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Section 1: Introduction to the Competition Commission’s
determination

Preamble

11

1.2

13

On 2 July 2009 the Office of Communications (Ofcom) published a Statement entitled
Leased Lines Charge Control—a new charge control framework for wholesale
traditional interface and alternative interface products and services (the LLCC
Statement). The LLCC Statement contained decisions made pursuant to sections 45
and 87 of the Communications Act 2003 (the 2003 Act) to impose charge controls on
British Telecommunications plc (BT) in relation to various services supplied by BT in
a number of leased lines markets in the UK.

The charge controls within the LLCC Statement came into effect from 2 July 2009*
and related to the following five markets:

(a) low bandwidth TISBO? services up to and including 8 Mbit/s;

(b) high bandwidth TISBO services above 8 Mbit/s up to and including 34/45 Mbit/s
(outside the Central and East London Area (CELA));

(c) very high bandwidth TISBO services above 34/45 Mbit/s up to and including
140/155 Mbit/s (outside the CELA);

(d) low bandwidth AISBO? services up to and including 1 Gbit/s; and

(e) TISBO trunk segments at all bandwidths.

Ofcom implemented RPI-X charge controls for most of the services provided by BT
in the wholesale markets in which it had been found to have Significant Market

Power (SMP). The leased line charge controls were to apply for the period ending
30 September 2012.

The appeals and the appellate framework

1.4

15

Cable & Wireless UK (C&W) brought appeals against the LLCC Statement to the
Competition Appeal Tribunal (the Tribunal) under section 192 of the 2003 Act.
Verizon UK Limited (Verizon) and BT both intervened (the Interveners).

The 2003 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.

The charge control obligations on BT became effective on 2 July 2009. BT had the obligation to align all Tl starting charges
with those specified in the LLCC Statement from 1 October 2009. The first charge control year for the purposes of assessing
compliance with the RPI-X price cap commenced on 1 October 2009.

*TISBO: Traditional Interface Symmetric Broadband Origination.

SAISBO: Alternative Interface Symmetric Broadband Origination.
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(5) The notice of appeal must set out—

(6)

(a) the provision under which the decision appealed against was taken; and
(b) the grounds of appeal.
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)

(2)

3)

(4)

(5)

(6)

(7)

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.

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.

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.

Where the Competition Commission determines a price control matter in accord-
ance with Tribunal rules, they must notify the Tribunal of the determination they
have made.

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

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.

Subsection (6) does not apply to the extent that the Tribunal decides, applying
the principles applicable on an application for judicial review, that the determin-
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1.6

ation 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 authorized
by—

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

(c) section 93(3).

195 Decisions of the Tribunal

(1)

(2)

3)

(4)

(5)

(6)

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

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

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.

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.

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.

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,
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1.7

(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.

The SMP conditions imposed by Ofcom in the LLCC Statement were imposed pursu-
ant to section 87(9) of the 2003 Act. Accordingly, the price control matters in this
appeal fell to be identified and referred to us for determination.

The Tribunal’s reference

1.8

1.9

1.10

In the order entitled Reference of Specified Price Control Matters to the Competition
Commission dated 16 December 2009 (the Reference), the Tribunal made reference
to the Notice of Appeal (NoA) lodged by C&W which stated that the appeal relates
exclusively to specified price control matters within the meaning of Rule 3(1) of the
Competition Appeal Tribunal (Amendment and Communications Act Appeals) Rules
2004 (the 2004 Rules).

The Reference required us to determine five main questions. Those questions,
broadly, asked us to determine whether Ofcom had erred for specific reasons given
by the parties.

The Tribunal required us to determine the issues that had been referred to us by
30 June 2010. A copy of the Reference is at Appendix A.

The structure of our Determination

1.11

Following this introduction are four sections addressing the Reference Questions
applicable to each of C&W's four grounds of appeal (A to D) as set out in its NoA.
There is then a final section (Section 6) in which we address Reference Question 5
which requires us to determine the appropriate remedy for any errors we have
identified in the previous sections.
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1.12

1.13

1.14

Reference Questions 2 to 4 also include a number of specific aspects that we have
been asked to determine. We address each of these specific aspects within the
relevant section.

We set out the main arguments and evidence put to us by the parties and conclude
with 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, technical and broader factual context for this
determination:

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

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

(c) the technology used in the provision of leased lines and in particular of partial
private circuits (PPCs);*

(d) a brief chronology of Ofcom’s regulation of PPCs; and

(e) the steps taken by Ofcom in formulating the charge controls within the LLCC
Statement and its rationale in adopting that approach.

The legal framework

1.15

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, which provide, in relevant part:

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 13 of this Directive as appropriate.

“We describe PPCs in paragraph 1.60ff.



1.16

1.17

1.18

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
market analysis indicates that a lack of effective competition means that the operator
concerned might sustain prices at an excessively high level, or apply a price
squeeze, to the detriment of end-users. 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 the risks involved.

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 2003 Act, in
which the powers and duties set out in the Directives are reflected.

Section 45 of the 2003 Act provides Ofcom with the power to set binding conditions,
including SMP conditions. An SMP condition can be applied to a communications
provider (CP) that Ofcom has determined as having SMP in a specific market
(sections 46(7)—(8)), but only if Ofcom is satisfied that the following tests (found in
section 47) are met:

(a) that the condition is objectively justifiable in relation to the networks, services,
facilities, apparatus or directories to which it relates;

(b) that the condition is not such as to discriminate unduly against particular persons
or against a particular description of persons;

(c) that the condition is proportionate to what it is intended to achieve; and

(d) that the condition is, in relation to what it is intended to achieve, 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 pro-
vides, 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—



1.19

1.20

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

(iif) 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.

The 2003 Act, in line with the CRF, also imposes more general duties 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, and a requirement to take account
of the desirability of it carrying out its functions in a manner which, so far as practic-
able, does not favour one form of electronic communications network, service or
associated facility over another or one means of providing or making available such a
network, service or facility over another.

Although the specific questions that have been referred to us for determination focus
on particular aspects of the price controls, we have had regard, in relation to each of
them 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

1.21

1.22

In determining the nature of the investigation, we paid particular regard to the
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) cases,
which concerned wholesale voice mobile call termination charges (Calls to Mobiles
Appeal).

In the Calls to Mobiles Appeal, the Tribunal noted that the aim of the statutory
provisions was that the disposal of the appeal should result in as high a degree of
finality as possible, having regard to the grounds of appeal and the nature of the
Competition Commission’s (CC’s) findings. It encouraged the CC to conduct its
investigation in such a manner and to express its determination in such terms as to
make clear what directions the Tribunal should give in respect of the specified price
control matters when remitting the decision to Ofcom. The Tribunal considered it
desirable that those directions and the disposal of the appeals should, in effect, settle
the question of what the price control should be for the period covered by Ofcom’s
Statement on Mobile Call Termination,® and stated that the CC should carry out its
investigation with that goal firmly in mind.® It added that the Reference Questions had
been drafted in such a way as to acknowledge the possibility that it might not be
possible for the CC to set an alternative price control, but so as to ensure as far as
possible that the appeal resulted in a revised price control being finalized without

®Published 27 March 2007.
®[2008] CAT 5, §15.



delay and avoided a situation where there were issues which required substantial
further work and the exercise of judgement by Ofcom.’

1.23 In the judgment disposing of the appeals, dated 2 April 2009,° the Tribunal decided
the price control matters in accordance with the CC’s Mobile phone wholesale voice
termination charges determination, notified to the Tribunal on 16 January 2009 (MCT
Determination).® We approached the conduct of the present determination with the
wording of the Reference, and the approach taken in the Calls to Mobiles Appeal,
firmly in mind.

The standard of review

1.24 We followed the same approach to standard of review as was taken in the Calls to
Mobiles Appeal. The standard was set out in paragraphs 1.30 to 1.33 of the MCT
Determination:

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 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

"ibid, §16.

8[2009] CAT 11 (Judgment: Disposal of the Appeals).

*The CC’s Determination is available at:
www.competition-commission.org.uk/appeals/communications_act/mobile_phones_determination.pdf.
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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.

1.25 The parties have made various submissions in relation to the standard of review that
should be adopted by us on price control references. While the parties accepted the
principles set out in the MCT Determination above, there was some debate as to how
these principles should be interpreted. Ofcom did not understand C&W to be arguing
contrary to the analysis set out in the MCT Determination. C&W acknowledged that
overall there was not much between itself and Ofcom as regards the appropriate
standard of review and it sought only to address the issues of materiality and margin
of discretion.

1.26 The parties agreed on the following in relation to the standard of review:
(a) the appeal is a full appeal on the merits before a specialist tribunal;

(b) the CC plays an appellate role in respect of the price control matters referred to it
under section 193(1) of the 2003 Act;

(c) Ofcom’s decision must be subjected to profound and rigorous scrutiny; and

(d) the question for the Tribunal and the CC is not whether the decision to impose a
price control was within the range of reasonable responses but whether the
decision was the right one.

1.27 The parties disagreed on the following aspects of standard of review:
(a) materiality; and

(b) the margin of discretion to be afforded to Ofcom.

Materiality

1.28 Ofcom raised the issue of materiality in its Defence® where it submitted that C&W
had mistaken our role in undertaking a review of price control matters. Ofcom sub-
mitted that we should proceed with caution in seeking to revisit detailed issues that
required a fine weighing and balancing of evidence and that had been considered
and consulted upon exhaustively by Ofcom. Ofcom submitted that we could not
sensibly act as a substitute regulator, revising all aspects of Ofcom’s decision
making, even where there were several alternative solutions potentially available to
any given regulatory problem. According to Ofcom, our task is, instead, to identify
whether Ofcom was materially wrong. Ofcom submitted that C&W failed to show any
such material error in relation to any of its grounds of appeal.

¥Ofcom Defence, §14.2.



1.29

1.30

131

1.32

1.33

1.34

Ofcom stated that the errors in question must be of sufficient importance to merit
intervention at the appellate level. It submitted that we should not concern ourselves
with alleged flaws which were immaterial in nature.™

C&W accepted that any errors identified must be of sufficient importance to merit
intervention at the appellate level and that the CC should not concern itself with
alleged flaws which were immaterial in nature but it did not accept that the CC was
only required to address errors that had a material impact on final year costs and
revenues at the TI basket level.*

C&W noted that this would appear to be the implication of Ofcom’s comments about
the new point of handover (PoH) charges and the allegation that they only repre-
sented 2 per cent of revenues for the Tl basket as a whole in the final year of the
charge control.*® C&W considered that even on Ofcom’s approach, the impact could
be considered material but, fundamentally, it disagreed with Ofcom’s approach to
materiality. On Ofcom’s approach, no challenge to starting charges could ever be
material unless it also had an impact on final year charges.™

C&W submitted that there was no fixed definition of materiality when assessing an
error nor a particular point in time at which it must be assessed. No court or tribunal
had ever identified by reference to what the error must be material and certainly no
figure had been provided as to the minimum percentage threshold for materiality.
C&W claimed that it was clear that the reference point for materiality was not simply
the impact on the challenged decision as a whole. C&W referred to the MCT
Determination where materiality was considered in terms of whether ‘the error ... [is]
of sufficient importance to vitiate Ofcom’s decision on the point in whole or in part’*®
(C&W'’s emphasis).*®

C&W submitted that it was for us to decide on a case by case basis which points
were sufficiently material to address. It referred to the Court of Appeal’s recent
indication that specialist tribunals enjoyed a considerable measure of discretion in
how they approached appeals.*’ It also referred to the MCT Determination where, in
the context of circumstances where Community law'® guaranteed an appeal on the
merits, the CC concluded that it should engage in ‘rigorous and profound scrutiny’ of
Ofcom’s decision.**?°

C&W submitted that it could readily be concluded that the impact of the errors
alleged was material. In the case of the new PoH charges, the scale of the apparent
error was such as to make a similar difference to C&W's leased line charges for any
one year as a doubling of the X factor for that year. Moreover, it was much more
significant since it would affect C&W'’s charges but not the charges paid by its biggest
competitor, BT’'s downstream business. Much the same could be said for the
challenge to starting charges, where C&W was effectively pursuing a 6 per cent
greater reduction in charges in the first year, albeit that it would also benefit BT's
downstream business.*

"ofcom Defence, §60.2.

2C&W Legal Skeleton, §§7 & 8.

3As stated by Ofcom at §99, Annex D, Defence.
“C&W Legal Skeleton, §8.

MCT Determination, §1.32.

8C&W Legal Skeleton, §9.

National Grid plc v. Gas and Electricity Markets Authority and Ors [2010] EWCA Civ 114 at, for example, 40-42.
'8Article 4 of the Framework Directive.

SMCT Determination, §1.30.

C&W Legal Skeleton, §10.

#C&W Legal Skeleton, §11.
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1.35

1.36

C&W submitted that we should conclude as a matter of fact that the errors alleged by
C&W were material.

Ofcom responded to these points in its legal skeleton where it noted that C&W had
made two distinct points on materiality:*?

(a) Starting charges. C&W asserted that ‘on Ofcom’s approach, no challenge to
starting charges could ever be material unless it also had an impact on final year
charges’.?® Ofcom stated that this was not a correct characterization of Ofcom’s
approach. Ofcom agreed with C&W that the issue of materiality would need to be
assessed on a case by case basis.

(b) Expertise. Ofcom was the NRA with responsibility for implementing the European
Communications Framework of which the setting of SMP charge controls was an
essential part. Ofcom had this role explicitly because of its expertise in telecom-
munications economic regulation which it used in carrying out its duties and obli-
gations. Ofcom did not accept C&W'’s characterization of Ofcom’s role in setting
the specific charge control.

Margin of discretion

1.37

1.38

1.39

1.40

C&W submitted that many of its grounds of appeal related in whole or in part to
errors of fact and errors with Ofcom’s calculations inasmuch as Ofcom had appar-
ently missed or ignored critical information. In so far as Ofcom had discretion, C&W

submitted that Ofcom clearly exceeded any margin of discretion properly afforded to
it.>*

Ofcom submitted in its Defence that, on matters of regulatory judgement, we should
accord Ofcom a margin of discretion in recognition of its status as specialist regulator
with specific sectoral experience whose judgement should not be readily dismissed.?

C&W agreed with Ofcom?® that we were only required to be an appeal body and not
‘a fully equipped duplicate regulatory body waiting in the wings just for appeals’.”’
However, C&W did not agree that the same broad margin of discretion should be

afforded to Ofcom in respect of all elements of every decision.?®

C&W stated that the courts had indicated on various occasions that the margin of
discretion afforded by an appellate body to a first instance decision-maker would vary
depending on the type of decision and the extent to which it depended on special
advantages enjoyed by the first instance decision-maker. For example:

The review will engage the merits of the appeal. It will accord approp-
riate respect to the decision of the lower court. Appropriate respect will
be tempered by the nature of the lower court and its decision making
process. There will also be a spectrum of appropriate respect
depending on the nature of the decision of the lower court which is
challenged.?

20fcom Legal Skeleton, §9.

Zstated at §8 of C&W's Legal Skeleton.

24C&W NoA Legal Schedule, §31.

*0Ofcom Defence, §60.4.

%0Ofcom Defence, §58.

#'T_Mobile and 02 v Ofcom [2008] EWCA Civ 1373 at [31] per Jacob LJ.
BC&W Legal Skeleton, §§13-16.

2E_ |, Du Pont Nemours & Co v S. T. Du Pont [2003] EWCA Civ 1368 at 94.

1-11



141

1.42

1.43

1.44

1.45

1.46

C&W submitted that the key errors alleged did not relate to matters where the
regulator had a particular advantage due to its expertise. Thus, for example:

(a) In relation to PoHs, C&W alleged that Ofcom had erred because it had accepted
a calculation that was unsupported by evidence and which subsequently
emerged as having been based on wildly unrealistic estimates of the numbers of
multiplexors in use. C&W submitted that we were as well-placed as Ofcom to
determine whether the calculation used was supported by reliable evidence or
depended on unsubstantiated estimates.

(b) In relation to starting charges, C&W alleged that Ofcom erred as to what was
necessary to maintain the incentive effects of charge controls. It stated that this
concerned an issue of economics not specific to telecommunications and which
we had the expertise to address.

C&W concluded that price control matters were referred to us rather than remaining
before the Tribunal alongside other appeals from Ofcom precisely because we had
established expertise in considering such matters. The Courts had recognized that
even where the challenge was restricted to the much narrower principles applicable
on judicial review (not the case here where there was a right to merits review), it was
appropriate for a specialist tribunal to use its specialist knowledge and expertise and
not to defer unduly to the original decision-maker outside of, for example, issues of
broad policy.*

BT

Like Ofcom, BT considered that C&W'’s appeal was fundamentally misconceived. BT
submitted that the thrust of C&W'’s appeal was not so much that Ofcom had erred,
but rather that we should retake Ofcom’s decision and reach a different view. It was
submitted that this was not a proper basis for an appeal against Ofcom’s decision.*

Verizon

Verizon did not make submissions as to standard of review.

Our view

In our view, there is not a great deal of ground between the parties on the question of
the level of scrutiny we should apply in this appeal.

As stated above,* we are following the standard of review set in the MCT
Determination. In particular, we have considered whether Ofcom erred for any of the
specific reasons put forward by the parties. We have assessed each Reference
guestion on the basis of the facts and the specific exercise undertaken by Ofcom,
and considered whether C&W, where relevant supported by Verizon, has demon-
strated that Ofcom did err. As with the MCT Determination, we consider that the error
must have been of sufficient importance to vitiate Ofcom’s decision on the point in
whole or in part. We recognize that certain areas require more discretion than others
and we address these points throughout our determination.

*Byritish Sky Broadcasting Group plc v Competition Commission & Anor [2010] EWCA Civ 2 at 32—-41.
¥BT Sol, §3.
#5ee paragraph 1.24.
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Our procedure

1.47

1.48

1.49

1.50

1.51

1.52

1.53

1.54

For this reference we adopted a procedure which, in our view, was suited to the
nature of our task.® We received financial models used by Ofcom in setting the price
control. Ofcom provided an explanation of some of these models in a meeting with
Ofcom (attended by all parties). We received written arguments and evidence from
the parties, held both plenary and bilateral hearings, issued requests (copied to all
parties) where we considered we needed further information, and issued provisional
determinations for comment.

It would not be practicable to refer to or summarize in this determination all the sub-
missions and evidence that we received from each party. Instead, in the sections that
follow, 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.

As regards the comments we received from the parties in relation to our provisional
determination of certain reference questions, we have in a few instances addressed
particular comments separately as part of our final determination. We have done so
only where we considered that the comment or the context warranted a specific
response. Generally, we considered carefully the parties’ comments on our pro-
visional determination and formulated our final determination of the Reference
Questions accordingly.

However, we had concerns that some of the comments may have advanced argu-
ments, or adduced evidence, which we had not heard or seen previously in these
appeal proceedings. We therefore regard it as necessary to make some observations
regarding the procedure that we apply in determining specified price control matters
referred to us in the context of appeals under the 2003 Act.

We note that, where a price control matter is referred to us, it is for us to determine
that matter subject to the Tribunal rules and any directions given to us by the Tribunal
using such procedure as we consider appropriate.

In our view, parties should only provide submissions or evidence when required or
permitted under the applicable Tribunal Rules or when solicited by us as part of our
procedure or, exceptionally, when permitted by us following receipt of a reasoned
request that submissions be made or evidence be admitted at some other time.

We consider this procedure appropriate because it is designed to ensure that we are
able to determine the questions referred to us in the context of an appeal under
sections 192 to 197 of the 2003 Act in an orderly manner and within the limited time-
scales permitted to us under the relevant Tribunal rules and the directions of the
Tribunal. It is therefore important for parties to pay due regard to this procedure
throughout the appeal process.

In our view, there is nothing unusual about this procedure or the reasons for it: other
courts and tribunals adopt a similar approach for similar reasons. It is a question of
evaluating the importance and relevance of the arguments or evidence which a party
wishes to advance or rely upon after the deadline for doing so has passed, and
balancing those factors against any prejudice to the other parties and/or to the
Tribunal’s ability to fulfil its duties which could result from the late admission of such
arguments or evidence.

#\We informed the parties of the main steps in the procedure that we envisaged in our First Day Letter of 18 December 2009.
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1.55

1.56

Where the parties sought to rely on new arguments or evidence after the respective
deadlines for doing so had passed, we have considered whether we should rely on
those arguments or evidence in accordance with the approach outlined above.
However, we have not considered it necessary to decide whether we should rely on
the new arguments or evidence in circumstances where those arguments or
evidence would not cause us to alter our provisional conclusions even if we had been
minded to take them into account.

Finally, we note that a confidentiality ring had been established by the Tribunal in
October 2009.%* In our First Day Letter of 18 December 2009, we indicated that we
would adopt the Tribunal's confidentiality ring.

Technical background

1.57

1.58

1.59

1.60

161

The following paragraphs provide background about the technology of leased lines
and in particular PPCs which is relevant to this appeal.

Leased lines are fixed connections between two or more customer premises provid-
ing uncontended dedicated capacity between these sites. In its LLCC Statement,
Ofcom identified three broad types of leased lines:*

(a) analogue leased lines;
(b) digital leased lines based on PDH or SDH* technology; and
(c) digital leased lines based on Ethernet®’ technology.

The subset of leased lines on which this appeal focuses comprises mainly the digital
leased lines based on PDH or SDH transmission technology and these are collec-
tively known as ‘Traditional Interface’ or ‘TI’ services. Tl services are contrasted with
Ethernet services which are referred to as ‘Alternative Interface’ or ‘Al’ services.

CPs other than BT (OCPs), including C&W, are able to compete with BT’s retalil
divisions in the provision of leased lines services to end-users. To do this, an OCP
rents wholesale leased lines inputs from BT Wholesale, which the OCP combines
with its own network so as to offer an end-to-end service to end-users. For example,
an OCP may provide a building society with dedicated links between its headquarters
and its national network of ATM machines or its branches. Where the OCP rents
wholesale inputs from BT based on Tl services, the service is known as a Patrtial
Private Circuit® (PPC).

The following sets out a brief background on PPC services. More detail is set out in
Appendix B. The LLCC Statement also provides a technological background.*

*The confidentiality ring was established by an Order of the Tribunal of 1 October 2009, following discussion at a case
management conference held on the same date.

$LLCC Statement, §2.6.

*pPDH and SDH stand for plesiochronous digital hierarchy and synchronous digital hierarchy respectively. These terms refer to
transmission protocols, the transmission characteristics of which can be predicted with a very high degree of accuracy.
*"Ethernet technology is the transmission technology of choice for 21% century networks (21CN) and is gradually displacing
PDH and SDH. Ethernet circuits are popular, for example, for providing access into virtual private networks (VPNSs).

%A PPC involves a local end linking the customer premises to an LSE and then further transmission between the LSE (via
either terminating segment alone or a combination of terminating segment and trunk) to the PoH delivering the circuit to the
POC of the OCP. For more details, see Appendix B.

¥ LCC Statement, §§2.5-2.13.
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1.62

1.63

1.64

1.65

1.66

For OCPs to provide PPC services, they need to assemble in each case a mixture of
trunk capacity and ‘terminating segments’ to make up the dedicated network needed
by the end-user:

(a) Trunk circuits provide high-capacity transmission of data, often over large dis-
tances, through a central network such as BT’s, though many OCPs have their
own trunk network. Trunk can also be considered as the ‘motorway’ of PPC
services.

(b) The circuits making up terminating segments provide lower-capacity transmission
between the trunk network and the end-user’s premises. Terminating segments
may include backhaul (connecting the trunk network to a BT ‘Local Serving
Exchange’ or ‘LSE’) and will include lower-capacity ‘local ends’ (which provide
dedicated links from LSEs to an end-user’s premises such as an office or a cash
machine). Local ends usually cover short distances, often referred to as ‘the last
mile’. Usually BT owns this ‘last mile’ of the network, so OCPs have to connect to
BT’s network to reach the end-user. Terminating segments can also be con-
sidered as the ‘A roads and B roads’ of PPC services.

OCPs connect their own network with the wholesale line leased from BT’s network at
the PoH. The PoH is a high-capacity link between BT’s network and the OCP’s
premises. PoHs may use either PDH or SDH technology.

There are two categories of Tl services that are relevant to this appeal:

(a) circuits that involve transmission with capacity of 2 Megabit per second (2 Mbit/s)
or higher; and

(b) circuits that involve transmission with capacity below 2 Mbit/s, referred to as ‘64
Kbit/s’ or ‘sub-2 Mbit/s’.

Sub-2 Mbit/s circuits are provided by BT using its DPCN*® network platform. This is a
separate platform from other leased line services. DPCN technology came into
service around 30 years ago and has lower capacity and resilience than later PPC
technologies. The DPCN platform is expected to be phased out by around 2018.*

Under Grounds A and B of its Notice of Appeal, C&W appeals the one-off adjust-
ments which Ofcom mandated in its LLCC Statement relating to charges for some
DPCN services, for 2 Mbit/s local ends (and for 2 Mbit/s trunk services). Under
Ground D, C&W appeals certain aspects of Ofcom’s LLCC Statement as it relates to
the new charging structure for the costs of POHs.** The structure of the pricing for
these various elements is explained in Appendix B, which also gives fuller detail of
the technology involved in PPC services generally.

Chronology of Ofcom’s regulation of PPCs

1.67

In the following paragraphs, we describe the recent history of Ofcom’s regulation of
PPCs leading to the present LLCC Statement in order to situate the present decision
in its proper chronology.

“ODigital private circuit network.

“'plenary hearing, 5 February 2010, transcript p35, line 11, to p36, line 3, and p87, line 25, to p88, line 6.

““Ground C of the Notice of Appeal concerns inputs into the model used by Ofcom in setting the price controls: see further
paragraph 1.90ff and Section 4 of this determination.
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Ofcom’s 2003/04 market analysis and subsequent 2004—2008 LLCC

1.68

1.69

1.70

In its 2003/04 review of the leased lines market, Ofcom identified BT as having SMP
in certain leased line markets in the UK (excluding the Hull area).

Ofcom imposed charge controls in some of those markets, including TISBO markets
for low bandwidth up to and including 8 Mbit/s and high bandwidth above 8 Mbit/s up
to and including 155 Mbit/s. Those charge controls came into effect for the four years
from 1 October 2004 to 30 September 2008.

However, Ofcom did not impose charge controls during that period in the wholesale
market for trunk segments (at any bandwidths), even though Ofcom had also
identified BT as having SMP in that market. This was because Ofcom had concluded
that that market was prospectively competitive.

The restatement of BT's RFS

1.71

1.72

1.73

The 2003/04 charge control expired on 30 September 2008.

In June 2008, BT informed Ofcom of a number of amendments to its 2006/07 regulat-
ory financial statements for leased line services, which were reflected in a restate-
ment issued by BT in September 2008. These amendments had the effect of
significantly reducing BT'’s revenues from TISBO services, while increasing the
revenues attributed to AISBO services. This made it impossible for Ofcom to publish
its 2008—12 charge control statement in time for a 1 October 2008 start.

In the interim period, between 1 October 2008 and 1 October 2009 (the start of the
first year of the LLCC), Ofcom obtained voluntary commitments from both BT
Wholesale (BTW) and Openreach to keep the price of wholesale leased lines
constant in nominal terms.

Referral to Ofcom of the PPC disputes

1.74

1.75

In June 2008, five OCPs, including C&W, referred a dispute to Ofcom concerning
BT’s charges for PPCs. The OCPs claimed that BT's charges for PPCs had been too
high since June 2004, because those charges were not cost-oriented. The OCPs
further claimed that, as a result, they had overpaid BT for PPCs significantly and that
BT should reimburse the amounts overcharged.

In April 2009, Ofcom published its draft determination on the PPC disputes provision-
ally finding that BT had overcharged OCPs for 2 Mbit/s trunk services.

Business connectivity market review and leased lines consultation

1.76

1.77

1.78

In December 2008, Ofcom published the results of its business connectivity market
review (BCMR). The BCMR superseded Ofcom’s 2003/04 leased lines market
review.

The BCMR set out the conclusions of Ofcom’s review of the retail and wholesale
markets for leased lines in the UK and found BT to have SMP in a number of retail
and wholesale leased lines markets. The BCMR Statement concluded that, in prin-
ciple, BT should be subject to charge controls in the markets where BT had SMP.

In the BCMR, Ofcom concluded that BT had SMP in the UK market for wholesale
trunk segments. Contrary to Ofcom’s expectations at the time of the 2003/04 review,
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that market had not become increasingly competitive over time. Ofcom considered
that BT's SMP in that market was likely to persist for the period considered by the
BCMR. In order to protect consumer interests and promote effective competition,
Ofcom therefore decided to extend the scope of charge controls to include trunk
segments.®

1.79 Alongside the BCMR Statement, Ofcom published the leased lines charge control
consultation document seeking stakeholders’ views on the charge controls it pro-
posed to implement in light of the conclusions reached in the BCMR. That consulta-
tion closed in March 2009.*

The LLCC statement

1.80 In July 2009, Ofcom published its leased lines charge control statement (‘the LLCC
Statement’). The LLCC Statement included charge controls on wholesale TI terminat-
ing segments and trunk. We discuss the content of the present LLCC Statement
further below in paragraphs 1.83 to 1.95.

1.81 In September 2009, C&W appealed to the Tribunal against the LLCC Statement and,
in December 2009, the Tribunal referred the questions to the CC which we are now
called upon to determine.

Determination of the PPC disputes

1.82 Meanwhile, in October 2009, Ofcom published its final determination of the PPC
disputes. Ofcom found that BT had overcharged for the provision of trunk segments
of 2 Mbit/s bandwidth during the period April 2005 to September 2008. Ofcom
determined that BT should repay the amount overcharged to each OCP with
interest.*® In December 2009, BT appealed to the Tribunal against Ofcom’s determin-
ation, with the OCPs intervening. The Tribunal has not yet heard BT’s appeal.*°

Ofcom’s approach to the present Leased Lines Charge Control

1.83 In this section, we briefly discuss the steps taken by Ofcom in formulating the charge
controls within the 2009-2012 LLCC Statement and its rationale in adopting that
approach.

Charge control design

1.84 Following its consultation, Ofcom decided that the LLCC was to be an RPI-X form
control expiring at the end of September 2012.*

1.85 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.

“BCMR Statement, Section 1: Summary. www.ofcom.org.uk/consult/condocs/bcmr08/statement/statement.pdf .
“www.ofcom.org.uk/consult/condocs/licc/leasedlines. pdf.
“Swww.ofcom.org.uk/consult/condocs/draft_deter_ppc/PPC_final_determination.pdf.
“Swww.catribunal.org.uk/237-5136/1146-3-3-09-British-Telecommunications-Plc-.html.

“LLCC Statement, §83.4-3.63.
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1.86

1.87

1.88

1.89

In the LLCC charge control Ofcom set the overall value of X so that BT's revenues in
the last year of the charge control are in line with forecast costs (including a return on
its capital).

The RPI-X price control provides the regulated entity an incentive to 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.

Ofcom further decided that it would adopt a ‘technology-neutral’ charge control in
order to overcome concerns over forecast and cost uncertainties.*® A particular fore-
cast uncertainty faced in the period of the charge control was the possible rate of
migration of BT's customers from existing legacy services to 21CN and new net-
worked Ethernet services. Since the costs of providing services using legacy and
21CN technologies could be significantly different, if Ofcom had tried to set individual
charge controls on legacy services and the new technologies, it would have had to
model accurately the expected volumes and the costs of each. However, not all of
these costs of the new technologies were fully known, because BT had only begun
rolling out the technology. In addition, it was difficult to predict the way in which the
new technologies would be utilized (relative to legacy services).

Under the ‘technology-neutral’ approach, Ofcom applied the charge control in the
same way for a particular service irrespective of the platform over which the service
is carried. Costs were forecast as if all volumes continued to be provided over a
single ‘continuing hypothetical network’. Therefore, if BT had migrated, for example,
a circuit from its SDH platform to an ‘equivalent’ service over the 21CN, the charge
control caps applied to the new service would not have changed.

Approach to modelling costs

1.90

1.91

Ofcom explained that it followed these five steps in arriving at the values of X for the
main charge control baskets:*

(a) Stage 1: decide on the appropriate number and scope of the charge control
baskets;

(b) Stage 2: determine the base year costs for each basket;
(c) Stage 3: forecast costs forward to determine final year costs;

(d) Stage 4: consider the rate at which prices should converge to final year costs (ie
via a glide path and/or one-off adjustments); and

(e) Stage 5: calculate the final values of X.
We introduce briefly in the paragraphs below certain of Ofcom’s decisions in follow-

ing those five steps. We also expand further on these points in our determination of
the individual reference questions.

“BLLCC Statement, §§3.64-3.112.
“SLLCC Statement, §3.166.
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1.92

1.93

1.94

1.95

Basket design and scope

Ofcom decided to impose a combined, single Tl basket including TI terminating and
trunk segments. In Ofcom’s view, efficient pricing and cost allocation issues, as well
as wider market considerations, all tended to point to a combined basket. Ofcom also
imposed the following sub-caps to mitigate potential competition concerns: RPI-0 per
cent on the sub-basket of Tl terminating segments; RPI+5 per cent on each charge in
the Tl b%sket (excluding PoH charges); RPI-0 per cent on each new PoH rental
charge.

Ofcom also added to the Tl basket new, separate PoH charges by which to allow BT
to recover the costs of PoHs (‘the New PoH Charges’). These New PoH Charges
replaced the previous system of applying an uplift to external local end rental
charges.

Glide paths and one-off adjustments

Ofcom identified two main alternatives available to it in determining how BT’s price
should converge to its costs. One way is via one-off adjustments in prices, which
could bring the firms’ prices into line with costs in the first year of the new control.
The main alternative is a ‘glide path’ approach, which would set the control so that
the firm’s prices are brought into line with costs by the end of the price control period.
A combination of smaller one-off adjustments and glide paths would also be
possible.>

We discuss Ofcom’s rationale and methodology to determining the rate at which
prices should converge to final year costs (ie using a glide path and/or one-off
adjustments) in more detail below in paragraphs 3.66 to 3.75.

