunications markets and
natural monopolies. For example, BT was vertically integrated with regulated
upstream and competitive retail markets and the services delivered using WBA
could be supplied through alternative production models (LLU) and also through
alternative markets (mobile, cable).?*’

278 Ofcom Defence, W/S Franks 1, §21, third bullet.

% Ofcom Defence, W/S Franks 1, §53.

8 BgkyB/TalkTalk Core Submission Part 1, §17.

%81 BSkyB/TalkTalk Sol, §15.

%82 BgkyB/TalkTalk Sol, §17.

8 CC determination of August 2010 in Case C 1111/3/3/09 The Carphone Warehouse Group v Ofcom.
28 BSkyB/TalkTalk Sol, §18.

% BskyB/TalkTalk Sol, §20.

% BskyB/TalkTalk Sol, §20.1.

%7 BskyB/TalkTalk Sol, §20.2.
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2.219

2.220

2.221

(c) Only around one-third of BT's business was regulated (whereas the majority of
the natural monopolies’ business was regulated).?®®

The Interveners said that the industries covered by other regulators, and the risks of
competitive distortions from deviating from forward-looking costs, were very different
from telecommunication markets, with (for example) far less competition or scope for
competitive entry.?*°

Mr Francis said that the framework adopted by the utility regulators reflected the
different objectives and different sector characteristics of natural monopoly net-
works.?*® In the case of Ofcom, the telecommunications industry was largely not a
natural monopoly and there were parts of the network which were competitive and/or
effectively contestable.?** There was also competition from alternative technologies
like cable and mobile broadband and competitors had greater potential to invest in
their own infrastructure.?®” This meant that it was more important in telecommunica-
tions than in the other sectors that the regulated charges reflected efficient forward-
looking costs.?%®

The Interveners said that the regulation of different industries took place in the
context of different statutory regimes and different and specific regulatory concerns.
These may range from ensuring that the regulated entity maintained a particular
credit rating as part of the way in which the regulator addressed a duty to finance in
one case, to the type of concerns about new entry. Such differences might well
influence the approach adopted.?**

Differences in regulatory approaches

2.222

2.223

Dr Lilico said that BT’s contention that Ofcom’s approach was inconsistent with
regulatory precedents from other regulators failed to recognize the pragmatic and
historical circumstances that lay behind the choices of other regulators to use
embedded debt premium adjustments.?*®

The Interveners said that there were pragmatic reasons why other regulators might
(to some extent) take into account the embedded debt premium of a firm when
imposing a price control rather than merely referring to the hypothetical costs of an
efficient entrant:**

(a) For example, regulators may regard it as more damaging to set prices too low
than too high, and so ‘aim up’ their best estimate of the costs of an efficient
entrant.?®’

(b) There may also be historical reasons: in some sectors, at the point of privatiz-
ation, there was considered to be such a large gap between the active firm’'s
actual costs and those of an efficient entrant that it would be impractical to close
the gap within a single price control period. Moreover, once a regulator had
begun adjusting for the embedded debt premium, there may (for a number of

288 BskyB/TalkTalk Sol, §20.3.

8 BgkyB/TalkTalk Core Submission, Part 1, §17.
20 BgkyB/TalkTalk Sol, W/S Francis 1, §89.

»! gskyB/TalkTalk Sol, W/S Francis 1, §90.

22 pgkyB/TalkTalk Sol, W/S Francis 1, §90.

293 BgkyB/TalkTalk Sol, W/S Francis 1, §91.

24 BskyB/TalkTalk Sol, §20.4.

2% BgkyB/TalkTalk Sol, W/S Lilico 1, §§2.31 & 2.50.
2% BgkyB/TalkTalk Sol, §103.

27 BSkyB/TalkTalk Sol, §103.1(a).
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reasons) be unacceptable costs associated with switching in subsequent price
control periods.?*®

2.224 The Interveners said that the other regulatory decisions were clearly distinguishable.
They reflected temporal consistency of approach on the part of each regulator.?*°

2.225 Dr Lilico said that whilst there were pragmatic reasons why a number of regulators
had chosen to stick with embedded debt premium adjustments, such adjustments
were not regarded as best practice.>®

2.226 Dr Lilico said that the efficient new entrant thought experiment was perfectly standard
in regulation and, whilst not used consistently by all regulatory authorities, could be
argued to constitute best practice.**

2.227 The Interveners said that the proper conclusion that should be drawn from regulatory
‘precedent’ was that the approach to the embedded debt premium had varied across
different sectors. This suggested that the appropriate approach to the embedded
debt premium depended on the precise factual circumstances that occurred in the
specific sector/market that was being regulated rather than being determined by a
‘one size fits all’ principle.3*

Regulatory consistency over time

2.228 The Interveners said that regulatory consistency over time was important as the
foundation for providing a stable, transparent and predictable environment for
investment decisions. This was particularly important in telecommunications where
investments by regulated entities and their wholesale customers were often large,
long term and non-recoverable.®®

2.229 The Interveners said that regulatory consistency over time®** was properly one con-
sideration on which Ofcom could place greater weight than consistency across differ-
ent regulators addressing different markets, in different regulatory contexts.** In
particular, an inconsistent approach over time opened opportunities for the regulated
firm to game the system by advocating changes to its benefit and retrospective
adjustments would undermine the regulatory ‘fair bet’ principle as the regulated firm
would not seek disadvantageous adjustments, but only adjustments for lost bets.3%
The Interveners considered that BT now wished to revisit BT's bet on its financing
decisions as the cost of debt allowed by Ofcom was now less than it was when BT
chose to issue its long-term fixed rate debt.?”’

2.230 The Interveners said that changing the treatment of the embedded debt premium
would send damaging signals to all market participants (ie it would have a damaging
impact on incentives for the regulated firm and its rivals) and might have
repercussions for other aspects of a price control, all of which needed to be
addressed if there was a change. This favoured consistency of approach by Ofcom

2% BSkyB/TalkTalk Sol, §103.1(a).

299 BgkyB/TalkTalk Core Submission, Part 1, §17.

%0 BskyB/TalkTalk, W/S Lilico 1, §1.7(f).

01 BskyB/TalkTalk, W/S Lilico 1, §1.7(b).

%02 BgkyB/TalkTalk Sol, §103.2.

%03 BSkyB/TalkTalk Sol, §19.4.

%% Which we take to refer to consistency by Ofcom with its own previous regulatory practice.
%5 BSkyB/TalkTalk Sol, §19.1.

%6 BSkyB/TalkTalk Sol, §19.2.

%7 BskyB/TalkTalk Sol, §§19.3(b) & (c).
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2.231

and allowed Ofcom to place weight on the consideration of regulatory consistency
over time. 3%

Mr Francis said that other regulators had also stated that consistency over time
rather than consistency across regulators was most important.*°

Difference in how other regulators took into account embedded debt costs

2.232

2.233

2.234

Mr Francis said that the specific approach to the treatment of the embedded debt
premium among regulators had varied, across sectors and across time. For example,
Ofwat explicitly included an embedded debt premium allowance in 1999 and 2009
but nostlgn 2004. Ofgem included an allowance in 1999 but, like Ofwat, did not in
2004.

The Interveners said that BT had not considered the economic rationale and nuances
when other regulators had included an embedded debt premium in their charge
control decisions. For example, where an allowance for the embedded debt premium
had been made, it had typically not been based on the actual embedded debt costs
faced by a particular utility but rather ‘benchmarked’ by reference to an industry
average or efficient embedded debt premium.*'! Mr Francis said that this was
particularly the case for Ofwat and Ofgem.>*?

The Interveners said that when other regulators had made allowances for the
embedded debt premium, such allowances had been significantly lower than those
proposed by BT.*'* Mr Francis said that the experience from other sectors was that
the percentage of embedded debt that regulators had allowed for in their regulatory
calculations was generally in the order of 25 per cent (eg Ofwat 2009) to 50 per cent
(CC glt?nsted 2008). This compared with BT's calculations based on 72 to 96 per
cent.

Assessment—(c) inconsistency with regulatory precedent

2.235

2.236

2.237

2.238

BT, Ofcom and the Interveners agree that Ofcom was not under a duty to follow the
approach of other regulators. However, BT said that Ofcom had not sufficiently
explained why its approach to the embedded debt premium was different from that of
other regulators who had made an allowance for the embedded debt premium.

We were not persuaded that Ofcom was wrong not to have departed from its own,
consistent approach of using the cost of new debt.

As set out in paragraph 39 of the Introduction we recognize the value of regulatory
consistency in appropriate circumstances. At the same time, we recognize the need
for Ofcom to ensure that the approach it adopts complies with its statutory duties and
is (lawfully) consistent with its relevant stated policy objectives.

In considering whether or not Ofcom should have adopted a different decision on the
ground of regulatory precedent, we bear in mind that in concluding on the other
elements of BT's challenge to Ofcom’s treatment of embedded debt (listed at

%8 BSkyB/TalkTalk Sol, §19.6.

%9 BskyB/TalkTalk Sol, W/S Francis 1, §84.
%10 BskyB/TalkTalk Sol, W/S Francis 1, §78.
1 BSkyB/TalkTalk Sol, §103.1(b).

12 BskyB/TalkTalk Sol, W/S Francis 1, §81.
%3 BSkyB/TalkTalk Sol, §103.1(b).

%14 BskyB/TalkTalk Sol, W/S Francis, §85.
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2.239

2.240

2.241

2.242

2.243

paragraph 2.16, which we have considered in the groupings listed at paragraph
2.24), we have found that Ofcom did not err for the reasons that BT alleged and that
the incorporation of the embedded debt premium would not be a better regulatory
practice for Ofcom than its current approach, as alleged by BT.*" Even if there were
a consistent regulatory practice elsewhere of which, for the reasons given above by
the Interveners (paragraphs 2.232 to 2.234) we are not convinced, this would need to
be weighed against those other factors supporting the decision that Ofcom took. In
such a case, we do not consider that such practice is so strong an argument as to
outweigh those other factors. As a result, we do not think that Ofcom erred in
adopting a different approach to that of other regulators.

However, for completeness we assess below further arguments BT made in relation
to the behaviour of other regulators.

BT provided three such arguments:

(a) The absence of a financing duty was not a reason to exclude the embedded debt
premium. BT was of the view that Ofcom’s duties and regulatory practice, for
example the duty to promote efficient investment, supported the inclusion of the
embedded debt premium in the charge control decision.

(b) BT said that other regulators had justified the inclusion of the embedded debt
premium on the basis of economic principles, not historical accident. BT said in
this context that other regulators had justified the appropriateness of including the
embedded debt premium because there was a difference in the current cost of
debt and the cost of embedded debt and because the embedded debt premium
was a cost that would be incurred by the regulated company.

(c) BT said that the benefits of incorporating the embedded debt premium
outweighed any benefit that was to be derived from excluding the embedded debt
premium for reasons of regulatory consistency.

In respect of the first of those points (see paragraph 2.240(a)), we express no view

as to whether Ofcom’s duty to promote efficient investment®**® amounts to the same
as a ‘duty to finance’ which is imposed upon some other regulators. Whether it is or
not, we set out in paragraph 2.191ff that BT has not demonstrated that the incentive
to invest supports the inclusion of an embedded debt premium.

In respect of the second of BT’s points (see paragraph 2.240(b)), we were of the view
that BT’s arguments were based on the fact that the embedded debt premium was
actually paid during the charge control period. We have already dealt with the
argument that the fact that the embedded debt premium would be paid during the
charge control period justified its inclusion in the cost of debt and concluded that it
did not (see paragraph 2.120ff).

In respect of the third of BT’s points (see paragraph 2.240(c)—weighing up the costs
and benefits), we agree with BT that consistency over time is no defence where the
decision is incorrect. However, we did not find elsewhere that BT has demonstrated
that Ofcom’s decision to exclude the embedded debt premium from the calculation of
BT’s cost of debt was wrong. We also agree with the Interveners that regulatory
consistency over time is important as the foundation for providing a stable,
transparent and predictable environment for investment decisions (see paragraph
2.228).

%15 BT Core Submission, Part 2, §142a.

316

Section 3(4)(d) of the Communications Act 2003.
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2.244 We therefore conclude that BT has not demonstrated that Ofcom erred in excluding
the embedded debt premium by reason of being inconsistent with regulatory
precedent.

Other points

2.245 As a consequence of our determining this question as a matter of principle, we do not
need to assess and have not assessed the following arguments, which would be
relevant only if we had reached an alternative conclusion:

(a) whether a change in Ofcom’s policy should apply to existing debt (see paragraph
2.114);

(b) BT's proposed calculation methodology for the embedded debt premium (see
paragraph 2.116); and

(c) other arguments made by Ofcom and the Interveners (and BT’s replies to them)
that supported the exclusion of the embedded debt premium, which included:

(i) submissions as to whether BT’'s embedded debt costs were efficiently
incurred,;

(ii) the practical difficulties of calculating embedded debt costs;
(iii) whether BT made windfall gains offsetting losses on embedded debt; and
(iv) the relevance of the costs of a hypothetical new entrant (this is because this

was a point raised by the Interveners in support of Ofcom’s decision and was
not part of BT's NoA—see also paragraph 2.148).

Determination

2.246 For the reasons given in answer to Reference Question 1(ii), we do not find that the
WBA Charge Control has been set at levels which are inappropriate because Ofcom
refused to take account of the cost of embedded debt in calculating BT's WACC, for
the reasons set out in Part VIII of BT’'s NoA.
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Reference Question 1(iii)

Whether the WBA Charge Control has been set at levels which are inappropriate because
Ofcom erred in:

(i) calculating BT's WACC on the basis of 50 per cent gearing, rather than 40 per cent for

the reasons set out at Part VIl of BT's Notice of Appeal.

Introduction

3.1

3.2

3.3

Ofcom summarized its use of gearing in its calculation of the WBA WACC in the
following way:*

(a) Ofcom started with an equity beta observation. This statistic measures the
relationship between the variability of returns for BT's stock and the variability of
the overall market (in this case the FTSE All-Share index.)

(b) It then de-levered BT'’s observed equity beta by using the observed gearing figure
over the same period of 51 per cent (and an assumed debt beta). This gave an
asset beta (or de-levered beta) for BT with a midpoint of 0.52. This asset beta
represents an estimate of the perceived ‘riskiness’ of BT's operating business,
again in relation to the variability of the overall equity market, and should be
comparable with other companies with different capital structures.

(c) Itthen re-levered this asset beta to obtain an estimate of the future equity beta,
using an estimated gearing figure of 50 per cent. This last figure was also used to
weight the cost of debt and cost of equity in calculating the WACC.

BT's challenge to the approach that Ofcom took on gearing was that Ofcom’s
assumption of 50 per cent? was unjustified by the evidence and that the effect of this
was to reduce the cost of capital to a significant degree.?

BT made this challenge on the following three grounds:

(a) Contrary to Ofcom’s Statement, the impact on the WACC of instead adopting a
40 per cent gearing assumption would not be negligible.*

(b) Ofcom did not provide sufficient evidence for its assumption of 50 per cent for the
prospective gearing to be used in re-levering the beta and weighting the cost of
equity and cost of debt.®

(c) Ofcom did not provide evidence on BT's risks to support the movement in asset
beta implied by its approach.®

! Ofcom Statement, §§6.146—6.154; Ofcom Defence, §132.

% Inits NoA, BT refers to both of Ofcom’s gearing assumptions as if they were 50 per cent. Whilst the two numbers used (50
and 51 per cent) are approximately the same and whilst the small difference does not affect the arguments made in the plead-
ings or our consideration of them, it should not be lost sight of that they are two separate assumptions, with slightly different

values.

® BT NoA, §268.

* BT NoA, §§270-274.
® BT NoA, §§275-279.
® BT NoA, §§280-282.



3.4

3.5

It should be noted that BT'’s challenge relates to the derivation of the cost of capital
for BT Group. BT did not challenge the approach Ofcom adopted for deriving from
this the rate of return for WBA (the ‘Rest of BT’ cost of capital).

This section considers BT’s three grounds in turn.

BT's first ground: the effect of a lower gearing assumption

Ofcom Statement

3.6

3.7

In its calculation of BT's WACC, Ofcom assumed a figure of 51 per cent gearing to
de-lever the observed equity beta and a figure of 50 per cent as the ‘prospective’
gearing to re-lever the asset beta and weight the cost of equity and the cost of debt
(see paragraph 3.1).

In respect of the prospective gearing, Ofcom said that it did consider using BT's
proposed figure of 40 per cent.” Its view was that there might be some merit in using
this figure for these purposes as it accepted that prospective gearing for BT Group
might be lower than the average observed gearing. However, it understood from BT’s
estimates that the impact on the WACC of doing so would be small at around

0.01 per cent, since the effect would be limited to changes in the tax allowance within
the WACC. Ofcom considered this effect to be small compared with the margin of
error associated with calculating the WACC.2 On this basis, it described the effect of
this on the cost of capital as ‘negligible’ and therefore determined to adopt its
proposed figure of 50 per cent for BT’s prospective gearing.®

BT's challenge

Summary

3.8

3.9

Detail

3.10

In its NOA, BT contended that Ofcom was wrong to conclude that the impact of
moving to a 40 per cent gearing figure in this way was ‘negligible’. It argued that the
effect would in fact be to increase BT's WACC by 50bps (0.5 per cent). It said that
the effect on WBA's revenues of a 50bps reduction in WACC (as it contended arose
from Ofcom’s approach) would be £4.8 million over the three-year period of the price
control. The estimated effect of such a reduction on BT’s wholesale markets would
be much greater at £134.9 million over a three-year price control period.°

BT claimed that Ofcom had failed to support its conclusion with any reasoning. BT
said that for a reduction in the prospective gearing from 50 to 40 per cent to have no
effect on the WACC, BT’s future equity beta would have to reduce from 0.9 to 0.78.
BT said that an equity beta of 0.78 would be contrary to the evidence of a stable
equity beta of around 0.9, and to Ofcom’s own analysis of the two-year beta.™*

Dr Correia da Silva, in his first withess statement for BT, calculated the impact on the
WACC of:

" BT NOA, §269.

8 Ofcom Statement, §6.150.
 Ofcom Statement, §6.154.
9 BT NoA, §271.

"' BT NoA, §§272 & 273.
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(a) moving to a 40 per cent figure for the prospective'? gearing assumption; and also

(b) moving to a 40 per cent figure for both the prospective and de-levering gearing
assumptions.™

3.11 Dr Correia da Silva reported the results of this analysis.'* We reproduce below Table
2.1 from his witness statement.™ He found that:

(a) in the first case (see paragraph 3.10), illustrated in column 2 of Table 3.1 below,
he noted that the pre-tax WACC would remain at 9.2 per cent, though the future
equity beta would reduce from 0.9 to 0.78; and

(b) in the second case, illustrated in column 3 of Table 3.1 below, he noted that the
WACC would increase from 9.2 to 9.7 per cent, with the equity beta remaining at
0.9.