Ofcom’s duties and policy objectives

1.96

1.97

1.98

1.99

In its LLCC Statement, Ofcom explained how it had taken into consideration and
adhered to the applicable legal framework in formulating the LLCC.>?

In particular, Ofcom indicated that, in its opinion, the likely impact of implementing its
LLCC proposals would be that the performance of its general and specific duties
under sections 3 and 4 of the 2003 Act would be secured or furthered by its decision
to adopt the charge controls.>

Ofcom also explained that it had taken into account other relevant guidance, includ-
ing the EU Leased Lines Recommendation. We discuss further below in Section 2
how Ofcom addressed the Recommendation.

Ofcom also explained how it had complied with the tests under sections 47 and 88 of
the 2003 Act. We have set out above in paragraphs 1.17 and 1.18 the requirements
of those tests.

®LLCC Statement, §§4.14-4.26.

| LCC Statement, §§3.216-3.217.

2| | CC Statement, §§2.23-2.45, 4.271-4.297.
®LLCC Statement, §§4.271-4.276.
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1.100

1.101

1.102

1.103

1.104

1.105

1.106

Section 88 of the 2003 Act

In Ofcom’s opinion, the LLCC satisfied the requirements of section 88 of the 2003
Act.>

Without the LLCC there was a real risk of adverse effects arising from price distortion
by BT as it might have fixed and maintained some or all of its prices at an excess-
ively high level or engaged in margin squeeze. These concerns were identified by
Ofcom in its SMP analysis in the BCMR Statement.

Ofcom considered that the charge controls were appropriate for the purpose of pro-
moting efficiency for the following reasons:

(a) In the absence of competitive pressures, Ofcom believed that BT would have had
limited incentives to seek to reduce its costs of providing wholesale leased lines
services. In setting the charge controls, Ofcom used an RPI-X formulation, so
that BT was encouraged to achieve greater efficiency in the costs of providing
these services by requiring it not to increase its charge by more than a fixed
amount each year.

(b) The RPI-X control also provided incentives for BT to seek further efficiency
savings by allowing it to keep any returns associated with efficiency gains over
and above those forecast when the charge control is set. The benefits of lower
costs could then be passed on to consumers.

(c) The broad baskets would allow BT to recover common costs in the most efficient
manner.

Ofcom also considered that the charge controls were appropriate to ensure sustain-
able competition and conferring the greatest possible benefits on users of public
electronic communication services. Ofcom explained that this view was based, in
particular, on its experience in the evolution of the market as set out in the BCMR
Statement. The market analysis conducted in the BCMR Statement suggested that
there was sufficient risk that BT might fix or maintain some or all of its prices at an
excessively high level. Preventing excessive pricing via an RPI-X type charge control
would promote sustainable competition.

Section 47 of the 2003 Act

Ofcom was satisfied that the test under section 47 was met, for the following
reasons.”

As regards objective justification, Ofcom observed that BT's SMP in the relevant
markets allowed it to set charges unilaterally and that, in the absence of any controls,
this would have had adverse impacts on both the ability of companies to compete in
the downstream provision of leased lines services and on consumer choice and
value for money. Ofcom explained that it had structured its LLCC to deliver the
lowest possible charges to competitors for wholesale services, while ensuring that BT
was able to recover costs, including a reasonable return on investment.

In Ofcom’s LLCC Consultation, in addition to discussing qualitatively the possible
costs and benefits of a charge control, Ofcom modelled quantitatively the potential

*LLCC Statement, §§4.277—4.285.
®LLCC Statement, §§4.286—4.297.
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1.107

1.108

1.109

1.110

1.111

1.112

welfare gains associated with a charge control relative to no control. This quantifi-
cation suggested significant benefits of a charge control relative to no charge control.
In the LLCC statement, Ofcom maintained its conclusion that there was likely to be a
significant welfare benefit.

In Ofcom’s view, the structure of the controls was such that BT had an incentive to
continue to seek efficiency gains and was able to benefit from efficiency gains
achieved which were in excess of that anticipated in the review.

Ofcom further considered that the controls were also objectively justifiable in that the
benefits of RPI-X price controls were widely acknowledged as an effective mechan-
ism to reduce prices in a situation where competition did not act to do so.

Secondly, Ofcom concluded that the charge controls would not discriminate unduly
against a particular person or particular persons because any CP (including BT itself)
could access the services at the charge levels fixed. The charges were set to ensure
a fair return and price level for all customer groups. In any event, Ofcom considered
that they did not discriminate unduly against BT as the controls address BT's market
position, including its ability and incentive to set excessive charges for services falling
within the controls.

Thirdly, Ofcom concluded that the charge controls were proportionate because BT's
obligations applied to the minimum set of charges required for the delivery of bottle-
neck services. The charges were focused on ensuring that there were reasonable
prices for those access services, which were critical to the development of a competi-
tive market. BT was, however, allowed to recover a reasonable return on investment.
BT would also have incentives to continue to invest and develop its access network.
Moreover, the maximum charges BT was allowed to set over the period of the control
had been formulated using information on BT’s costs and a consideration of how
these costs would change over time.

Ofcom therefore considered that the charge controls pursued its policy objectives
and the means employed to achieve those terms were both necessary and the least
burdensome to address effectively the concerns it had set out.

Finally, for the reasons set out above, Ofcom considered that the charge controls
were transparent. Their aims and effect were clear and they had been drafted so as
to secure maximum transparency. The texts of the LLCC conditions themselves had
also been published with this Statement. Their intended operation was also aided by
Ofcom’s explanations in its LLCC Statement. Ofcom had also set out their likely
impact on charges for the duration of the controls.
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Section 2. Reference Question 1

In this section we address Reference Question 1. We set out below the paragraphs at which
we (a) start our analysis of that question; (b) assessment of that question; and (c) conclude
with our determination of that question.

Paragraph
L =T = o =T @ T 1= o ] o 0 2.1
F ST 0 0= o | TP 2.17
1] (=] 0 11 = L1 TR 2.33
2.1.  This section (paragraphs 2.1 to 2.33) sets out our conclusions as to whether the BT
price controls imposed by Conditions G4, GG4, GH4 and H4 (Tl Price Controls) have
been set at a level which is inappropriate because Ofcom erred in failing to take the
utmost account of the EC Leased Lines Recommendation (Recommendation) in
setting starting prices for digital private circuit network (DPCN) services for the
reasons set out in 8837-45 of the NOA.
2.2.  For the reasons given below, our determination is that Ofcom did not err in its con-

sideration of the Recommendation when setting starting prices for DPCN services for
the reasons set out in §837—45 of the NoA.

Summary of Ofcom’s rationale and methodology

2.3.

2.4,

2.5.

2.6.

As part of the LLCC, Ofcom amended the starting charges of some Tl services. We
discuss below in more detail Ofcom’s reasons for implementing BT’s suggested one-
off adjustments to certain starting charges.

In 884.178 and 4.179 of the LLCC Statement, Ofcom explained that, in considering
whether one-off adjustments to starting charges were required, it had taken into
account the Recommendation. We discuss the Recommendation below® as part of
the assessment leading to our determination of this Reference Question.

In 84.178 of the LLCC Statement, Ofcom explained that it had ensured, as requested
in the Recommendation, that the prices of wholesale Tl terminating and trunk ser-
vices reflected the costs of the underlying network elements including a reasonable
rate of return.

In §4.179, Ofcom stated that, in addition, it had benchmarked BT'’s costs against
appropriate comparator companies, principally US Local Exchange Carriers, conclud-
ing that, in 2006/07, BT was more efficient than the top decile (ie the top 10 per cent
of the US Local Exchange Carriers).? Ofcom had therefore concluded that it had
taken into consideration an efficient level of costs when setting the charge controls
for Tl terminating and trunk services.

'Paragraphs 2.17-2.31.
%l LCC Statement, Annex, §A7.65.

2-1



Summary of C&W’s arguments

2.7.

2.8.

2.9.

C&W contended in its first ground of appeal—Ground A of the NoA—that Ofcom
erred in failing to take the utmost account of the Recommendation in setting starting
prices for DPCN services.

C&W characterized this ground of appeal as a matter of law in that Ofcom failed to
take the utmost account of the Recommendation and, alternatively, as an error of fact
and/or assessment in that Ofcom concluded that it had taken sufficient account of the
Recommendation when it had not.?

The basis upon which C&W advanced this ground of appeal was as follows:*

(a) Ofcom failed to recognize that the Recommendation specified particular rates as
price ceilings which Ofcom was required to ensure be respected unless reliable
cost accounting evidence, of a kind approved by the national regulatory authority,
indicated the recommended ceilings would result in a price level below the
efficient costs of the underlying network elements and services being requested,
including a reasonable rate of return. (We shall refer to this price level as ‘the
permitted price level’ and to this argument as a whole as the ‘obligatory’ claim.)

(b) Ofcom in a number of instances substantially exceeded the price ceilings in the
Recommendation and gave no explanation or no adequate explanation for
doing so.

(c) Ofcom bore an onus to show the recommended price ceiling results in a price
level below the permitted price level, and Ofcom had failed to discharge this
onus.

(d) Ofcom had failed to make use of reliable cost accounting evidence.

(e) Ofcom had used an international comparator that was not the most suitable for
the purpose of benchmarking BT's costs.

Summary of Verizon’s intervention

2.10.

In its Statement of Intervention (Sol), Verizon stated that it supported C&W'’s submis-
sions.® Verizon referred in particular to its response to Ofcom as part of the consul-
tation process leading to the LLCC Statement. In that response, Verizon included a
comparison of Ofcom’s proposals with the Recommendation, suggesting that the
price increases for 64 kbit/s circuits resulted in BT’s prices exceeding the European
Commission’s recommended prices by up to 59 per cent.®

Summary of Ofcom’s response

2.11.

2.12.

In its Defence, Ofcom gave its reasons for not having followed the price ceilings in
the Recommendation.

Ofcom explained that it had had available to it reliable data that had been up to date,
and it had been able to use comparators, all of which ensured that prices were set at

*NoA, 8§4.1.

“NoA, §840-45.
®Verizon Sol, §6.
®Verizon Sol, §§7 & 9.



2.13.

2.14.

a level of the efficient costs of the underlying network elements and the services
being requested.’

In addition, Ofcom noted that the price ceilings in the Recommendation were out of
date, having been published in March 2005. Despite the Recommendation stating
that the European Commission should consider the need to review the
Recommendation no later than 31 July 2006 in order to take account of changing
technologies and of markets, it had not been updated since 2005. The price ceilings
therefore did not reflect market conditions.®

Furthermore, the method used to calculate the price ceilings in the Recommendation
meant that they may not closely reflect costs. The European Commission had
collected data on prices rather than costs and then based the ceilings on the third
lowest price observed in member states. The ceilings therefore reflected historical
price comparisons and not cost comparators.®

Summary of BT’s intervention

2.15.

2.16.

In its Sol, BT supported Ofcom’s reasoning in its Defence on this issue. BT regarded
it as being of no consequence that the LLCC Statement allowed for prices which
exceeded the price ceilings in the Recommendation.*®

BT relied on similar reasons to those advanced by Ofcom, including that:

(a) Ofcom had considered that there was reliable evidence from cost accounting
analysis that the recommended ceilings would result in price levels below the
efficient costs of the underlying network elements and the services being
requested, including a reasonable rate of return.™

(b) The price ceilings in the Recommendation were compiled from very limited data
and were partially out of date.?

(c) The purpose of the Recommendation was to provide guidelines designed to
inform pricing decisions where suitable financial information was not available,
which was not the position when Ofcom was deciding the LLCC.*™

Assessment

2.17.

Central to this ground of appeal is the contention that Ofcom was bound to follow the
price ceilings set out in Annex A of the Recommendation unless it had evidence of a
required kind and quantum so as to allow a deviation from the stipulated price
ceilings. Ofcom failed to discharge the onus resting upon it in respect of particular
deviations from the price ceilings.

Interpretation of the Recommendation

2.18. We consider first whether C&W has correctly interpreted the Recommendation, in

particular in attributing an obligatory content to the Recommendation.

"Defence, §143; Annex A, §§9(a) & 9(c).
®Defence, Annex A, §11(a).

°Defence, §142; Annex A, §11(b).

'9BT Sol, §85 & 6.

“BT Sol, 886 & 7.

BT Sol, §8(a).

3BT Sol, §8(b).



2.19.

2.20.

2.21.

2.22.

The Recommendation must be interpreted in the light of the Framework Directive and
Access Directive. Article 2 of the Recommendation commences with the following
introductory words: ‘When imposing or maintaining an obligation for cost orientation
of prices under Article 13(1) of Directive 2002/19/EC ... with regard to operators
providing leased line part circuits, national regulatory authorities should ... .

Article 13(1) of the Access Directive is formulated to accord an NRA a power to
impose obligations relating to cost recovery and price controls. The power is a dis-
cretionary one. Article 2 of the Recommendation does not derogate from the power
granted to the NRA to determine whether to impose obligations and on what terms.
Rather, Article 2 provides guidance as to how the power should be exercised. Article
2 of the Recommendation, read with Article 19(1) of the Framework Directive to
which it refers, requires only that in exercising the power to impose obligations for the
cost orientation of prices, the utmost regard will be had to the contents of Article 2(a)
and 2(b). Put differently, the NRA must consider the Recommendation, and give
significant weight to the Recommendation, in exercising its powers, so as to further
the achievement of the objectives set out in Article 8, read with Article 19(1) of the
Framework Directive.

However, the cumulative effect of these provisions does not oblige Ofcom to adhere
to the price ceilings in Annex A to the Recommendation. The Recommendation, read
with Article 13(1) of the Access Directive and Article 19 of the Framework Directive,
obliges Ofcom to consider the provisions of Article 2 of the Recommendation and to
accord it proper weight in deciding how to exercise its powers to impose obligations.
That is not at all the same thing as obliging Ofcom to impose the price ceilings in the
Recommendation unless it falls within the scope of a legal exemption permitting it to
deviate from those ceilings. The Recommendation is just that: it is framed to incline
the exercise of power, it does not legislate as to what obligations must be imposed by
an NRA.

In our view, C&W has mischaracterized the Recommendation in two ways. First, the
Recommendation does not compel Ofcom to impose the price ceilings. Secondly,
and in consequence, Ofcom is not burdened with an onus that it must discharge in
order to deviate from the price ceiling referred to in Article 2(b) of the
Recommendation. As a result, the legal error contended for by C&W is predicated
upon an incorrect interpretation of the Recommendation and falls to be rejected.
What the Recommendation requires is that Ofcom has the utmost regard to its
provisions. Thus, Ofcom may not disregard the Recommendation, nor treat it lightly,
and it should have good reasons as to why some other way of exercising its powers
has more salience. But none of this means that Ofcom was obliged to apply the price
ceilings and that it was only absolved of its obligation to do so on meeting a threshold
evidential burden.

Application of the Recommendation

2.23.

2.24.

We consider next whether Ofcom did have proper regard to the Recommendation,
properly understood. We do so on the basis that a generous view of this ground of
appeal still allows for the complaint that Ofcom failed to take utmost account of the
Recommendation, even accepting that the Recommendation is not obligatory in the
sense contended by C&W.

We note that, as stated above, Ofcom explained in 884.178-4.179 of the LLCC
Statement how it took into account the Recommendation. In §4.178, Ofcom reflected
that it took account of Article 2(a) of the Recommendation. No challenge is made by
C&W on this score, and no more need be said about this aspect of the LLCC
Statement.
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2.25.

2.26.

2.27.

2.28.

2.29.

2.30.

2.31.

2.32.

Ofcom then stated in 84.179 that ‘in addition’ it benchmarked BT’s costs against
appropriate comparator companies and concluded that it had taken into consider-
ation an efficient level of costs when setting the charge controls for Tl terminating
and trunk services.

This reasoning does not engage the exercise contemplated in Article 2(b) of the
Recommendation because it does not compare the price ceilings with efficient levels
of costs, nor does the reasoning explain why Ofcom had decided not to adhere to the
price ceilings, having given careful consideration to Article 2(b) of the
Recommendation. 84.179 simply explains that there was a proper basis for setting
the charges for Tl terminating and trunk services based upon an efficient level of
costs.

In our view, Ofcom could have articulated more clearly its reasoning in the LLCC
Statement in order fully to reflect the basis upon which Ofcom had accorded the
Recommendation the utmost regard in setting the charges that it did. That Ofcom
had reason to consider the charges that it imposed reflected efficient levels of costs
does not explain why the price ceilings suggested in the Recommendation did not do
so and should not be followed.

C&W challenged whether Ofcom had explained or explained sufficiently its decision
not to follow the price ceilings in the Recommendation.*

Ofcom, in its Defence, read with Annex A, gave a full account as to why the price
ceilings in the Recommendation were not followed. In sum, the price ceilings were
out of date; they reflected historical price comparisons and not cost comparators;
they did not reflect market conditions; Ofcom had available to it reliable data that was
up to date, and it was able to use comparators, all of which ensured that prices were
set at a level of the efficient costs of the underlying network elements and the
services being requested.

Although there were challenges made by C&W in respect of the data relied upon by
Ofcom in reaching its decision, and these are considered below, C&W'’s arguments
were not in our view sufficient to show that Ofcom was wrong in its analysis of the
infirmities of the price ceilings identified by Ofcom in Annex A as the basis for utilizing
the data and comparators available to it rather than adhering to the price ceilings.

We have reviewed the reasons given by Ofcom for deciding not to follow the price
ceilings in the Recommendations. We consider those reasons to be substantial and
sufficient to justify the decision by Ofcom not to follow the Recommendation. The
reasoning of Ofcom did not show that it had any want of the utmost regard for the
Recommendation. Rather, it determined that in the light of the data available to it, the
analysis it was able to undertake of that data and the limitations of the price ceilings,
Ofcom would be better able to render a decision reflective of costs, including a
reasonable rate of return, by not following the price ceilings in the Recommendations.

We find no fault with that approach because the LLCC Statement sought to secure
the ultimate objective of the Access Directive and the Framework Directive: the cost
orientation of prices imposed under Article 13(1) of the Access Directive in circum-
stances where there were good reasons not to follow the price ceilings.

“NoA, §4.1.



Determination
2.33. For the reasons given above, our determination is that Ofcom did not err in its con-

sideration of the Recommendation when setting starting prices for DPCN services for
the reasons set out in §837—45 of the NoA.

2-6



Section 3: Reference Question 2

In this section we address Reference Questions 2(a)(i), 2(a)(ii), 2(aa), 2(b), 2(c) and 2(d).
We set out below, for each question, the paragraphs at which we (a) start our analysis of
that question, (b) start our assessment of that question and (c) conclude with our determin-
ation of that question.

Paragraph
Reference QUESTION 2(@)(1)« e v eerrrrrrreeeeeeieeeieieeietiieeieiieeeeaeeeeeeeeeeeeesee e eeebeeeeeeeeaenennnnnes 3.1
YN Y ST TS] 1 = ] T 3.20
(LS (=Y 1 011 =1 (o o 3.38
Reference QUESTION 2(Q) (1)« e veerrrrrrrrereeeeeieeiiieieiiietiiiiieeeseseeeebeeeeee e eeeneaeeeneeanes 3.39
F A ST 1 1= o 3.54
(BI04 01T T= 11 o] o 3.62
Reference QUESTION 2(8@) .. . ueeerrriiiiiiiiiiiiiiiiiieiee it eebbaeeeeeennnnes 3.63
F AT ST 1 =] o S 3.112
(D20 0 011 =10 ] o T 3.203
Reference QUESTION 2(10)......uiiiiiiiiiiiiiiiiiiiiee e 3.204
NS Y ST 1 1= ) 3.245
(DL 0 011 =1 (0] o 3.269
Reference QUESTION 2(C) ..uiiiiiiiiiiiiiiiiiiiiiiiitie ittt beneaeneenenne 3.270
AN STST ST 1 1= ) 3.286
DTSy (=T 1= 0] o 1 3.297
Reference QUESTION 2(0).....cciiiiiiiiii i e e e e e e e e et eeeeeeeeanne 3.298
AN STST ST 1 = | 3.344
(D ISY (=10 01T T= 0] o 1T 3.362

Reference Question 2(a)(i)

3.1.  This section (paragraphs 3.1 to 3.38) sets out our conclusions as to whether the BT
price controls imposed by Conditons G4, GG4, GH4 and H4 (TI Price Controls) have
been set at a level which is inappropriate because Ofcom erred in setting starting
charges for DPCN services and 2 Mbit/s local ends in that the price increases go
beyond what is necessary for individual services to be priced above Ofcom’s view of
distritiuted long-run incremental cost (DLRIC) for the reasons set out in 849 of the
NoA.

3.2. 849 forms part of the first of the four allegations of error made under Ground B of the
NoA.? Ground B addressed the alleged errors arising from Ofcom having allowed BT
to increase starting charges at the start of the LLCC. The first of the four Ground B
allegations was that Ofcom failed to achieve its objectives in permitting increases to
starting charges.® At §49, C&W set out one of three particular examples of Ofcom’s
alleged failure to achieve its objectives in permitting increases to starting charges.
The other particular examples are dealt with in the context of our determination of
Reference Questions 2(a)(ii) and 2(aa). We discuss further below the relationship
between this Reference Question and Reference Questions 2(a)(ii) and 2(aa) and the
nature of the allegation underlying all three of them.

'Reference Question 2(a)(i).
’See §8§47.1-47.4 of the NoA.
°NoA, §47.1.
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3.3.

For the reasons given below, our determination is that Ofcom did not err in setting
starting charges for DPCN services and 2 Mbit/s local ends in that the price
increases go beyond what is necessary for individual services to be priced above
Ofcom’s view of DLRIC for the reasons set out in §49 of the NoA.*

Summary of Ofcom’s rationale and methodology

3.4.

3.5.

In the LLCC Statement Ofcom mandated one-off price adjustments for certain TISBO
services. The decision to implement BT's suggested one-off adjustments to starting
charges formed one of the steps taken by Ofcom in setting the charge controls for
the Tl basket. Those steps were set out in section 4 of the LLCC Statement. We
highlight below the points which are pertinent to our determination of Reference
Question 2(a)(i).

On 3June 2009 BT notified the new prices for the TISBO services that were subject
to one-off price adjustments.® The new price for each of these services is listed in
Table 3.1 below.®

TABLE 3.1 Final Tl terminating and trunk prices to be implemented

Services Previous price Price as notified by Final price

£ BT on 3 June 2009 £
64 kbit/s link 62.81 125.62 125.62
64 kbit/s local end 289.67 579.34 479.34
64 kbit/s enhanced maintenance 40.31 80.62 80.62
2 Mbit/s local end 691.92 833.76 663.76
2 Mbit/s trunk 102.24 46.83 46.83
Source: BT.

3.6.

3.7.

3.8.

Ofcom explained that by decreasing the price of 2 Mbit/s trunk to the 2007/08 distrib-
ted stand-alone cost (a stand-alone cost excluding a share of core common costs)
(DSAC) values as per BT's regulatory financial statements (RFS), the prices were
better aligned with the underlying costs of provision.’

Ofcom further explained that the price increases were up to the level of the 2007/08
DLRIC values as per BT's RFS and this better aligned prices for these services with
the underlying costs of provision, and gave CPs the correct pricing and investment
incentives.®

In paragraphs 4.271 to 4.297 of the LLCC Statement, Ofcom explained how it
ensured that the charge controls for the Tl basket satisfied the applicable statutory
tests. Ofcom was satisfied that the charge controls were objectively justifiable
because, among other general reasons, they had been structured to deliver the
lowest possible charges to competitors for wholesale services, while ensuring that BT
was able to recover costs, including a reasonable return on investment.® Ofcom was
further satisfied that the charge controls were proportionate because BT’s obligations
apply to the minimum set of charges required for the delivery of bottleneck

“Reference Question 2(a)(i).

*Which became effective on 1 September 2009.

°§8§4.180 & 4.182 and Table 4.6 in the LLCC Statement. The difference between column ‘Price as notified by BT on 3 June
2009’ and the column ‘Final price’ is as a result of the introduction of separate PoH charges (which only affect the local ends).
These are explained in more detail in Section 5.

784.180 in the LLCC Statement.

®84.183 in the LLCC Statement.

884.288-4.293 in the LLCC Statement.



services.™ Ofcom’s comments regarding the applicable statutory tests referred to the
charge controls for the Tl basket generally. When setting out its thinking with respect
to the justifiability and proportionality of the structure of those charge controls, Ofcom
did not expressly discuss the detail of that structure and, in particular, did not refer to
the one-off increases to starting charges.

Summary of C&W’s arguments

3.9.

3.10.

As noted above, C&W'’s arguments under 849 form part of the first of the four alle-
gations of error under Ground B of the NoA. Those four allegations were summarized
in 8§47 of the NoA.'" §47.1 introduced the first allegation, stating that the one-off
increases to starting charges went beyond Ofcom’s stated objectives and were un-
justified and/or were disproportionate. 847.1(a) particularized this allegation, arguing
that the adjustments went beyond what was necessary to accord with Ofcom’s view
of DLRIC (rather than BT’s).

849 of the NOA and its related subparagraphs then provided further details of and
reasoning supporting this allegation. In those paragraphs, C&W argued that, had
Ofcom relied on its own adjusted DLRIC figures, they would likely have shown that
the price increases were to a level above DLRIC and that, for some services, prices
were above DLRIC already without any adjustment at all.*> Ofcom had therefore
erred in its conclusion that the increases, or at least increases of the size permitted,
were necessary for individual services to be priced above DLRIC.*

Summary of Ofcom’s arguments

3.11.

3.12.

3.13.

Ofcom argued that, in making this allegation, C&W had attributed objectives to
Ofcom which it did not have when considering whether to accept BT’s proposals for
one-off price changes. Ofcom specifically denied that it was its objective to ensure
that prices for individual services were brought up to DLRIC but no higher.*

Ofcom considered that DLRIC and DSAC were appropriate benchmarks for the
purposes of deciding by how much to adjust charges at the start of the new control.
These benchmarks informed Ofcom’s decision but Ofcom did not apply them in a
rigid way. ™

Ofcom explained that its primary purpose in making the one-off price adjustments in
the LLCC Statement was to address the risk of distortions caused by prices being too
far above or below costs, whilst the task of bringing average charges into line with
average costs was primarily that of the glide path. But this distinction was not rigid
and the appropriate scale of one-off adjustments was primarily a matter of judgement
rather than a precise calculation.'® Ofcom believed that it could adopt a less intrusive
approach than specifying precisely by how much prices should be reduced (or
increased). Therefore, it decided the broad parameters within which the adjustments
would be made and asked BT to make proposals for one-off changes to starting
charges consistent with those parameters.*’

10884.295-4.296 in the LLCC Statement.
"See also §4.2 of the NoA.

“NoA, §49.4.

13849 in the NoA.

“Defence, §149.

®Defence, Annex B, §13.

®pefence, Annex B, §25.

"Defence, Annex B, §26.
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3.14.

3.15.

3.16.

3.17.

The parameters which Ofcom required BT to apply when making the one-off price
adjustments were:'®

(a) any price materially above stand-alone cost should be brought down to at least
that level and prices outside the DLRIC floor and the DSAC ceiling should be
brought within the range;*°

(b) the price changes should reduce BT’s revenues by at least 4 per cent; and

(c) the proposals should not discriminate unduly in favour of BT's downstream
business.

Ofcom explained its reasons for accepting BT's proposals for the one-off price adjust-
ments as follows. Ofcom put considerable weight on the one-off price adjustments in
aggregate being revenue-neutral to BT’s external customers. But it did not put great
weight on the relationship of the charges for individual services (before or after the
adjustment) to the fully allocated cost of those services. Rather than focusing on the
precise level of individual charges, the key question for Ofcom was whether the
package as a whole met its objectives, which themselves could be encapsulated in a
small number of criteria.”

Ofcom further argued that C&W was wrong in alleging that BT’s charges could be
held to be unreasonable by the mere fact that they are above DLRIC. Rather, Ofcom
had assessed BT’s proposed charges to ensure that they were in fact reasonable.*

Therefore, as the package, of which the revision to 2 Mbit/s local end prices was part,
met Ofcom’s requirements and the charges after the adjustment were not in them-
selves unreasonable (being between adjusted fully allocated cost (FAC) and DSAC),
Ofcom’s judgment was that they were acceptable in context, and when combined
with a glide path approach.?

Summary of BT intervention

3.18.

3.19.

BT’s view was that the DLRIC floor and DSAC ceiling should be used only as initial
indicators of whether the cost orientation principle had been complied with and
should not be used as firm determinates of prices.?®

DLRIC and DSAC figures are based on historic figures and typically are volatile from
year to year. They are at best inaccurate estimates for future cost levels. DLRIC and
DSAC, in particular for the sub charge service components where BT changed its
prices (ie 64 kbit/s main link, 64 kbit/s local end and 2 Mbit/s local end), have
significantly shifted upwards and downwards from year to year.*

¥Defence, Annex B, §§27-32.

Graph on p14 of Ofcom’s response to the post-bilateral hearing questions.
®pefence, Annex B, §27.

Zpefence, Annex B, §856-61, in particular §§58 & 60/61.

#pefence Annex B, §37.

BT W/S | Morden, §19.

BT W/S | Morden, §20.
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Assessment

3.20.

3.21.

3.22.

3.23.

3.24.

3.25.

3.26.

As noted above, 849 of the NOA, to which Reference Question 2(a)(i) expressly
refers, particularized the general allegation at 847.1 that the one-off price increases
went beyond Ofcom’s stated objectives and were unjustified and/or disproportionate.

C&W did not expressly refer in 849 (or the other paragraphs of the NoA identified
above in paragraph 3.9 of this determination) to Ofcom’s duties under the 2003 Act.
Those duties are set out in the Legal Schedule to the NoA. They include the require-
ments under sections 47(2)(a) and 47(2)(c) that Ofcom must not set a condition
unless it is satisfied, among other tests, that the condition is both objectively justi-
fiable in relation to the networks, services, or other applicable matters to which it
relates and proportionate to what it is intended to achieve.

We are mindful too of Ofcom’s general duties under section 3 of the 2003 Act,
including the obligation that Ofcom have regard to the principles of better regulation,
including proportionality.?®

We infer from the language used in the particular allegations in 849 and the more
general allegations in the introductory 847.1 and its subparagraphs that C&W was
alleging that Ofcom had made an error of law and/or an error of assessment in failing
to comply with certain of the requirements of section 47 of the 2003 Act.

In particular, we note C&W'’s allegation that Ofcom erred in its conclusion that the
price increases were ‘necessary’.?® Necessity forms an integral part of the legal test
of proportionality. In this regard, we note the leading judgment of Daly, in which the
House of Lords discussed the test of proportionality. From that judgment, we
understand that we need to consider (i) whether the legislative objective is sufficiently
important to justify limiting others’ rights, (ii) whether the measures designed to meet
the legislative objective are rationally connected to it, and (iii) whether the means
used are not more than is necessary to accomplish the objective.?” We therefore
infer from the references to necessity among other indications that C&W was alleging
that Ofcom failed to comply with section 47(2)(c) of the 2003 Act.

We further note that C&W also argued that the increases were ‘unjustified’. It is not
clear whether C&W was also alleging that Ofcom had failed to comply with the
requirement under section 47(2)(a) of the 2003 Act that the LLCC was objectively
justifiable in relation to the networks, services or other applicable matters to which
the LLCC related. However, we note that the focus of C&W'’s arguments under 849
was on the issue of necessity. Even if C&W had intended to advance a separate
argument under section 47(2)(a), we find that C&W has not provided sufficient
explanation (or evidence) to show how it differs from its argument under section
47(2)(c).

In our view, therefore, the relevant question for us under this ground is whether
Ofcom erred in its conclusion that the LLCC including BT's proposed one-off
increases to starting charges was proportionate to what the LLCC including BT’s
proposed one-off increases to starting charges was intended to achieve. The need to
identify the relevant objective(s) to which a measure is directed is central to a con-
sideration of proportionality.?®

2t section 3(3)(a) of the 2003 Act.

NoA, §847.1(a), 49 (cf also §47.1(b), 50) and the reference to ‘need’ and ‘justification’ in §51).
YR v Secretary of State for the Home Department, ex p. Daly [2001] UKHL 26; [2001] 2 AC 532.
Cf Daly as cited in paragraph 3.24 above.
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3.27.

3.28.

3.29.

3.30.

3.31.

3.32.

3.38.

C&W'’s argument was that Ofcom erred in its conclusion that the starting charge
increases (or at least increases of the size permitted) were necessary for individual
services to be priced above DLRIC.

The question of whether the LLCC was necessary to achieve Ofcom’s objectives
would form part of the assessment of LLCC's proportionality. The need to consider its
necessity as part of this inquiry was implicitly accepted both by C&W in its NOA, in
which C&W made repeated reference to the necessity or otherwise of the one-off
increases,?® and by Ofcom in its LLCC Statement, where, in discussing the propor-
tionality of the charge controls, Ofcom referred to the necessity of its policy objectives
and the means employed to achieve those terms.*

However, C&W'’s argument under 849 presupposed that it was Ofcom’s objective to
ensure that one-off price increases should only be to a maximum of DLRIC.**

In its Defence, Ofcom argued that C&W had attributed to Ofcom an objective it did
not have when considering BT'’s proposal for the one-off price adjustments. Ofcom
accepted that it had regard to DLRIC and DSAC, since as a rule of thumb the risk of
distortions to competition is more likely to arise where prices are either above DSAC
or below DLRIC.* However, Ofcom explained that it was not its objective to ensure
that prices for individual services were brought up to DLRIC but no higher. Indeed,
Ofcom was not generally concerned with the precise level of individual charges.
Rather, the key question for Ofcom was whether the package as a whole met its
objectives, which did not include the objective identified by C&W in 8§49 of the NoA.

We accept Ofcom’s account of its objectives as set out in its Defence. C&W has not
persuaded us of the contrary. Nor do we believe that C&W has sought to do so,
although we do not find C&W'’s position on this easy to follow.