TABLE 3.1 Impact on WACC using different gearing assumptions

1. 2. 3.
40% re-levering Oxera
Ofcom gearing gearing
July 2011 assumption assumption
De-levering gearing (%) 50 50 40
Re-levering gearing (%) 50 40 40
Raw equity beta 0.9 0.9 0.9
Future equity beta 0.9 0.78 0.9
Cost of equity (post-tax) 8.9 8.3 8.9
Cost of equity (pre-tax) (%) 11.7 10.9 11.7
Cost of debt (pre-tax) (%) 6.65 6.65 6.65
WACC (pre-tax nominal) (%) 9.2 9.2 9.7

Source: BT.

Note: Cost of equity is estimated assuming a nominal risk-free rate of 4.4 per cent and equity risk premium of 5 per cent as per
Ofcom’s July 2011 Statement. Cost of debt is assumed to be 6.65 per cent as per Ofcom’s July 2011 Statement. A tax rate of
24 per cent is applied to calculate the pre-tax cost of equity.

3.12 Dr Correia da Silva considered it likely that Ofcom’s observation was based upon the
first case. He noted that this result stemmed from the lower equity beta, which was
significantly below the value actually used by Ofcom.®

3.13 He then observed that the second case represented the use of Ofcom’s equity beta
of 0.9 alongside the prospective gearing that BT considered to be appropriate. In this
scenario, the WACC would be 0.5 per cent higher.’

3.14 Dr Correia da Silva went on to calculate the effect of this on WBA's revenues and on
BT’s wholesale markets, should Ofcom adopt the same methodology there. On the
basis of his high-level estimates he found that:

(a) The effect on the WBA revenues would be £2.4 million in the last year of the
charge control. Simply grossed up for the three years, this would give an effect of
£4.8 million.

12 Both Correia da Silva and Ofcom refer to this as the ‘re-levering’ gearing assumption. For precision, we maintain our termin-
ology here of a ‘prospective’ gearing assumption since such a figure is used both for re-levering the asset beta and weighting
the cost of equity and cost of debt. This is also the vocabulary used in Ofcom’s Statement.

3 BT NoA, W/S Correia da Silva |, §2.1.

“ BT NoA, W/S Correia da Silva I, §§2.1.1-2.1.7.

* BT NoA, W/S Correia da Silva I, p21.

' BT NoA, W/S Correia da Silva |, §2.1.5.

Y BT NoA, W/S Correia da Silva I, §82.1.6 & 2.1.7.



3.15

(b) The effect on BT’s wholesale market revenues would be £67.5 million in the last
year of a charge control. The equivalent figure for three years would be
£134.9 million.™®

From this, Dr Correia da Silva concluded that the effect of a change in the gearing
assumption was substantial.®

Ofcom Defence

3.16

3.17

3.18

3.19

3.20

Ofcom'’s response was that BT'’s challenge on this point arose from a misunderstand-
ing. Ofcom said that in its Statement it was making the point that the net effect on the
WACC of using different prospective gearing assumptions was negligible. It empha-
sized that it had been referring solely to prospective gearing and not to the gearing
assumption used for de-levering.?

Ofcom considered that the observation it had made in the Statement remained
correct, and was indeed apparent from the analysis in Dr Correia da Silva’s own
report (see paragraphs 3.7, 3.10(a) and 3.11(a)).*

Ofcom agreed that it could have used a notional gearing level of a 40 per cent, as BT
had suggested, for the prospective gearing assumption. It pointed out that this would
have been in line with the approach it had adopted at previous charge controls. It
also referred to its comment in its Statement, in which it had accepted that the actual
gearing in the future might be lower than the figure it had assumed, which was based
on observed gearing. However, it went on to explain that, as set out in its Statement,
the effect of reflecting this in its calculations would have been to increase the WACC
by only 0.01 per cent, which was negligible, and that on this basis it had determined
to continue to adopt the figure of 50 per cent.?

Ofcom then explained why a change to the prospective gearing would not have had a
material effect on the WACC. It described a reduction in prospective gearing as
leaving BT Group’s pre-tax nominal WACC materially unchanged at 9.2 per cent
because of two offsetting effects:

(a) a lower gearing leading to a lower equity beta and therefore a lower cost of
equity; and

(b) a lower gearing entailing a more highly weighted cost of equity.*

Finally, Ofcom observed that BT's main point was that Ofcom should have de-
levered the observed equity beta by using a notional forward-looking gearing
assumption. In Ofcom’s view, this scenario was shown in Dr Correia da Silva’s
analysis (see paragraphs 3.10(b) and 3.11(b)). Ofcom said that it considered it
correct to de-lever an observed equity beta using gearing information from the same
period as the data used for observing the equity beta and that doing otherwise would
introduce an inappropriate degree of subjectivity into the analysis.?*

'8 BT NoA, W/S Correia da Silva I, Table 2.2.
9 BT NoA, W/S Correia da Silva |, §2.1.8.

% Ofcom Defence, §137.

% Ofcom Defence, §137.

2 Ofcom Defence, §138.

% Ofcom Defence, §139.

4 Ofcom Defence, §140.
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Interveners

3.21

The Interveners agreed with Ofcom that the effect on the WACC of a change in the

prospective gearing assumption was negligible.?

3.22 The Interveners also agreed with Ofcom that the only material issue was in relation to

the gearing assumption to be used for de-levering the observed equity beta.”®

BT Core Submission

3.23

3.24

In its Core Submission, BT said that Ofcom’s Defence had clarified the comment it
had made in its Statement. BT said that it now understood that Ofcom was only
referring to a change in the prospective gearing assumption.?’

BT, however, said that on this basis three important points could be made:

(a) Ofcom did not disagree with BT that using a 40 per cent figure for both the de-
levering and prospective gearing assumption had a non-negligible effect on the
WACC.

(b) Ofcom accepted there to be merit in using 40 per cent for the prospective gearing
assumption and that it had only sought to justify its figure of 50 per cent on the
grounds that the effect of adopting it would be negligible.

(c) Even if the effect on the WACC were negligible, changing the prospective gearing
from 50 to 40 per cent would have had a material consequence for Ofcom'’s
analysis because it would have resulted in a future equity beta of 0.78, which was
unsupportable.?®

Assessment

3.25

3.26

3.27

BT'’s challenge in its NoA referred to a specific comment made by Ofcom in its
Statement. In our view it was clear from the context?®® that the ‘negligible’ effect
described related to a change in the prospective gearing assumption and not to the
assumption used for de-levering.

Ofcom’s Defence clarified the ambit of the comment (see paragraph 3.16). In its Core
Submission, BT accepted this clarification (see paragraph 3.23). On this basis, there
does not seem to us to be any remaining dispute about the validity of Ofcom’s
comment in its Statement that the effect on the WACC of moving to a 40 per cent
prospective gearing assumption is negligible. Consequently, we discern no material
error.

Among the subsequent points BT raised in its Core Submission, it put forward the
argument that even if the adoption of a 40 per cent prospective gearing assumption
had a negligible effect on BT's WACC, it still had material consequences for Ofcom’s
analysis through resulting in a future equity beta of 0.78 rather than 0.9 (see para-
graph 3.24(c)). BT, in its NoA, considered that such a proposition was contrary to the
evidence for BT’s equity beta, including Ofcom’s own estimates (see paragraph 3.9).

% gky/TalkTalk Sol, §122.

% gky/TalkTalk Sol, §123.

% BT Core Submission, Volume 1, §175.

% BT Core Submission, Volume 1, §§176-182.
# Ofcom Statement, §§6.148-6.154.
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3.28

3.29

We consider that this is a separate argument to that made on the specific issue of the
effect of the prospective gearing assumption on the WACC. The question of whether
a future equity beta of 0.78 can be supported is part of BT's third ground for
challenge and so we consider this argument at that point.

BT’s two other subsequent points raised in its Core Submission (see paragraphs
3.24(a) and 3.24(b)) also refer to other grounds and are considered at the relevant
points (see paragraphs 3.73 and 3.43 respectively).

BT’'s second ground: insufficient evidence for 50 per cent prospective gearing
assumption

Ofcom Statement

3.30

3.31

3.32

3.33

3.34

In its Statement, Ofcom proposed that a prospective gearing assumption of 50 per
cent be used for re-levering the asset beta and weighting the cost of equity and the
cost of debt. The basis of this 50 per cent assumption was an estimated average
actual gearing level observed over the two-year period of beta measurement.*

Ofcom acknowledged arguments put to it by Oxera, on behalf of BT, about the use of
adjustments to net debt (for currency and interest rate movements and for accrued
interest) and the use of market values of debt.*! However, it considered the impact of
such alternatives as immaterial and proposed to retain its assumption of 50 per cent,
as proposed in its January 2011 Consultation,* as the prospective gearing level. In
doing so, it took into account the following estimates:

(a) Brattle Group's finding of a 51 per cent average observed gearing level in the
most recent two-year period;

(b) Oxera’s estimated average gearing of 48.4 per cent over the period March 2009
to 2011 on the basis of BT’s adjusted net debt measure; and

(c) Oxera’s estimated average gearing of 49.8 per cent over the period March 2009
to 2011 on the basis of using the market value of debt rather than the book value
of debt.*®

Ofcom said that it also considered using a notional gearing of 40 per cent, as advo-
cated by BT. It found that there was some merit in such a figure but that the effect on
the WACC would be small (see paragraph 3.7).

Ofcom said that its methodology represented a change in approach from that applied
in previous charge controls, in which it had assumed an optimal level of gearing,
based on ‘long term norms’.* In its January 2011 Consultation, Ofcom said that
under that approach a figure of 35 per cent had been adopted for previous charge
controglss, which was based on the observed gearing of BT Group between 2001 and
2007.

Ofcom stated in its Consultation that the previous approach was appropriate when
actual gearing was below the optimal gearing level but less appropriate when actual

% Ofcom Statement, §§6.106 & 6.153.

% Ofcom Statement, §§6.127-6.129.

2 Ofcom Consultation, §6.84.

% Ofcom Statement, §6.152.

% Ofcom Statement, §6.105.

* Ofcom Consultation, §6.82 & fn 121; referred to in BT’s NoA, W/S Correia da Silva |, §§2.3.4 & 2.3.5.
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gearing was above the optimal level. Ofcom said that because BT's gearing had
been between 35 and 60 per cent over the previous two years, it was minded to base
its prospective gearing on actual observed gearing, which it considered would be a
reasonable estimate of BT’s desired gearing level.*®

BT's challenge

Summary

3.35

3.36

3.37

Detail

3.38

In its NOA, BT contended that Ofcom’s assumption of 50 per cent as a prospective
gearing figure was not supported by the evidence. BT argued that Ofcom’s figure
was based on observed gearing over a period of significant but temporary share
price decline for BT, which led to a peak in gearing of 63 per cent in March 2009.*

BT said that prior to the onset of the financial crisis its gearing had been relatively
stable at below 40 per cent. It argued that when gearing increased as part of a wider
financial crisis, this was as a result of share price movements rather than any
strategy for increased gearing in BT'’s capital structure. BT said that in fact, in this
period, it had been communicating to the market its intention to reduce indebtedness.
BT p(s)gnted out that its gearing had subsequently declined steadily to below 40 per
cent.

On this basis, BT argued that Ofcom had disregarded these longer-term trends and
had adopted a figure that was distorted by a temporary spike in gearing caused by
the short-term fall in BT’s share price seen in 2009. In relying on temporary effects
caused by the financial crisis, BT considered Ofcom’s approach here to be
inconsistent with the approach described in Ofcom’s 2009 charge control decision for
Openreach. BT said that in taking this approach, Ofcom had adopted an inaccurate
figure for the WACC to be applied during the future charge control.*

Dr Correia da Silva presented analysis of the movement in BT's gearing since
December 2005, showing the significant movement upwards and then downwards
over this period.* The figure from his witness statement is reproduced below as
Figure 3.1.*' He referred to Ofcom’s prior methodology and described how
prospective gearing was assumed at previous charge controls to be in line with
optimal gearing. Dr Correia da Silva explained that Ofcom’s optimal gearing figure of
35 per cent was based on BT’s historical average gearing over a six-year period.*

% Ofcom Consultation, §86.83 & 6.84; referred to in BT's NoA, W/S Correia da Silva |, §§2.3.4 & 2.3.5.
¥ BT NoA, §§275 & 276.

% BT NoA, §276.

% BT NoA, §§277-279.

‘BT NoA, W/S Correia da Silva I, §2.3.2.

“L BT NoA, W/S Correia da Silva |, p27.

“2 BT NoA, W/S Correia da Silva |, §§2.3.3 & 2.3.4.



FIGURE 3.1

BT's gearing level, 2005 to 2011
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3.39 Dr Correia da Silva went on to observe that even after the effects of the financial
crisis had become evident, Ofcom in 2009 had observed the much higher levels of
BT gearing but had continued to assume an optimal gearing for BT of 35 per cent.*

3.40 In contrast to this, Dr Correia da Silva noted that in its January 2011 consultation,
Ofcom had changed its approach and had stated that the average gearing level over
the previous two years, estimated as 50 per cent and which it proposed to apply as
the prospective gearing assumption for the charge control period, was a reasonable
estimate of BT’s desired level of gearing.*

3.41 Dr Correia da Silva reported that he had found no evidence to support this claim that
the average actual gearing level of 50 per cent from the prior years was a reasonable
estimate of BT's desired gearing level. He said that the rise in BT's gearing had
arisen mainly from the fall in its share price rather than a deliberate change in capital
structure. He also argued that the company had been communicating to the market
its intention to reduce net debt. Dr Correia da Silva stated that this was reflected in
some financial analysts’ projections of reducing net debt for BT. He also said that
BT'’s actual gearing had been falling steadily since March 2009 and had been below
40 per cent since the start of 2011.%°

3.42 Inits response to Ofcom’s January 2011 Consultation, Dr Correia da Silva stated, BT
and Oxera had argued that prospective gearing should be set as the expected future
gearing. He considered such an approach to be consistent with standard economics
and finance literature and Ofcom'’s previous methodology. Oxera had proposed that,
based on evidence and analysis of BT’s historical gearing levels, its desired capital
structure as communicated to the market and the market projections reflected in

“3 BT NoA, W/S Correia da Silva I, §2.3.5.
“ BT NoA, W/S Correia da Silva I, §2.3.5.
% BT NoA, W/S Correia da Silva |, §2.3.6.



3.43

analysts’ reports, a figure of 40 per cent would be a conservative estimate for BT's
future gearing.*

Dr Correia da Silva noted that Ofcom had accepted that there might be some merit in
this 40 per cent figure, but had instead adopted a figure of 50 per cent which he
considered to be unjustified and unusually large in the context of BT’s historical
gearing levels. Dr Correia da Silva said that Ofcom had justified its decision not to
adopt the 40 per cent figure on the basis of the argument that its effect would be
negligible. However, Dr Correia da Silva argued, when combined with a future equity
beta of 0.9, an assumed 40 per cent figure for prospective gearing would have
resulted in a WACC 0.5 per cent higher.

Ofcom Defence

3.44

3.45

Ofcom said that it was not entirely clear what point BT was making in its challenge. It
referred to the position that it had put forward elsewhere in its Defence on the
prospective gearing assumption (see paragraphs 3.16 to 3.20). Ofcom repeated its
view that whether a 40 or 50 per cent gearing figure was used for the prospective
gearing assumption made little or no difference to the WACC (see paragraph 3.19).
Ofcom actually described itself as ‘agnostic’ on this issue. It said that only the gearing
assumption used for de-levering the equity beta would have a material impact on the
WACC but that BT had challenged the prospective gearing assumption and not the
gearing assumption used for de-levering the equity beta on this specific ground.*’

Ofcom referred to the reasons that it had set out in its Statement for deciding to use a
50 per cent figure (see paragraphs 3.30 to 3.32). It said that since the estimates
ranged from 48.4 to 51 per cent, it considered a figure of 50 per cent to be
appropriate.*®

Interveners

3.46

The Interveners said that they agreed with Ofcom that the only material issue relating
to gearing was the gearing assumption used for de-levering the observed equity
beta. They did not provide further comment on BT’s arguments.*°

Assessment

3.47

In answering the reference question, we assess this ground of BT's challenge in two
parts:

(a) First, was Ofcom wrong to base its prospective gearing assumption on recent
gearing levels and to disregard the long-term evidence of BT’s gearing that could
have been taken from evidence before, during and after the period affected by
the financial crisis?

(b) Second, did this result in a materially inaccurate figure for the WACC to be
applied during the charge control period?

(See paragraphs 3.35t0 3.37.)

“6 BT NoA, W/S Correia da Silva |, §§2.3.7-2.3.9.
47 Ofcom Defence, §§141, 142 & 144.

“8 Ofcom Defence, §143.

49 Sky/TalkTalk Sol, §123.
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3.48

These two questions are addressed in turn below.

Whether Ofcom’s prospective gearing assumption was wrong

3.49

3.50

3.51

3.52

3.53

Ofcom explained that whilst it previously sought to base its prospective gearing
assumption on its view of BT’s optimal gearing, it had changed its approach at this
Charge Control. It described its current approach as estimating BT’s desired level of
gearing, based on an analysis of recent actual gearing (see paragraphs 3.33 and
3.34). In its pleadings BT also argued for a prospective gearing assumption that
reflected the likely gearing of the company in future (see paragraph 3.42).

We consider that it is valid to base a forward-looking assumption for gearing on
historical data for a company'’s capital structure. As BT itself argued (see paragraphs
3.36 and 3.37), observed historical gearing levels might be indicative of long-term
trends in the company’s gearing. Therefore, we consider that Ofcom’s broad change
in methodology does not in itself imply that its prospective gearing assumption is
wrong.

But BT’s argument was that Ofcom should not have relied to the extent it did on
short-term historical gearing figures in setting its prospective gearing assumption. BT
provided evidence that the gearing observed by Ofcom in its chosen two-year period
was not typical of BT’s gearing before or since and that it was not indicative of any
lasting shift in BT's gearing since its cause was not any deliberate change in capital
structure but rather share price movements which had to some large extent been
reversed by the end of the period in question (see paragraphs 3.38 and 3.40). In its
Defence, Ofcom did not put forward any argument against this challenge.