We requested that C&W clarify whether it wished to maintain certain of its allegations
in the light of Ofcom’s Defence and subsequent developments during the proceed-
ings, including the allegation relevant to this Reference Question (2(a)(i)). In its
response, whilst maintaining that the level of DLRIC for the relevant services should
be lower on the basis of its arguments under Ground C,* C&W accepted that its
arguments in 8849.1-49.4 of the NoA were no longer relevant in relation to the
services for which there were one-off adjustments other than 2 Mbit/s local ends. It is
not clear whether, in making this concession, C&W also accepted that the main part
of 849 was also no longer relevant. C&W further accepted that 849 was irrelevant in
respect of 2 Mbit/s local ends, but referred to the arguments it had advanced in
8812-29 of the Reply. Again, it is not clear whether C&W'’s acceptance that 849 was
no longer relevant included subparagraphs 49.1 to 49.4 as well.

However, what we do understand from C&W'’s response is that its arguments in
relation to the proportionality of the one-off increases to starting charges are now
focused on the allegations set out in 8812—29 of the Reply. Those arguments are the
subject of our determination of Reference Question 2(aa).

¢, for example, NoA, §84.2(a), 47.1(a) & 49.

¥ LCcC Statement, §4.296.

%1849 actually stated that Ofcom had erred in its conclusion that the increases, or at least increases of the size permitted, were

necessary for individual services to be priced above DLRIC. C&W in further correspondence indicated that this should be inter-
preted as meaning that prices should not have risen above the level of DLRIC. §813 &14 of the Reply. C&W'’s position was that
Ofcom should not have permitted step change increases to starting charges to a level beyond DLRIC.

¥pefence, §151.

#p9 in C&W'’s response to the CC's questions of 24 February 2010. Received by the CC on 3 March 2010.
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3.34.

3.35.

3.36.

3.37.

Since we are unable to state with certainty that the allegations in 849 of the NoA
have been completely withdrawn, we set out our conclusions with regard to those
allegations here for completeness. In this regard, we reiterate that we accept
Ofcom’s account of its objectives as set out in its Defence and that nothing in C&W's
case has displaced our finding.

We therefore find that C&W has not demonstrated on the basis set out in §49 of the
NoOA that Ofcom erred in its conclusion that the LLCC including BT’s proposed one-
off increases to starting charges were proportionate to what the LLCC including the
one-off increase to starting charges was intended to achieve.

However, we note that 849 formed only part of the particular examples cited by C&W
in support of its general allegation that the one-off price increases went beyond
Ofcom'’s stated objectives and were unjustified and/or disproportionate. We consider
the other particular examples given by C&W under this head of its appeal separately
in our determinations of Reference Questions 2(a)(ii) and 2(aa).

Our conclusion in respect of this Reference Question does not prejudge our deter-
mination of C&W's further arguments which call for determination under Reference
Questions 2(a)(ii) and 2(aa) and which we address in the sections which immediately
follow this (paragraphs 3.39 to 3.203), though we do cross-refer to those parts of our
reasoning above which apply to those Reference Questions as well.

Determination

3.38.

For the reasons given above, our determination is that Ofcom did not err in setting
starting charges for DPCN services and 2 Mbit/s local ends in that the price
increases go beyond what is necessary for individual services to be priced above
Ofcom’s view of DLRIC for the reasons set out in §49 of the NoA.**

*Reference Question 2(a)(i).
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Reference Question 2(a)(ii)

3.39.

3.40.

3.41.

This section (paragraphs 3.39 to 3.62) sets out our conclusions as to whether the Ti
Price Controls have been set at a level which is inappropriate because Ofcom erred
in setting starting charges for DPCN services and 2 Mbit/s local ends in concluding
that the price increases were necessary to avoid BT earning a return on capital
employed (ROCE) on the Tl basket below its weighted average cost of capital
(WACC) for the reasons set out in §§49-51 of the NoA.*

The NoA 8849-51 form part of the first of the four allegations of error made under
Ground B.*® Ground B addresses the alleged errors arising from Ofcom having
allowed BT to increase starting charges at the start of the LLCC. The issues arising
under this Reference Question (2(a)(ii)) are similar to those we have just discussed in
relation to Reference Question 2(a)(i). We discuss the nature of the particular allega-
tions relevant to Reference Question 2(a)(ii) and consider the relationship of §§849-51
to that question further below.

For the reasons given below, we do not consider that Ofcom erred in setting starting
charges for DPCN services and 2 Mbit/s local ends in concluding that the price
increases were necessary to avoid BT earning a ROCE on the Tl basket below its
WACC for the reasons set out in §§49-51 of the NoA.*

Summary of Ofcom’s rationale and methodology

3.42.

3.43.

We have explained in paragraph 3.4 above Ofcom'’s rationale in mandating one-off
price adjustments for certain TISBO services. We discuss this in more detail under
Reference Question 2(aa).>®

With specific reference to the allegation we are considering here, we note that Ofcom
decided that the one-off price increases should not be phased in. According to
Ofcom, if price increases had been phased in over the charge control period, BT's
ROCE on the Tl basket would have been below its WACC (due to the one-off nature
of the decreases in trunk prices). In addition, due to the sub-cap of RPI+5 per cent on
each charge, BT’s ability to phase in price increases over the charge control period
would be severely restricted.*

Summary of C&W’s arguments

3.44.

3.45.

We refer here to our summary of C&W'’s arguments relevant to Reference Question
2(a)(i), since these two Reference Questions derive from the same general allegation
at 847.1 of the NoA.

This Reference Question 2(a)(ii) is also concerned with C&W'’s allegation that Ofcom
erred in concluding that the one-off increases to starting charges were necessary to
avoid BT earning a ROCE on the Tl basket below its WACC. This is the particular
allegation which C&W introduced in 847.1(b) of its NoA and which it developed

in 850.

*Reference Question 2(a)(ii).
®See §847.1-47.4 of the NoA.
*"Reference Question 2(a)(ii).
*®see paragraphs 3.67-3.76.
%84.183 in the LLCC Statement.
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3.46. However, Reference Question 2(a)(ii) cross-refers to §849-51 of the NoA, rather
than to 850 alone (and/or with 47.1(b)). We have already considered the substance
of the allegation at 849 of the NoA, which had concerned Ofcom’s view of DLRIC, in
our determination of Reference Question 2(a)(i). This Reference Question 2(a)(ii)
concerns BT's ROCE relative to its WACC. The allegation in 849 therefore does not
appear to us relevant to the allegation addressed in Reference Question 2(a)(ii).
Furthermore, we note that 851 concerned the profitability of the Tl basket more
generally. Therefore, the substance of the allegation in 851 does not appear to us
directly relevant to the allegation addressed in Reference Question 2(a)(ii). We
discuss 851 in our determination of Reference Question 2(aa) and do not consider it
further here.

3.47. In our view, 850 of the NOA constitutes a further particular example of the general
allegation introduced in 847.1, namely that the one-off increases to starting charges
go beyond Ofcom’s stated objectives and are unjustified and/or are disproportionate.

3.48. In particular, C&W argued that one of the reasons why Ofcom allowed the price
increases was to prevent BT's leased lines business (and in particular the Tl basket)
earning a ROCE below its WACC, or in other words to prevent its ROCE from falling
below 11 per cent.***

3.49. In support of its argument that the one-off increases to starting charges were un-
necessary to achieve this objective, C&W referred to expert evidence that, even
without any price increases, the ROCE on the Tl basket would still have been at the
level of the WACC of 11 per cent.*

Summary of Ofcom’s arguments

3.50. Asitdid in relation to the allegation at 849, Ofcom argued here too that C&W had
attributed objectives to Ofcom which it had not had when approving the one-off
adjustments to starting charges.®

3.51. Ofcom explained that, at the start of the charge control, the ROCE for the Tl basket
was well above the WACC. As we have summarized in our determination of Refer-
ence Question 2(a)(i), Ofcom’s aim had been to bring the average level of prices into
line with cost over the life of the control, using a combination of one-off price adjust-
ments and a glide path. In this context, Ofcom argued that the question of avoiding a
ROCE below the WACC did not arise: the pertinent issue had been to do with the
speed with which average price levels should be brought down to cost.**

3.52. Ofcom suggested that C&W might mistakenly have believed that Ofcom had pursued
such an objective because of the way in which C&W had interpreted 84.183 of the
LLCC Statement, which included the words® ‘If price increases were to be phased in
over the control period, BT's ROCE on the Tl Basket will be below its WACC (due to
the one-off nature of the decreases in trunk discussed above)'.

“°Ofcom determined the WACC for the leased lines business to be 11 per cent. §1.29 LLCC Statement.
41
8105 NOA.
“’Kelly 1, §8.13.2 and Table 1.
“Defence, §§149 & 158.
“Defence, §158.
“Defence, Annex B, §48.
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3.53.

However, Ofcom further explained that it did not have in mind a target ROCE*® and
that it did not place significant weight on BT's rate of return in assessing the need for
one-off adjustments.*’

Assessment

3.54.

3.55.

3.56.

3.57.

3.58.

3.59.

3.60.

We refer here to our assessment of the issues arising for our determination of Refer-
ence Question 2(a)(i). Much of what we set out in the introductory paragraphs to our
assessment of that issue is relevant to our consideration of this Reference Question
as well.

In particular, as with 849, we infer that the allegation at 850 is a further particular
example in support of C&W'’s general allegation that Ofcom had erred in law and/or
in assessment in failing to comply with certain of the requirements of section 47 of
the 2003 Act. We note, for example, that C&W here questioned the necessity of the
one-off price increases to meet the alleged objective of avoiding BT achieving a
ROCE for the Tl basket below its WACC.

In our view, therefore, the relevant question for us when considering this Reference
Question is the same as applied in relation to the previous Reference Question
(2(a)(i)), namely whether Ofcom erred in its conclusion that the LLCC including BT’s
proposed one-off increases to starting charges was objectively justifiable in relation
to the services to which it related and proportionate to what the LLCC was intended
to achieve. As noted above, in answering this question, we must first identify the
relevant objective pursued by Ofcom.

We have noted above in relation to Reference Question 2(a)(i) Ofcom’s account of its
objectives as set out in its Defence. Ofcom asserted that C&W had attributed objec-
tives to it which it did not have when allowing BT’s starting price adjustments.

As we explained above in relation to Reference Question 2(a)(i), we requested that
C&W clarify whether it wished to maintain certain of its allegations, including the
allegation relevant to this Reference Question, in light of Ofcom’s Defence and
subsequent developments during the proceedings.

In its response, with respect to the arguments in 850 of the NoA, C&W stated that it
would be sterile to debate C&W'’s arguments regarding the impact of one-off adjust-
ments on ROCE in the form in which they were pleaded in the NOA, since that was
not a basis on which Ofcom sought to support the LLCC Statement.*® As Ofcom
apparently no longer sought to defend the one-off increases on the basis of the profit-
ability of the relevant services, in C&W'’s view we need not consider the profitability of
individual services or how such profitability should have been or had in fact been
calculated.*® However, C&W commented that the underlying arguments in this
section of the NoA remained relevant for the assessment of the points set out in
§812-29 of the Reply.*

Taking account of Ofcom’s explanation of its objectives in its Defence, we find that
C&W has not demonstrated, on the basis set out in 850 of the NoA, that Ofcom erred
in its conclusion that the LLCC including the one-off increases to starting charges

“Defence, Annex B, §171.

“'Defence, Annex B, §§48 & 49.

48p4 in C&W reply to the CC letter from 24 Feb 2010 regarding ‘clarification on points that may be falling away’.
“9p5 in C&W reply to the CC letter from 24 Feb 2010 regarding ‘clarification on points that may be falling away’.
*p4 in C&W reply to the CC letter from 24 Feb 2010 regarding ‘clarification on points that may be falling away’.
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was objectively justifiable in relation to the services to which it relates and proportion-
ate to what the LLCC was intended to achieve.

3.61. We note C&W'’s comments with respect to its arguments in §812—-29 of the Reply.
Our conclusion in respect of this Reference Question 2(a)(ii) does not prejudge our
determination of C&W'’s further arguments under those paragraphs of the Reply,
which are the subject of our determination of Reference Question 2(aa).

Determination

3.62. For the reasons given above, our determination is that Ofcom did not err in setting
starting charges for DPCN services and 2 Mbit/s local ends in that the price
increases go beyond what is necessary to avoid BT earning a ROCE on the TI
basket below its WACC for the reasons set out in §§49-51 of the NoA.>*

*'Reference Question 2(a)(ii).
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Reference Question 2(aa)

3.63.

3.64.

3.65.

This section (paragraphs 3.63 to 3.203) sets out our conclusions as to whether
Ofcom erred in permitting increases to starting charges for the reasons set out in
paragraphs 12 to 29 of the Reply.>?

881229 of the Reply set out C&W'’s position in relation to Ofcom’s arguments in
defence of the allegations made in 8847.1 and 49-51 of the NoA. Those paragraphs
provided examples to support C&W'’s allegation that Ofcom had failed to achieve its
objectives in permitting increases to starting charges. We refer above to our deter-
mination of Reference Questions 2(a)(i) and 2(a)(ii) and below to our assessment of
this Reference Question for further explanation of the relationship between the three
guestions.

For the reasons given below, we conclude that Ofcom erred in permitting the
increase to 2 Mbit/s local end prices as part of the one-off adjustments to starting
charges for the reasons set out in §812—-29 of the Reply.

Summary of Ofcom’s rationale and methodology

3.66.

3.67.

3.68.

3.69.

3.70.

We refer here to those parts of Ofcom'’s rationale and methodology in deciding to
allow the one-off price adjustments for certain TISBO services which are pertinent to
the issues arising for consideration under §812—29 of the Reply.

Ofcom stated that its primary objective in mandating the one-off adjustments was to
prevent BT from setting excessive prices, whilst creating the right incentives for it to
achieve efficiency gains, improved service quality and innovation.>®

Ofcom explained that it generally preferred RPI-X regulation using ‘glide paths’,
under which charges were brought into line with costs over a number of years, to
one-off adjustments to starting charges. This was because the use of glide paths led
to greater stability and predictability (by avoiding sudden changes to charges), and
also because it improved cost reduction incentives by allowing the regulated com-
panies to keep unanticipated efficiency gains for a longer period.>*

Ofcom further explained that it expressed a general preference for glide paths as this
mechanism approximated more closely than one-off reductions the workings of a
competitive market in which excess profits were gradually eroded as rivals improved
their efficiency. The glide path approach generally also led to greater incentives for
efficiency, as it provided greater comfort to a regulated firm that, in seeking to make
any cost savings, these savings would not be eroded immediately at the start of the
next charge control.>®

However, Ofcom also recognized that in some cases one-off adjustments to starting
charges might be required, if, for example, these charges were materially out of line
with the underlying costs of provision. If prices were too high or too low, there would
be additional risks of static and dynamic inefficiencies (for example, inefficient entry

*’Reference Question 2(aa).
%384.14 in the LLCC Statement.
%484.177 in the LLCC Statement.
%§3.218 in the LLCC Statement.
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3.71.

3.72.

3.73.

or distortion of downstream competition). Under such circumstances Ofcom might
prefer one-off adjustments.>®

Ofcom also thought, however, that there could be a stronger case for one-off adjust-

ments where services had not previously been charge-controlled and the high profit-

ability was reflective of market power, rather than past efficiency gains made under a
price cap.”’

The LLCC Statement included trunk services in a charge control 2009-2012 for the
first time. Trunk services were not included in the Tl basket in the previous charge
control period 2004—2008 as they were considered ‘prospectively competitive’ at that
time.>®

On 3June 2009, BT notified the new prices for the TISBO services that were subject
to one-off price adjustments.* The new price for each of these services is listed in
Table 3.2 below.®

TABLE 3.2 One-off adjustments proposed by BT

Services Previous price Price as notified by

£ BT on 3 June 2009
64 kbit/s link 62.81 125.62
64 kbit/s local end 289.67 579.34
64 kbit/s enhanced maintenance 40.31 80.62
2 Mbit/s local end 691.92 833.76
2 Mbit/s trunk 102.24 46.83

Source: BT (with last column deleted because it is not relevant here).

3.74.

3.75.

Ofcom explained that by decreasing the price of 2 Mbit/s trunk to the 2007/08 DSAC
values as per BT's RFS, prices were better aligned with the underlying costs of
provision.®* Ofcom also explained that the DPCN services and 2 Mbit/s local end
price increases were up to the level of the 2007/08 DLRIC values as per BT's RFS
and this aligned prices for these services more closely to the underlying costs of
provision, and gave CPs the correct pricing and investment incentives.®? However,
Ofcom later explained that the 2 Mbit/s local end price increase in fact brought the
price of this service above FAC based on Ofcom’s calculations of costs.®

Ofcom decided that the price increases for DPCN services and 2 Mbit/s local end
services should not be phased in. If price increases were phased in over the control
period, BT's ROCE on the Tl basket would be below its WACC (due to the one-off
nature of the decreases in trunk prices). In addition, due to the sub-cap of RPI+5 per
cent on each charge, BT's ability to phase in price increases over the charge control
period would be severely restricted.*

%84.177 in the LLCC Statement.

57§3.219 in the LLCC Statement.

%8§§2.19-2.20 in the LLCC Statement.

*®Which became effective on 1 September 2009.
9§84.180 & 4.182 and Table 4.6 in the LLCC Statement.
61§4.180 in the LLCC Statement.

6284.183 in the LLCC Statement.

%Defence Annex B, Tables B1 & B2.

6484.183 in the LLCC Statement.
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Summary of C&W’s arguments

3.76.

3.77.

3.78.

3.79.

3.80.

3.81.

In §812—29 of the Reply, in regard to the position taken in Ofcom’s Defence, C&W
argued that Ofcom had erred in looking only at progress towards its final year
objective and otherwise in viewing the one-off adjustments as simply a rebalancing
exercise.

By way of introduction to these paragraphs, C&W asserted that it was only the
alleged lack of cost orientation that was said to, or could, reasonably justify step
changes (ie one-off adjustments) of the magnitude permitted. In C&W'’s view, Ofcom
had accordingly erred in permitting any step change adjustment beyond that neces-
sary to bring prices within the DLRIC floor and the DSAC ceiling. C&W noted that
Ofcom admitted that 2 Mbit/s local end prices had already been within the DLRIC
floor and DSAC ceiling without any adjustment.®

In any event, C&W reasoned, even if Ofcom had been correct to assess the starting
charges only in terms of the effect at a basket level, Ofcom had erred in allowing a
‘rebalancing’ between trunk and terminating segments. This allowed BT to continue
earning excessive profits that it had only been able previously to achieve as a result
of exercising its market power in pricing 2 Mbit/s trunk in breach of BT’s cost orienta-
tion obligations (as had been decided by Ofcom in its determination of the PPC
dispute®).®’

C&W also observed that Ofcom complained that C&W had attributed to Ofcom
objectives that Ofcom did not have in its assessment of BT's adjustments to starting
charges. Specifically, C&W noted that Ofcom accepted C&W's allegation that not all
the increases had been necessary to bring charges up to the DLRIC floor and that
the increases had not been necessary to avoid BT earning a ROCE below its WACC,
but that Ofcom said that these points had not been relevant to its decision in the
LLCC Statement to mandate the one-off adjustments.®®

C&W went on to note that, instead, Ofcom contended that, for charges that were
already between DLRIC and DSAC, its only objectives had been that total Tl basket
revenue should have been at least 4 per cent lower than before all adjustments and
that the adjustments should not have unduly discriminated in favour of BT's down-
stream business. Ofcom chose to characterize the adjustments to starting charges as
simply part of its glide path, bringing forecast aggregate Tl basket charges into line
with forecast aggregate Tl basket costs by the end of the charge control period.®®

C&W said that Ofcom should not have permitted step change increases to starting
charges that had already been above DLRIC (ie increases to charges for 2 Mbit/s
local ends), or increases to a level beyond DLRIC, because step changes could only
be justified for charges that had been markedly out of line with costs. Further, or
alternatively, the implications for BT's ROCE were such that it had been inapprop-
riate to allow increases in other charges to compensate for the reduction in 2 Mbit/s

®*Reply, §1.2.

80n 25 June 2008 C&W, THUS, Global Crossing, Virgin and Verizon submitted disputes regarding BT's PPC charges. COLT
submitted a similarly worded dispute on 20 October 2008. These operators alleged that BT had overcharged them approxi-
mately £180 million for PPC services. On 25 July 2008, Ofcom decided that it was appropriate for it to resolve this dispute on
the basis of section 186(3) of the Communications Act 2003. On 14 October 2009, Ofcom concluded that BT had overcharged
the operators concerned for 2Mbit/s PPC trunk services in the period April 2005 to September 2008. (See
www.ofcom.org.uk/consult/condocs/draft_deter_ppc/PPC_final_determination.pdf.)

*"Reply, §1.3.

®Reply, §12.

*“Reply, §12.
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3.82.

3.83.

3.84.

3.85.

3.86.

3.87.

trunk charges required even absent any charge control. C&W then proceeded to
develop these arguments in more detail.”

C&W explained that it agreed with Ofcom that, while glide paths were generally
preferable to step changes because of their incentives for efficiency improvement,
step changes might be warranted where prices were markedly out of line with cost, to
an extent which could distort competition.”*

However, C&W argued that such a justification for step changes only extended to
charges which were markedly out of line with costs and only to the extent that they
were. Ofcom’s own adjustments to BT’s data had shown that charges for 2 Mbit/s
local ends were already above DLRIC (and, indeed, FAC). Therefore, Ofcom could
not justify allowing a step change increase at the start of the charge control since
charges at or above DLRIC plainly were not markedly out of line with costs. "

C&W further argued that Ofcom’s position must be that if one single charge were to
be markedly out of line with costs (ie 2 Mbit/s trunk), that could justify step changes
for any charges, since this was the only credible explanation for allowing 2 Mbit/s
local end prices to increase. In C&W'’s view, this approach was flawed because the
justification for step changes where a charge was markedly out of line with costs was
to avoid the risk that the charge would otherwise distort competition, but no such risk
arose in relation to a charge which was already cost-oriented. "

C&W accepted that corrections to charges which had not previously been cost-
oriented would have implications for the profitability at a basket level, but denied that
other step changes or ‘rebalancing’ was required in light of such corrections. Rather,
consideration should have been given to why the charges were not cost-oriented
and, more broadly, to the impact on incentives of making, or not making, other
adjustments.”™

In C&W'’s view, the increases to starting charges were inappropriate given the ROCE
which BT would earn on the Tl basket from the start of the price control period in any
event, and given that those profits arose (at least in part) only because BT had been
exerting market power in the previous price control period.”

C&W further argued that there had been no justification for a ‘rebalancing’ following
reduction of 2 Mbit/s trunk charges. As a preliminary point, C&W took issue with
Ofcom'’s position that reductions in BT's revenues under the charge control should
have been measured by reference to what BT had been earning prior to the reduc-
tion in 2 Mbit/s trunk charges. The reduction in 2 Mbit/s trunk charges could not
properly be considered part of the LLCC Statement. Ofcom had separately deter-
mined in the PPC Dispute Determination that 2 Mbit/s trunk had been priced exces-
sively and effectively reduced the charges with retrospective effect. As such, 2 Mbit/s
trunk charges should have been and had been reduced with effect from before the
LLCC Statement. The correct baseline should therefore have been revenue after the
2 Mbit/s trunk charges had been reduced to a level that reflected cost.®

“Reply, §13.

"Reply, §14.

"’Reply, §814 & 15.
"Reply, §816 & 17.
“Reply, §§18 & 19.
"Reply, §§20 & 21-23.
"Reply, §24.
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3.88.

3.89.

3.90.

3.91.

3.92.

In any event, C&W argued that, even if the reduction in 2 Mbit/s trunk charges had
been viewed in tandem with the increases in other charges under the LLCC
Statement, there would still not have been any justification for the ‘rebalancing’
effected.”’

While C&W agreed with Ofcom that it was appropriate to seek to ensure that the one-
off adjustments did not undermine the incentive properties of the glide path, C&W
argued that Ofcom did not succeed in meeting this objective. Ofcom had not drawn
the necessary distinction between the retention of profits above WACC which arose
because price controls were working as intended, providing positive incentives, and
those that did not arise for that reason. C&W argued that increases to the price of
other services to compensate for reductions in 2 Mbit/s trunk were not consistent with
any progser policy justification for allowing profits above WACC under an RPI-X price
control.

C&W further argued that it could not be contended, as BT had done in its Sol, that
the adjustments were necessary because Ofcom had failed to permit a rebalancing in
the previous price control.”® C&W gave several reasons for rejecting BT’s argument,
including that ‘It had not been shown that the last price control failed to permit BT to
recover its efficiently incurred costs and a reasonable rate of return across charge-
controlled TI services (ie excluding trunk). It could not therefore be said that there
was a “need” to rebalance.’®

C&W also noted that Ofcom had given no explanation as to why it had been approp-
riate to specify a reduction of 4 per cent of total revenues (and no reduction in
revenues earned from OCPs) rather than some larger number other than to say it
had been a matter of judgement.®

C&W concluded by arguing that Ofcom should not have permitted the increase to
starting charges or should only have done so to the extent that they had been
reflected in decreases in charges for other Tl services (excluding the reductions
already required to end excessive pricing for 2 Mbit/s trunk). Specifically, Ofcom had
erred by including revenues that had been inflated as a result of BT’s overcharge on
2 Mbit/s trunk when requiring the adjusted charges to be revenue neutral as to
OCPs. Instead, when applying its ‘revenue-neutral’ test, Ofcom should first have
remO\g(;:d the excess profits BT had gained from its excessive charges on 2 Mbit/s
trunk.

Summary of Ofcom’s response

3.93. We have set out above, in our determination of Reference Questions 2(a)(i) and
2(a)(ii), Ofcom’s position in its Defence with respect to its reasons for allowing the
proposed one-off adjustments to starting charges.

3.94. We note again here only the following statements in the Defence which we consider
particularly relevant to our assessment of the present question, 2(aa):

(a) Ofcom explained that it had a general preference for glide paths when setting
charge controls, because of their incentives for efficiency improvement. However,

""Reply, §25.

"®Reply, §26.

“Reply, §27.

®Reply, §27.1.

®Reply, §28.

#Reply, §29.
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3.95.

3.96.

3.97.

3.98.

Ofcom also recognized that one-off price adjustments may be warranted in some
cases, particularly where prices were markedly out of line with cost, to an extent
which could distort competition. As a rule of thumb, Ofcom found that the risk of
such distortions occurring was likely to arise where prices were either above
DSAC or below DLRIC, ie outside the range likely to be found in an effectively
competitive market.®

(b) In setting the LLCCs, Ofcom had struck a balance between static efficiency
(avoiding distortions due to prices being out of line with costs) and dynamic
efficiency considerations (giving incentives to make cost reductions) in consider-
ing possible one-off adjustments to BT's PPC charges. The primary purpose of
the one-off adjustments had therefore been to address the risk of distortions
caused by prices being too far above or below costs, whilst the task of bringing
average charges into line with average costs had been primarily that of the glide
path. This distinction had been intended to balance static and dynamic efficiency
considerations but it was not rigid and the appropriate scale of one-off
adjustments was primarily a matter of judgement rather than a precise
calculation.®

During the bilateral hearing, Ofcom commented on the arguments advanced by C&W
in its Reply. We summarize below those points made by Ofcom during that bilateral
hearing which we consider pertinent to our determination of this Reference Question.

From Ofcom’s point of view, the minimum requirement in deciding the structure of
starting charges had been to bring prices within the range of DLRIC and DSAC. The
DSAC/DLRIC range is a first order test for cost orientation and whilst Ofcom had not
assessed BT’s compliance with cost orientation in the development of the LLCC
Statement, it had set the one-off price adjustments consistent with this first order
test.® If, however, Ofcom stopped at that, the profitability of the basket would have
fallen sharply to the extent that it would have threatened to undermine the incentive
properties of the price cap. The main benefit of price cap regulation was that it
promoted efficiency and if those incentives were lost, Ofcom would effectively be
applying rate of return regulation® leading to fewer efficiencies being generated by
the regulated firm.?’

Ofcom had therefore also allowed an increase in the price of 2 Mbit/s local ends.
That resulted in a package of changes that reduced overall revenues by 4 per cent
and delivered about one-third of the required reduction in charges, leaving the
remaining two-thirds to be delivered by the glide path. In deciding on that balance,
Ofcom took into account the fact that over two-thirds of the Tl basket revenues were
covered by the previous charge control.®

Ofcom also outlined its options when deciding whether to allow the one-off price
adjustments:

(a) One option would have been to have relied entirely on the glide path and not to
have required any one-off reductions in average prices at the start of the control.
BT had argued for such a position consistently since 2004 when the previous

®pefence, §151.

#Dpefence, Annex B, §25.

®pgint 4 on p3 of ‘10 03 05 Ofcom to CC plenary hearing transcript review confid.pdf’.

#p8 of the Ofcom hearing transcript (original form), line 32ff.

87p50 of the Ofcom hearing transcript (original form), line 23ff.

#p9 of the Ofcom hearing transcript (original form), line 10ff. Cf also point 3 on p3 of ‘10 03 05 Ofcom to CC plenary hearing
transcript review confid.pdf'.
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charge control had been set. BT had not objected to reductions in trunk charges
per se but had thought that any such reductions should be offset by price
increases on terminating segments. Ofcom said that it rejected that approach
because it thought that problems in the price restructuring were sufficiently stark
to justify some one-off adjustments and also because the overall return of the
basket had been high enough that some reduction in average prices could have
been made without undermining the incentive properties of the glide path.®

(b) At the other extreme, Ofcom could simply have reduced the 2 Mbit/s trunk charge
and made no other changes. Such an approach would have reduced the returns
immediately to a level approximately equal to the cost of capital, but would, in
Ofcom’s view, have undermined the incentive properties of the cap.*

(c) Ofcom therefore looked for a middle option.®* The approach it decided upon
involved a 4 per cent revenue reduction which translated into a 3 per cent reduc-
tion in the ROCE at the start of the charge control and then a glide to 11 per cent
over three years.”

(d) Ofcom had rejected an alternative option of adjusting everything apart from the
charge for 2 Mbit/s local ends, because this ‘would have gone too far’. This
approach would have delivered over half of the required reduction in average
price levels in one go and would, in Ofcom’s view, have risked undermining the
incentive properties of the glide path.*

Ofcom observed that BT had performed relatively well against the efficiency improve-
ments expected in the 2004 charge control. Ofcom therefore considered incentive
effects to be highly relevant.® It further reasoned that the incentive properties in the
longer term were vital. In Ofcom’s view, one of the reasons why the UK had some of
the lowest telecommunication charges in Europe and globally was because it had
adopted an approach which had both incentivized BT to become much more efficient
and promoted competitive pressure over an extended period.® Therefore, the big
gain in the context of the LLCC was to achieve a regulatory arrangement where there
was an incentive to reduce costs.®

When asked whether the trunk services should have been adjusted before combining
them with the ‘TISBO ex trunk’ basket as proposed by C&W, Ofcom argued that the
PPC dispute was backward looking (covering the period up to 30 September 2008),
whilst the charge control was forward looking (being effective from 2 October
2009).%” Moreover, the PPC dispute had only been concluded three months after the
publication of the LLCC statement.®® Ofcom further explained that the PPC dispute
related to cost orientation over a previous period and the LLCC statement was an
entirely separate exercise. Ofcom therefore considered that it would be inappropriate
simpl%gto make an adjustment for 2 Mbit/s trunk services and take that as the starting
point.

¥p9 of the Ofcom hearing transcript (original form), line 25ff.

p10 of the Ofcom hearing transcript (original form), line 9ff.

91plO of the Ofcom hearing transcript (original form), line 16ff.

2510 of the Ofcom hearing transcript (original form), line 18ff.

%510 of the Ofcom hearing transcript (original form), line 28ff.

*point 3 on p3 of ‘10 03 05 Ofcom to CC plenary hearing transcript review confid.pdf’.
®p42 of the Ofcom hearing transcript (original form), line 4ff.

%p42 of the Ofcom hearing transcript (original form), line 4ff.

’Point 4 on p3 of ‘10 03 05 Ofcom to CC plenary hearing transcript review confid.pdf’.
®point 4 on p3 of ‘10 03 05 Ofcom to CC plenary hearing transcript review confid.pdf’.
%p46 of the Ofcom hearing transcript (original form , line 1ff.
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3.102.

3.103.

3.104.

3.105.

When further questioned about whether it should have performed an analysis of the
trunk services before combining them with the other TISBO services that were
previously charge controlled, Ofcom stated that it would have been inappropriate to
single out the 2 Mbit/s trunk prices and make some special allowance for those
before carrying on with the rest of the analysis but did not elucidate its reasoning.*®

Ofcom explained that its default position would have been not to have made any one-
off price increases but to have relied on the glide path. However, in these circum-
stances, Ofcom had considered that, because the prices of these services were so
starkly out of line with costs, both being above DSAC and below DLRIC, there was a
case for one-off changes. The question then had been whether the overall impact
should have been revenue neutral and whether the average prices should have been
left at the same level. Ofcom had considered that, because the 20 per cent ROCE on
the TISBO basket before any adjustments (which had been the latest information at
the time) was significantly above the cost of capital of 11 per cent, there had been
some scope for bringing down the average level of prices. However, that approach
had not been designed to serve as a penalty for anti-competitive or excessive pricing
behaviour, because Ofcom had not, at that time, found BT to be engaging in such
behaviour. Indeed, Ofcom had not carried out such an investigation at the time of the
LLCC. Rather, Ofcom looked at it in the context of setting the charge control.***

When asked whether it would have mattered had Ofcom required a larger one-off
price reduction, Ofcom stated that, if it had simply reduced the 2 Mbit/s trunk charge
and increased the DPCN services charges which were below DLRIC but had not
adjusted the 2 Mbit/s local end charge, it would have sent a signal to BT that, in
situations where at the end of the charge control there were prices that were either
above DSAC or below DLRIC, there would be a one-off adjustment to correct them.
That would open the way for BT to reduce prices towards the end of the charge
control period for some services to levels below DLRIC and make compensating
adjustments to other prices but not to the point where they were above DSAC. As a
consequence, BT would expect a one-off price increase at the start of the next
charge control. Ofcom had believed that to adopt that sort of mechanistic approach
would have been wrong and the right approach had been to consider more broadly
the overall incentive effects of the price cap.'%?

Ofcom then commented on the incentives it had set in the current price control. In
Ofcom'’s view, the incentive properties of the charge control were absolutely critical.
The whole point of having a price cap was that it provided an incentive to improve
efficiency. If, for example, Ofcom had simply taken the 2 Mbit/s trunk price down to
DSAC and done nothing else, it might have avoided potential excessive pricing but
would have destroyed any incentive effect that could otherwise have been achieved,
sending a strong signal to BT that in those circumstances Ofcom would make signifi-
cant one-off changes and severely reducing the incentive for BT to improve its
efficiency, particularly towards the end of the charge control.**®

Ofcom further explained that it did not analyse whether the starting ROCE for the
current LLCC of 17 per cent at the start of the price control was justified on the basis
of efficiency gains in the prior price control. The important point had been to consider
how the changes that were made could affect future behaviour. It had not been a

100
101
102
103

p47 of the Ofcom hearing transcript (original form), line 2ff.

p47 of the Ofcom hearing transcript (original form), line 21ff.
p48 of the Ofcom hearing transcript (original form), line 14ff.
p49 of the Ofcom hearing transcript (original form), line 21ff.
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matter of detailed calculation because the profitability of the services would be
affected by a wide range of factors.*®

Ofcom also stated that it had not investigated whether there were excessive profits in
the trunk services because Ofcom had to look at profitability in the context of the
charge control. Ofcom had not been approaching profitability on the basis of a rate of
return-type regulation, which in some respects would have been the direction in
which doing such an assessment would have led. In Ofcom’s view, evidence from the
industry over a number of years suggested that the incentive properties were very
important.®

Ofcom also added that the incentive would be effective only if the regulated firm
acted on it and understood the signal.'%

Summary of Verizon’s intervention

3.108.

Verizon noted that one of the issues at stake in the current proceedings was the
extent to which Ofcom had or should have taken into account the outcome of the
PPC dispute in setting the starting point for the current control. In Verizon’s view,
Ofcom should have taken proper account of it but had not done so.'’

Summary of BT’s intervention

3.109.

3.110.

3.111.

BT stated'® that there was a historic need to rebalance terminating and trunk prices
and that an increase in prices at the start of the charge control was essential in order
to correct for the fact that the level of prices for DPCN services and 2 Mbit/s local
ends had been significantly under-recovering costs (to the benefit of C&W). BT
claimed that before the new charge controls, there was a risk that unduly low prices
for terminating segments could encourage competing providers to retain or purchase
low bandwidth DPCN circuits rather than more efficient 2 Mbit/s links. In addition, BT
claimed that prices for 2 Mbit/s trunk had been consistently above Ofcom’s estimated
price ceiling (DSAC).

BT continued'® that whilst it had serious concerns about Ofcom'’s reliance on DLRIC
and DSAC as the applicable floor and ceiling for determining prices of terminating
segments and trunk services, it made no challenge to Ofcom’s approach of bringing
costs in line with this floor and ceiling in this appeal.

In addition to the parameters set by Ofcom, BT’s objective™° was to change as few
prices as possible, and to limit price increases to a maximum of a 100 per cent
increase despite the fact that higher one-off starting price rises could have been
justified in order to meet DLRIC.

Assessment

3.112.

We set out below our assessment of the matters raised by Reference Question
2(aa), starting with the conclusions we reached on the basis of the arguments and
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105
106
107

p50 of the Ofcom hearing transcript (original form), line 8ff.

p50 of the Ofcom hearing transcript (original form), line 23ff.

p51 of the Ofcom hearing transcript (original form), line 23ff.

p15, line 25, in the Verizon bilateral hearing transcript (original version).

108’5 Sol, §11.
1815 Sol, §12.
1015 Sol, §13.
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3.114.

3.115.

3.116.

3.117.

3.118.

3.119.

evidence presented to us up to the end of the hearings we conducted with the
parties. We then turn to address the comments we received from the parties on our
provisional determination and we respond separately to certain of those comments,
before summing up with our final determination of this Reference Question.

We note by way of introduction that 8812—29 of C&W'’s Reply were responsive to
Ofcom’s Defence to the arguments C&W had advanced under 8847.1 and 49-51 of
the NOA. In its opening remarks under 82 of the Reply, C&W referred back to
Ofcom’s argument that C&W had attributed to it objectives which it had not had in its
assessment of BT’s adjustments to starting charges.

We therefore view the arguments under 8812—29 of the Reply (which we refer to in
this assessment as ‘the Reply points’ for brevity) as a development of the allegation
underlying 8849-51 of the NoA, namely (as set out in 847.1) that, even on its own
analysis, the one-off increases to starting charges went beyond Ofcom'’s stated
objectives and are unjustified and/or are disproportionate.

In this regard, we note that, in its response to our request for clarification, C&W con-
tended that aspects of the arguments advanced under 8849-51 of the NoA continued
to be relevant in the context of the Reply points.*! C&W specifically stated that those
arguments in the NoA had ultimately resulted in the Reply points.**

In addressing that response from C&W, we note that C&W'’s argument that 8§51 of the
NOA related ‘directly to the arguments now pursued in the Reply’.*** We did not find it
easy immediately to divine the substance of C&W'’s allegation under 851. But, in the
light of C&W'’s contention that the arguments at 851 relate directly to the arguments
in 8812-29 of the Reply, we do not consider it necessary to address the allegation in
851 separately. In our view, the allegation in 851 must stand or fall with our determin-
ation of this Reference Question 2(aa). We therefore do not address 851 specifically
any further in this determination.

We also find support for our view regarding this linkage between the NoA and the
Reply in the fact that, in 8812—-29 of the Reply, C&W used language consonant with
arguments based on a criticism of Ofcom’s actions as being inconsistent with the
requirements of proportionality and/or objective justifiability. We note, for example,
that: C&W'’s argument in the Reply was that Ofcom had erred in permitting any step
change adjustment ‘beyond that necessary’ to bring prices within the DLRIC floor and
the DSAC ceiling;'** and that C&W repeatedly called into question whether Ofcom’s
approach was justified by reference to the objectives identified in Ofcom’s Defence or
necessary to the achievement of them.**®

In the light of these considerations, we understand that C&W'’s allegation in §812—29
of the Reply was essentially that Ofcom erred in concluding that the proposed one-off
starting charges satisfied the requirement that they were proportionate to what they
were intended to achieve, ie Ofcom had failed to meet at least one limb of the statu-
tory test under section 47(2).

In order to test the strength of this allegation, we must first identify the relevant objec-
tive or objectives. We note that both parties appear to agree that, while glide paths
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See, for example, note entitled ‘Response of C&W to the Competition Commission’s questions sent under cover of a letter of

l21421 February 2010 regarding ‘clarification on points that may be falling way’, p4.
Ibid, p4.

1pid, p7.

14Cf Reply, §1.2, and also §13.

Y5Cf in particular Reply, §§14-17, 25-26 and 27.
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3.122.

are to be preferred to one-off adjustments, the justification for (or the objective of)
one-off adjustments is to avoid a situation where prices are markedly out of line with
cost to an extent which could distort competition.*® We also note that both parties
also appear to agree that it was appropriate for Ofcom to ensure that the proposed
one-off adjustments did not undermine the objective of glide paths, which is to pro-
vide incentives to deliver greater efficiency.™’ We further note that these objectives
accord with the first two of the cumulative requirements under section 88(1)(b) of the
2003 Act, which Ofcom must satisfy before setting an SMP condition.

With these objectives in mind, we turn to assess the proportionality of the one-off
adjustments to starting charges and, in particular, we consider: first, whether Ofcom
was correct to conclude that the one-off adjustments to starting charges were neces-
sary in order to achieve the objective of cost orientation; and, secondly, whether
Ofcom was correct to conclude that the one-off adjustments were necessary in order
to avoid undermining the incentives of the glide path.

In considering the correctness of Ofcom’s approach, we also have in mind that
section 47(2) accords Ofcom a certain measure of discretion in determining whether
the limbs of the test set out in that section are met: it is for Ofcom to be satisfied that
the condition in question satisfies each of those limbs. We refer to our remarks above
in the introduction to this determination as to how we would approach the matter
were we to consider there to be a credible allegation that Ofcom had erred in the
exercise of its discretion.

However, in our view, this Reference Question does not give rise to such consider-
ations because the error alleged is not that Ofcom erred in the exercise of its dis-
cretion so much as that Ofcom had erred because it had failed to meet the relevant
statutory test. Our reasons for arriving at this conclusion will become apparent from
our analysis of the question in the paragraphs that follow.

Justification in the context of the objective of cost orientation

3.123.

3.124.

3.125.

We note that there is no dispute between Ofcom and C&W that the price of 2 Mbit/s
trunk was above DSAC, that the price of DPCN services was below DLRIC and that
the price of 2 Mbit/s local ends was within the DLRIC-DSAC range.

The adjustments to the price of 2 Mbit/s trunk and the price of DPCN services were
therefore justified as being necessary in order to meet the objective of cost orienta-
tion, ie ensuring that those services were not priced at levels which posed a risk of
distortion of competition. However, the one-off adjustments together could not be
justified if considered solely by reference to the cost-orientation objective, since

2 Mbit/s local ends were already priced within the DLRIC and DSAC boundaries and
therefore the adjustment to the price of that service goes beyond what is necessary
for cost-orientation reasons.

We note that Ofcom argued that if it had stopped at reducing the 2 Mbit/s trunk
charge and increasing the charges for DPCN services which were above DSAC and
below DLRIC respectively and had not adjusted the 2 Mbit/s local end charge, it
would have sent a signal to BT that, in situations where at the end of the charge
control there were prices that were either above DSAC or below DLRIC, there would
be a one-off adjustment to correct them. Such a mechanistic approach to one-off

18Ct Defence, §151, with which C&W ‘does not quarrel’: see Reply, §14.
YCt Defence, §156, with which C&W ‘agrees’: see Reply, §26.
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adjustments that would always bring prices outside the DLRIC and DSAC range to
DLRIC and DSAC would have created opportunities for BT to game the system. For
instance, BT might have increased some prices to DSAC and decreased other prices
below DLRIC at the end of a price control expecting Ofcom to keep those prices that
were at DSAC while increasing those prices that were below DLRIC to DLRIC.®
This would effectively have increased BT's ROCE and inflated the glide path.

For the following reasons, we are unconvinced by Ofcom’s arguments in relation to
the risk of gaming. First, we note that Ofcom told us that BT was under an obligation
to ensure cost orientation. Ofcom therefore implied that BT would have breached its
SMP condition if it had priced tactically below DLRIC. Secondly, since BT’s prices
were transparent to Ofcom, nothing would have prevented Ofcom from reversing
these price changes once it had identified them. Thirdly, Ofcom’s argument implies
that Ofcom should have replaced a transparent regulatory approach with an
approach that lacked transparency to ensure that BT could not game the system.
Whilst there might have been a tension between regulatory transparency and BT's
incentives to game the regulatory system, in this case, a system that did not allow BT
to understand Ofcom’s regulatory approach and its implications for BT's behaviour
would have been unlikely to promote efficiency.

Justification in the context of the objective of promoting efficiency

3.127.

3.128.

3.129.

3.130.

We now consider whether the one-off adjustments, including the adjustment to

2 Mbit/s local ends, were justified as being necessary in order to avoid undermining
the promotion of dynamic efficiency through the use of glide paths, as suggested by
Ofcom, or whether Ofcom erred in concluding that this one-off adjustment was pro-
portionate to what it was intended to achieve.

We consider it helpful first to explain how we understand that the incentive properties
of glide paths operate to deliver greater efficiency in the case of Ofcom’s regulatory
approach. Those incentives derive from the fact that the regulated entity knows that if
it outperforms the reduction in costs projected during the charge control, it will be
rewarded for those efficiency gains by keeping the additional profits through the
current charge control and into the next. This is because the additional profits will
only be removed gradually through a glide path in the next charge control rather than
being removed immediately at the start of the next charge control through one-off
adjustments. Similarly, if the regulated entity under-performs during the charge con-
trol, the under-performance will only be eliminated over time. For brevity, we refer to
this process, by which the regulated entity’s future choices are influenced by its
experience of previous regulatory action and which is intended to encourage greater
dynamic efficiency, as the ‘regulatory understanding’.

Ofcom stated that, having made one-off adjustments necessary to meet the objective
of cost-orientation, the question for Ofcom had been whether the overall impact
should have been revenue neutral and whether the average prices should have been
left at the same level.™*°

We understand that Ofcom’s reason for framing the question in the terms of ‘revenue
neutrality’ was that it led to an appropriate starting ROCE. We arrive at this under-
standing for the following reasons. First, in the bilateral hearing, Ofcom stated that its
preferred regulatory approach (ie one-off adjustments on DPCN serives, 2 Mbit/s

“8Bijlateral hearing, p48, lines 14—32.
9Bijlateral hearing, p47, lines 22—30.
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3.132.

3.133.

3.134.

3.135.

trunk and 2 Mbit/s local ends) led to a reduction in revenues of 4 per cent and a
reduction in ROCE of 3 per cent. Ofcom also stated that a regulatory approach
whereby it would only adjust prices of DPCN services and 2 Mbit/s trunk (ie only
those prices that were significantly out of line with costs) was not chosen as ‘Ofcom
felt it went too far’ and would have delivered over half of the required reductions in
average price levels in one go which would undermine the incentive properties of the
glide path.*?°

Secondly, we note that when asked whether it had carried out any analysis to
demonstrate that the 17 per cent starting ROCE that Ofcom chose was achieved due
to BT’s improved efficiency over the previous charge period, Ofcom replied that it had
not carried out detailed analysis of this kind. Ofcom further explained that although it
was aware that BT had improved its relative efficiency, the important point was how
the changes Ofcom implemented might influence future behaviour.*

C&W objected to Ofcom’s approach. In C&W'’s view, there was no justification for
what was, in its view, ‘rebalancing’ following reduction of 2 Mbit/s trunk charges.'??
Among the reasons C&W gave, C&W asserted that it had not been shown that the
last price control had failed to permit BT to recover its efficiently incurred costs and a
reasonable rate of return across the Tl services that had been subject to a price
control (ie excluding trunk). It could therefore not be said that there had been a ‘need’
to rebalance.'?®

We agree with C&W: Ofcom has not demonstrated that the increase to 2 Mbit/s local
end prices as part of the one-off adjustments to starting charges was necessary for
promoting efficiency.

We understand that Ofcom took the decision to allow the increase in the price of

2 Mbit/s local ends because it believed that without that ‘rebalancing’ the reduction in
the price of 2 Mbit/s trunk would have signalled to BT that it could not be confident of
retaining future efficiency gains, which would have reduced its incentive to pursue
them in other similar situations. Ofcom’s argument therefore required us to consider
whether the increase to 2 Mbit/s local end prices as part of the one-off adjustments to
starting charges was necessary in order to maintain dynamic efficiency incentives
when the 2 Mbit/s local end adjustment was considered in the context of the new TI
basket, ie with trunk combined after having been reduced to DSAC.

We do not accept this argument. Had Ofcom refused to allow a compensating one-off
adjustment to 2 Mbit/s local end prices following the reduction of 2 Mbit/s trunk prices
to DSAC, this behaviour would still have been consistent with Ofcom’s ‘regulatory
understanding’ with BT, for the following reasons:

(a) Ofcom has made clear that a one-off adjustment is a regulatory option Ofcom wiill
consider where necessary for cost orientation reasons, and this would include
reducing prices to DSAC as it did with 2 Mbit/s trunk pricing. In our view, such an
adjustment would or should not have been unexpected by BT.***

(b) Conversely, Ofcom would generally only make one-off adjustments when prices
were materially out of line with costs (as in the case of 2 Mbit/s trunk and DPCN
services). We therefore do not accept that BT could or should have had an

12%Bilateral hearing, p10, lines 17—32.
2'Bijlateral hearing, p50, lines 3-13.
?’Heading introducing §§24-29 of the Reply.
12Reply §27.1

1248§3.219 & 4.177 in the LLCC Statement.
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3.137.

3.138.

3.139.

3.140.

expectation that Ofcom would automatically make a compensating adjustment to
other prices.**

(c) Absent an assessment of the extent to which BT had improved the efficiency of
production of 2 Mbit/s trunk in the past, which it had not done, Ofcom was not in a
position to conclude whether a rebalancing one-off adjustment to 2 Mbit/s local
end prices was necessary in order to maintain the efficiency incentives on BT in
relation to the Tl basket going forward. (In the light of the comments received
from the parties on our provisional determination, we have expanded further in
paragraphs 3.168 to 3.178 below on the basis for our reasoning here.)

As to paragraph 3.135(c), at the time we drafted our provisional determination, we
inferred from the parties’ references to the PPC Disputes that Ofcom might have had
concerns that it would be inappropriate to conduct an analysis of 2 Mbit/s trunk
because of the risk of prejudicing the outcome of the PPC Disputes.?® We explained
in our provisional determination that we did not accept that such concerns should or
could displace the requirement under section 47 of the 2003 Act that Ofcom must not
set a condition unless it is satisfied that the four limbs of the test under section 47(2)
are met, including the requirement that the condition is proportionate to what it is
intended to achieve (in this case, the promotion of dynamic efficiency).

Furthermore, we did not accept that it would have undermined efficiency incentives
had Ofcom refused to allow a compensating adjustment to 2 Mbit/s local end prices
because it first had to analyse 2 Mbit/s trunk after resolution of the PPC Disputes. In
our view, this rationale for postponing the required analysis of 2 Mbit/s trunk would or
should not have been unexpected to BT. Consequently, we found that this approach
would still have been consistent with Ofcom’s ‘regulatory understanding’ with BT.

The parties did not provide substantive comments on this issue having reviewed our
provisional determination. BT subsequently argued for quite different reasons that the
PPC Disputes could not operate as a bar to Ofcom conducting an efficiency analy-
sis.*?” We note that this discussion did not alter our conclusion in relation to this
Reference Question.

Therefore, in our view Ofcom did not have any proper basis for concluding that the
increase to the price of 2 Mbit/s local ends was necessary to ‘rebalance’ for the
reduction to the price of 2 Mbit/s trunk or otherwise to preserve the regulatory under-
standing, ie in order to maintain the dynamic efficiency incentives of the Tl basket
going forward.

We therefore find that Ofcom was wrong to conclude that the increase to 2 Mbit/s
local end prices, as part of the one-off adjustments to starting charges, was justified
by reference to, or proportionate to, the need to maintain the incentive properties of
the charge control applicable to the Tl basket.

C&W'’s further or alternative rebalancing argument

3.141.

Finally, we note C&W'’s further or alternative argument that Ofcom’s one-off
increases, including those to DPCN local ends and DPCN link, would only have been

125883.219 & §4.177 in the LLCC Statement.

Z5which had not been decided when the LLCC Statement was published.

27BT advanced these arguments in the context of its submission as the appropriate remedy for the error identified in this
Reference Question: see BT’s letter of 15 June 2010, paragraph 25.
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3.143.

3.144.

justified to the extent that the increases were reflected in decreases for other ser-
vices within the TI basket.*?®

We did not find it easy to understand the basis on which C&W advanced this
additional argument. We note that it was introduced in tentative language—C&W
suggested that ‘... it may be that Ofcom should ...’—in a footnote to one of the
introductory paragraphs to its main arguments,**® which we have discussed in para-
graphs 3.112 to 3.140 above. This point was then referred to again in C&W's con-
cluding remarks.**

In our view, C&W did not develop this argument sufficiently in its pleadings or provide
sufficient evidence to support its contention to make out its claim on this basis. Since
this argument also appeared in the context of 8§12—-29 and given the language used,
we infer, broadly speaking, that this was intended to be a further allegation that
Ofcom erred as a matter of law or assessment in its understanding or application of
the requirements of the 2003 Act. C&W'’s comments on this point during the bilateral
hearing are consistent with this broad understanding,*** but we found that they were
insufficiently specific as to the legal basis for the claim or the reasoning and evidence
supporting it for us meaningfully to engage with this claim.

Therefore, even taking into account C&W'’s additional remarks during the hearings,
we find that C&W did not sufficiently explain the legal basis for its claim or why it
would be necessary to carry out the adjustments to the Tl basket following the
increases to DPCN prices for Ofcom to satisfy the requirements of the 2003 Act.

Parties’ comments on our provisional determination

3.145.

3.146.

3.147.

3.148.

As noted in paragraphs 1.47 and 1.48, we issued our provisional determination of the
Reference Questions to the parties for comment.

On reading the parties’ comments, we noted that much of the commentary focused
on our assessment of Reference Question 2(aa) and the parties adopted widely
divergent interpretations of that assessment.

In preparing this final determination, we first considered the parties’ comments, some
in more detail (as to which see paragraphs 3.160 to 3.202 below), to see whether
they raised any issues which would cause us to alter our provisional conclusion. For
the reasons we set out below, we decided that the comments did not cause us to do
so. However, we also decided to clarify, where necessary, the drafting of our assess-
ment of this question to remove the scope for any misunderstanding as to what we
had determined.

Before turning to consider those comments on Question 2(aa), we should note that
we had concerns that some of the comments advanced new arguments or relied on
new evidence. Accordingly, we sought submissions in reply from the other parties,
and considered all the parties’ contributions carefully in considering whether we
should take the new arguments or evidence into account in arriving at our final
determination in accordance with the approach outlined in our introduction in para-
graphs 1.49 to 1.56. In relation to certain of the arguments and/or evidence included
among their comments, the parties argued that they were not new or, if new, of such

Reply, §813 (fn 11) & 29.

12C&W Reply, §13, fn 11.

1%0c&W Reply, §29: ‘... or should only have done so to the extent that they were reflected in decreases for other Tl services ...".
131C&W bilateral hearing transcript, p33, line 12, to p35, line 1.
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importance to the determination of this question that we should take them into
account in any event. For reasons on which we elaborate below, we do not consider
it necessary to decide these questions because, even if we took those arguments
and/or evidence into account in our assessment, they would not alter the conclusions
we had reached without them.

Ofcom’s comments on our provisional determination

3.149. We note the following three criticisms made by Ofcom of our provisional determin-
ation.

3.150. First, referring to the version of paragraph 3.135(c) as it appeared in the provisional
determination, Ofcom argued that it did have evidence demonstrating that the
increase in the price of 2 Mbit/s local ends was proportionate to its objectives
(Ofcom’s ‘first critique’).*** In particular, Ofcom referred to two examples of evidence
going to the question of BT's efficiency:

(a) Ofcom referred first to a number of studies of BT's comparative efficiency which it
had commissioned NERA to carry out and which showed that BT had improved
its efficiency considerably between 2003/04 and 2006/07 relative to the upper
decile of comparator companies (‘the NERA studies’).**® In Ofcom’s view, this
evidence was sufficient to demonstrate that the 2 Mbit/s local end price increase
was justified and proportionate to the relevant objectives. Ofcom believed that no
further efficiency evidence was required.™*

(b) Ofcom also referred to a note it had prepared and submitted on 7 April 2010
following the bilateral hearing we had had with Ofcom on 19 March 2010 (‘the
April note’). Based on the results of this analysis which Ofcom conducted follow-
ing the bilateral hearing, Ofcom concluded that BT had outperformed the 2004
PPC charge control and this outperformance suggested that the package of one-
off price adjustments it had implemented, which had been designed to reduce
BT’s ROCE to 17 per cent, had been reasonable. Ofcom therefore argued that
this additional evidence reinforced its argument that its decision was proportion-
ate to its regulatory objectives. We note that the April note was also in part based
on the NERA studies.**®

3.151. Secondly, Ofcom questioned what it understood to be the ‘thrust’ of our argument,
namely that Ofcom had failed to show that the package of one-off adjustments was
better with the 2 Mbit/s price increase than it would have been without it, on the basis
that such an argument was not open to us in the light of the standard of review we
had outlined in paragraphs 1.24 and 1.46 above (Ofcom’s ‘second critique’). Applying
this standard of review, Ofcom maintained that we could only have found that it had
erred if we could demonstrate that the package of one-off adjustments, including the
2 Mbit/s local end price increase, was clearly inferior to other available options.
Ofcom argued that we had not put forward any reasons why the package of one-off
price adjustments would have been better without the 2 Mbit/s local end price
increase.'*

%20fcom comments on our provisional determination dated 28 May 2010 (‘Ofcom’s PD comments’), §§4—15.

1330fcom referred to the NERA studies at §4.179 of the LLCC Statement and in its Defence (Annex A, §§45-46) in the context
of C&W'’s allegations under Ground A. We briefly address those arguments in paragraph 2.25.

1%0fcom’s PD comments, §8. We note that Ofcom referred to the ‘1Mb price increase’, but we understood that this to be a
tygographical error, given that the issue under discussion was the price increase to 2 Mbit/s local ends.

%50fcom’s PD comments, §§9-11 and the annexed 7 April 2010 note.

1%0fcom’s PD comments, §§16—19.
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3.152.

3.153.

3.154.

3.155.

3.156.

3.157.

Thirdly, Ofcom argued that the relevant statutory tests should not be applied to an
individual element of the package of one-off price adjustments, but to the package as
a whole (Ofcom’s ‘third critique’). Ofcom explained that: its objectives in considering
one-off price changes had been to improve the alignment between prices and costs
and to reduce the overall level of profitability of Tl services, whilst preserving the
incentive properties of the price cap; these objectives had been reflected in the three
criteria specified which BT’s proposals had been required to meet; and the package
put forward by BT had satisfied the three criteria. Ofcom noted that we had not
challenged Ofcom’s objectives or said that Ofcom had erred in setting the three
criteria, but we had concluded that one element of BT's proposed package of one-off
adjustments was not proportionate.*®’

BT’s comments on our provisional determination

We refer here briefly to certain of the comments received from BT relating to our
provisional determination.

Referring to the version of paragraph 3.135(c) as it appeared in our provisional
determination, BT argued that it followed from our conclusion in that subparagraph
that we considered that a rebalancing one-off adjustment to 2 Mbit/s local end prices
had been capable of being justified, if a properly conducted assessment had been
carried out by Ofcom of the extent to which BT had made appropriate efficiency gains
in the past. BT stated that it agreed with this conclusion, subject to one caveat.'*®

That caveat was that it would not have been possible for Ofcom to assess the
efficiency of production of 2 Mbit/s trunk in isolation. This was because studies into
comparative efficiency levels (such as used by Ofcom) were based on publicly avail-
able information which was generally only available at the aggregate level, ie at a
higher level of service aggregation than that of a specific service such as 2 Mbit/s
trunk. BT submitted that the analysis of BT's network efficiency, conducted by Ofcom
in 2004 and 2009 and applied to the price control baskets, could have been used as
an estimate of the efficiency of provision of individual services.** We note that the
analysis to which BT referred is in part based on the NERA studies.

C&W'’s comments on our provisional determination

Finally, we note the following comments from among those received from C&W
relating to our provisional determination.

While broadly agreeing with our conclusions as set out in what is now paragraph
3.135 above, C&W submitted that we had not gone far enough. In C&W'’s opinion,
even if Ofcom had conducted the assessment to which we referred in what is now
subparagraph 3.135(c) above, it could not have justified compensatory increases in
other charges. C&W argued that to do so would not have been consistent with the
regulatory understanding, because 2 Mbit/s trunk had not been subject to a charge
control before the charge control now under appeal. Therefore, no costs had been
projected for 2 Mbit/s trunk and in no sense had BT outperformed projections for that
service.*

¥ 0fcom’s PD comments, §§20—21.

138

BT's comments on our provisional determination dated 28 May 2010 (‘BT's PD comments’), 8§7-8.

%9B8T's PD comments, §11.
19C&W’s comments on our provisional determination dated 28 May 2010 (‘C&W's PD comments’), pp2—3.
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3.159.

3.160.

3.161.

3.162.

3.163.

With respect to our analysis in paragraphs 3.141 to 3.144 above, C&W contended
that this argument, namely that increases in DPCN charges should have been
reflected in decreases in other charges, was part and parcel of the argument raised
in paragraphs 12 to 29 of C&W'’s Reply. C&W believed that its line of argument was
adequately raised in its Reply, and confirmed that the legal basis for its argument had
been ﬁlle same as in relation to its argument against the increase to 2 Mbit/s local
ends.

C&W argued that it followed from the ‘regulatory understanding’ that the regulated
entity should not immediately have been relieved of the consequences of under-
performance. For the regulator to increase some charges previously subject to
control without decreasing others would have the effect of increasing the overall
profitability of the totality of the services previously subject to control beyond what
was being achieved at the end of the previous control. In so doing, the regulator
would have undermined the dynamic efficiency incentives by relieving the regulated
entity of (some of) the consequences of under-performing the requirements of the
previous price control. 12

Our response to the parties’ comments

We first consider certain of Ofcom’s comments, which in our view appear to have
been based largely on misconceptions regarding our provisional determination. We
seek to correct these misconceptions below and to demonstrate why Ofcom’s criti-
cisms are unfounded. We then turn to consider Ofcom’s three critiques, referring
where appropriate to the particular comments raised by the other parties as well.

e Misconceptions underlying Ofcom’s comments

In introducing its first critique, Ofcom observed that neither C&W nor we had pro-
vided any analysis to show that the price increase to 2 Mbit/s local ends was not
necessary to maintain the incentive properties of the charge control. Ofcom noted
that our conclusion was instead based on the contention that Ofcom had not done
enough to show that the 2 Mbit/s local end price increase was required to meet its
objectives.

This betrays what we regard as Ofcom'’s first misconception, namely that it was for
C&W positively to show that the price increase was not necessary to maintain the
incentive properties of the charge control. It is true that the burden of proving its case
fell on C&W as the appellant. But, as we had explained in our provisional determin-
ation (in terms similar to those in paragraph 3.118 above), C&W'’s allegation was that
Ofcom had erred in concluding that the proposed one-off starting charges satisfied
the requirement that they were proportionate to what they were intended to achieve,
ie Ofcom had failed to meet at least one limb of the statutory test under section 47(2).

C&W therefore had to show Ofcom had failed to meet the relevant statutory test.*** It
is clear from the statutory wording of that test that Ofcom can only set an SMP con-
dition if it is satisfied that, among other requirements, the condition is proportionate to
what it is intended to achieve. It is also clear from leading case authority that the test
of necessity forms part of the proportionality assessment.*** The statutory wording

“1C&W'’s PD comments, pp3—4.

142

C&W'’s PD comments, p3.

“*We set out the test in the introduction in paragraph 1.17 above.
“‘See Daly cited above in paragraph 3.24.
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3.164.

3.165.

3.166.

3.167.

3.168.

3.169.

therefore denies Ofcom the power to set a condition unless it is necessary for it do
so.

It was therefore for C&W to show that Ofcom had no basis for deciding that it was
necessary to make the increase to 2 Mbit/s local end prices as part of the one-off
adjustments to starting charges; it was not for C&W to show that the one-off adjust-
ments were not necessary, as Ofcom suggested.

Thus, we held in our provisional determination that Ofcom had erred because we
were satisfied that C&W had demonstrated that Ofcom had failed to meet the statu-
ory test. In our view, as we had stated in our provisional determination (in terms
similar to paragraphs 3.139 and 3.140 above), Ofcom had no proper basis for decid-
ing that the increase to the price of 2 Mbit/s local ends was necessary to preserve the
regulatory understanding, ie to maintain the dynamic efficiency incentives of the Tl
basket going forward. We therefore determined that Ofcom had been wrong to con-
clude that the increase to 2 Mbit/s local end prices as part of the one-off adjustments
to starting charges was justified by reference to, or proportionate to, the need to
maintain the incentive properties of the charge control applicable to the Tl basket.

In our view, the central premise of Ofcom’s first critique was also unsound, being
based on further misconceptions regarding our provisional determination. Referring
to the version of paragraph 3.135(c) above as it appeared in our provisional deter-
mination, Ofcom asserted that this subparagraph represented our ‘key point’.**®
Ofcom further stated that it proceeded on the assumption that we had meant to refer
to the efficiency of the services covered by the Tl basket rather than solely to 2 Mbit/s

trunk. 14

Ofcom'’s assertions and its assumption are incorrect. We did not suggest in our pro-
visional determination that the observation we made in what is now paragraph
3.135(c) formed the crux of our reasoning in determining this Reference Question,
and we do not do so now. We regard it as potentially misleading to refer only to one
part of our assessment of this question in isolation in this way.

We consider it particularly important to explain why, contrary to Ofcom’s assumption,
we had quite deliberately referred to the efficiency of 2 Mbit/s trunk in the specific
context of paragraph 3.135(c). The primary question we sought to answer in this part
of our assessment was whether the increase to 2 Mbit/s local end prices, as part of
the one-off adjustments to starting charges, was justified as being necessary in order
to avoid undermining the promotion of dynamic efficiency through the use of glide
paths, as now set out in paragraph 3.127 above.

In our bilateral hearing with Ofcom, Ofcom’s answer to this primary question, ie that
relating to justification, was to argue that it chose to endorse a package of one-off
adjustments which included not only a reduction to 2 Mbit/s trunk charges but also a
partial off-setting increase to 2 Mbit/s local end charges because Ofcom was con-
cerned that to have simply reduced the 2 Mbit/s trunk charge and made no other
changes would have undermined the incentive properties of the glide path.™’
Ofcom'’s reasoning amounted to an argument that the adjustment to the price of

2 Mbit/s local ends was justified as being necessary in order partially to offset or to
‘rebalance’ for the reduction in 2 Mbit/s trunk charges.

“*0fcom’s PD comments, §6.

146

Ofcom’s PD comments, 8§7.

“TSee the hearing transcript, p10, lines 9—32, to which we referred in our provisional determination in terms similar to what is
now paragraph 3.98 above.
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3.171.

3.172.

3.173.

3.174.

In our assessment, we therefore sought to test the strength of such a rebalancing
argument as an answer to the primary question of how the one-off adjustments were
justified. Framed in the light of this rebalancing justification advanced by Ofcom, the
primary question became one of whether, had Ofcom refused to allow a compensat-
ing one-off adjustment to 2 Mbit/s local end prices following the reduction of 2 Mbit/s
trunk prices to DSAC, this behaviour by Ofcom would still have been consistent with
Ofcom’s ‘regulatory understanding’ with BT: see what is now paragraph 3.135.

It is this element of our reasoning which appears to have given rise to Ofcom’s mis-
understanding regarding our reasoning in the provisional determination of this
guestion and which we therefore seek to elucidate here.