We are persuaded by BT’s analysis on this point and consider that Ofcom’s analysis
was not likely to provide an accurate estimate of the gearing levels that would prevail
in the charge control period.

BT provided an alternative approach to establishing an assumption for prospective
gearing. This entailed basing it on a combination of historical gearing levels and the
company’s and market views of future levels. BT proposed that its approach would
be consistent with an assumption of 40 per cent or lower for prospective gearing (see
paragraph 3.42). In our view, such an approach would require a degree of judge-
ment, but no more than would be required for most other forward-looking assump-
tions in a charge control. On the basis of the analysis set out above, we consider that
BT's approach is preferable to that applied by Ofcom in its decision.

Whether this resulted in a materially inaccurate WACC for the WBA Charge Control

3.54

3.55

The effect of a change in the prospective gearing assumption on the WACC was the
subject of the first of BT's grounds of challenge on the gearing issue (see paragraph
3.3(a)). It appeared to be a matter of common ground between the parties that a
change in the prospective gearing assumption in itself would not have had a material
effect on the WACC (see paragraph 3.26).

However, Dr Correia da Silva also put forward an argument that if Ofcom had
reduced its prospective gearing assumption from 50 to 40 per cent but had main-
tained its assumption of a future equity beta of 0.9, then this would have led to a
WACC which was 0.5 per cent higher than that actually determined by Ofcom (see

3-10



3.56

3.57

paragraph 3.43). In its Defence, Ofcom did not dispute the arithmetic of such a
point.>°

We therefore need to consider whether Ofcom, if it had made a prospective gearing
assumption of 40 per cent, would still have adopted a future equity beta of 0.9. BT in
its Core Submission pointed out that, on its own, a change in the prospective gearing
assumption from 50 to 40 per cent would have resulted in the implied future equity
beta falling from 0.9 to 0.78.°" Such a reduction in the equity beta would have kept
the WACC at approximately the level actually calculated by Ofcom in its Statement
(see paragraph 3.11). This analysis assumes that the asset beta remains
unchanged; we consider that to be a valid assumption in assessing the impact of a
change in the prospective gearing assumption. As a result we consider that whilst
Ofcom’s approach to assessing the prospective gearing was likely to give a less
accurate figure for future gearing than would BT’s proposal, it did not in itself result in
a material inaccuracy to the WACC for the charge control period or, more importantly
(and consequently), to the overall level of the price control. As set out in the CC’s
determination in the Carphone Warehouse case® an error would not be material if ‘it
has only an insignificant or negligible impact in relative terms on the overall level of
the price control that has been set by Ofcom’.

We see BT’s argument that Ofcom’s adoption of a lower assumption for prospective
gearing would have led to a materially higher WACC, as set out in paragraph 3.55,
as predicated on the view that Ofcom should also have adopted a different asset
beta from the value of 0.52 that it in fact put forward in its Statement. This is the
subject of BT's third ground and is therefore considered below.

BT’s third ground: lack of evidence for the asset beta

Ofcom Statement

3.58

3.59

In its Statement, Ofcom described the methodology it had used for estimating the
future equity beta. It said that this was broadly the same as it had used in the past
and involved:

(a) identifying the observed equity beta for the relevant time period;
(b) identifying the observed gearing over the same time period;

(c) using this gearing level and an assumed debt beta to de-lever the observed
equity beta to derive an asset beta range; and

(d) re-levering the asset beta range using a debt beta and prospective gearing
assumption to obtain an estimated future equity beta.>®

Ofcom said that it was mindful of the effect of the credit crisis on the observed equity
beta that it had identified at the time of its Consultation. It considered that the two-
year period of observations from July 2009 to June 2011 (as used for identifying the
equity beta in its Statement) was likely to be more robust than the period from
January 2009 to January 2011 (as used in its Consultation) because it believed that
by July 2009 the credit markets were more stable than they had been six months
earlier. On this basis, it considered that the two-year equity beta observed over the

% Ofcom Defence, §§140 & 144.

1 BT Core Submission, Volume 1, §§180-182.

*2 See the Introduction to this determination, paragraph 36.
%% Ofcom Statement, §6.98.
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former period, on which it placed most weight, substantially excluded the credit
crisis.> Ofcom took from its analysis an observed equity beta range of 0.78 to
1.05.%%%°

3.60 Ofcom said that it was consistent with its use of actual observations of equity beta
that it had used actual gearing observed over the period. It considered that this was a
generally accepted approach based on fundamental principles of finance theory, and
was consistent with its own past practice. Ofcom stated that it was the capital
structure prevailing at the time that determined how changes in value accrued to
shareholders and that observed market prices would reflect this, making its approach
an effective way of de-levering the beta. On this basis, it adopted a gearing figure for
de-levering of 51 per cent.*’

3.61 Ofcom combined these assumptions with an assumed debt beta of 0.15 to calculate
an asset beta. It arrived at a range of 0.46 to 0.59, with a midpoint of 0.52. In its
calculation of the WACC, it re-levered this range of asset beta by applying its
prospective gearing assumption of 50 per cent, resulting in a future equity beta range
of 0.77 to 1.04.%®

BT's challenge
Summary

3.62 Inits NoA, BT stated that Ofcom’s use of a 50 per cent> gearing figure to de-lever
BT’s equity beta gave an asset beta that was volatile and declining. Based on
Ofcom'’s figures, it said, the asset beta would have been:

(@) 0.61 in May 2009;
(b) 0.46 in October 2010; and
(c) 0.52 in June 2011.°%%

3.63 BT described this situation as ‘wholly counterintuitive’.®? It argued that Ofcom had not
provided evidence to show that BT’s business risks had in fact moved in the manner
implied by such asset betas. It said that if instead the equity beta had been de-
levered at the forward-looking future gearing assumption of 40 per cent as BT
proposed, then the resulting asset beta estimated would have been more stable
during most of the period.®

Detail

3.64 We found three main components to BT’s argument on this issue, which can be
summarized as:

% Ofcom Statement, §6.99.

*® Ofcom Statement, §6.143.

* The ends of this range correspond to the 95 per cent confidence interval around the observation of 0.91. See The Brattle
Group, Estimate of BT's Equity Beta, July 2011, Table 1 & fn 5.

° Ofcom Statement, §§6.146 & 6.147.

%8 Ofcom Statement, §§6.143—6.145.

* The figure used for de-levering the beta was actually 51 per cent, not 50 per cent.

% BT NoA, §280.

¢ The May 2009 figure was de-levered at 38 per cent gearing, the October 2010 figure at 53 per cent gearing and the June
2011 figure at 51 per cent. See Ofcom Consultation, 86.127 & Table 6.8; Ofcom Statement, §6.14.

2 BT Core Submission, Volume 1, §191.

% BT NoA, §281.
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3.65

3.66

3.67

(a) the movement in Ofcom’s implied asset beta was counterintuitive;
(b) BT's equity beta had been remarkably stable in recent years; and

(c) along-term stable gearing should have been used for de-levering the observed
equity beta.

First, Dr Correia da Silva argued that the movement in asset betas implied by
Ofcom’s analysis (see paragraph 3.62) was counterintuitive. He said that Oxera had
analyzed the evolution of BT'’s business risks in its response to Ofcom’s January
Consultation and had found no discernible evidence of a significant reduction in risk
over the period (based on a survey of brokers’ and analysts’ reports at the time).®*

Second, Dr Correia da Silva observed that rolling estimates of BT's two-year and
five-year equity betas were remarkably stable despite the company’s gearing
experiencing a large swing over these periods.®® We reproduce below (Figure 3.2)
from his witness statement.®® Dr Correia da Silva reported that BT’s two-year equity
beta had remained in the range between 0.85 and 1.02 over the period from May
2009 to August 2011, and had remained in a tighter range still of 0.89 to 1.02 in the
period from January to July 2011, in which BT also had gearing in the range of 35 to
40 per cent.®’

FIGURE 3.2

Two-year equity beta and two-year average gearing
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Dr Correia da Silva said that this empirical evidence appeared contrary to the
standard view, held by Ofcom, that a company’s equity beta would be expected to
rise with an increase in gearing.® The apparent stability of this equity beta suggested

% BT NoA, W/S Correia da Silva I, §2.5.2.

BT NoA, W/S Correia da Silva |, §§2.2.3-2.2.5.
% BT NoA, W/S Correia da Silva |, p24.

7 BT NoA, W/S Correia da Silva |, Table 2.2.

BT NoA, W/S Correia da Silva I, §§2.2.2 & 2.2.3.
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3.68

3.69

3.70

3.71

3.72

3.73

to Dr Correia da Silva that the most reasonable estimate of the future equity beta
should be a figure similar to the observed equity beta, which on a conservative basis
might be 0.9.

Dr Correia da Silva noted that this was the same figure as proposed by Ofcom.
However, he also observed that, had Ofcom re-levered the asset beta that it had
calculated by a prospective gearing assumption of 40 per cent (which BT considered
to be the more appropriate level), then this would have resulted in a future equity
beta of 0.78 (see paragraphs 3.10 and 3.11). On the basis of the above observations
of the recent stability of the equity beta at 0.9 or above, Dr Correia da Silva con-
sidered that such a prediction would have been unrealistic and would have lacked
empirical support.®®

Third, Dr Correia da Silva argued that the appropriate gearing assumption for de-
levering was not the average gearing level observed over the period of beta
estimation but the expected future level of gearing.™

Dr Correia da Silva said that the actual gearing figures adopted by Ofcom were
distorted by the financial crisis and its adverse effect on BT’s share price. As such,
he said that the substantial and temporary increases in gearing did not reflect any
deliberate policy change by BT in respect of its capital structure.”