We note that, for Ofcom’s rebalancing or compensating argument to work as a justifi-
cation for the increase to 2 Mbit/s local end prices, it would be necessary to show

(a) that there was something for which Ofcom had to compensate, ie that the
decrease to the price of 2 Mbit/s trunk had deprived BT of an unanticipated efficiency
gain,™*® and (b) that the necessary method by which to provide such compensation
(ie to produce the desired incentive effects) was to increase the price of 2 Mbit/s local
ends.

To be clear, we are not suggesting that it is ‘solely’ the efficiency of trunk which is
relevant in considering the first limb (a) of this two-part test, as Ofcom seemed to
have understood us to say.**® To meet limb (a), it would be necessary to analyse the
efficiency of the whole of the new Tl basket, ie including the previous unregulated

2 Mbit/s trunk service.*® Thus, it was because Ofcom had sought to justify the
adjustment to the 2 Mbit/s local end price as being necessary partially to offset the
adjustment to 2 Mbit/s trunk pricing, that in our view it became necessary for Ofcom
to assess the efficiency of 2 Mbit/s trunk before Ofcom could claim to satisfy limb (a)
of this test. To put it another way, in order to meet the first limb (a) of this two-part
test in the circumstances arising in the LLCC Statement, it would be necessary
(albeit not necessarily sufficient) to ask, as a secondary question, to what extent if at
all the 2 Mbit/s trunk price had been significantly above DSAC as a result of past
improvements by BT to the efficiency of provision of 2 Mbit/s trunk.

Accordingly, one of the reasons we gave (in what is now subparagraph 3.135(c)) for
rejecting the rebalancing argument advanced by Ofcom was that Ofcom lacked any
evidence to show that the decrease to the price of 2 Mbit/s trunk had deprived BT of
an unanticipated efficiency gain (ie a necessary step towards meeting limb (a) of the
two-part test set out in the preceding paragraph). As we noted in subparagraph
3.135(c), Ofcom had not conducted any assessment of the extent to which BT had
improved in the past the efficiency of 2 Mbit/s trunk (ie as a necessary step in
assessing the efficiency of the whole of the Tl basket). We further note that Ofcom
accepted during the bilateral hearing with it that it had not conducted any detailed
efficiency analysis to demonstrate that the 17 per cent starting ROCE it had chosen
for the new charge control was achieved due to BT's improved efficiency over the
previous charge period: see paragraphs 3.105 and 3.131 above. Ofcom had there-
fore not been in a position to conclude whether a rebalancing one-off adjustment to

“% /e note that Ofcom has a general preference for glide paths as opposed to one-off adjustments because, among other
things, they allow the regulated companies to keep unanticipated efficiency gains for a longer period. See paragraph 3.68
above for a summary of Ofcom’s regulatory approach.

“SOfcom’s PD comments, §7.

150

However, we note in passing here that, because it was a previously unregulated service, there are difficult questions to

address about how efficiency should be assessed and how it is used to preserve incentives. See also our discussion in
paragraph 3.187 below.
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3.175.

3.176.

3.177.

3.178.

3.179.

3.180.

2 Mbit/s local end prices was necessary in order to maintain the efficiency incentives
on BT in relation to the Tl basket going forward.

It was therefore in the specific context of assessing the particular rebalancing argu-
ment advanced by Ofcom that we had referred to the efficiency of 2 Mbit/s trunk.
Thus, contrary to Ofcom’s assumption in its comments on our provisional determin-
ation, we had indeed meant to refer to the efficiency of 2 Mbit/s trunk in this particular
part of our analysis.

In making this observation, we were not making any determination as to whether,
even if Ofcom did have such evidence, we would consequently accept that the
increase to the price of 2 Mbit/s local ends was justified as necessary to maintain the
regulatory understanding with BT. Such evidence would only go part of the way to
meeting limb (a) of the test set out in paragraph 3.172 above, but it would not alone
be sufficient to meet limb (a). It would then further be necessary to meet limb (b).
Indeed, we had made clear in the immediately preceding subparagraph of our
assessment (what is now subparagraph 3.135(b)) that, in our view, there could not
and should not be any expectation that Ofcom would automatically make a compen-
sating or rebalancing adjustment to one price when it decided (on an exceptional
basis) to make a one-off adjustment to another price because that other price was
materially out of line with costs. Rather, we were emphasizing that Ofcom could
hardly expect to rely on an argument that a ‘compensating’ adjustment was neces-
sary when it did not have any evidence in support of its basic premise (ie that there
was any efficiency gain for which to compensate BT).

This point is highly significant because all three parties have commented on the
scope of what we had meant in what is now subparagraph 3.135(c), and because it
shows why the evidence now adduced by Ofcom and BT regarding BT’s efficiency
would not affect our conclusion that Ofcom had erred, even if we were minded to
take that evidence into account in arriving at our final determination of this question.
We consider that evidence further below in paragraph 3.180ff.

In addition, in considering and rejecting Ofcom’s ‘rebalancing’ answer to the primary
guestion of whether the increase to 2 Mbit/s local end prices as part of the one-off
adjustments to starting charges was justified, we should also emphasize that the key
guestion in our view remains whether the increase to 2 Mbit/s local end prices, as
part of the one-off adjustments to starting charges, was justified as being necessary
in order to avoid undermining the promotion of dynamic efficiency through the use of
glide paths. The reason why we considered only the rebalancing argument as an
answer to this primary question was because this was the only answer which had
been suggested to us by Ofcom and to which the parties’ arguments had therefore
been directed.

We therefore consider (for the reasons we have set out in the foregoing paragraphs

3.168 to 3.178) that Ofcom'’s first critique was fundamentally undermined by the fact

that it proceeded on a false premise. That premise arose from the mistaken assump-
tion Ofcom made in introducing its critique.

e Ofcom’s first critique—evidence of efficiency

With these observations in mind, we turn now to consider the evidence to which
Ofcom referred in its first critique, ie both the NERA studies and Ofcom’s own analy-
sis in the April note. In doing so, we refer again to our earlier observations in para-
graph 3.148 as to why we are in principle opposed to the admission of further
arguments and evidence at such a late stage in the proceedings.
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3.183.

3.184.

3.185.

3.186.

However, we are of the view that neither the NERA studies nor the April note
(together, ‘Ofcom’s further evidence’) alter our determination that Ofcom was wrong
to conclude that the increase to 2 Mbit/s local end prices, as part of the one-off
adjustments to starting charges, was justified as being necessary in order to avoid
undermining the promotion of dynamic efficiency through the use of glide paths. Our
reasons for maintaining this position, even if we took Ofcom’s further evidence into
account, are as follows.

As a preliminary point, we note that we did not find it easy to understand whether
Ofcom’s further evidence was intended to serve (a) as a proxy demonstrating the
efficiency of 2 Mbit/s trunk (ie in support of Ofcom’s original ‘rebalancing’ argument)
or (b) as evidence going to the primary question (ie whether the increase to 2 Mbit/s
local end prices as part of the one-off adjustments to starting charges was justified as
being necessary in order to avoid undermining the promotion of dynamic efficiency
through the use of glide paths). However, on either analysis, the further evidence
does not alter our conclusion that Ofcom had erred.

As regards the former alternative (a), Ofcom'’s further evidence does not directly
address the efficiency of 2 Mbit/s trunk and cannot, in our view, serve as an effective
proxy in assessing the efficiency of that service. However, we infer from the fact that
Ofcom had thought we were mistaken in referring to the efficiency of 2 Mbit/s trunk
that Ofcom intended its further evidence to serve the latter purpose (ie alternative (b)
in the foregoing paragraph). We further note that BT in its comments specifically
stated that it would not be possible for Ofcom to assess the efficiency of production
of 2 Mbit/s trunk in isolation.*** We therefore do not anticipate that our view on this
point will come as any surprise to Ofcom or to BT (notwithstanding BT'’s assertion
that Ofcom’s further evidence should stand as an estimate for the efficiency of pro-
vision of individual services).'*?

As regards the latter alternative (b), we have the following three observations each of
which taken alone would support our view that this evidence would or should not alter
our conclusion that Ofcom had erred in the manner identified in our assessment of
this question. Taken together, they serve to reinforce that viewpoint.

First, we note that C&W has raised a number of questions regarding the robustness
of Ofcom’s methodology underlying parts of Ofcom’s further evidence.'** We are not
in a position to assess the strength of those substantive objections to Ofcom’s further
evidence, but we consider it apparent from C&W'’s criticisms that Ofcom’s conclu-
sions are not beyond doubt.

Before turning to our second observation, we note in passing here that the fact that
C&W has raised such questions also tends to support our view that we could not
properly admit this further evidence, and particularly the April note, without requiring
extensive further examination by us and a fuller opportunity for C&W (and BT) to
comment on that evidence and for Ofcom to respond. Given the tight timetable to
which we have worked in producing this determination, we do not consider that we
could have engaged in this further enquiry without rendering it impracticable for us to
meet the deadline set by the Tribunal for us to determine the questions referred to
us.

151

For the record, we should state that studies into comparative efficiency levels, to which BTrefers, are not the only means of

assessing efficiency. We would therefore hesitate to accept BT's conclusion that ‘it would not be possible ... to assess the
efficiency of production of 2 Mbit/s trunk in isolation’ (cf BT's PD comments, §11). But, since we have not heard any argument
on this point and it does not affect our conclusions, we do not consider the point further.

52BT's PD comments, §11.

153C&W'’s submissions dated 15 June 2010, submitted at our request following receipt of Ofcom’s PD comments, §§25—29.
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Secondly, and in any event, we do not consider there to be a sufficient nexus
between Ofcom’s further evidence and the increase to 2 Mbit/s local end prices to
demonstrate why the increase was necessary to achieve the objective of promoting
efficiency, ie how Ofcom had satisfied limb (b) of the two-limbed test identified in
paragraph 3.172 above. To put it another way: even if Ofcom’s further evidence were
to show that BT had improved its efficiency at some general level in the past, it does
not show that Ofcom had been right to conclude that BT’s proposed increase to

2 Mbit/s local end prices as part of the one-off adjustments to starting charges was
necessary in order to avoid undermining the promotion of dynamic efficiency through
the use of glide paths in the future.

Thirdly, we are concerned that Ofcom now appears to be moving away from its
original ‘rebalancing’ argument in favour of alternative arguments without demon-
strating that these alternatives were in its mind when it decided to allow BT'’s one-off
adjustments. This is a merits appeal; it is not an appeal de novo. As such, the ques-
tion of whether Ofcom erred in its decision falls to be assessed on the basis of the
information available to Ofcom at the time of its LLCC Statement and the consider-
ations it had in mind at the time of its original decision, rather than as if the decision
were taken anew on the basis of the information now available to us.

In this regard, we note that Ofcom’s arguments in its Statement, its Defence and
during the bilateral hearing were focused on the ‘rebalancing’ argument, and the
alternative reasoning now adduced appears to have been formulated after the time
relevant to our assessment. Indeed, our understanding is that Ofcom only prepared
the April note after the bilateral hearing in March 2010 and that the analysis was new
and responsive to our criticism that Ofcom had not previously conducted any analysis
of the efficiency of production of 2 Mbit/s trunk in the past.”** As such, Ofcom has
given us strong grounds for believing that this alternative argument was one devel-
oped after the event. Indeed, as noted above in paragraphs 3.105 and 3.131, Ofcom
admitted during the bilateral hearing that it had not carried out any detailed efficiency
analysis of this kind prior to making the LLCC Statement.

e Ofcom’s second critique—standard of review

In our view, Ofcom’s second critique is also undermined by a fundamental mis-
conception regarding the question we were required to answer in this part of our
assessment and how we addressed that question in our provisional determination.
Contrary to Ofcom’s understanding, the ‘thrust’ of our reasoning was not that Ofcom
had failed to show that the package of one-off price adjustments was better with the
2 Mbit/s price increase than it would have been without it. Rather, our reasoning was
as clearly stated above, including in what is now paragraphs 3.133 to 3.135: in our
view, Ofcom had been wrong to conclude that the increase to 2 Mbit/s local end
prices as part of the one-off adjustments to starting charges was necessary in order
to maintain dynamic efficiency incentives.

The question was one of whether Ofcom had erred because it had failed to meet the
relevant statutory test, rather than whether Ofcom had erred in the exercise of any
discretion: see paragraphs 3.118 to 3.120, 3.124 and 3.127 above. Thus, the
guestion (which we considered in the Introduction from paragraph 1.24ff) of our
having to determine whether Ofcom erred in choosing a clearly inferior option from
among different options available to it does not arise in this context. Ofcom’s second
critigue is accordingly unfounded.

1% 0Ofcom’s PD comments, §§9-12.
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e Ofcom'’s third critique—broad versus narrow application of statutory tests

We consider that Ofcom'’s third critique is based on a false dichotomy between a
broad versus a narrow application of the statutory test under section 47 of the 2003
Act (and, for that matter, section 88).

Ofcom stated its view that the relevant statutory tests should not be applied to an
individual element of the package of one-off adjustments, but to the package as a
whole.™® C&W took the contrary view, arguing that the requirements of section 47(2)
of the 2003 Act could only sensibly be read to apply to each individual element of the
charge control.**® Neither party provided any detailed textual analysis of the statute
to support its view. But C&W did also advance the alternative view that the 2 Mbit/s
local end price increase had rendered the whole package of one-off changes dis-
proportionate.**’

We note that the statutory tests under sections 47(2) and 88(1)(b) are expressed as
applying to the setting of ‘a condition’ or ‘an SMP condition’ respectively. In our view,
therefore, the statutory regime requires that Ofcom applied the relevant statutory
tests when setting each and every condition in the context of the LLCC Statement.

Section 45 of the 2003 Act describes the various conditions which Ofcom has the
power to set, and section 87 relates to conditions about network access including
SMP conditions including, in section 87(9)(a), price controls. The specific conditions
subject to this part of C&W'’s appeal (G4, GG4, GH4 and H4) are set out in Annex 9
to the LLCC Statement.**® The starting charge adjustment values (ie including the
one-off adjustments to starting charges under consideration in Reference Question
2(aa)) are set out in Annex D to each of those conditions and form part of each of
those conditions.**®

In our view, therefore, the primary question is whether the setting of each of con-
ditions G4, GG4, GH4 and H4 was proportionate to (and therefore necessary for)
what it was intended to achieve. But this does not preclude consideration of the
particular one-off adjustments which form the basis of the alleged error in this
Reference Question.

On the contrary, we not consider that Ofcom could properly conclude that the setting
of each condition was proportionate to and necessary for the objectives it was
intended to achieve without being satisfied that the one-off adjustments, being key
components of each condition, were themselves necessary for and therefore
proportionate to those objectives.

We regard it as misguided to argue, as Ofcom did, that it should or could have satis-
fied its statutory obligations in setting each condition by considering the package of
one-off adjustments without having had regard to the constituent parts of that
package. We note that, on Ofcom’s own analysis, the statutory tests ‘should’ be
applied to the package of one-off adjustments (which itself forms only part of each
condition)*® and, thus, not merely to the condition as a whole. Such an approach
appears to be consistent with our view as stated in the previous paragraph, and
contrary to Ofcom’s position that it is impermissible or improper to have regard to

155

Ofcom’s PD comments, §20.

1%CgW's 15 June 2010 submission, §11.
1¥7Cc&W's 15 June 2010 submission, §11.

1

Ewww.ofcom.org.uk/consult/condocs/licc/liccstatement/liccannex. paf.

%95ee, for example, Annex D to Condition G4 on pp121ff of the Annexes to the LLCC Statement.
%90fcom’s provisional determination comments, §20.
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3.199.

3.200.

3.201.

3.202.

constituent elements when considering the application of the statutory tests to the
whole.

We therefore regard our analysis of the issue arising under this Reference Question
as consistent with the statutory regime under the 2003 Act. In setting each of the
conditions G4, GG4, GH4 and H4, Ofcom was under an obligation to apply the rele-
vant statutory tests, in particular those under sections 47 and 88 of the 2003 Act. In
meeting that obligation, we see it as a mistake to suggest that there had been a
binary choice between whether the statutory tests should apply to an individual
component of the package of one-off adjustments or, as Ofcom suggested in its
comments, to the package of one-off adjustments taken as a whole. Rather, in our
view, it was an integral part of that obligation for Ofcom to have had regard to the key
components of that condition. In other words, in order to form a view on whether the
condition as a whole in this case satisfied the statutory tests, it was necessary to
form a view on the proportionality of the one-off adjustment to 2 Mbit/s local ends as
a key component of that condition.

In our view, then, Ofcom’s third critique is based on a false dichotomy which does not
displace our conclusion that it had erred in its application of the statutory test in this
instance.

Our response to C&W'’'s comments on the adjustments to DPCN charges

We maintain our conclusion in our provisional determination that C&W was insuf-
ficiently specific both as to the legal basis for the claim in relation to the one-off
increase to DPCN services, and as to the reasoning and evidence supporting it for us
meaningfully to engage with that claim. We consider it telling that C&W was required
to ‘confirm’ that the legal basis for this argument was the same as its argument in
relation to 2 Mbit/s local end charges. Had C&W more clearly articulated the legal
basis for its claim in its NoA or its Reply, such confirmation would not have been
necessary.

However, even if we were to accept C&W's contention that the same legal basis for
this argument applied in principle, we are not persuaded that C&W'’s argument in
relation to DPCN charges had been developed sufficiently to show how the legal
analysis we have discussed above would operate in practice in relation to the DPCN
one-off adjustments; nor are we persuaded that C&W had provided sufficient
evidence to demonstrate that Ofcom had erred in concluding that the increases to the
prices of DPCN services as part of the one-off adjustments to starting charges were
necessary to meet Ofcom’s objectives as discussed above.

Determination

3.203.

For the reasons set out above, we conclude that Ofcom erred in permitting the
increase to 2 Mbit/s local end prices as part of the one-off adjustments to starting
charges for the reasons set out in 8812—29 of the Reply.
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Reference Question 2(b)

3.204.

3.205.

3.206.

This section (paragraphs 3.204 to 3.269) sets out our conclusions as to whether the
TI Price Controls have been set at a level which is inappropriate because Ofcom
erred in setting charges for DPCN services and 2 Mbit/s local ends and, in particular,
in adjusting some prices and not others within the Tl basket for the reasons set out in
§852-56 of the NoA.

§852-56 set out the second of the four allegations of error made under Ground B of
the NoA. Ground B addresses the alleged errors arising from Ofcom having allowed
BT to increase certain charges at the start of the LLCC. These particular paragraphs
appear under the heading ‘inefficient structure of charges’. In 852, C&W alleged that
the structure of charges which resulted from allowing BT to increase charges in this
way was inefficient, discriminatory and anti-competitive. We discuss further below the
nature of C&W'’s allegation on this ground.

For the reasons set out below, our determination is that C&W failed to demonstrate
that Ofcom erred in adjusting some prices and not others within the Tl basket for the
reasons set out in 8852-56 of the NOA.

Summary of Ofcom’s rationale and methodology

3.207.

3.208.

3.209.

3.210.

We have discussed in general terms, in paragraphs 3.67 to 3.76 above,'®* Ofcom’s
rationale for deciding to amend the starting charges of some TI services. We elabor-
ate here on those elements of that rationale which are pertinent to our determination
of this Reference Question (2(b)).

When regulating baskets of services, Ofcom has a general preference for RPI-X
regulation using ‘glide paths’ (whereby charges are aligned with costs over a number
of years) to one-off adjustments of charges (whereby charges are adjusted immed-
iately at the beginning of a charge control). This is for two main reasons: (a) glide
paths lead to greater stability and predictability as they avoid sudden changes to
charges; and (b) glide paths allow BT to keep efficiency gains for longer and thus
create an incentive for cost reduction. However, Ofcom does allow one-off price
adjustments in cases when charges are materially out of line with costs.'®?

However, in its LLCC Statement, Ofcom allowed a one-off adjustment to the price of
2 Mbit/s trunk decreasing its price to the level of its DSAC.*** Ofcom also allowed a
one-off adjustment to some DPCN services and 2 Mbit/s local ends*® increasing
their price approximately to the level of their DLRIC for DPCN services and above
fully allocated cost (FAC) for 2 Mbit/s local ends based on Ofcom’s calculation of
DLRIC and FAC.'®

Ofcom did not carry out any further adjustments to the charging structure. Ofcom did
not consider that it would be appropriate to impose a rigid structure on charges. It
stated that given a total pot of costs, and subject to appropriate safeguards to
prevent anti-competitive or excessive charges, it was up to BT to structure prices to
recover costs efficiently.*®®

161

Concerning Reference Question 2(aa).

162) ) cC Statement, §4.177.

183 | cC Statement, §4.180.

184 LCC Statement, §§4.182-4.183.
¥pefencem, Annex B, Tables B1 & B2.
188 | cC Statement, §4.187.
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3.211.

3.212.

3.213.

3.214.

Ofcom proposed the following safeguards: (a) a sub-cap of RPI-0 per cent on the
sub-basket of terminating segments; (b) a sub-cap of RPI+5 per cent on each
charge; and (c) a sub-cap of RPI-0 per cent on the new PoH charges. These sub-
caps were intended to limit the extent of restructuring of individual charges during the
period of charge control.*®’

Ofcom structured the LLCC to ensure that by the end of the charge control period,
the charges BT levied for its leased line services would be broadly in line with what it
would expect if BT were to operate in an effectively competitive wholesale market.*®®

We note, in the context of alleged inefficiency, that Ofcom decided to combine ser-
vices into wider baskets rather than regulating individual services. Ofcom explained
that applying a charge cap on individual services would result in a very complex set
of charge control arrangements and might constrain unduly BT’s scope to price
efficiently. Ofcom further explained that if it applied separate controls, it would have
to decide on the efficient allocation of common costs between the various services
which would require detailed modelling of costs and information on the demand for
individual services in order to arrive at an ‘efficient’ allocation of those costs. Ofcom
decided against this approach as it would have high information and modelling
requirements; it also argued that a combined basket would allow BT to choose its
prices to reflect better demand elasticities and respond to demand changes.®

In setting the T1 Price Controls, Ofcom was satisfied that the charge controls were
appropriate for the purpose of promoting efficiency for general reasons relating to the
incentive properties of an RPI-X price cap and the use of broad baskets.'”® Ofcom
was further satisfied that the charge controls were appropriate to ensure sustainable
competition, based on its experience of the evolution of the market, as set out in the
Business Connectivity Market Review Statement published on 17 January 2008
(BCMR Statement).*"* Finally, Ofcom was satisfied that the charge controls did not
discriminate unduly against a particular person or particular persons because any CP
can access the services at a fixed level of charges.*’? Ofcom did not expressly con-
firm that it was satisfied that allowing BT’s proposed one-off starting price adjust-
ments met these conditions.

Summary of C&W’s arguments

3.215.

3.216.

3.217.

As noted above, C&W argued that Ofcom had erred in its conclusion that it was
appropriate to allow the increases proposed by BT because the resulting structure of
charges is inefficient, discriminatory and anti-competitive.*”

C&W also argued, in the alternative, that Ofcom had erred in, and/or had not
adequately justified, its conclusion that it would not be appropriate, as part of setting
charge controls, to assess the efficiency of the structure of charges and adjust them
accordingly but rather that it should leave this to BT.*"

C&W particularized its allegations under these heads as follows.

187) | cC Statement, §4.188.
188 | cC Statement, §4.193.

169

LLCC Statement, 884.15-4.16 and LLCC Consultation Document, 883.79-3.82.

70 ) cC Statement, §4.281.
) | CC Statement, §4.282.

172

LLCC Statement, §4.294.

3NoA, §52.
NoA, §53.
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Efficiency

3.218. C&W provided a number of examples demonstrating that the charge structure was
‘so evidently inefficient’ that it should have signalled to Ofcom that its analysis was
erroneous:

3.219.

(@)

(b)

(c)

(d)

It was more expensive to use some DPCN circuits than 2 Mbit/s circuits.'” This
would have the following negative consequences for the leased line market. First,
new customers would purchase 2 Mbit/s circuits even if they did not need this
capacity,"® leading to overconsumption of 2 Mbit/s circuits and a loss of
efficiency.'”” To the extent that C&W would not be able to pass the increases on
to its customers, this would also lead to a decrease in downstream competition
as C&W would be put at competitive disadvantage.'”® Secondly, existing cus-
tomers would be penalized for their previous purchasing decision and would not
trust price signals in the future.*”

It was more than three times more expensive for CPs to use each kilometre of
DPCN trunk than the same length of DPCN terminating segment. This was illogi-
cal because (i) there was little difference between trunk and terminating seg-
ments from an engineering perspective, and (ii) if there were a difference, it
should be the other way round as the existence of economies of scale should
make trunk cheaper than terminating segments.**

The per kilometre price of some DPCN trunk products was higher than the per
kilometre price of 2 Mbit/s trunk. C&W could not think of a good reason why this
should be the case.'®

2 Mbit/s trunk was just 3.3 per cent more expensive than 2 Mbit/s terminating
segments. 2 Mbit/s trunk had been brought down to the DSAC level (ie the
highest possible price that was still considered cost-oriented) and 2 Mbit/s
terminating segments were below the DSAC level (ie they could be further
increased and still be cost-oriented). This strongly indicated that terminating
segments were likely to be more expensive than the trunk.'® Furthermore, there
should be no difference between the relative prices of DPCN trunk and terminat-
ing segments and non-DPCN trunk and terminating segments.'®

(e) The price of 45 Mbit/s trunk was over twice the price of 155 Mbit/s trunk. From a

technical perspective, there was no reason why 45 Mbit/s circuit could not be
routed over a 155 Mbit/s circuit and therefore no reason why the price of a
45 Mbit/s circuit should be higher than a 155 Mbit/s circuit.*®*

In a letter of 22 March 2010, C&W explained that it did not believe it was necessary
for us to reach a determination on any of those apparent anomalies. C&W raised

®NoA, §54.1.

®NoA, §54.1(a).

7C&W WIS Ridyard | §35.

8 C&W WIS Ridyard | §34.

"NoA, §54.1(b).

'%NoA, §854.2 & 54.2(a) & (b).

¥1NoA, §54.2 (c) and C&W W/S Harding | §191.
'82NoA, §54.2 (d)(i)—(iii) and W/S Harding, §190.
83N0A, §54.2 (d)(iv).

#NoA, §54.3 and C&W W/S Harding |, §192.
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them only as issues that should have caused Ofcom to question the price changes
being proposed.'®

Discrimination

3.220.

3.221.

C&W claimed that there was a risk of discrimination because BT might route its
internal DPCN circuits differently using less DPCN trunk.*®® This point is discussed in
855.1 of the NoA and reference is made to 8100 of the NoA. With respect to §100,
C&W explained that this claim concerned the way circuit charges were calculated
and not actual physical circuits. C&W also explained that given the information pro-
vided by BT and Ofcom, this point did not have much impact on the appeal.*®’

C&W also claimed that since trunk pricing had not been previously subject to formal
price control but only cost-orientation obligations, BT had considerably more freedom
in its pricing which resulted in a risk of discrimination.'® C&W further provided the
example of 155 Mbit/s trunk of which 90 per cent was consumed by BT.*®

Anti-competitiveness

3.222.

C&W stated that Ofcom’s decision to include trunk in the price control, despite the
fact that the European Commission removed trunk from the list of markets presump-
tively susceptible to ex ante regulation, was a strong indication that BT had not been
pricing trunk competitively. **

Subsequent pleadings, submissions and evidence

3.223.

3.224.

In its Reply, C&W explained that it did not suggest that Ofcom should have imposed
some hypothetically optimal structure of charges. C&W'’s point was simply that the
apparent illogicality of the structure of charges should have signalled to Ofcom that
there were issues with the charges as adjusted, ie that there were likely errors or
anomalies.™!

During its bilateral hearing, C&W further elaborated on the nature of its arguments
with respect to efficiency under this ground of appeal. In particular, C&W clarified the
following points:

(a) C&W agreed that when the prices of services were outside the DLRIC-DSAC
range, it was right to bring them back in. However, C&W was concerned about
whether something needed to be done to balance the effect of bringing prices
within the DLRIC-DSAC range on charges that had been within the scope of the
previous charge control.*%

(b) C&W stated that, given that there had been a very significant increase in overall
revenues in the previous charge control basket and given that one-off price

185C&W response to query raised in bilateral meeting on charging anomalies, Letter of 22 March 2010, p2.
'%°NoA, §55.1 and reference is made to NoA, §100.

187

Bilateral hearing, p44, lines 8-15.

'%5NoA, §55.

'%NoA, §55.2.

““NoA, §56.

'peply, §30, which cross-refers to NoA, §54.
92Bilateral hearing, p33, lines 17—24.
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adjustments took place in the context of a basket, it was not justified to carry out
price increases to DLRIC without compensating reductions.**®

(c) C&W clarified that it did not claim that, for this charge control, Ofcom was wrong
to use one-off adjustments to bring the DPCN prices up to DLRIC. C&W
accepted that there were circumstances where Ofcom could decide that a step
change was appropriate. Equally, C&W accepted that the glide path could also
be appropriate as it was necessary to balance efficiency gains against the effect
on end-users.**

(d) C&W explained that it did not suggest that Ofcom should micro-manage BT's
prices, but that the apparent anomalies in the charging structure should have
alerted Ofcom to the possibility that the resulting structure of charges was
inefficient when considering whether to accept BT's proposals to increase
charges.'®

(e) When asked what outcome C&W was seeking in terms of the structure of
charges, C&W responded that it did not seek a particular structure of charges
and did not seek a remedy simply on the basis of that argument. It stated: ‘The
argument is simply one in support of the other points about starting charges.’**®

Verizon's intervention

3.225.

3.226.

Verizon stated that the new charges, following the one-off changes to starting
charges, reflected a more efficient structure than the old charges.*’

Verizon also stated that the price reduction for 2 Mbit/s trunk was necessary to bring
these charges closer into line with a reasonable measure of efficiently incurred costs.
This would bring significant benefits to industry and ultimately consumers. However,
this reduction was unrelated to the determination of an efficiently incurred cost for the
DPCN services.'*®

Ofcom’s Defence

3.227.

3.228.

Ofcom submitted that it was possible to identify a number of different aspects to
efficiency. The two broad categories were ‘static’ efficiency and ‘dynamic’ efficiency.
Static efficiency included ‘allocative’ and ‘productive’ efficiency. Allocative efficiency
required that prices were close to marginal costs. Productive efficiency required that
the costs of production of given goods were minimized. Dynamic efficiency referred
to encouraging entry, innovation and reduction of costs over time.**°

Ofcom noted that marginal cost pricing did not allow a firm to recover its fixed or
common costs. Since BT had large common costs, pricing at marginal costs would
not allow it to recover all its costs. BT therefore had to price above marginal costs
which in turn meant that some allocative inefficiency was unavoidable.?®

9%Bilateral hearing, p33, line 25, to p34, line 10.
9Bilateral hearing, p34, lines 18—25.

195

Bilateral hearing, p31, line 26, to p32, line 4.

%Bilateral hearing, p37, lines 2-9.
/erizon Sol, §12.

'%8y/erizon Sol, §§14-15.

9pefence, Annex B, §§20(a), 97, 100.
2pefence, Annex B, §101.
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3.229.

3.230.

3.231.

3.232.

3.233.

3.234.

3.235.

Ofcom explained that in industries with a very large proportion of common costs
which were not incremental to a particular service, the key question regarding
efficiency was how those common costs were recovered. It was theoretically possible
to recover these costs by spreading them across all units of output, but this result
could be improved upon by creating tariff structures which brought the price that
consunglrs faced closer to the marginal cost, in particular two-part tariffs or Ramsey
pricing.

Ofcom further explained that it was hardly surprising that there were inefficiencies in
the tariff structure, not least because terminating segment prices had been subject to
charge controls for a number of years, whereas trunk prices had not.?*?

The key question therefore was not whether there were some inefficiencies in the
pricing structure but whether Ofcom could and should require that it be immediately
changed to a supposedly more efficient structure.?®

In an effectively competitive market, one would expect efficient price levels to lie
between the LRIC floor and the SAC ceiling. In the present case, DLRIC and DSAC
could be used as proxies for those floors and ceilings.*®* As Ofcom’s evidence
shows, some Tl prices were markedly outside the DLRIC-DSAC boundary.?* If
prices are outside the DLRIC-DSAC boundary, the risk of static and dynamic in-
efficiency increases. In such cases, Ofcom may consider implementing one-off
adjustments.”®

Ofcom stated that C&W attributed to Ofcom a responsibility that Ofcom did not have.
C&W seemed to suggest that Ofcom had a duty to ensure that each and every
charge within the scope of the charge control was set at an efficient level. This would
amount to overly intrusive regulation. It would also be impracticable and dispropor-
tionate. It would be impracticable because Ofcom did not have access to the infor-
mation that would be required to set prices in a fully efficient manner. It would be
disproportionate because the interests of consumers could be furthered and Ofcom’s
statutory duties fulfilled without the need for Ofcom to set prices for all services
subject to regulation.?®’

Ofcom said that, in general, it did not believe in second-guessing detailed pricing
decisions of BT. It should rather apply a principle of light touch regulation.?®®

Ofcom explained that BT was likely to have much better knowledge of the way
demand responded to price than Ofcom, and was able to respond to changes in
demand and costs far more quickly. Broad baskets gave BT the freedom and the
incentive to set service prices efficiently, as BT had greater scope to ‘discover’ a
pricing structure that increased demand for its services (within the constraints of the
charge control cap). Although BT might have an incentive to price in a manner that
favoured its downstream operations, it was better to prevent BT from setting charges
which could harm competition by means of sub-caps and appropriate SMP
conditions.?%

201,

Bilateral hearing, p24, line 17, to p25, line 5.

2pefence, §179.
3pefence, Annex B, §92.

204

Defence, 8176.

pefence, Annex B, Table B1 & §30.
pefence, Annex B, §43.

207,

Defence, §8174-176.

2®pefence, Annex B, §§122-127.
pefence, Annex B, §128 (b), (c) & (e).
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3.236.

3.237.

3.238.

As regarded the specific alleged anomalies cited by C&W, Ofcom accepted that, at
first sight, it could be seen as difficult to argue that a single circuit of low bandwidth
should be charged at more than an equivalent higher bandwidth circuit on static
efficiency grounds, although in certain cases there may be a dynamic efficiency
argument. In any case, Ofcom did not believe that it was necessary for it to require
BT to change the prices of circuits for some bandwidths purely in order to effect a
change in the price relative to circuits of different bandwidths at the start of the
control period. This was particularly so when trunk circuits were being made subject
to a charge control for the first time and given Ofcom’s strong belief that efficiency
incentives should be given a chance to work before more intrusive options were
considered.?*°

However, Ofcom clarified that the available cost information regarding DPCN circuits
and 2 Mbit/s circuits indicated that the cost of providing DPCN circuits was higher
than the cost of providing a 2 Mbit/s local end.?** Ofcom further suggested that it was
possible2 ltzhat the costs of 45 Mbit/s trunk circuits were above those of 155 Mbit/s
circuits.

Ofcom argued that C&W'’s claim that the structure of charges was discriminatory and
its contention that the structure distortedcompetition depended on its argument in
relation to efficiency.”® As to the risk of undue discrimination occurring, Ofcom noted
that BT was subject to an obligation not to price its PPC services in a way that dis-
criminated unduly against other operators. It argued that this meant that C&W faced
the same prices for a given trunk or TISBO circuit as BT’'s downstream operations
and other providers.***

BT's Sol

3.239.

3.240.

3.241.

3.242.

BT focused on the specific examples of alleged anomalous pricing cited by C&W.

BT submitted that C&W relied on the contention that there should be a simple
relationship between the cost of a circuit and its bandwidth. According to BT, this
indicated a superficial understanding of the technology used to provide leased
lines.?*® For instance, the difference in technology indicated that it made perfect
sense that DPCN circuits at 512 kbits/s were more expensive than 2 Mbit/s links.?*°
BT also submitted that C&W'’s comparison between the prices of DPCN trunk and
DPCN terminating segments was inappropriate. The DPCN technology did not utilize
trunk. Direct comparison of transmission costs using different technologies was
simply not possible.?*’

BT agreed with C&W that the differential in prices between trunk and terminating
segments might not reflect an equal recovery of fixed and common costs. However,
BT had not been free to adjust prices as it would wish due to the imposition of a
charge control that required reductions in prices of terminating segments which had
been significantly under-priced. The new pricing structure rebalanced the charges

#Opefence, Annex B, §111.
pefence, §177 & Annex B, §116.
22nefence, Annex B, fn 23 (cf §111).
“3pefence, §180.

Z4pefence, Annex B, §135.

58T W/S Morden |, §44.

Z8BT W/S Morden I, §71.

27T Sol, §15(b).
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between trunk and terminating segments and aligned prices more closely with
costs.?!

3.243. BT submitted that there was no correlation between cost ratios of trunk to terminating
at different bandwidths.**®

3.244. BT stated that C&W'’s comparison between the prices of 34/45 Mbit/s trunk and
155 Mbit/s trunk failed to take into account the difference in technology behind the
provision of those networks.?*

Assessment

3.245. C&W'’s primary argument under this head of its appeal was that Ofcom had erred in
its conclusion that it was appropriate to allow the increases proposed by BT because
the resulting structure of charges was inefficient, discriminatory and anti-
competitive.?*

3.246. C&W did not expressly refer in 8852-56 of its NoA to Ofcom’s duties under the 2003
Act. Those duties are set out in the Legal Schedule to the NoA. They include the
requirement, under section 88(1)(b) of the 2003 Act, that Ofcom is not to set an SMP
condition except where, among other circumstances, it appears to Ofcom that the
setting of the condition is appropriate for the purposes of promoting efficiency and
promoting sustainable competition. The duties also include the requirement, under
section 47(2)(b) of the 2003 Act, that Ofcom is not to set a condition unless it is
satisfied that, among other considerations, the condition is not such as to discrimin-
ate unduly against particular persons or a particular description of persons.

3.247. We therefore understand from the language used in 852 of its NoA that C&W was
alleging that Ofcom had made an error of law and/or an error of assessment in arriv-
ing at the conclusion that the LLCC was appropriate in light of the requirements of
sections 47 and 88 of the 2003 Act. In this regard, we note that C&W alleged that
Ofcom erred in concluding that it was appropriate to allow BT’s proposed increases
to starting charges given that they resulted in a structure of charges which was not
efficient, which did not promote competition, and which was discriminatory.

Efficiency

3.248. In our view, the relevant question for us under this ground is whether C&W has
demonstrated that Ofcom erred in its conclusion that the setting of the LLCC includ-
ing BT'’s proposed one-off increases to starting charges was appropriate for the
purposes of promoting efficiency.

3.249. We found that both C&W and Ofcom agreed on a number of key points with respect
to the efficiency (or otherwise) of the structure of charges resulting from Ofcom
having allowed BT to make changes to certain charges at the start of the LLCC:

(a) There were some inefficiencies in the charge structure.

(b) One-off adjustments to charges could in principle be made to bring charges
between DLRIC and DSAC.

Z8BT W/S Morden |, §§79-81.

Z°BT W/S Morden I, §83.

20BT S0, §15(c) & BT W/S Morden 1, §85.
ZINoA, 8§52.
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(c) Ofcom should not ‘micro-manage’ the charge structure.

3.250. The parties diverge mainly on whether Ofcom should have carried out further re-
balancing of the charge structure following its one-off adjustments in order to satisfy
itself that the resulting structure of charges was appropriate for the promotion of
efficiency.

3.251. In our view, there are several deficiencies in C&W'’s case on this ground.

3.252. First, C&W did not specify what it meant by efficiency. As Ofcom submitted, econ-
omic theory recognizes different types of efficiency by which the LLCC could be
assessed. As Ofcom explained, these were static efficiency (which could be further
divided into allocative and productive efficiency) and dynamic efficiency. C&W did not
specify which of these possible inefficiencies it had in mind. This is important, since,
as Ofcom explained, in an industry with large common cost, marginal cost pricing
was not possible and therefore some allocative inefficiency could not be avoided.
Notwithstanding this lack of clarity, we understood from our reading of C&W'’s plead-
ings and evidence, and in particular the explanation provided by Mr Ridyard,?* that
C&W'’s claim in fact related to the relative cost-reflectiveness of charges, ie a claim
that a service that is more costly to provide should be priced at a higher level than a
service that is less costly to provide. A lack of such relative cost-reflectiveness might
have a negative impact on efficiency. It could encourage inefficient consumption and
thus lead to a loss of allocative efficiency in the short run and distort future invest-
ment and thus lead to a loss of dynamic efficiency in the long run.

3.253. However, we are not persuaded by such an argument for the following reasons:

(a) Crucially, C&W'’s allegation on this ground depends on inference: C&W sought to
demonstrate that Ofcom was wrong to conclude that the structure of starting
charges in the LLCC was appropriate for promoting efficiency on the basis that it
should have been evident to Ofcom that such a conclusion was erroneous in light
of a series of apparent anomalies in the resulting structure of those charges.

(b) C&W'’s argument relies on an assumption that the ‘correct’ cost for every TISBO
service is either known or knowable. The apparent anomalies arise when a
service with a lower ‘correct’ cost has a higher price than a product with a higher
‘correct’ cost. However, in an industry with large common costs, the ‘correct’ cost
of each product is very difficult to know. It is therefore difficult to demonstrate that
Ofcom'’s conclusion regarding the appropriateness of the structure of starting
charges to the promotion of efficiency was incorrect solely on the basis that
certain charges appeared anomalous. We note that C&W did not advance any
alternative to Ofcom’s approach of ensuring that prices are within the DLRIC/
DSAC boundaries to remain cost-oriented and that the prices are regulated
through broad baskets.

(c) Moreover, and subject to our reservation about the ease of establishing the
‘correct’ cost of any TISBO product, it was not clear that some of the apparent
anomalies in the charge structure that C&W highlighted were indeed anomalies.
In particular, it is possible that at least some higher bandwidth services are less
costly to provide than lower bandwidth services. For example, it might be more
expensive for BT to provide DPCN terminating segments than 2 Mbit/s terminat-
ing segments.?? Similarly, it would appear difficult to make comparisons between

22C\W WIS Ridyard |, §§34—35.
pefence, Annex B, §177, §116, and BT W/S Morden I, §71.
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3.254.

3.255.

DPCN and non-DPCN services as they are underpinned by different technolo-
gies. C&W did not adequately address this issue.

(d) Furthermore, C&W did not provide any other evidence to support its allegation
that Ofcom erred in its conclusion that the resulting structure of starting charges
was appropriate for promoting efficiency. Besides the alleged anomalous pricing
examples, C&W did not explain what was inappropriate about the structure of
charges from the perspective of the promotion of efficiency or, indeed, what a
more appropriate structure would have been.

We therefore reject the arguments advanced by C&W in 8852-56 of the NoA with
respect to the alleged inefficiency of the structure of starting charges. We further note
the following factors which reinforce our conclusion in that regard:

(a) C&W expressly stated that it did not want Ofcom to micro-manage the charge
structure. However, it is clear that in order to achieve a charge structure that
would eliminate all the supposed anomalies that C&W identified, such detailed
charge structure would be necessary.

(b) C&W argued that it was not necessary for us to reach a determination on any of
the apparent anomalies in the appeal.

(c) C&W did not seek a particular structure of charges or a remedy on the basis of
the arguments set out in §852-56 of the NoA and said that the argument was
simply one in support of the other points about starting charges.

For these reasons, we find that C&W has not demonstrated that Ofcom erred in its
conclusion that the setting of the LLCC including BT’s proposed one-off starting
charges was appropriate for the purposes of promoting efficiency.

Discrimination

3.256.

3.257.

3.258.

3.259.

C&W'’s argument with respect to the alleged discrimination put forward in 855.1 of the
NOA referred to a point made in 8100 of the NoA and will be addressed under
Reference Question 3(b).

C&W put forward another argument with respect to discrimination in 8855 and 55.2 of
the NOA. In 855 of the NoA, C&W put forward a general proposition that since trunk
pricing had not been previously subject to formal price control but only cost-
orientation obligations, BT had considerably more freedom in its pricing which
resulted in a risk of discrimination. In 855.2 of the NoA, C&W gave as an example of
such risk of discrimination the fact that 90 per cent of 155 Mbit/s trunk was consumed
by BT.

In relation to Reference Question 2(b), C&W did not particularize a claim that Ofcom
had taken a decision that was unduly discriminatory in contravention of section
47(2)(b) of the 2003 Act. Rather the C&W arguments go to BT's incentives to dis-
criminate. We note that it is unclear from the wording of 8855 and 55.2 of the NoA
how exactly the risk of discrimination can materialize or more simply what C&W's
claim with respect to discrimination is, nor do these paragraphs address the
adequacy or otherwise of BT’s obligations of non-discrimination in addressing this
risk.

However, when 8855 and 55.2 of the NoA are read in conjunction with §54.3 of the
NOA, the following argument seems to emerge: the price of 45 Mbit/s trunk is over

3-46



3.260.

twice the price of 155 Mbit/s trunk even though there does not appear to be any
reason why it should be so0.?** Since BT uses the 155 Mbit/s trunk more than any
OCP, it has priced it at a lower level than products that it does not use so heavily and
thus it has discriminated against its rivals.

We note that this is our interpretation and that C&W has not specified its claim. How-
ever, even if C&W had argued this case clearly, we would still not be convinced by
this argument. First, it relies on a presumption that the ‘correct’ level of cost under-
pinning each TISBO product is known or knowable. As we discussed in paragraph
3.253, we are not convinced that this is the case and C&W did not present any
evidence that it is. Second, this argument also relies on the fact that BT consumes
155 Mbit/s trunk disproportionately more than other CPs. We note that this is the
case for all trunk products, including 45 Mbit/s trunk. Therefore the comparison
between the use of 155 Mbit/s trunk and 45 Mbit/s trunk does not provide any
evidence to support C&W'’s claim regarding discrimination.

Anti-competitiveness

3.261.

3.262.

As noted above, in support of its allegation that the structure of charges resulting
from Ofcom’s decision to allow BT’s proposed price increases was anti-competitive,
C&W referred to Ofcom’s determination that trunk markets remained uncompetitive
and that price controls were now required, despite Ofcom having previously deemed
such markets prospectively competitive and despite the European Commission
removing trunk from the list of markets presumptively susceptible to ex ante regu-
lation. C&W relied on this determination on the basis that it allegedly constituted ‘a
strong indication’ that BT had not been pricing trunk competitively. C&W did not rely
on any other evidence to support this allegation.

In our view, a statement that it was likely that the trunk had been priced anti-
competitively prior to Ofcom’s decision to place it in the Tl basket is not sufficient
evidence to support the allegation that the structure of charges following Ofcom'’s
acceptance of BT's price increases is anti-competitive or that Ofcom could be said to
have erred in its conclusion that the resulting structure of charges was appropriate for
the promotion of sustainable competition.

Delegation to BT

3.263.

3.264.

3.265.

As noted above, C&W argued in the alternative that Ofcom had erred in, and/or had
not adequately justified, its conclusion that it would not be appropriate, as part of the
process of setting charge controls, to assess the efficiency of the structure on
charges and adjust them accordingly but rather that it should leave this to BT.?*°

In our determination of Question 4(b)(i) below, we explain the principles we
considered important in determining whether Ofcom had properly delegated decision-
making powers to BT. We explain there that the nature of the decision, its conse-
guences, the relevance of policy choices, and the scope for BT to engage in strategic
decision-making to the disadvantage of its competitors are all matters that should be
considered in deciding the issue.

In the LLCC Statement in §4.181, Ofcom explained that it was not appropriate for the
charge controls to impose a rigid structure on the relative prices of different PPC

24N oA, §54.3.
5NoA, §53.
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3.266.

3.267.

3.268.

services because BT was better placed to make the appropriate pricing decisions to
recover common costs efficiently within the complementary constraints of the overall
Tl charge controls and BT’s cost orientation obligations.

It is plain from this explanation that Ofcom not only considered that BT was better
placed to make the relevant decision, but that it would do so under constraints.
Ofcom had given careful thought to the ability of BT to set prices within a single
basket and thereby engage in strategic behaviour to the disadvantage of its com-
petitors. In consequence, Ofcom had imposed sub-caps to mitigate those competition
concerns, as it explained in the LLCC Statement in 884.21-4.24.

Thus, although Ofcom had permitted BT to make pricing decisions to recover
common costs, it had done so in circumstances where it judged that BT would be
most likely to do so efficiently and subject to significant constraints that would miti-
gate the risks of BT using this pricing power to bring about anti-competitive out-
comes. Here Ofcom was willing to allow BT to make certain pricing decisions not
because Ofcom had failed to secure the required information to do so, but because
BT was better placed to make the decision. Ofcom was alive to the risks of competi-
tive detriment to BT’s competitors but had determined that the constraints it had
imposed upon BT, which were there to mitigate competition concerns, would be
effective.

In these circumstances, we see no basis to fault Ofcom. It had permitted the delega-
tion to BT on the basis that pricing would be efficient and that the risks to competition
would be mitigated by the constraints under which BT must act, which constraints
had been carefully constructed by Ofcom for this purpose. The delegation by Ofcom
would seem to us to be a sensible division of powers that did not offend against the
requirements of the 2003 Act, but rather reflected a considered judgment by Ofcom
consonant with the purposes of the 2003 Act.

Determination

3.269.

For the reasons set out above, our determination is that C&W failed to demonstrate
that Ofcom erred in adjusting some prices and not others within the Tl basket for the
reasons set out in 8852-56 of the NOA.
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Reference Question 2(c)

3.270.

3.271.

This section (paragraphs 3.270 to 3.297) sets out our conclusions as to whether
Ofcom erred in its assessment of the DLRIC for the DPCN services and 2 Mbit/s
local ends because it should have made further and/or different adjustments to the
figures used in its costs model for the reasons set out in §§57—60 of the NoA.?*®

For the reasons set out below and for the further reasons set out in our determination
of Reference Questions 2(a)(i), 2(a)(ii), 2(aa) and 3(c), we do not consider that
Ofcom erred in its assessment of the DLRIC for the DPCN services and 2 Mbit/s
local ends because it should have made further and/or different adjustments to the
figures used in its costs model for the reasons set out in §857—60 of the NOA.

Summary of Ofcom’s rationale and methodology

3.272.

3.273.

3.274.

3.275.

In Annex 6 to the LLCC Statement, Ofcom explained that its adjusted 2007/08 costs,
revenues and volumes for each of the TISBO services falling within the scope of the
LLCC provided the financial evidence on which it had assessed the case for one-off
price adjustments at the outset of the control.?*’

The starting point for Ofcom’s calculation of its adjustments to the TISBO services
was the financial information included in BT’s RFS and additional financial state-
ments (AFS).**® Ofcom used the 2007/08 RFS as the basis for the LLCC
Statement.?**

Ofcom then made adjustments to the data compiled from the RFS and AFS at the
TISBO service level in order to reflect a more reliable and consistent accounting view
and to reflect Ofcom’s policy position on, for example, technological neutrality.?*°

Table 3.3 below?! provides an overview of the adjustments Ofcom made at the TI
basket level, which were also made at the TISBO services level. The result of the
adjustments to the TISBO services level was, however, not published.

226,

Reference Question 2(c).

27| | cC Statement, Annex, §8A6.4 & A6.5.
28] | CC Statement, Annex, §8A6.29 & A6.30.
29Defence, Annex C, §13.

%01 | cC Statement, Annex, §8A6.2—A6.3.

1 LCC Statement, Annex, Table A6.3.
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TABLE 3.3 T1 basket: 2007/08 aggregate adjustments step by step

2007/08
T1 basket services (Em) Costs
Order Revenues Costs MCE Incl ROCE ROCE

As reported 816 649 1,571 822 11%
Adjustments

Third party customer local end (LE) equipment 1 (38) (167) (56)
Point of handover (PoH) link costs 2 (12) - (12)
Current cost normalisation 3 41 - 41
Regulatory asset value (RAV) 4 4) (29) (6)
Technological neutrality (21CN) 5 (12) (157) (29)
Payment terms 6 - (34) (4)
Ancillary services 7 - (21) - (21)
Site Connect 8 (45) (23) (37) 27)
Resilient circuit costs 9 - (29) - (29)
Third party customer LE equipment selling costs 10 - (6) - (6)
Internal revenues 11 8 - - -
Reduction in price of (external) local ends 12 (12) - - -
PoH circuit rental costs & charges 13 12 12 - 12
After adjustments 779 558 1,157 685 19%
CLZ local ends repriced as non-CLZ (net of PoH) 14 6 - - -
BT wholesale price changes: net change 14 (20) - -

After proposed BT wholesale price changes 774 558 1,157 685

Source: Ofcom.

3.276. The adjustments in Table 3.3 relevant to this appeal are adjustments 3 (the current
cost normalization (the CCA adjustment)), 5 (the 21CN (21 century network)
adjustment) and 8 (the SiteConnect adjustment).?** (We note that C&W made further
allegations of error with respect to these adjustments, which we address below in our
determination of Reference Question 3(c).)**

3.277. Ofcom made no adjustments for the allocation of corporate overheads to overseas
operations, the allocation of copper costs and RBS backhaul.

3.278. Where Ofcom made adjustments, it did so to the FAC, the DSAC and the DLRIC for
each TISBO service. As a first step, Ofcom calculated its own view of the FAC for
each service. Ofcom then calculated the related DSAC and DLRIC using the same
ratio of DSAC and DLRIC to FAC as used in the RFS.?*

3.279. Ofcom used the adjusted FAC, DSAC and DLRIC information for individual TI
services in its assessment of the reasonableness of the one-off price adjustments.

Summary of C&W’s arguments

3.280. C&W argued that Ofcom should have made further adjustments to the figures used in
its LLCC model or adjustments different from those it actually chose to make. C&W
noted that Ofcom’s choice of adjustments affected not only the setting of the glide
path (which is addressed in Reference Question 3(c)) but also the assessment of the
price increases adopted at the start of the charge control.?®

#2506 Table A6.2 in the LLCC Statement, Annex.
2350e paragraph 4.55ff.

2541 in Ofcom modelling transcript, lines 11-15.
*NoA, §857-58.
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3.281.

3.282.

3.283.

In particular, C&W argued that Ofcom’s errors led to an overstatement of DLRIC for
relevant services and an understatement of the profitability of those services on the
basis of the ROCE.?*

C&W claimed that Ofcom should have made the following five adjustments to the
FAC, DSAC and DLRIC of the services in the Tl basket:**’

(a) Ofcom should have removed from the Tl basket corporate overheads relating to
BT’s overseas operations;>*

(b) Ofcom should have removed more cost relating to 21CN;?%
(c) Ofcom should have allocated less copper cost to the PPC services;**

(d) Ofcom should not have made the current cost accounting adjustment (CCA
adjustment);?** and

(e) Ofcom should have allocated more costs to Site Connect and RBS backhaul.**

Making these downward adjustments would have resulted in a lower DLRIC for the

TISBO services. They would therefore have further diminished the extent to which it
could have been said that the one-off increases to starting charges were necessary
to achieve cost orientation or avoid the recovery of a ROCE for the Tl basket below
BT's WACC.*®

Summary of Ofcom’s arguments

3.284.

3.285.

Ofcom addressed C&W'’s arguments with respect to Ofcom’s adjustments to the
2007/08 RFS data in Annex C of the Defence. We summarize and assess the rela-
tive merit of those arguments at the Tl basket level in our determination of Reference
Question 3(c) below.***

In relation to C&W'’s arguments in 8857—60 of the NoOA as to the impact of these
adjustments on Ofcom’s objectives in setting the one-off increases to starting
charges, Ofcom made the following particular points:

(a) Ofcom emphasized again that C&W was incorrect in its assumption that, when
deciding whether to allow the price increases, Ofcom’s only objectives were (i) to
ensure that the resulting charges were cost-oriented and (ii) that the ROCE for
the Tl basket did not fall below the cost of capital.*** Rather, Ofcom had identified
a number of specific requirements which BT should meet in putting forward its
proposals for one-off increases to starting charges.?*® (We have discussed those
requirements above in our determination of Reference Question 2(a)(i).)**

*°NoA, §58.

Z7NoA, §104. Each of these adjustments in discussed in more detail in our determination of Reference Question 3(c).

*%NoA, §104.1.

*NoA, §§104.2 & 104.3.

*NoA, §104.4.

2INOA, §104.5. See also NoA §60: C&W claimed that the CCA normalization adjustment was inappropriate when considering
the level of starting charges.

22NoA, §104.6.

23NoA, §84.2(c), 47.3.

2**5ee paragraph 4.55ff.

**pefence, Annex B, §143 (cf also §154).

*®pefence, Annex B, §147 (cross-referring to §32, as to which see our provisional determination of Reference Question 2(a)(i).
*7see paragraph 3.14.
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(b) Ofcom explained that in its view, BT’s proposed one-off increases to starting
charges were reasonable in the light of those requirements. The price increase
proposed for 2 Mbit/s local ends remained broadly in the middle of the range
between adjusted DLRIC and adjusted DSAC. The price increases proposed for
64 kbit/s link and local ends were still below BT’s estimated DLRIC floor for those
services, but this was because BT had chosen to cap the price increase at 100
per cent because it had concerns about how customers would react to increases
to prices by any greater increment.?*

(c) Similarly, Ofcom argued that the allegation that it had erred in making a CCA
normalization adjustment was also based on an erroneous assumption as to
Ofcom'’s objectives when deciding whether to accept BT's proposed price
increases as even without making the adjustment Ofcom would not have deemed
the price increases unreasonable and that in any case the CCA normalization
adjustment was appropriate (as the price adjustments were a result of an assess-
ment whether prices going forward were more closely aligned with costs®*°).?*°

Assessment

3.286.

3.287.

3.288.

We note that 8857—60 of the NoA allege errors not only in respect of Ofcom’s
assessment of the DLRIC for DPCN services and 2 Mbit/s local ends, but also the
profitability of those services on the basis of their return on mean capital
employed.®* There is therefore a disparity between the wording of Reference
Question 2(c), which refers only to the allegation of error in the assessment of the
DLRIC, and the paragraphs to which the Reference Question refers, ie 8857—60.

We regard this infelicity in the drafting of the Reference Question as an oversight and
propose to address in this section of our determination of the questions referred to us
the substance of the allegations in 8857-60, including the allegations with respect to
the profitability of those services on the basis of return on mean capital employed
(ROCE).

With this in mind, we note further that the allegations set out in 8857—60 of the NoA
operate in two ways.

Alleged errors in making adjustments to figures used in the model

3.289.

3.290.

First, C&W alleged that Ofcom erred in making the adjustments it did to the figures
used in its model. In making this allegation, C&W cross-referred to 8104 of the
NoA.*? §104 forms part of C&W'’s challenge, under Ground C of its NoA, to the
inputs used by Ofcom in its model. This challenge forms the basis of a separate
Reference Question, 3(c). As noted above, we address that challenge in our deter-
mination of Reference Question 3(c) and do not discuss it further here.

Reference Question 3(c) does not address the particular additional contention in 860
of the NoA regarding the CCA normalization adjustment. However, for the reasons
given in paragraph 3.295, we do not need to make a decision on what the exact level
of DLRIC is and we therefore do not need to consider in the context of Reference

#8pefence, Annex B, §§149-151.
#9pefence, Annex B §154.
#Z0pefence, Annex B §153.

Z1of NoA, §58.

%2Cf NoA, §857, 59.
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Question 2(c) C&W'’s proposed adjustments to the individual TISBO service DLRIC
levels, including an assessment of the CCA normalization adjustment.

Alleged consequences had Ofcom made different adjustments

3.291.

3.292.

3.293.

3.294.

3.295.

3.296.

Secondly, C&W alleged that, had Ofcom made the ‘correct’ adjustments, those
adjustments would have further diminished the extent to which it could have been
said that the one-off increases to starting charges were necessary to achieve cost
orientation or to avoid the recovery of a ROCE for the Tl basket below BT'’s
WACC.?*® This allegation was therefore made by way of further support for C&W’s
allegation that the one-off increases to starting charges went beyond Ofcom'’s stated
objectives and were unjustified and/or disproportionate in that the adjustments were
not (or had not been shown to have been) necessary to achieve those objectives.?*
C&W'’s allegation regarding the necessity of the one-off increases to starting charges
is the subject of Reference Questions 2(a)(i), 2(a)(ii) and 2(aa), which we have
assessed above.”*

This aspect of C&W'’s allegation in 8857—60 was also based on the presumption that
it was Ofcom’s policy or should have been Ofcom’s policy only to allow one-off price
increases up to a maximum level of DLRIC and/or to ensure that the ROCE for the
TI basket did not fall below the WACC. As we explained in our assessment of
Reference Questions 2(a)(i) and 2(a)(ii), we do not agree that these objectives either
were or should have been Ofcom'’s policy.

As to the allegation regarding the DLRIC, the exact level of DLRIC is irrelevant. Only
the level of DSAC would form a limit on the price increases. No claim was made that
the price increases went above the level of DSAC.

C&W'’s claim in Reference Question 2(c), if successful, would reduce the level of
DLRIC. However, as this would simply broaden the range of DLRIC and DSAC, on
the evidence available to us, we do not believe that this would have changed
Ofcom’s decision to allow price increases towards or within the range of DLRIC and
DSAC.

We therefore do not need to make a decision on what the exact level of DLRIC is and
we therefore do not need to consider in the context of this Reference Question (2(c))
C&W'’s proposed adjustments to the individual TISBO service DLRIC levels.

For the avoidance of doubt, we make the following further observation in relation to
the allegations in §§57—60 of the NoA. As noted above,?® we requested that C&W
clarify whether it wished to maintain certain of its allegations in the light of Ofcom’s
Defence and subsequent developments during the proceedings, including the allega-
tions in 8847.3 and 58, which are relevant to this aspect of Reference Question 2(c).
In its response, C&W argued that the allegations in relation to the ROCE remained
relevant to its complaint in the Reply regarding the overall level of returns in the Tl
basket and that BT had been permitted to earn an inappropriately high ROCE on the

3N0A, §847.3, 58. The allegations at NoA §857-60 elaborate on the allegation at NoA §47.3. In turn, the allegation at NoA
§47.3 is made in support of the allegation at NoA §47.1, which we consider in our provisional determination of Reference
Questions 2(a)(i), 2(a)(ii) and 2(aa).

2%NoA, §847.1, 47.1(a) (particularized at §49) & 47.1(b) (particularized at §50).

255,

See our assessment of Question 2(a)(i) in paragraphs 3.20-3.38, Question 2(a)(ii) in paragraphs 3.54—3.63 and Question

2gaa) in paragraphs 3.113-3.144.
#5gee our assessments of Question 2(a)(i) in paragraphs 3.32 & 3.33 and Question 2(a)(ii) in paragraphs 3.59 & 3.60.
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Tl basket.?®” We address the allegations in that part of C&W'’s Reply in our determin-
ation of Reference Question 2(aa) above.

Determination

3.297. For the reasons set out above and for the further reasons set out in our determination
of Reference Questions 2(a)(i), 2(a)(ii), 2(aa) and 3(c), we do not consider that
Ofcom erred in its assessment of the DLRIC for the DPCN services and 2 Mbit/s
local ends because it should have made further and/or different adjustments to the
figures used in its costs model for the reasons set out in 8857—60 of the NOA.

7C&W note ‘Response of C&W to the Competition Commission’s questions’ sent under cover of a letter of 24 February 2010
regarding ‘clarification on points that may be falling away’, pp4 & 6.
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Reference Question 2(d)

3.298.

3.299.

3.300.

This section (paragraphs 3.298 to 3.363) sets out our conclusions as to whether the
TI Price Controls have been set at a level which is inappropriate because Ofcom
erred in setting charges for DPCN services and 2 Mbit/s local ends and, in particular,
in setting the price increases to starting charges for the reasons set out in 8861—66 of
the NOA.

8861-66 set out the fourth of the four allegations of error made under Ground B of
the NoOA. Ground B addresses the alleged errors arising from Ofcom having allowed
BT to increase certain charges at the start of the LLCC. These particular paragraphs
appear under the heading ‘increases are discriminatory and disproportionate’. In
8861-62, C&W alleged that Ofcom’s decision to adopt the starting charges discrimin-
ated against C&W. In §863—-66, C&W alleged that the result of Ofcom’s decision was
disproportionate.

For the reasons given below, our determination is that Ofcom did not err in setting
the price increases to starting charges for the reasons set out in §861-66 of the NoOA.

Summary of Ofcom’s rationale and methodology

3.301.

3.302.

3.303.

3.304.

3.305.

As set out in paragraph 3.4, the LLCC Statement mandated one-off price adjust-
ments for certain TISBO services. Ofcom explained that as any with other SMP con-
dition, the charge control had to satisfy the test set out in section 47(2) of the 2003
Act, which we set out in paragraph 1.17. For the reasons set out in paragraphs 1.104
to 1.112, Ofcom further stated that it was satisfied that this test was met.?*® For ease
of reference, we summarize Ofcom’s reasons again below.

Ofcom set out that it considered there to be objective justification for the charge
control, which, it stated, had been structured to deliver the lowest possible charges to
competitors for the wholesale services, while ensuring that BT was able to recover
costs, including a reasonable return on investment.?*®

Ofcom modelled quantitatively the potential welfare gains associated with a charge
control relative to no control. It based its modelling on the mid-points of its proposed
ranges for the value of X of RPI-0 per cent to RPI-7 per cent for the TI basket. This
analysis showed a potential welfare benefit of the charge control of £643 million for
the TI basket over the duration of the charge control. A similar calculation of the
indicative net welfare benefits of a safeguard cap RPI-0 per cent showed a benefit of
$592 million for the TI basket.”®

Ofcom concluded that the charge controls would not discriminate unduly against a
particular person or particular persons ‘because any CP (including BT itself) can
access the services at the charge levels fixed. The charges are set to ensure a fair
return and price level for all customer groups.’®*

Ofcom also concluded that the charge controls were proportionate because BT's
obligations applied to the minimum set of charges required for the delivery of bottle-
neck services:

28| | CC Statement, §84.286-4.287.
%) | CC Statement, §4.288.
%01 | cC Statement, §4.290.
%1 | CC Statement, §4.294.
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They are focused on ensuring that there are reasonable prices for those
access services, which are critical to the development of a competitive
market. BT is, however, allowed to recover a reasonable return on its
investment. BT will also have incentives to continue to invest and
develop its access network. Moreover, the maximum charges BT is
allowed to set over the period of the control has been formulated using
information on BT'’s costs and a consideration of how these costs will
change over time.?®

Summary of C&W’s arguments

Discrimination

3.306.

3.307.

3.308.

3.309.

3.310.

3.311.

C&W claimed that Ofcom’s decision to adopt the starting charges adversely affected
C&W much more than either BT’s downstream operations or C&W'’s competitors
among the OCPs.?%®

It argued that the increase in charges would cost C&W approximately £[<] million a
year. BT’'s downstream operations would pay only approximately £1.2 million more.
C&W was also worse affected than OCPs. This was in part because C&W had
approximately [<] per cent of all DPCN external (ie non-BT) circuits.?%*

Mr Ridyard, for C&W, argued that where customers of a regulated firm were them-
selves suppliers of a good or service that competed with the regulated firm, prices in
excess of competitive levels created scope for distortions of competition. Such distor-
tions were greatest where there was an asymmetry between the position of OCPs
and the part of BT with which the OCPs competed. Such asymmetry could arise
where OCPs were more dependent on the input in question than was BT’s down-
stream competing service.*®

Mr Harding, for C&W, explained that its business relied heavily on leased lines. Out
of C&W'’s 2008/9 worldwide turnover of £2.2 billion, £[¢<] came from data
connectivity that relied heavily on PPCs, £[¢<] came from voice services that
sometimes relied on PPCs, and £[é<] came from voice, other data, hosting and
various value added services that did not directly rely on PPCs although some of
these services were sold as a result of C&W'’s ability to sell PPCs.?*°

C&W further explained that substitutes for PPCs were limited and it was difficult,
expensive and time consuming to switch away from DPCN and more generally Tl
products.?®” A customer of C&W, [¢<], confirmed that it was not a realistic option to
migrate to a different technology following the increases in DPCN prices.?®

In subsequent pleadings, C&W accepted that the adjusted prices applied to all oper-
ators, but maintained that the adjustments were still discriminatory.?®® This was for
the following reasons:

%2 | CC Statement, §4.295.