Dr Correia da Silva argued that investors did not factor this temporary increase in
gearing levels into the dynamics of BT's share price movements. Rather, he argued,
they took into account a long-term forward-looking view of BT'’s stable gearing levels.
Dr Correia da Silva based this view on:

(a) BT having communicated its intention to reduce net debt and maintain a solid
credit rating since 2009;

(b) the market having forecast reductions in BT's net debt;
(c) an observable steady decline in gearing since March 2009; and
(d) the stability of the observed equity beta of BT despite swings in gearing.

Dr Correia da Silva therefore argued that the observed equity beta should be de-
levered by a gearing figure of 40 per cent, being an estimate of the long-run stable
gearing value (see paragraph 3.36). When combined with a prospective gearing
assumption of the same value in the re-levering calculation, this would result in a
future equity beta of 0.9.” Dr Correia da Silva clarified that this approach was not put
forward as a general method but one that should be applied in the current situation
because Ofcom’s approach led to a counterintuitive result.”

BT observed that Ofcom did not disagree with BT'’s view that using a 40 per cent
gearing assumption for de-levering the asset beta had a far from negligible effect on
the WACC."”

BT NoA, W/S Correia da Silva |, §§2.2.1 & 2.2.9.

" BT NoA, W/S Correia da Silva I, §2.4.2.

"L BT NoA, W/S Correia da Silva I, §2.4.3.

2 BT NoA, W/S Correia da Silva |, §2.4.4.

8 BT NoA, W/S Correia da Silva |, §§2.4.2 & 2.4.5.

" BT Core Submission, W/S Correia da Silva Il, §§3.3.1 & 3.3.2.
> BT Core Submission, §177.
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Ofcom Defence

3.74

3.75

3.76

3.77

3.78

3.79

Ofcom argued that asset betas would inevitably fluctuate over time. This was
because the rates of return required by investors would fluctuate with changes in
investors’ preferences and appetite for risk. It suggested that the changes in
observed asset beta could reflect changes in investors’ perceptions of BT's business
risks, based on changes to its business profile.”® Ofcom considered the changes in
asset beta in its analysis to be relatively modest and insufficient to justify a change in
methodology.”’

Ofcom considered this part of BT'’s challenge to be the crux of the disagreement
between the parties.’® Professor Franks described the core of BT’s argument as
being that an observed equity beta could reflect a gearing assumption from a period
outside the observation window; Ofcom and Professor Franks disagreed with BT and
Oxera on this point.”

Ofcom presented BT’s position as arguing that a forward-looking gearing assumption
should have been used for de-levering the observed equity beta on the grounds that
this would have led to a smoother profile for the asset beta. It saw BT’s main
evidence for this position as being the empirical observation of a stable equity beta
over the period.®

Ofcom did not consider there to be a theoretical basis for BT's approach, but saw it
as simply designed to achieve a stable and high future equity beta.®' Professor
Franks argued that Dr Correia da Silva did not examine the impact on market prices
of a shift from calculating an asset beta based upon a historic equity beta and historic
gearing to one based on a historic equity beta and forward-looking gearing. He
suggested, in particular, that if an equity beta could be de-levered by signalled
forward-looking gearing, then this would allow the possibility of two companies, with
similar operating characteristics and current gearing levels, offering different levels of
return and being priced differently on the basis of one of them signalling a change in
future gearing. In his view, this would create an arbitrage opportunity and risk
violating ‘the law of one price’. Professor Franks saw this argument as similar to that
put forward by Modigliani and Miller in setting out their cost of capital theory. He also
presented the implausibility of Dr Correia da Silva’s explanation of the effect of
investors’ expectations on the share price by means of the analogy of the share price
response to a declared dividend or an announced rights issue.®

Further, Ofcom did not consider it relevant whether the observed change in gearing
arose from a deliberate policy change or other causes.® Professor Franks also
considered that the proposal was practically unrealistic since, even if they were
relevant to the share price, investors’ views of BT’s future gearing would be
uncertain, not least because of the effect of share price movements on them. On this
basis, he considered that current gearing would not be ignored.®*

Professor Franks was not aware of any regulatory precedent for using forward-
looking gearing to de-lever an observed equity beta, as proposed by BT. He also

® Ofcom Defence, fn 35.

" Ofcom Defence, §150.

8 Ofcom Defence, §146.

" Ofcom Defence, W/S Franks, §18.

% Ofcom Defence, §§146 & 148.

& Ofcom Defence, §149.

8 Ofcom Defence, W/S Franks, §§66 & 67.
8 Ofcom Defence, §149.

8 Ofcom Defence, W/S Franks, §68.
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3.80

3.81

considered such an approach to be unusual in a non-regulated context. He did not
consider BT’s approach to be robust.®

Both Ofcom and Professor Franks raised issues of a practical nature concerning the
adoption of BT’s approach. Professor Franks envisaged the scenario of forward-
looking gearing being estimated as higher than current gearing and considered that
the adoption of BT’s approach there would be contentious. Using such an approach
selectively would, he said, itself add uncertainty.®®

Ofcom put forward two more practical concerns:

(a) Such an approach would incentivize BT to ‘game’ Ofcom by signalling a reduction
in debt.

(b) Ofcom would need to introduce additional judgement into the setting of the cost
of capital by estimating the gearing forecasts that investors were assumed to be
using in the pricing of shares.®’

Interveners

3.82

3.83

3.84

The Interveners agreed with Ofcom in its Defence against BT’s challenge.®® They
considered Ofcom’s approach to de-levering the observed equity beta to be sound
and orthodox.

The Interveners also offered alternative explanations of the volatile and declining
asset beta that BT had observed in Ofcom’s analysis. Dr Lilico provided the following
analysis of BT’s arguments around the movements in its asset beta:

(a) It was not the 50 per cent level of the gearing assumption that led to the volatility
in Ofcom’s asset beta, but rather the use of fluctuating market values of equity
(rather than those based on regulatory asset values) which in turn led to gearing
fluctuations over the period.®

(b) BT's asset beta could have changed not because of a change in BT's business
risks but because of changes in the risks of other companies in the market, with
which BT’s beta is a measure of correlation. This might have arisen in the period
of economic volatility between 2007 and 2010.%

(c) Whilst large movements in asset beta should be subject to some explanation of
the underlying change in fundamental risks that they relate to, they should not
require an alternative to be adopted just because it offered more stable results. In
this case, BT's argument was contradictory to the Modigliani-Miller theorem, but
lacked the evidence to refute it.%*

(d) An alternative methodology could produce more stable asset betas and still
support a figure similar to Ofcom’s future equity beta.

On point (d), Dr Lilico put forward a methodology in which the observed equity beta
was de-levered taking into account a varying debt beta. This debt beta was assumed

& Ofcom Defence, W/S Franks, §69.

8 Ofcom Defence, W/S Franks, §70.

87 Ofcom Defence, §152.

8 Sky/TalkTalk Sol, §§124-129.

8 gky/TalkTalk Sol, W/S Lilico, §§3.19-3.24.
% sky/TalkTalk Sol, W/S Lilico, §§3.25 & 3.26.
! Sky/TalkTalk Sol, W/S Lilico, §§3.27—3.30.

3-16



to vary with a degree of correlation with movements in the debt premium over the
period. On the basis of Dr Lilico’s analysis, the two-year asset beta varied between
0.55 and 0.64. When re-levered, assuming a forward-looking debt beta of 0.20 to
0.25, this gave a future equity beta of 0.9 to 1.03, which Dr Lilico observed was within
Ofcom’s proposed range.*?

Ofcom’s response to Dr Lilico’s alternative approach

3.85

3.86

In its Statement, Ofcom responded to Dr Lilico’s arguments which had been put to it
by the Interveners in their response to Ofcom’s Consultation. It noted the effect that
this approach would have on the asset beta (see paragraph 3.84). However, it
considered that the evidence to support Dr Lilico’s calculation of a varying debt beta
was not robust, because of the tendency of observations of debt beta to be volatile.*

In its Core Submission, Ofcom said that it would not comment on Dr Lilico’s
alternative approach because it considered that the adoption of alternative
approaches was not an issue that had arisen in BT’s appeal.*

BT’'s response to Dr Lilico’s alternative approach

3.87

3.88

3.89

3.90

In his witness statement in support of BT's NoA, Dr Correia da Silva criticized Dr
Lilico’'s proposed methodology. In particular he argued that this approach was highly
sensitive to the initial measurement of the debt beta. He considered that such
measurement was complex, involved multiple assumptions and its results were often
not robust. In Dr Correia da Silva’s view, there was at least as good a case for
starting with Ofcom’s debt beta as there was with Dr Lilico’s proposal. In conclusion,
he argued that a time variant debt beta was unlikely to explain Ofcom’s results for the
asset beta.”