23N 0A, §61.

%NoA, §62.

25C&W WIS Ridyard, §23.
26C W W/S Harding, §61.
#7C&W W/S.Harding, §§62 & 82.

268[5<].

*°Reply, §36.
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3.312.

3.313.

(a) Discrimination extended to any difference in treatment that was not objectively
justified.?™

(b) Operators could not readily change the circuits that they had in operation. It was
possible to design adjustments to favour or disadvantage particular operators
even though all operators theoretically faced the same charges.?"

(c) BT did in fact design its adjustments to starting charges to benefit its downstream
operation.?"

(d) BT did so because Ofcom explicitly discriminated between BT and OCPs in its
requirement for adjustments in only requiring revenue neutrality for charges to
OCPs where it simultaneously required at least 4 per cent reduction in overall

revenues.?”

In the bilateral hearing, C&W further clarified that the main thrust of its argument on
discrimination was that even though every CP paid the same price for the same
services, prices could still be discriminatory because the purchasing patterns could
not change instantly. There were sunk investments, it was difficult to reroute circuits
and the price must take into account the existing position of the parties.?”

C&W also argued that Ofcom’s decision to carry out one-off adjustments was
‘inherently discriminatory’ because as a result of those adjustments, BT's down-
stream operation saw its costs reduce by 4 per cent while C&W saw its costs
increase by [<] per cent. C&W argued that if Ofcom had considered some one-off
adjustments were necessary, it should have devised adjustments that would have
had the same impact on every competitor.?”

Proportionality

3.314.

3.315.

3.316.

3.317.

C&W advanced two arguments with respect to proportionality.

First, C&W argued that the result of the one-off adjustments to starting charges—a
result which alleged left C&W worse off than other OCPs—was disproportionate to
the extent that Ofcom’s objectives were not achieved or could be achieved with less
harm to C&W/the competitive position.?”

C&W particularized this first head of challenge on proportionality grounds as follows.
It was disproportionate because cost orientation and ROCE equal to or greater than
WACC could have been achieved with much lower price increases.?”’ Further, it was
disproportionate because, on one measure, Ofcom had not achieved its objectives
anyway. Ofcom had said that it had told BT Wholesale (BTW) that it had to reduce its
revenues by 4 per cent as a result of its adjustments to charges. However, it
appeared that BTW'’s revenues had increased as a result of the adjustments.*”®

Secondly, C&W argued that the result was also disproportionate in that Ofcom had
not taken into account the extent to which BT could have reasonably made changes

Zo2eply, §37.1.

'Reply, §37.2.

?Reply, §37.3.

3neply, §37.4.

“Bj|ateral hearing, p40, lines 7-14.
5gj|ateral hearing, p41, line 6, to p42, line 3.
“NoA, §63.

“"NoA, §63.1.

“8NoA, §63.2.
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to its prices during the period of the previous charge control. If BT had made more
appropriate price changes over the past four years, then the requirement for any
rebalancing would have been reduced.?”

3.318. C&W particularized this second head of challenge on proportionality grounds as
follows. The previous Tl charge control had allowed for BT to increase or decrease
individual charges as long as it met the overall requirements of the control. There-
fore, BT could have reduced other components rather than, for example, the DPCN
local ends that it had reduced in January 2005 and October 2005, which resulted in
them becoming even further out of line with cost. To a limited extent BT could even
have made small increases to prices that were below DLRIC.?*

3.319. Furthermore, since 2004, BT had only made one reduction in the price of 2 MBit/s
trunk (from £107 to £102 per km in April 2005) and therefore notwithstanding any
perceived requirement by BT for rebalancing, the price changes BT had made had
not even kept pace with the reductions in cost from 2004 to 2008 as reported in its
own RFS (the reported FAC cost had fallen by 14 per cent between 2005/06 when it
had first been reported and 2008/09).%*

3.320. Inits Reply, C&W noted that Ofcom had contended in its Defence that any assess-
ment of the proportionality of the starting charge adjustments needed to be framed in
the context of the overarching objectives of Ofcom’s charge control proposals. C&W
observed that, by definition, proportionality was assessed by reference to the legiti-
mate objectives (if any) pursued by the relevant action. C&W asserted that the rele-
vant action had not been the setting of the price control as a whole but the specific
step changes. C&W accepted that making individual service charges more cost-
oriented could have been considered a legitimate objective. The adjustment to
2 Mbit/s local end prices had not been necessary to pursue that objective nor to
achieve at least a 4 per cent reduction in BT revenues. C&W did not accept that it
had been a legitimate objective to limit the reduction in BT revenues to 4 per cent nor
to limit the impact on OCPs as a whole to a neutral effect. It appeared to C&W that
this had been the only reason for the increase in prices for 2 Mbit/s local ends.?*?

Verizon’s intervention

3.321. Verizon argued that it was a consequence of the charging structure for PPC services
and individual purchasing patterns of CPs that the LLCC decisions and any remedies
ordered as a result of the appeal may have had a different impact on different CPs.
The financial impact on an OCP of changes in price levels would depend upon
several factors: the network and interconnection architecture of the OCP, the geo-
graphic location of its customers, and the distribution of bandwidth of the customer
connections.?®®

3.322. Verizon was relatively more reliant on PPC trunk segments than C&W and had there-
fore benefited to a greater extent from price reductions. Verizon had only a small
proportion of customers who required DPCN and believed that this was a smaller
proportion relative to C&W.?3*

ZNoA, §64.
Z0NoA, §65.
ZINoA, §66.
“2peply, §39.
Z3y/erizon Sol, §10.
#4y/erizon Sol, §11.
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3.323. Verizon stated that Ofcom’s one-off changes to starting charges had been revenue
neutral in aggregate for OCPs. Therefore if Verizon had saved £[<], as a result of
the price changes, other OCPs would have had to pay in aggregate £[3<] more.?*

Ofcom’s Defence
Discrimination
General policy approach

3.324. Ofcom stated that the one-off price adjustments clearly resulted in a more efficient
price structure, and not a less efficient one, as they brought prices more into line with
cost.”® |t stated that it had established that the one-off adjustments would leave
external customers no worse off. Whilst it recognized that, inevitably, the price
changes would have a differential impact on different customers, depending on the
pattern of usage, it argued that it did not follow that they were discriminatory.”®’
Ofcom further stated that it was entirely consistent with general pricing principles for
the incidence of charges to be related to the relative proportions of different services
consumed.?®

3.325. Ofcom further explained that the key point was that the proposals for one-off adjust-
ments brought forward by BT met Ofcom’s objective of bringing prices more into line
with costs while ensuring that external parties in aggregate were not worse off.”*

3.326. Ofcom argued that it was also clear that the one-off price adjustments would have
reduced the risk of distortions to competition and not increased it. They brought
prices more into line with cost. The price reduction would have reduced the risk of
inefficient entry and expansion in the provision of trunk services; the price increases
would have reduced the risk of anti-competitive effects in the provision of DPCN
services.?%

3.327. Ofcom explained that it would see prices being within the relevant DLRIC and DSAC
as an important first order test to assess cost orientation.?**

Impact of adjustments on individual operators

3.328. Ofcom stated that it did, however, consider the impact of the price changes on indi-
vidual operators. Information provided by C&W indicated that, after taking account of
the acquisition of Thus,?*? the changes would increase its costs by less than [<] per
cent, reflecting the fact that it was a relatively light user of 2 Mbit/s trunk services.
The impact on other major CPs was more positive.?* Ofcom expanded this point
stating that the impact on C&W was likely to reflect the mix of its PPCs purchases
which, of itself, did not amount to undue discrimination.?**

2y/erizon Sol, §12.

%epefence, §163.

&Defence, §164.

Bpefence, Annex B, §180.

pefence, Annex B, §173.

Opefence, §170.

»!pj|ateral hearing, p36, lines 16-21.

#2Thys' is a telecommunications operator that C&W took over in October 2008 (see www.cw.com).
23pefence, §166.

Defence, Annex B, §179.
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3.329.

3.330.

3.331.

3.332.

3.333.

Ofcom noted that C&W recognized the need to increase the price of DPCN services
as their prices appeared to be below costs, and concluded that C&W merely
contested the size and timing of those increases. Ofcom further referred to the
evidence of C&W'’s witness, Mr Harding,?*® to suggest that C&W agreed that it was
necessary to adjust some PPC prices to bring them in line with its costs, but dis-
agreed with the methodology underpinning these adjustments and the impact of
these adjustments on C&W'’s ability to compete.?®

Ofcom accepted that the percentage impact of the start charge adjustments on
C&W'’s overall bill could be higher than for BT and other OCPs given the higher
proportion of external local ends it used.?®” Ofcom also accepted that the price
changes were more advantageous to BT’'s downstream operations than to C&W
because BT’s downstream operation was by far the biggest user of 2 Mbit/s trunk.?*®
However, Ofcom argued that the impact on C&W reflected the mix of its PPC pur-
chases and of itself did not amount to undue discrimination.?*®

Ofcom also accepted that since BT was a vertically integrated firm, there was a
possibility that the starting charge adjustments it put forward were structured in a
manner that would discriminate in favour of its downstream operation. However,
Ofcom explained that it assessed the starting charge adjustments to ensure that
overall they were revenue neutral to external customers. It also stated that, factoring
in C&W'’s acquisition of Thus, the impact of the one-off adjustments on C&W'’s cost
base was estimated to be just under [é<] per cent. Those most affected by the
changes (including C&W) were also those which had benefited most from prices
being out of line with cost in the past.®®

Ofcom further clarified that when it was considering whether or not to permit an
increase in the 2 MBit/s local end price, Ofcom checked whether that service was
used more by BT’s competitors than by its own downstream business. In fact, both
BT and OCPs used this service in almost exactly the same proportions. Ofcom felt
that in those circumstances there was less likely to be a risk of anti-competitive
behaviour.*%*

Finally, Ofcom accepted that the evidence to date suggested that switching from
leased lines to alternative technologies would be limited. %

Proportionality

3.334.

In order to respond to the arguments advanced by C&W in the NoA, §863-66, Ofcom
recalled that the relevant test of proportionality under section 47 of the 2003 Act was
that any regulation was proportionate as to what it was intended to achieve. There-
fore, any assessment of the proportionality of the starting charge adjustments had to
be framed in the context of the overarching objectives of Ofcom’s charge control
proposals.3®

25CgW W/S Harding, §163.
%pefence, Annex B, §158.
®"Defence, Annex B, §163.
28pefence, Annex B, §§163 & 181.
2pefence, Annex B, §179.
%0pefence, Annex B, §§181-182.

301,

Bilateral hearing, p27, lines 4-13.

%2pefence, Annex B, §195.
%3pefence, Annex B, §165.
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3.335.

3.336.

3.337.

3.338.

3.339.

3.340.

Ofcom explained that the objective for the charge control had been to ensure that it
appropriately constrained BT’s ability to set excessive prices and at the same time
allowed relative prices to be set in a broadly efficient way. This could have been
achieved gradually, whereby prices had been aligned to cost via a glide path over the
charge control period or, where necessary, part of the adjustment could have
occurred more quickly via starting charge adjustments. This had been a matter of
regulatory judgement that had had to balance a number of objectives.>**

Ofcom further explained that it had not been assessing (as part of the charge control
exercise) whether each individual service had been cost orientated; whether the
associated pricing structure had been in some way the most optimal; and whether
prices had been precisely at specific DLRIC measures.**®

As regards the arguments advanced under C&W'’s second head (in the NoA, 8§63 and
its subparagraphs), Ofcom observed that C&W seemed to argue that Ofcom had had
as an objective a specific level of ROCE equal to or greater than WACC and that
Ofcom could have achieved this objective with much lower increases. However,
Ofcom said that it had not had in mind a target ROCE. It had not been, for example,
the intention that BT’s returns should have been no more than its cost of capital at
the outset of the charge control. However, Ofcom had wanted to ensure that the price
changes had been revenue-neutral to external customers. As noted above, the net
effect had been to reduce Tl basket revenues to some extent and, in so doing, the
charge changes had reduced the gap between revenues and costs at the start of the
control by about a third.3%

Ofcom further observed that C&W had expressed the view that other approaches
could have been adopted with less harm to C&W and competition in the market.
Cross-referring to the NoA 850 (which we discussed above in our assessment of
Reference Question 2(a)(ii)), Ofcom noted that C&W also argued that the specific
price increases that had been made could have been phased in rather than taking
the form of start charge adjustments. Ofcom reiterated that phasing in the increases
would not have met Ofcom’s objectives. In particular, the phasing in of charge
increases would have kept DPCN prices below costs for longer and conflicted with
the RPI+5 per cent sub-caps.*"’

Therefore, in Ofcom’s view, the proposals brought forward by BT had met Ofcom’s
objective of bringing prices more into line with costs while ensuring that external
parties in aggregate had been made no worse off. Ofcom therefore considered that
the approach it had adopted had been proportionate to what it intended to achieve. %

As regards the arguments advanced under C&W'’s second head (in the NoA, §864—
66), to the extent that C&W'’s complaint related to a failure of BT to comply with its
wider cost orientation obligations, Ofcom believed that any such review of past
pricing behaviour would have been dealt with under Ofcom’s dispute resolution
powers or its powers to assess compliance with an SMP condition. Ofcom was, for
example, at that time considering in the PPC Disputes the historic pricing of its

2 Mbit/s trunk circuits.®®

®pefence, Annex B, §166.
pefence, Annex B, §170.
%%pefence, Annex B, §171.
®"pefence, Annex B, §172.
*8pefence, Annex B, §173.
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3.341. However, without prejudice to any adjustments Ofcom might have required under the
PPC Disputes, Ofcom did not consider that it would have been appropriate to look at
BT'’s past alleged failure to alter certain prices in the way suggested by C&W. For the
LLCC, the position Ofcom had been faced with had been, given BT’s costs and
prices, to determine an appropriate balance between starting charge adjustments
and reductions in prices via a glide path. The one-off adjustments had been justified
because charges had been significantly out of line with underlying costs and Ofcom
wanted to remove the risk of distortions in future. That is to say, Ofcom had been
concerned with forward-looking, not backward-looking, charges. In addition, Ofcom
had required the one-off charge changes to be in aggregate revenue neutral to
OCPs, so BT would not have gained from the one-off adjustments.®'

BT's Sol and evidence

3.342. BT agreed with C&W that it was the largest user of 155 Mbit/s trunk. The price of
155 Mbit/s trunk was cost-orientated and had not been changed in the starting price
proposals adopted by Ofcom.?!*

3.343. When leased lines were long enough to have a trunk element, purchasers of PPC
had a choice as to how they provided this element. They could build and use their
own infrastructure, or they could buy trunk from BT or other providers. Downstream
BT had no alternative but to purchase all of its trunk from upstream BT. Price reduc-
tions in trunk would therefore benefit all purchasers of trunk but would have less
impact on C&W as it was able to bypass BT with its own network. '

Assessment
Discrimination

3.344. As set out in paragraph 3.301 above, in taking a decision to set conditions under
section 45 of the 2003 Act, Ofcom must satisfy the test in section 47(2). This is a
four-limbed test and must be considered in the round; however, it requires that con-
ditions do not discriminate unduly against particular persons or a particular descrip-
tion of persons. This condition imports the general principle of non-discrimination
from EU law which requires that similar situations are not to be treated differently
unless differentiation is objectively justified® equally, different situations should not
be treated in the same way unless such treatment is objectively justified.***3" we
also note Ofcom’s duty to take account of the desirability of carrying out its functions
in a manner which, so far as practicable, does not favour one form of electronic
communications network over another.>'®

3.345. In considering C&W'’s arguments in relation to whether Ofcom erred in mandating
price increases to starting charges, we have had particular regard to the need for
Ofcom to satisfy the condition that this increase does not discriminate unduly, rather

#%efence, Annex B, §178.

SUBT W/S Morden 1, §88.

$2BT W/S Morden 1, §93.

#3gee, for example, Wuidart and Others v Laiterie Coopérative Eupenoise, a cooperative society, and Others [1990] ECR I-
435; Klensch (( 1986 )) ECR 3477, Case 84/87 Erpelding (( 1988 )) ECR 2647.

#4Case 106/83 Sermide v Cassa Conguaglio Zucchero [1984] ECR 420. C&W cited the Court of First Instance case of T-
162/94 NMB France SARL v Commission [1996] ECR 11-427 at 116.

3 light of the equivalence of the test in the 2003 Act and principle of non-discrimination in EU law, we interpret ‘undue’ as
meaning ‘without objective justification’.

#8gection 4(6) of the 2003 Act.
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3.346.

3.347.

3.348.

3.349.

than the question as to whether the decision provides BT with the ability to dis-
criminate.

Ofcom and C&W agree on a number of key points:

(a) The one-off adjustments had different impacts on different CPs. This was
because different CPs purchased different proportions of leased line products.

(b) The adjustments had a positive impact on BT’'s downstream operation and a
negative impact on C&W.

(c) Switching to alternative technologies would be limited.

We agree with Ofcom that BT has an incentive to put forward a system of one-off
adjustments that will benefit its own downstream operation and disadvantage its
competitors. This is because PPC products sold by BT upstream are inputs for both
BT downstream and OCPs when providing leased lines to their customers. BT has
therefore an incentive to raise its rivals’ costs. This could be done, among other
ways, by setting discriminatory charges.

Ofcom argued that the charges could not be discriminatory because all CPs paid the
same prices for the same products. We disagree. We note that the pattern of
consumption of PPC services is not the same for all CPs with BT consuming dis-
proportionately more some services and OCPs others. We also note that altering
consumption may be difficult and migrating to a different technology is unlikely. BT
could therefore propose a set of one-off adjustments that would benefit its down-
stream operation and raise costs for OCPs while charging the same prices for the
same products.

We therefore assessed whether each of the four one-off adjustments could have had
a detrimental impact on C&W with respect to BT. The following table presents some
key data regarding the one-off adjustments.®"’

317

We note that it was difficult to select one set of price data for terminating segment services to assess Ofcom’s one-off

adjustments. We were presented with two main sets of price figures: (i) the price data for terminating segments provided to the
CC by Ofcom as background information in autumn 2009 (spreadsheet ‘05 Tl Basket base year profitability - PPC principal
workbook 20 06 09 TU2906.xlIs") and (ii) the price data provided by Ofcom in Annex B to its Defence (Tables B1 and B2). The
two sets of price data do not correspond. We note that on 3 March 2010, Ofcom submitted further evidence attempting to
explain these differences (spreadsheet ‘Annex Il - Comprehensive old and new prices (Confidential).xIs’).

We remain unclear as to why exactly the differences arise but believe that main reason for the differences is the application of
the enhanced maintenance uplift. While the first set of prices (spreadsheet ‘05 Tl Basket base year profitability - PPC principal
workbook 20 06 09 TU2906.xlIs’) provides prices for BT's internal sales and therefore uses BT's internal enhanced maintenance
uplift, the second set of data (Tables B1 and B2 of Annex B to the Defence) provides external prices and therefore applies BT's
external enhanced maintenance uplift which is higher. We remain unclear as to why OCPs attract a higher enhanced mainten-
ance uplift than BT’s internal sales in particular now that the local end uplift recovering PoH costs has been removed from
terminating segments. However, we did not pursue this issue as it did not affect our assessment of the arguments of the
parties. We decided to use the first set of data (as presented in spreadsheet ‘05 Tl Basket base year profitability - PPC principal
workbook 20 06 09 TU2906.xls’). This is because we understood its underlying methodology better.
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TABLE 3.4 One-off adjustments to starting charges accepted by Ofcom

£

old New DLRIC FAC DSAC

PPC service price  price  (Ofcom) (Ofcom) (Ofcom)
64 kbit/s local end 248 496 540 611 860
64 kbit/s links 70 140 146 158 236
2 Mbit/s local end 596 705 501 567 911
2 Mbit/s trunk 102 48 23 28 48

Source: Ofcom.

Increase in DPCN terminating segments

3.350.

3.351.

We note that it is agreed that C&W consumes DPCN services more than any OCP
and that it was therefore hit by the one-off adjustments to DPCN services (64 kbit/s
local end and 64 kbit/s link) more than any OCP.

However, we also note that the one-off adjustment approved by Ofcom only
increased the price of DPCN service to just below DLRIC based on Ofcom’s calcu-
lation. Given that Ofcom generally considered DLRIC as a floor for cost orientation of
charges and charges below DLRIC as potentially anti-competitive, the increase of
prices to approximately DLRIC would seem to be in line with Ofcom’s objective.
Ofcom also limited the impact of these increases on C&W to a minimum since DLRIC
was the minimum cost-oriented level of prices. We note that prices below DLRIC
would not be sustainable in the long run and C&W could not expect that DPCN ser-
vices would remain at that level.

Decrease in trunk segments

3.352.

We note that it is agreed that BT consumes more 2 Mbit/s trunk than any OCP and
therefore benefited from the one-off adjustments to 2 Mbit/s trunk more than any
OCP. However, we note that the one-off adjustment carried out only reduced the
price of 2 Mbit/s trunk to DSAC. Given that Ofcom generally considered DSAC as a
ceiling for cost orientation of charges and charges above DSAC as potentially anti-
competitive, the decrease in price to DSAC would seem in line with Ofcom’s objec-
tive. Ofcom also limited the impact of these reductions on BT to a minimum since
DSAC was the maximum cost-oriented level of prices.

Increase in 2 Mbit/s local end

3.353.

3.354.

Ofcom told us it had verified that 2 Mbit/s local end services were consumed in equal
proportions by OCPs and BT. In this case, the incidence of a one-off adjustment was
the same on both OCPs and BT and therefore could not alter their relative competi-
tive position or raise BT’s rivals costs by more that BT’s own costs.

In sum, it would therefore appear that before the current one-off adjustments had
been made, C&W had benefited from a key input price that was very low while BT’s
downstream operation had competed with OCPs using a very expensive key input.
The current one-off adjustments changed this competitive dynamic only to a limited
degree since, based on Ofcom’s figures, they increased C&W's key input (DPCN
terminating segments) to just below the minimum cost-oriented level, ie DLRIC, and
reduced BT’'s downstream operation’s key input (the trunk) to the maximum cost-
oriented level, ie DSAC.
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3.355.

3.356.

3.357.

3.358.

We note that two further issues discussed under Reference Questions 2(a)(i) and
2(c) are worth discussing under this Reference Question in order to ensure clarity
and consistency:

(a) C&W doubted that Ofcom established the right level of DLRIC. According to
C&W'’s calculations, the DLRIC was lower than Ofcom’s (Reference Question

2(c)).

(b) C&W claimed that Ofcom should have increased prices to DLRIC and no more
(Reference Question 2(a)(i)).

Neither of these two issues is in conflict with our findings under this Reference
Question 2(d). Even if we were to accept C&W's figures to be the correct ones and
consider that Ofcom’s adjustments brought DPCN prices above DLRIC rather than
just below, our finding would not change. While we recognize that it is in theory
possible that BT might have chosen prices within this range that are relatively more
advantageous to its downstream operation and relatively less advantageous to its
competitors, assessing whether such relative pricing distorts competition is difficult.
Given that any price point in the DLRIC-DSAC range is potentially competitive, C&W
would have to provide evidence why the choice of such a price point is discriminating
against its business. C&W has not provided any such evidence.

Ofcom argued that the aggregate revenue neutrality of the one-off adjustments on
the OCPs was a key consideration when accepting BT's proposal for one-off adjust-
ments. However, we do not see why this should be the case. Since Ofcom found that
the prices of some services were markedly below costs, it was appropriate for it to
consider increasing the prices of these services either through one-off adjustments,
or via a glide path or a combination of both. As Ofcom recognized, prices below cost
create a potential for predation by the incumbent or (as would have been the case
here) give CPs and final consumers the wrong price signal and therefore lead to in-
efficient consumption. We note that C&W did not dispute that such increases may
have been necessary in some form. Moreover, in practice, Ofcom’s adjustments
meant that some OCPs, such as C&W, have seen their costs increase, while others,
such as Verizon, have seen their costs decrease. The aggregate impact on OCPs
would therefore seem to be a meaningless measure.

However, we conclude that C&W did not demonstrate that the one-off adjustments to
starting charges had a discriminatory effect on C&W.

Proportionality

3.359.

3.360.

3.361.

We note that, for the reasons explained in our assessment of Reference Questions
2(a)(i), 2(a)(ii) and 2(aa), we have already considered in some detail whether
Ofcom'’s decision to allow the proposed one-off increases to starting charges satis-
fied the test of proportionality under section 47(2)(c) of the 2003 Act, namely, that
that decision had been proportionate to what it had intended to achieve.

We do not consider there to be material difference between the arguments advanced
in the paragraphs of the NoA and Reply relevant to Reference Questions 2(a)(i),
2(a)(ii) and 2(aa) and those relevant to this Reference Question.

We do not rehearse again here our assessment of those questions, but confirm that

our conclusions with respect to Reference Questions 2(a)(i), 2(a)(ii) and 2(aa) apply
equally to the same arguments raised here.
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Determination

3.362. As set out in paragraphs 3.344 to 3.358, we do not consider that C&W has provided
convincing evidence that the changes to the starting charges actually had a dis-
criminatory effect. However, to the extent that these one-off adjustments to the
starting charges had a different impact on C&W, we consider that impact to be
proportionate to Ofcom’s objective of maintaining cost-oriented pricing.

3.363. We found that C&W did not make a case that Ofcom erred in setting the price
increases to starting charges for the reasons set out in 886166 of the NoOA.
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Section 4. Reference Question 3

In this section we address Reference Questions 3(a), 3(b), 3(c) and 3(d). We set out below,
for each question, the paragraphs at which we (a) start our analysis of that question, (b) start
our assessment of that question and (c) conclude with our determination of that question.

Paragraph
Reference QUESTION 3(8) ....cciieuuuieiiiieeiee ittt e e e e e e et a e e e e e e e eeaatn e e e e eeeeeennnes 4.1
F ST 0 0= o | PP UUP PP UPPPTTRIN 4.15
Reference QUESTION 3(D)....coiiiiiiiiiii e e e e e e e e e 4.17
ASSESSIMEINT ..ottt et e et e e e e e e e e e r e e e e 452
(1= (=] 11 = L1 [ T 454
Reference QUESTION 3(C) . uuuuiiiiiiiieiiiieiiiiiiiieieieeeiieeeeae bbb naeeneennes 455
Assessment of association of corporate overheads to BT's overseas operations......... 4.87
Assessment of the 21CN adjuStMENT .........oooiiiiiii i 4.127
Assessment of allocation of COPPEr COSES......ouuiiiiii i e 4.143
Assessment of the CCA adjUSTMENT .......ovviiiiiiiiiiiiiiiiiiii i 4.169
Assessment of allocation of costs to SiteConnect and other mobile network operator
K] (o =L PO PPPRRPRPRRPRRRR 4.210
D= = 10 0] 1= LA o 4.229
Reference QUESTION 3(d)...ccciiiiiiiiiiii et e e e e e e e e et e e e e e e eeeaaees 4.238
A SESSIMEBINT ..ttt ettt ettt et e e e e e e e e e e et e aeaaa e aaera 4.308
D12 =T 10 011 = L1 [ o 4.333

Reference Question 3(a)

4.1.  This section (paragraphs 4.1 to 4.16) sets out our conclusions as to whether the
Price Control Conditions imposed on BT* have been set at an inappropriate level
because Ofcom erred in estimating BT’s efficient costs and associated revenues for
leased line services, specifically that Ofcom erred in its use of BT’'s RFS for the
reasons set out in 8872—77 of the NoA.

4.2. 8872-77 set out the first of four allegations of error made under Ground C of the
NoA. Ground C addresses the alleged errors arising in Ofcom estimating BT's
efficient costs and revenues for leased lines services.

4.3. For the reasons given below, our determination is that Ofcom did not err in its use of
BT's RFS for the reasons set out in §8852—77 of the NOA.

The use of the RFS in the LLCC Statement

4.4. The underlying data used to calculate the charge control in Ofcom’s LLCC Statement
was extracted from BT's RFS. The 2006/07 RFS were restated in 2007/08 (in the
prior year comparators) to reflect errors in the leased lines revenues reported. The
effect of the restatement was to reduce Tl basket revenues by £269 million, with a
resultant effect on the profitability of the basket.

'Price Control Conditions include the TI Price Controls together with Condition HH4 which applies to the Al basket.
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4.5,

4.6.

As part of the LLCC Statement, Ofcom commissioned Analysys Mason to review the
restatement and to highlight any further improvements needed. Analysys Mason
produced a number of recommendations for further work and according to Ofcom
concluded that the approach taken by BT was reasonable? (although C&W believed
that Analysys Mason’s conclusions were more ambivalent than Ofcom’s portrayal
suggested).

In the LLCC Statement, Ofcom’s overall conclusion® was that it had used the best
information available in setting the charge control.

C&W'’s challenge to Ofcom’s use of the RFS

4.7.

4.8.

4.9.

In its NoA, C&W argued that the data derived from the RFS was unreliable,* that the
2006/07 restatement was insufficient® and that errors remained in the data. C&W had
specific concerns® that the restatement of the 2006/07 data extended to revenues but
not to costs. C&W was not reassured’ by the audit opinion as the auditors had
previously signed off on the 2006/07 data that subsequently demonstrated to be
incorrect. In addition, C&W expressed concern® that not all of Analysys Mason’s
recommendations had been implemented.

In its Reply,® C&W accepted that the RFS had to form the starting point in Ofcom’s
analysis. However, it stated that it did not believe that the RFS were necessarily
accurate and that it had reservations over the use of data extracted from the RFS.

However, in response to further questions,*® C&W informed us that it no longer
asked that we ‘make any findings specifically in relation to Reference Question 3(a)’,
and that the ‘relevant paragraphs of the NoA were provided by way of introduction to
the more specific challenges mounted in the remainder of Ground C’.

Ofcom’s Defence

4.10.

4.11.

4.12.

In its Defence, Ofcom noted™* that it believed that the RFS data provided the best
available data for the charge control and was sufficiently reliable for these purposes.

Ofcom drew our attention? to the fact that the RFS are audited (with an unqualified
audit opinion) by PricewaterhouseCoopers (PwC) and that'®* Analysys Mason had
tested these restated RFS.

In reply to C&W's specific issues, Ofcom stated that BT had found an immaterial
impact on costs at a market level,' and less than a 1 per cent reduction in costs at a
TI basket level™ (the level at which Ofcom’s LLCC model forecast costs).

’Defence, §103.

3LLCC Statement, §4.71.
“NoA, §74.

°NoA, §75.1.

°NoA, §75.6(b).

"NoA, §75.

8C&W WIS Kelly, section 5.
°Reply, §42.1.

9Cc&W’s reply to further questions dated 3 March.
“pefence, §105.
2Defence, Annex C, §9.
¥Defence, Annex C, §11.
“Defence, Annex C, §78.



4.13. Regarding the Analysys Mason report, Ofcom stated*® that it had addressed all of the
issues raised by Analysys Mason.

BT's Sol and evidence

4.14. BT noted’ that it took several steps to ensure the reliability of the restated RFS,
including the use of Ernst & Young and the scrutiny of Ofcom and Analysys Mason:
BT told us that it had engaged Ernst & Young to assist in the restatement of the RFS
and that Ofcom then appointed Analysys Mason to conduct an independent review of
the restatement.*®

Assessment

4.15. During the course of our determination, C&W accepted that it was reasonable for
Ofcom to have used the RFS as the starting point of the analysis and therefore
withdrew its appeal on this point as described more fully in paragraph 4.9.

4.16. As C&W has withdrawn its appeal on this Reference Question 3(a), we have not
made a determination on whether Ofcom erred in its use of BT's RFS for the reasons
set out in §872—77 of the NoA.

®Defence, Annex C, §79.
®pefence, Annex C, §886 & 87.
BT W/S Coulson I, §8.

BT W/S Coulson |, §15-17.
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Reference Question 3(b)

4.17. This section (paragraphs 4.17 to 4.54) sets out our conclusions as to whether Ofcom
erred in its adjustments to BT’s reported costs and revenues for DPCN services for
the reasons set out in §§83-103 of the NoA.**

4.18. For the reasons given below, we do not consider that Ofcom erred in its adjustments
to BT’s reported costs and revenues for DPCN services for the reasons set out in
§883-103 of the NoA.*®

Summary of Ofcom’s rationale and methodology

4.19. Inthe LLCC Statement, Ofcom made adjustments to the TISBO services, as reported
in the RFS, in two broad categories:

(a) First, Ofcom made certain adjustments to the FAC, DLRIC and DSAC for each of
the services in the Tl basket as reported in the RFS. The result of this analysis
was, among other things, used by Ofcom to assess BT’s proposal for the one-off
price adjustments.

(b) Secondly, Ofcom made adjustments to the TISBO services at the basket level (ie
to the bundle of services that make up the Tl basket). The result of this analysis
was, among other things,?* used by Ofcom in the calculation of the level of X in
the RPI-X price cap.

4.20. Table A6.3 in the appendix to the LLCC Statement provides an overview of the
adjustments Ofcom made at the Tl basket level. This is reproduced below as Table
4.1.

“Reference Question 3(b).
“Reference Question 3(b).
ZFor example, it was also used by Ofcom when setting the parameters for the one-off price adjustments.
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TABLE 4.1 Tl basket: 2007/08 aggregate adjustments step by step

2007/08
TI basket services (£ million) Costs ROCE

Order Revenues  Costs MCE incl ROCE %
As reported 816 649 1,571 822 11
Adjustments
Third party customer local end (LE) equipment 1 - (38) (267) (56)
Point of handover (PoH) link costs 2 - (12) - 12)
Current cost normalization 3 - 41 - 41
Regulatory asset value (RAV) 4 - 4) (29) (6)
Technological neutrality (21CN) 5 - 12) (157) (29)
Payment terms 6 - - (34) 4)
Ancillary services 7 - (21) - (21)
Site Connect 8 (45) (23) 37) 27)
Resilient circuit costs 9 - (29) - (29)
Third party customer LE equipment selling costs 10 - (6) - (6)
Internal revenues 11 8 - - -
Reduction in price of (external) local ends 12 (12) - - -
PoH circuit rental costs & charges 13 12 12 - 12
After adjustments 779 558 1,157 685 19
CLZ local ends repriced as non-CLZ (net of PoH) 14 6 - - -
BT wholesale price changes: net change 14 (20) - - -
After proposed BT wholesale price changes 774 558 1,157 685

Source: Ofcom.