In its Core Submission, BT considered it unnecessary to seek an alternative
methodology and considered that Ofcom was right to have rejected this alternative
for the reasons set out in its Statement (see paragraph 3.85). It considered that Dr
Lilico’s calculation was not supportable.®

BT went on to say that Dr Lilico’s approach actually gave an equity beta in the range
of 0.9 to 1.03 which was higher than Ofcom’s range of results and higher than the
equity beta of 0.78 it considered would have followed if Ofcom’s approach had been
properly applied.®’

Dr Correia da Silva, in support of BT’'s Core Submission, said that despite the
differences between himself and Dr Lilico on explaining why BT’s asset beta should
be more stable than Ofcom’s approach implied, he and Dr Lilico agreed that the
asset l;)seta was unlikely to have fallen and risen to such an extent over the last few
years.

2 sky/TalkTalk Sol, W/S Lilico, §§3.31-3.45.

% Ofcom Statement, §§6.138-6.141.

% Ofcom Core Submission Volume 2, §22.

% BT NoA, W/S Correia da Silva |, §2.5.4.

% BT Core Submission Volume 2, §173.

¥ BT Core Submission Volume 2, §174.

% BT Core Submission, W/S Correia da Silva Il, §4.4.5.
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BT's response to Professor Franks’s argument on Modigliani-Miller

3.91

3.92

3.93

3.94

3.95

In its Core Submission BT rejected the suggestion that its approach was inconsistent
with Modigliani and Miller’'s theory on the cost of capital. It said that BT's approach
was soundly based in theory and that there was nothing in Modigliani-Miller that
precluded it.*

In support of BT’s Core Submission, Dr Correia da Silva said that he was not
advocating that Ofcom change methodology in future reviews but that rather, where
the results of the current approach were at odds with the evidence, the underlying
theory or its implementation be examined and refined. In this case, Dr Correia da
Silva was proposing an alternative implementation of the Modigliani-Miller theory by
using the long-run gearing level to de-lever the observed equity beta.'®

Dr Correia da Silva referred to Modigliani-Miller’s first and second propositions. He
said that these propositions did not spell out the specific methods to be used for de-
levering or re-levering betas or for calculating gearing levels. He also referred to
Bruner et al, and their position that the observed cost of capital could anticipate a
target capital structure if that capital structure were publicly known and if investors
expected that capital structure to be achieved soon. Dr Correia da Silva said that this
was exactly why he had adopted his approach and had taken the gearing level that
he considered had likely been reflected in the share price and used this to de-lever
the beta and weight the future costs of equity and debt.***

On this basis, Dr Correia da Silva argued that his approach was consistent with the
Modigliani-Miller theory. He argued that Ofcom’s approach did not follow directly from
the propositions described above but was only one particular application. This
application, he said, had generally worked well in the past because actual gearing
had been close to optimal or target gearing. But, Dr Correia da Silva argued, largely
as a consequence of the financial crisis actual gearing had been unusually high in
the past two years whilst BT’s target gearing had remained the same.

Dr Correia da Silva also responded to the argument about arbitrage put forward by
Professor Franks. He said that Professor Franks’'s argument had mis-characterized
BT’s argument as being that the signalled gearing level should be used for de-
levering. Dr Correia da Silva said that he had in fact proposed that the gearing level
in investors’ expectations was what should have been used for de-levering the beta,
and that this was consistent with the Modigliani-Miller propositions. %2

Assessment

3.96

The parties did not dispute that Ofcom’s approach of using the observed gearing
level for the purpose of de-levering was the conventional approach. Dr Correia da
Silva also did not consider Ofcom’s method to be generally unsound, but rather
considered that it produced counterintuitive results in this case (see paragraph 3.92).
As a result it is not within the scope of BT’s challenge, or therefore this assessment,
to appraise the general validity of Ofcom’s approach. Instead, this assessment
considers the approach taken to de-lever the observed beta in the case of the WBA
Charge Control, starting with the results that BT has challenged (paragraphs 3.97 to

® BT Core Submission Volume 2, §172.

190 BT Core Submission, W/S Correia da Silva Il, §§3.3.2 & 3.3.3.
101 BT Core Submission, W/S Correia da Silva II, §§3.3.6-3.3.9.

192 BT Core Submission, W/S Correia da Silva Il, §§3.3.10 & 3.3.11.

3-18



3.97

3.98

3.99

3.100

3.105) and then going on to consider issues of the theoretical validity of BT's
alternative proposal (paragraphs 3.106 to 3.110).

Ofcom'’s beta results can be considered on the basis of the asset beta or the future
equity beta they imply. Given our views on the appropriate prospective gearing
assumption (see paragraph 3.53), we think it is right to consider the equity beta that
would result from Ofcom’s methodology on the assumption that a prospective
gearing level of 40 per cent were adopted for calculating the WACC. The implied
equity beta of 0.78 is possibly lower than we might have expected given the historical
data. We take this view for a number of reasons:

(a) Itis at the very bottom of Ofcom’s range for the historical observed equity beta
(see paragraph 3.59).

(b) Dr Correia da Silva’s analysis suggests that it is below the level of the two-year
and five-year equity betas observed since September 2008 (see paragraph 3.66).

(c) Dr Correia da Silva’'s analysis also suggests that it is below the two-year equity
beta observed in the first half of 2011 (see paragraph 3.66), a period when
gearing was reportedly close to the prospective figure of 40 per cent.

Ofcom observed that the changes in the implied asset beta resulting from its analysis
were relatively modest (see paragraph 3.74). We recognize that beta estimates are
statistical calculations from market data and need to be understood in the context of
the scope for statistical error.*®® We also note that Ofcom observed BT’s beta in a
period of share price volatility, both for BT and for the market as a whole.

BT noted that Ofcom’s approach resulted in an asset beta that moved from 0.61 in
May 2009 to 0.46 in October 2010 and 0.52 in June 2011. On this basis BT said that
Ofcom’s approach resulted in asset betas that were volatile and declining over the
period and that BT’'s approach would have given more stable results (see paragraph
3.63). We note that BT’s observation does not directly arise from comparing the
effect of using a 50 per cent or 40 per cent gearing figure for de-levering the equity
beta in the two-year sample period considered by Ofcom. This is because de-
levering by one relatively constant gearing figure'® rather than another will not in
itself change the volatility of the asset beta, since its movement will continue to reflect
that of the observed equity beta. To illustrate, had Ofcom used a gearing assumption
of 40 per cent, as advocated by BT, rather than the actual observed gearing of
around 50 per cent, we calculate that the corresponding asset betas for October
2010 and June 2011 would have been 0.55 and 0.61 respectively (the figure quoted
from May 2009 relates to a period before the two years referred to by BT). These
figures show similar volatility as between the asset betas of 0.46 and 0.52, arrived at
under Ofcom’s approach.

The greater movement in asset beta identified by BT under Ofcom’s approach arises
from adopting a starting point for the asset beta of 0.61 in May 2009, which was
arrived at by de-levering the equity beta at 38 per cent gearing. We therefore
understand BT’'s complaint on this issue as being about the difference between the
asset betas that Ofcom calculated in the course of the WBA Charge Control by de-
levering with approximately 50 per cent gearing, and those obtained previously for
the prior period by de-levering with a gearing assumption of around BT’s proposed

103

The Brattle Group reported a standard error of 0.07 in relation to the observed equity beta. See The Brattle Group, Estimate

of BT’s Equity Beta, July 2011, Table 2.1.
194 Ofcom de-levered the October 2010 figure by 53 per cent and the June 2011 figure by 51 per cent. See Ofcom Consultation,
§6.127 & Table 6.8; Ofcom Statement, §6.143.
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3.101

3.102

3.103

3.104

3.105

3.106

figure. The difference would have been smaller if Ofcom had de-levered the
observed equity betas for the later period using BT’s gearing assumption of
40 per cent.

These observations correspond to the results for the equity beta which we
considered above (see paragraph 3.97). In considering the significance of the
change in asset beta, we note that Ofcom proposed its asset beta of 0.52 as the mid-
point of the range of 0.46 to 0.59.'® This range corresponded to a range of 0.78 to
1.05 for the observed equity beta, which was in turn derived from the 95 per cent
confidence interval around the observations of that data.'®® Ofcom therefore selected
its midpoint estimate for the asset beta from a statistical range that at its top end was
only marginally below the asset beta estimated in the prior years, and apparently
sought by BT. We also note that Ofcom’s implied asset beta of 0.52 does not differ
greatly from the figure of 0.55 that we calculate that BT’s approach would have
derived for the two-year period to October 2010 (see paragraph 3.99).

In this context, whilst the asset beta arising from Ofcom’s approach is lower than that
measured in the prior period, the change in value does not seem so large as to
persuade us that Ofcom’s results are ‘wholly counterintuitive’, as BT claims (see
paragraph 3.63).

Ofcom suggested that the movements in asset beta could reflect changes in
investors’ preferences or their perceptions of the company (see paragraph 3.74). The
Interveners also suggested that since the beta is a measure of correlation between
BT'’s and other companies’ risks, its movements could reflect changes in the risks of
those other companies in the period of the financial crisis (see paragraph 3.83). The
CAPM approach adopted by Ofcom relies on financial market data to provide
evidence of investors’ pricing of the systematic risks of a company. As such it does
not require wider evidence of a company’s business risks or explanations of how
risks have changed.

The Interveners also introduced other possible explanations for the movement in
BT's asset beta (see paragraph 3.83). Whilst we are not persuaded that these are
necessarily correct, some are at least plausible, and serve to exemplify the range of
possible factors that might explain the movements in Ofcom’s results for the asset
beta, without moving away from the conventional method for de-levering the beta.

Because BT has not persuaded us that Ofcom’s results are counterintuitive, we do
not consider that Ofcom can be judged to have erred as a result of not adducing
further evidence for its results, as suggested by BT. However, we do observe that
Ofcom’s results are lower than historical measurements and that BT's approach
gives results more consistent with past measurements of beta. On this basis we think
it appropriate to consider BT’s proposed alternative and whether it might be preferred
to Ofcom’s methodology.

BT's challenge to Ofcom’s approach arises from Ofcom deriving its observations
from a period of ongoing volatility in BT’s share price. We note that The Brattle Group
in providing the equity beta analysis to Ofcom concluded that it had concerns about
the large swings in BT’s gearing that followed from this and the implications of this for
its beta calculations.'®” Given also the share price volatility in the financial market as
a whole at that time, we can understand why concerns could arise about basing a
cost of capital calculation on observations made in such a period.

195 Ofcom Statement, §6.143.
1% The Brattle Group, Estimate of BT's Equity Beta, July 2011, Table 2.1 and fn 5.
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The Brattle Group, Estimate of BT's Equity Beta, July 2011, §2.4.
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3.108

3.109

3.110

3.111

3.112

BT put forward its proposed approach as a better alternative to Ofcom’s methodology
for dealing with the problems of basing calculations on observations from a volatile
period of share price data (see paragraph 3.72). The essence of BT’s approach is to
de-lever the observed equity beta by a forward-looking long-term stable gearing
level, on the basis that this would reflect investors’ expectations during the time
period from which the beta estimates were drawn. This gearing figure would not
accord with the average actual gearing level observed over the period of the beta
estimates. BT argued that this methodology better achieved a stable asset beta and
equity beta for use in the WBA Charge Control.

The expert witnesses for both Ofcom and the Interveners argued that such an
approach was at odds with conventional finance theory and both referred to the
theory of Modigliani and Miller, with which they consider that BT’s approach might be
at odds (see paragraphs 3.77 and 3.83(c)). BT rejected this criticism and argued that
BT's proposal and Ofcom’s approach were alternatives that were both consistent with
the propositions of Modigliani-Miller (see paragraph 3.93). It argued that it was not
proposing that Ofcom change its approach at future charge controls, but was
proposing that it do so here because of the divergence between recently observed
gearing and long-run levels.

In order to find that BT'’s proposal was a better approach than Ofcom’s methodology,
or at least a viable alternative, we would need to be persuaded that it had a
consistent and convincing rationale.

In our view, BT has not sufficiently set out the theoretical underpinnings of its
proposal. We are not persuaded conclusively one way or another by the parties’
arguments on the consistency or inconsistency of BT's approach with Modigliani-
Miller's propositions. We are concerned, however, that BT has not provided a
positive justification for its approach to de-levering the beta. The conventional
approach to de-levering, as adopted by Ofcom, is based on a definitional relationship
between the asset beta, the debt beta and the equity beta reflecting the fact that
share price movements are amplified by the proportion of debt in the value of a
company. Neither BT nor its witness statements (including their reference to Bruner
et al) have provided a convincing alternative account of the de-levering relationship in
which current gearing is replaced by expected gearing. As a result, we are not
persuaded of the case for disregarding current gearing in the de-levering of the
observed beta.

Therefore, whilst BT’s approach might deliver estimates of the beta closer to
historical measurements (see paragraph 3.105), we do not find Ofcom’s results to be
so far from those historical measurements as to require a departure from normal
practice in favour of an approach of undemonstrated theoretical merit. It follows from
this that we are not persuaded that BT’s proposed approach has been shown to be a
better alternative than the approach adopted by Ofcom.

On this basis, we are not persuaded that Ofcom erred in its calculation of the asset
beta for the reasons set out in BT’s challenge.

Conclusion on gearing issue

3.113

On the basis of the assessment set out above, in answer to Reference Question
1(iii), we do not consider that Ofcom erred in calculating BT's WACC on the basis of
50 per cent gearing, rather than 40 per cent for the reasons set out at Part VIII of
BT's NoA.
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Conclusion on Reference Question 2

3.114 As a consequence of our determination on Reference Questions 1(i) to (iii), it is
unnecessary for us to answer Reference Question 2.
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APPENDIX A

Reference from the Competition Appeal Tribunal to
the Competition Commission

IN THE COMPETITION
APPEAL TRIBUNAL Case Number: 1187/3/3/11

BETWEEN:

BRITISH TELECOMMUNICATIONS PLC

Appellant
—and —

OFFICE OF COMMUNICATIONS
Respondent
—supported by —

BRITISH SKY BROADCASTING LIMITED
TALKTALK TELECOM GROUP PLC

Interveners

REFERENCE OF SPECIFIED PRICE CONTROL MATTERS
TO THE COMPETITION COMMISSION

UPON British Telecommunications plc (“BT”) filing a Notice of Appeal dated 19 September
2011 (“BT’s Notice of Appeal”) against the decision made by the Office of Communications
(“OFCOM”) contained in a document dated 20 July 2011 and entitled “WBA Charge Control”
and in particular certain aspects of the charge control imposed by paragraph 9 of, and
Condition EAA7(A) in Schedule 1 to, Annex 1 of the Decision (“the WBA Charge Control”)

AND UPON reading the written observations of the parties and the Competition Commission
filed in advance of the case management conference

AND UPON hearing counsel for the parties and the Competition Commission at a case
management conference on 17 October 2011

AND UPON the Tribunal considering that the time for determining the price control reference

should not run until after the date on which pleadings are closed in accordance with the
timetable established by the Tribunal’s Order of 17 October 2011

Al



IT IS ORDERED THAT:
1. The Competition Commission determine the following questions:
Question 1

Whether the WBA Charge Control has been set at levels which are inappropriate
because OFCOM erred in:

(i) refusing to allow BT to recover the cost of pensions deficit repair payments, for
the reasons set out at Part VI of BT's Notice of Appeal;

(i)  refusing to take account of the cost of embedded debt in calculating BT's
weighted average cost of capital (“WACC") for the reasons set out at Part VIII of
BT's Notice of Appeal;

(i) calculated BT's WACC on the basis of 50% gearing, rather than 40% for the
reasons set out at Part VIII of BT’'s Notice of Appeal.

Question 2

Having regard to the fulfilment by the Tribunal of its duties under section 195 of the
Communications Act 2003 and in the event that the Competition Commission
determines that the answer to any part of the above questions is yes, the
Competition Commission is to include in its determination:

0] clear and precise guidance as to how any such error found should be
corrected; and

(i) insofar as is reasonably practicable, a determination as to any
consequential adjustments to the charge controls.

2. The Competition Commission determine the issues contained in this reference on or
before 11 June 2012.

3. The Competition Commission notify the parties to these appeals of its determination

at the same time as it notifies the Tribunal pursuant to section 193(3) of the
Communications Act 2003.

Marcus Smith QC Made: 2 November 2011
Chairman of the Competition Appeal Tribunal Drawn: 2 November 2011
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The Act

2004 Rules

BT
Capex
CAPM
cC
CCA
CoC

CRF

Cumulo rates

Defence
ELA
EPMU
FAC

FRG

HCA methodology

Interveners

LLU

LRIC

LRIC+ or LRIC plus

NoA

NRA

Ofcom

Glossary

Communications Act 2003.

Competition Appeal Tribunal (Amendment and Communications Act
Appeals) Rules 2004 (S| 2004 No 2068).

British Telecommunications pilc.

Capital expenditure.

Capital asset pricing model.

Competition Commission.

Current cost accounting.

Cost of capital.

The European Common Regulatory Framework—the legislative
framework for the regulation of the telecommunications sector

across the EU.

Cumulo rates is the phrase used to describe a tax on commercial
property.

Ofcom’s Defence document dated 5 December 2011.
Early leaver augmentation.

Equi-proportional mark up.

Fully allocated costs accounting method.

Finance and Regulation Group (within the CC).

An accounting technique that values an asset at the price paid for
the asset at the time of its acquisition.

BSkyB and TalkTalk.

Local-loop unbundling.

Long-run incremental cost—the additional cost caused in the long
run by the provision of a defined increment of output, assuming that
some level of output is already produced.

Long-run incremental cost plus a share of common costs.

BT’s Notice of Appeal dated 19 September 2011.

National Regulatory Authority.

Office of Communications.

Glosl



PDR
RPI-X
Sky
SMP

Sol

SRMC

The Statement

TalkTalk
Tribunal
WACC
WBA

WBA Charge
Control

WBA Market 1

The 2010 WBA
Statement

Pension deficit repair.

A general term referring to a common method of regulating prices.
British Sky Broadcasting Limited.

Significant market power.

The joint Statement of Intervention made by Sky and TalkTalk dated
23 December 2011.

Short run marginal cost.

A statement published by Ofcom on 20 July 2011—WBA Charge
Control—Charge control framework for WBA Market 1 services.

TalkTalk Telecom Group plc.
Competition Appeal Tribunal.
Weighted average cost of capital.
Wholesale broadband access.

The significant market power condition set by Ofcom in its report of
20 July 2011 and which is the subject of this appeal.

Exchanges where only BT is present or forecast to be present or
where, during the period of the market determination, TalkTalk may
(at some point in the future) be present.

A report published by Ofcom on 3 December 2010—Review of the

wholesale broadband access markets—Statement on market
definition, market power determination and remedies..
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