4.21.

4.22.

4.23.

4.24.

4.25.

Ofcom’s explanation of the adjustment for internal revenues is summarized below
based on Adjustment 11 in Table 4.1 above. Internal revenues are those generated
from within BT, external revenues are generated from OCPs.

In 2007/08, BT accounted for sub 2 Mbit/s local end services that are transported on
2 Mbit/s bearers within 2 Mbit/s services to align the accounting of these revenues
with their costs. This approach resulted in BT recognizing too much revenue against
2 Mbit/s local ends for each and every sub 2 Mbit/s local end affected.

BT adjusted (approximately) for this extra revenue by pricing all sub 2 Mbit/s trans-
mission (ie distribution and trunk) revenues as though they were priced at the
cheaper distribution rates.

Ofcom'’s focus was primarily at the basket level and so it did not adjust external
revenues as, according to BT, aggregate external revenues reconciled to the external
revenues in its general ledger.

Ofcom adjusted internal revenues as follows:

(a) The first part of Ofcom’s adjustment of these revenues consisted in repricing sub
2 Mbit/s internal transmission volumes as though they were a combination of
distribution and trunk by multiplying 2007/08 volumes by £3.83 per km, the
2006/07 weighted average charge across the two. This increased internal trans-
mission revenues by £14 million.

(b) Ofcom then recalculated its estimate of the volumes of internal sub 2 Mbit/s local
ends carried over 2 Mbit/s bearers and multiplied it with the lower sub 2 Mbit/s
prices. Ofcom estimated these volumes by assuming that the same proportion of
internal total sub 2 Mbit/s local ends was affected as external local ends (11 per
cent). This reduced internal revenues by £6 million.

(c) The net effect of these adjustments was to increase internal Tl basket revenues
by £8 million.



Summary of C&W’s arguments

4.26. The points raised by C&W in relation to this Reference Question focused both on the
adjustments to individual service FAC, DLRIC and DSAC? which were relevant to
the assessment of the one-off price adjustments® and to the assessment of the
adjustments at the Tl basket level.**

4.27. In particular, C&W argued that:
(a) Revenues for DPCN bearers were not included in the TI basket.?®

(b) Ofcom should have made different adjustments to revenues in relation to DPCN
local ends that were carried on 2 Mbit/s Access Bearers.?®

(c) Volumes for 64 kbit/s local ends were incorrectly stated in the RFS.%

(@) DPCN bearers
Introduction

4.28. DPCN bearers are used to connect the nearest DPCN node and the PoH.?

Summary of C&W arguments

4.29. C&W stated that Ofcom had erred in adopting the revenue data from BT's RFS for
2007/08 (including the restated revenues for 2006/07) because the RFS excluded
revenues from DPCN bearers that should properly be included.?

4.30. C&W later stated that in relation to the DPCN bearers it no longer maintained that
there was any impact on the value of X,*® as Ofcom’s model indicated that external
DPCN volumes (and, hence, DPCN bearer volumes) assumed for the final year of
the charge control were so low that Ofcom/BT’s incorrect treatment of DPCN bearer
costs and revenues could not have a material impact on final year costs or
revenues.®

4.31. C&W clarified that the only remaining relevance of the proposed adjustments to the
calculation of DLRIC was that if the costs for DPCN bearers were removed from the
costs of 64 kbit/s Distribution, as C&W contended should have happened, it would
have meant that the DLRIC floor for 64 kbit/s Distribution would have been lower.
However, 64 kbit/s Distribution was not itself the subject of an increase in starting
charges.

*’NoA, §83.

*NoA, §§92.2,98 & 103.

*NoA, 88§82, 92.1 & 103.

*NoA, §89.

*°NoA, §93-101.

“’NoA, §102.

*NoA, §87.

NoA, §89.

0C&W's letter to the CC on ‘Questions sent before the hearings—questions to C&W', p4.
$C&W's letter to the CC on ‘Questions sent before the hearings—questions to C&W’, p4.
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Summary of Ofcom’s defence

4.32.

4.33.

Ofcom stated that it had received an assurance from BT that the revenues from
DPCN bearers were included in the RFS data.*?

In particular, Ofcom relied on a statement from BT that ‘... the costs and revenues of
these circuits are included as part of the “64k Distribution™. In the absence of other
evidence to the contrary at the time, Ofcom did not make any further adjustments to
the revenue figures in its analysis.

BT’s intervention

4.34.

4.35.

4.36.

BT stated that the DPCN bearer revenues were included within the RFS in the
Technical Areas (Point of Handover or PoH) market within the Customer Sited
Handover services.

C&W responded to this stating that:*

(a) it understood that the Technical Areas (PoH) market fell outside the TI basket;**
and

(b) BT did not say where the costs of PoH were included.*

BT later explained that DPCN bearer costs were almost certainly absorbed in the
RFS within the ‘TISBO (up to and including 8Mbit/s)’ services. Within this market their
costs will have been allocated to either the 64 kbit link & distribution services or in the
2 Mbit link & distribution services.*® BT added that these costs were not material and
at a level of around £3 million.*"3®

(b) 2 Mbit/s access bearers

Introduction

4.37.

Local ends connect the local serving exchange (LSE) to the third-party customer.
Some DPCN local end circuits are conveyed over 2 Mbit/s access bearers.*

Summary of C&W arguments

4.38.

4.39.

C&W explained that this part of the appeal related to an issue identified by Ofcom
labelled as adjustment 11 of Table 4.1 above.*® Ofcom’s adjustment is summarized
in paragraphs 4.22 to 4.25 above.

C&W made two separate claims in respect of the 2 Mbit/s access bearers:

*Defence, §196.

*Reply, §46.

*Reply, §46.4.

*Reply, §46.2.

%p1 of BT's letter to the CC on ‘Questions sent before the hearings—questions to BT".
¥BT W/S Coulson I, §15.

%51 of BT's letter to the CC on ‘Questions sent before the hearings—questions to BT".
**NoA, §86.

““NoA, §93.
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(a) First, C&W claimed that the extent of Ofcom’s adjustments to revenues*" did not
go far enough (in particular that the adjustment did not extend to external
revenues).

(b) Secondly, C&W claimed that Ofcom’s calculation of the adjustment (for internal
revenues) was based on data that was unreliable.*?

We deal with these two claims in the following paragraphs.

4.40. Inrespect of the extent of the adjustment (as set out in paragraph 4.39(a) above),
C&W stated that ‘Ofcom’s adjustment only extended to revenues and only to internal

revenues and that Ofcom was mistaken in both respects’:*®

(a) C&W stated, in relation to making an adjustment for internal revenues only:

Ofcom’s adjustment for internal revenues suggested that BT'’s two
adjustments did not even approximately cancel each other out, at
least for internal use. Ofcom had found that the net effect was to
understate total Tl Basket revenues by some £6m per annum for
internal use alone* and that BT’s explanation in relation to external
revenues should not therefore have been accepted without more
investigation, particularly since BT had the opportunity and incentives
to distort revenues to favour its own interests.*®

(b) In relation to making an adjustment for revenues only:

C&W claimed that Ofcom should have made an adjustment for the
allocation of costs for internal and external local ends for the purpose
of calculating the DLRIC.*

4.41. Inrespect of Ofcom’s calculation of the adjustment (as set out in paragraph 4.39(b)
above), C&W claimed that Ofcom used an inappropriate weighted average charge for
the adjustment to BT's internal 64 kbit/s distribution given that it appeared likely that
BT used much more distribution chargeable at the trunk rate than external pro-
viders.*"*®

4.42. C&W later accepted Ofcom’s Defence on 2 Mbit/s access bearers and did not ask us
to make any findings on this issue.*® In particular, it said that:

(a) There was no material impact on the value of X because the volume of DPCN
Services assumed in the final year of the charge control in Ofcom’s model was so
low that the error alleged could not make a material difference at a basket level.*

“NoA, §98.

“’NoA, §99.

“NoA, §96.

“NoA, §97.1.

“NoA, §97.2.

“*NoA, §98.

“ie OCPs.

“8p5 of C&W's letter to the CC on ‘Questions sent before the hearings—questions to C&W’ (response to question 17).
“°p5 of C&W's letter to the CC on ‘Questions sent before the hearings—questions to C&W’ (response to question 16).
*p5 of C&W's letter to the CC on ‘Questions sent before the hearings—aquestions to C&W’ (answer to question 17(i)).



(b) In terms of starting charges, any adjustment would affect service revenue rather
than unit prices and C&W understood from Ofcom’s defence that service revenue
was not used to justify increases in starting charges.

Summary of Ofcom’s defence

4.43. Inrelation to the extent of the adjustment (as set out in paragraph 4.39(a)), Ofcom
stated:

(a) Ofcom’s primary concern was to ensure that the cost and revenue data were
reliable at the basket level, and the correction it made was designed to achieve
that outcome. Any remaining errors in the allocation of costs and revenues
between DPCN local ends and 2 Mbit/s local ends would not have affected costs
and revenues at the basket level and would not have had a material effect on the
price cap for the Tl basket.>

(b) Ofcom agreed that the adjustments for internal revenues did not cancel each
other out. However, this did not indicate that equivalent adjustments for external
revenues would result in similar differentials. Ofcom accepted BT’s data that
overall across the Tl basket external revenues were fairly stated. It was not,
therefore, necessary for Ofcom to carry out further analysis and adjustments to
service level profitability, as this would not have changed the results of the LLCC
model at the Tl basket level.>

4.44. Inrelation to the calculation of the adjustment (as set out in paragraph 4.39(b)),
Ofcom stated that it relied on the volumes which were provided to it under Ofcom’s
formal powers and which were published in the RFS rather than on any other
information source. These RFS volumes, prepared to calculate regulatory transfer
charges and unit cost calculations, would be subject to BT management and audit
scrutiny.>

BT’s intervention

4.45. BT made a number of points in its Sol but these are not critical to our assessment.

(c) 64 kbit/s local end volumes
Summary of C&W arguments

4.46. C&W claimed that Ofcom had erred in relying on BT’s volumes for DPCN circuits
reported in its RFS,> in particular ‘BT’s volumes in the RFS are materially less than it

simultaneously reported in its quality of service statistics’.>®

4.47. C&W then presented one specific example of this error in the witness statement of
Mr Kelly which stated that:

*'Defence, §196.

*Defence, Annex C §106(a).
*pDefence, Annex C §106(d).
*NoA, §102.

**NoA, §102.



4.48.

(a) BT's quality of service (QoS) statistics showed that in 2007/08 there were about
29,000 circuits on the DPCN falling to 25,000 by the end of the year but the
published statements only showed 17,606.°°

(b) Part of this difference was accounted for by the 64 kbit/s local ends carried on
2 Mbit/s access bearers (see above), but even taking this into account, the
correct number of external 64 kbit/s local ends to include in the RFS was
24,030° (rather than 17,606).%®

C&W later stated that it did not maintain that QoS statistics should be used instead of
RFS volumes in the light of the explanation provided by Mr Morden, including that
both the RFS and QoS ultimately take data from the same systems.*

Summary of Ofcom’s Defence

4.49.

Ofcom stated that it had relied on the volume information which was provided to it
under Ofcom’s formal powers and which was published in the RFS rather than on
any other information source. These RFS volumes, prepared to calculate regulatory
transfer charges and unit cost calculations, would be subject to BT management and
audit scrutiny, whereas the QoS information, in contrast, is not audited. In Ofcom’s
view, therefore, the RFS volume data was likely to be both relevant and more reliable
for LLCC model purposes than the quality of service statistics.®

BT’s intervention

4.50.

4.51.

BT stated in the Sol that QoS data should not be used as a basis for assessing
revenues: it was neither designed nor suitable for that purpose. Nonetheless, the
data is consistent with the volume of circuits shown within the RFS, once account is
taken of circuits delivered over 2 Mbit/s infrastructure, the impact of timing differ-
ences and the impact of ceased circuits.®

Mr Morden explained in more detail the reconciliation between the QoS data and the

RFS. The main reasons for the difference between the 64 kbit/s (DPCN) local ends
62

were:

(a) Circuits in construction and circuits in deconstruction were included for a period
of time in the Qo0S, when they were not revenue generating, whereas those
circuits would not be included in the RFS.%

(b) The RFS used 30 September data for the number of active circuits, whilst the
quarterly QoS used the average for each month.*

%°BT Sol, §29 b.

S’C&W WIS Kelly, §8.5.8: ‘the correct total volume of sub-2Mbits local ends is the average indicated by BT’s QoS statistics—
27,000. Of this, | assume 11 per cent are transported on 2Mbit/s bearers, leaving 24,030 which should have been included as
DPCN circuits in the accounts.’

BCc&W WIS Kelly, §8.5.8.

%57 of C&W'’s letter to the CC on ‘Questions sent before the hearings—questions to C&W'.

Defence, Annex C, §106(d).

*'BT Sol, §29d.

BT W/S Morden, §102-11.

BT W/S Morden, §103-105.

*BT W/S Morden, §106-107.
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(c) The DPCN RFS excluded 6,000 DPCN circuits that were carried on 2 Mbit/s
access bearers (and in the RFS were recorded as 2 Mbit/s local ends), but the
QoS included them as DPCN local ends.®

(d) The QoS also included 1,419 DPCN bearers.®®

Assessment

4.52. The basis for C&W'’s arguments in relation to the adjustments to FAC, DLRIC and
DSAC of individual TISBO services, which were subject to the one-off price adjust-
ments, are in substance the same as those advanced in relation to Reference
Question 2(a)(i) (that Ofcom should have allowed one-off price increases only to a
level of DLRIC):

(a) For the reasons given in our assessment of Reference Question 2(a)(i), we do
not accept C&W'’s argument that it was Ofcom’s objective that one-off price
increases should be made only up a level of DLRIC.

(b) For the reasons given in our assessment of Reference Question 2(c), we find
that:

(i) As to the allegation regarding the DLRIC, the exact level of DLRIC is irrele-
vant.

(i) C&W'’s claim in Reference Question 3(b), if successful, would reduce the
level of DLRIC (in Ofcom’s adjustments to DLRIC). However, as this would
simply broaden the range of DLRIC and DSAC, on the evidence available to
us, we do not believe that this would have changed Ofcom’s decision to
allow price increases towards or within the range of DLRIC and DSAC.

(i) We therefore do not need to make a decision on what the exact level of
DLRIC is and we therefore do not need to consider in the context of the
present Reference Question C&W's proposed adjustments to the individual
TISBO service DLRIC levels.

4.53. C&W has withdrawn all of its arguments raised in this Reference Question 3(b) in
relation to adjustments at the TI basket level. In particular, C&W stated that:

(a) In relation to the DPCN bearers, C&W did not now ‘maintain that there is any
impact on the value of X'.%’

(b) C&W now accepted Ofcom’s Defence on 2 Mbit/s access bearers and did not ask
us to make any findings on this issue.®

(c) In relation to the 64 kbit/s local end volumes, C&W ‘does not maintain that QoS
statistics should be used instead of RFS volumes’.®®

BT W/S Morden, §108.

*°BT W/S Morden, §109.

b4 of C&W'’s letter to the CC (in reply to question 12—and the general reading of the reply to question 5) on ‘Questions sent
before the hearings—questions to C&W’.

855 of C&W'’s letter to the CC on ‘Questions sent before the hearings—aquestions to C&W'.

#p7 of C&W's letter to the CC on ‘Questions sent before the hearings—questions to C&W'.
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Determination

4.54. For the reasons set out above, our determination is that Ofcom did not err in its
adjustments to BT's reported costs and revenues for DPCN services for the reasons
set out in §§83-103 of the NoA."”

Reference Question 3(b).
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Reference Question 3(c)

4.55.

4.56.

4.57.

This section (paragraphs 4.55 to 4.237) sets out our conclusions as to whether
Ofcom erred in the allocation of costs to the services subject to the conditions for the
reasons set out in §104 of the NoA.™

8104 of the NoA states that Ofcom erred in allocating excessive costs to the Tl
basket:

(a) Ofcom erred in adopting a methodology that did not allocate corporate overheads
to any of BT’s overseas operations, or in not adequately justifying its decision to
do so.”

(b) Ofcom underestimated the adjustment of BT's RFS required to eliminate costs
attributable to BT’s 21CN (21* century network) investment because it only
eliminated what it termed ‘avoidable’ costs.”

(c) Ofcom allocated excessive copper costs to PPCs given that the majority of
2 Mbit/s local ends are provided on fibre.”

(d) Ofcom carried out a current cost accounting normalization adjustment which was
inconsistent with the principles set out by Ofcom in section 3 of the LLCC
Statement and which increased the difference between costs and prices.”

(e) Ofcom did not remove sufficient costs from the Tl basket associated with the
provision of RBS backhaul and SiteConnect services to mobile network operators
(MNOs)."®

For the reasons given below, we conclude that Ofcom erred in the allocation of costs
in relation to the 21CN cost adjustment and the allocation of costs to SiteConnect but
that it did not err in the allocation of corporate overheads to BT's overseas oper-
ations, the allocation of copper costs, the CCA adjustment and the allocation of costs
to RBS backhaul.

Ofcom’s rationale and methodology

4.58.

4.59.

In the LLCC Statement, Ofcom made adjustments to the TISBO services at the
basket level (ie to the bundle of services that make up the Tl basket as a whole). The
resulting adjusted TI basket was, among others, used by Ofcom in the calculation of
the level of X in the RPI-X price cap.

The starting point for Ofcom’s calculation of the adjustments to the TI basket was the
financial information included in BT's RFS’’ and additional financial statements
(AFS)."™ Ofcom used the 2007/08 RFS as the basis for the LLCC Statement.”®

""Reference Question 3(c).

NoA, §104.1.

NoA, §§104.2 and 104.3.

™NoA, §104.4.

NoA, §104.5.

*NoA, §104.6.

""Current Cost Financial Statements for 2008.
8LLCC Statement, Annex, A6.29 & A6.30.
Defence, Annex C, §13.
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4.60. Ofcom then made adjustments to the data compiled from the RFS and AFS at the TI
basket level in order to reflect a more reliable and consistent accounting view and to
reflect Ofcom’s policy position on, for example, technological neutrality.®® Table A6.3
in Annex 6 to the LLCC Statement (set out below in Table 4.2) provides an overview
of the adjustments Ofcom made at the Tl basket level.

TABLE 4.2 T1 basket: 2007/08 aggregate adjustments step by step

2007/08
Tl basket services (£ million) Costs ROCE

Order Revenues  Costs MCE incl ROCE %
As reported 816 649 1,571 822 11
Adjustments
Third party customer local end (LE) equipment 1 - (38) (167) (56)
Point of handover (PoH) link costs 2 - (12) - (12)
Current cost normalisation 3 - 41 - 41
Regulatory asset value (RAV) 4 - (4) (29) (6)
Technological neutrality (21CN) 5 - (12) (157) (29)
Payment terms 6 - - (34) 4)
Ancillary services 7 - (21) - (21)
Site Connect 8 (45) (23) 37) (27)
Resilient circuit costs 9 - (29) - (29)
Third party customer LE equipment selling costs 10 - (6) - (6)
Internal revenues 11 8 - - -
Reduction in price of (external) local ends 12 (12) - - -
PoH circuit rental costs & charges 13 12 12 - 12
After adjustments 779 558 1,157 685 19
CLZ local ends repriced as non-CLZ (net of PoH) 14 6 - - -
BT wholesale price changes: net change 14 (20) - - -
After proposed BT wholesale price changes 774 558 1,157 685

Source: Ofcom.

4.61. The adjustments relevant to this Reference Question 3(c) are the technological
neutrality (21 CN) adjustment, the current cost normalization (CCA) adjustment and
the SiteConnect adjustment (respectively 5, 3 and 8 in Table 4.2 above).®

4.62. Ofcom made no adjustments for the allocation of corporate overheads to overseas
operations, the allocation of copper costs and RBS backhaul.

C&W’s main arguments

4.63. C&W claimed that Ofcom should have made five adjustments to the Tl basket as
described in paragraph 4.56.8%%% These were either claims that Ofcom should
increase the size of the adjustments or claims for additional adjustments over and
above the adjustments Ofcom made. Each of the proposed adjustments is discussed
in turn in the remainder of this section:

A. The allocation of corporate overheads to overseas operations is discussed in
paragraphs 4.64 to 4.95.

B. The removal of 21CN cost is discussed in paragraphs 4.96 to 4.134.

C. The allocation of copper cost is discussed in paragraphs 4.137 to 4.144.

®| | cC Statement, Annex 6, §8A6.2-A6.3.

81| | cC Statement, Annex, Table A6.2.

’NoA, §104.

#Making the downward adjustments would mean lower prices for the TISBO services.

4-14



D. The CCA adjustment is discussed in paragraphs 4.145 to 4.172.

E. The adjustment to SiteConnect and RBS backhaul is discussed in paragraphs
4.173 to 4.228.

A. Allocation of corporate overheads to BT's overseas operations

Introduction

4.64.

4.65.

Ofcom made various adjustments to the Tl basket in the LLCC Statement, as
explained in paragraph 4.60. Ofcom did not make an adjustment for the allocation of
corporate overheads for BT's overseas operation in the LLCC statement.

Corporate overheads relate to head office related expenses, eg the Chairman’s office
and the Group secretariat.®*

C&W'’s arguments

4.66.

4.67.

4.68.

4.69.

4.70.

C&W claimed that corporate overheads were not allocated to BT's overseas oper-
ations and that this resulted in too much cost being allocated to the TI basket.®

In his witness statement, Mr Kelly stated that it was not clear why overseas oper-
ations should not have any corporate overheads allocated to them. Inclusion of
overseas activities would decrease the amount of corporate overheads allocated to
‘core’ activities in the UK by 19 per cent.®®

C&W argued that Ofcom therefore should have made an adjustment to the Tl basket
in the LLCC Statement to allocate an appropriate amount of corporate overheads to
BT’s overseas operations.®’

Mr Kelly estimated that the relevant adjustment should have been a reduction in
operating costs of £4 million.®®

C&W also stated that ‘The allocation of overhead costs was raised in the consultation
to the LLCC Statement, but Ofcom did not address this point’.*

Ofcom’s response

4.71.

4.72.

Ofcom argued that the ‘attribution base’ for corporate overheads used by BT was
reasonable.*

Ofcom explained that BT carried out two types of overseas activity: overseas oper-
ations that supported UK operations and overseas subsidiaries (eg overseas profit
centres).

#BT's Detailed Attribution Methods (DAM) 2008 p327/8 as quoted in §8.4.2 in BT W/S Kelly.

*NoA, §104.1.

#c&W did not provide a percentage figure specific to the TI basket but did provide an amount of £4 million for the Tl basket—
see paragraph 4.69.

87C&W WIS Kelly Table 12 and tab ‘Table 11 potential adjustments’ in Exhibit HK1 (ie the excel spreadsheet underpinning the
calculations).

8BT WIS Kelly, Table 12 (p50).

Bc&W WIS Kelly, §8.4.7.

%848 in Ofcom’s comments on their bilateral hearing transcript.

4-15



4.73.

4.74.

4.75.

4.76.

Ofcom stated in its defence that some overseas operations, such as call centres,
supported UK operations. Including such overseas operations in the cost allocation
would require a reallocation of costs back to the UK operations as these operations
were effectively part of the UK operations. This approach would not necessarily be
better and doing this would not provide a significantly different answer.** Ofcom later
added that attributing corporate costs directly to overseas activities and then re-
incorporating those costs back into the BT Global business was an unnecessary step
and indeed would add further complexity to an already complex costing process. %

Ofcom also argued that the other type of overseas operations (overseas subsidiaries,
which may be profit centres) were not allocated any share of corporate overheads as
they ‘probably derive only minimal benefits from functions performed at the UK Group
head office level’ as ‘these overseas subsidiaries maintain independent accounting
records as self-accounting units’.*® Ofcom subsequently developed this point, stating
that the overseas subsidiaries were largely stand-alone businesses, having, for
example, their own legal support and HR functions; making their own technology

choices; and running their own estate management functions.®*

Ofcom also noted that the documents containing the cost attribution methods were
reviewed and opined on by PwC in the RFS audit opinion. Ofcom stated that the
auditor’s opinion provides reasonable but not absolute assurance that the attribution
bases in the Detailed Attribution Methodology (DAM) were in principle cost causal
and objective.®® Ofcom subsequently developed this point, stating that the allocation
of corporate overheads to overseas subsidiaries was not an issue that was raised in
the audit; it was not one that was raised in KPMG'’s review of how corporate over-
heads were allocated. KPMG concluded that BT’s approach was reasonable.®
Ofcom’s view was that BT’s allocation of corporate overheads was reasonable,
particularly as the reasonableness had been confirmed by PwC and KPMG. Ofcom
did not feel that it would have been justified in making adjustments to the allocation of
corporate overheads based on the evidence.

Ofcom also argued that:

(a) identifying cost drivers and causal links in itself was not always possible for some
types of corporate overheads;®’

(b) acceptance of those attribution bases as appropriate across all charge control
decisions by Ofcom also had the attraction of regulatory consistency;®

(c) the net effect of any change to the approach would be very small;*°

(d) the allocation of corporate overheads to overseas subsidiaries was not high-
lighted in the LLCC consultation or in the regular annual review;*® and

*’Defence, Annex C, §111(a).

2Ofcom response to the post plenary hearing questions from 3 March 2010, §14.
“pefence, Annex C, §111(b).

*0Ofcom bilateral hearing transcript (original transcript) p59, line 4ff.

%Defence, Annex C, §112.

*0Ofcom bilateral hearing transcript (original transcript) p59, line 18ff.

"Defence, Annex C, §111(a).

%Dpefence, Annex C, §112.

®Ofcom bilateral hearing transcript (original transcript) p59, line 18ff.
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(e) C&W had not shown a clear cost causal link between the corporate overhead
costs and BT’s overseas businesses.'®

C&W'’s Reply
4.77. Inits Reply, C&W commented on Ofcom’s arguments, arguing that:

(a) It was not sufficient for Ofcom simply to say, without any substantiation, that
these overseas subsidiaries ‘probably’ derived only ‘minimal’ benefits from func-
tions performed at the UK Group head office level. C&W raised the issue in the
consultation on the charge control and Ofcom should have investigated so as to
quantify the impact to some degree.**”

(b) PwC'’s audit opinion*® could not be given much weight given the comments
Ofcom had made elsewhere on the audit opinions*®* and the limited assurance
they provided in relation to any particular figures.*®

(c) It was insufficient to say that the same approach had been used in setting other
charge controls (8112, Defence Annex C). That a consistent approach had been
used meant only that Ofcom had been consistently wrong in its approach.*®®

BT’s comments

4.78. BT stated that it was not correct to say that corporate overheads were not allocated
to overseas operations, as they were in some cases. There were two aspects to
corporate overheads in the RFS: first, the cost of UK Group headquarters units (eg
Corporate Finance, Group HR etc), and secondly, corporate adjustments and
provisions (ie accounting adjustments made by Group and then allocated across the
business).*”’

4.79. BT explained that the corporate adjustments were allocated according to the nature
of the adjustment (eg a specific provision in respect of Openreach would be allocated
across Openreach services only). The nature and level of these adjustments and
provisions would vary from year to year. Where these related to the BT group as a
whole, they would be allocated to overseas operations as well as the UK (eg pension

1%00fcom bilateral hearing transcript (original transcript) p60, line 30ff. We recognize that the parties disagree on the question of

whether allocation of corporate overheads to overseas subsidiaries had been highlighted. However, we do not consider this to
be an issue relevant to our determination.

Y5fcom’s response to questions sent before the bilateral hearing, pé.

102Reply, §47.

%pefence, Annex C, §112, states: ‘Moreover, these detailed cost attribution methods are set out in published documentation
(the “Secondary Accounting Documents”). These documents are reviewed and opined on by PwC in the RFS audit opinion.
PwC'’s audit opinion for 2007/08 (RFS page 113 §18(f)) includes the following statement: “the secondary Accounting
Documents dated 16 September 2008 are appropriate to implement the principles contained in the Primary Accounting
Documents dated 16 September 2008”. This opinion provides reasonable but not absolute assurance that the attribution bases
in the Detailed Attribution Methodology (“DAM”) are in principle cost causal and objective ....’

%pefence, Annex C, §90, states: ‘... C&W view that PwC’s unqualified audit opinion does not provide “adequate assurance of
accuracy” misunderstands the scope of an audit opinion. A “fairly present in accordance with” audit opinion provides
reasonable but not absolute assurance over the financial statements as a whole. It does not, in the same way as the audit of a
set of statutory accounts, provide specific and absolute assurance on each reported number.’

%5Reply, §47.

1%5Reply, §48.

97BT’s response to pre bilateral hearing questions, p2.
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4.80.

4.81.

4.82.

4.83.

4.84.

4.85.

4.86.

provisions would normally be allocated (on the basis of pension costs) across all
activities including overseas operations).'%

BT told us that its headquarters costs were allocated across UK activities only,
specifically excluding overseas operations. This was because the Group head-
guarters unit’s functions supported the UK operations, whereas the corresponding
functions for the overseas operations were performed locally.**

BT told us that its in-country operations (overseas businesses) had their own HR and
finance staff with skills specific to dealing with local issues such as tax, pay settle-
ments and such like. In the UK, these issues were handled at a corporate level and
therefore it was correct that these costs should not be allocated to overseas
activities.**°

BT stated that not all UK-based corporate overheads were allocated to parts of the
business that provided regulated services. The line of business that was responsible
for BT's overseas operations, BT Global Services, was allocated a significant propor-
tion of the corporate overheads and, as such, these costs were not recovered
through regulated charges such as PPCs.**

According to BT, the case for allocating corporate overheads to overseas entities
was not a strong one, given that these entities were deriving only minimal benefit
from these headquarters services. Furthermore, where there were teams working
offshore for the UK business (such as call centres), the cost of these operations
which were not included in the UK cost base was certainly larger than the UK head-
quarters costs that they would attract.**

BT stated that there was no significant amount of support given by the group func-
tions to the overseas operations. They were largely self-sufficient with regard to the
type of BT group function, for example HR and finance. BT'’s established mechanism,
which was not to recover any group overheads against those entities, was sound,
particularly when set against the fact that there were some activities in those over-
seas entities which supported the UK and for which there was no reciprocal recharge
of costs back to the UK. In practice, there was a balance of trade going backwards
and forwards which was a level of sophistication that was not modelled in the allo-
cation of corporate overheads. For example, some call centres in India exclusively
supported UK customers. There was no recharge of those costs back to the UK.
Therefore, in principle, Ofcom was correct in choosing not to add another level of
sophistication to the allocation of corporate overheads.**?

With regard to the cost allocation methodology, BT commented that for several years
it had been using a consistent, established methodology as reflected in the regulatory
accounts.™*

BT estimated that there would be a reduction to costs in the Tl basket of between
£2 million and £3 million, if the current methodology for allocating Group HQ costs
was extended to cover overseas activities. However, this would not take into account

%8B T's response to pre bilateral hearing questions, p2.

109

BT's response to pre bilateral hearing questions, p2.

HOBT W/S Coulson Il, §16 .
BT \W/S Coulson II, §17 .

112
113

BT's response to pre bilateral hearing questions, p6.
BT bilateral hearing transcript (original version), p15, line 31ff.

Y4BT bilateral hearing transcript (original version), p15, line 16ff.
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the impact of reallocating the offshore costs supporting the UK back to the UK busi-
ness which could conceivably make this reduction in cost lower than this estimate.
BT stated that even looking at the overseas resource in isolation from their support of
the UK would not produce a materially different answer from the one Ofcom had
reached.'*

Assessment

4.87.

4.88.

4.89.

4.90.

4.91.

4.92.

C&W, Ofcom and BT agreed that, in the RFS, certain corporate overheads were not
allocated to overseas operations.

We note Mr Kelly’s statement that it was not clear why overseas operations should
not have any corporate overheads allocated to them. It appears that C&W con-
sidered it self-evident that corporate overheads should be allocated to overseas
operations, and did not produce any arguments in support of this assertion.

We noted that Ofcom and BT made the following points against allocating corporate
overheads to overseas operations:

(a) many overheads were related to services replicated by the overseas operations;

(b) BT Global Services (the line of business that is responsible for BT's overseas
operations) was allocated a significant portion of the overheads; and

(c) there were reciprocal costs which would offset some of the unallocated over-
heads.

Although C&W argued that Ofcom’s position was not substantiated (see paragraph
4.77(a)), and indeed we agree that certain statements in Ofcom’s Defence were
somewhat tentative, we do not consider that C&W has put forward sufficient explan-
ation or justification in support of its arguments or any other evidence to refute
Ofcom'’s position.

Furthermore we agree with Ofcom that identifying cost drivers and causal links is not
always possible and we recognize that cost allocation necessitates an exercise of
judgement. We note from BT’s submission that the causal links are complex and that
not all aspects are captured in the model. C&W has not put forward a superior cost
allocation methodology taking into account the arguments advanced by Ofcom and
BT, including those set out in paragraph 4.89.

We note that BT had used an established process for allocating corporate overheads
which had been reviewed as part of the audit of the RFS by PwC, acting for
Ofcom.™*® The allocation of overheads was further reviewed by KPMG when provid-
ing advice to Ofcom in relation to the Openreach statement,™’ where the same
overhead allocation methodology was used. C&W had argued that this evidence (see
paragraph 4.77(b)) should not be given much weight; however, we find that it tends

5B8T's response to pre bilateral hearing questions, p6.

116

The RFS stated on p113, §17, that in forming its opinions on the Market Financial Statements, and each of the Market Group

Statements PwC also reviewed the Company’s Secondary Accounting Documents which describe how the principles contained
in the Primary Accounting Documents are implemented. PwC's review consisted of reading the Secondary Accounting
Documents and considering whether each of the significant attribution and valuation methodologies described in these
documents are consistent with the principles described on pp1-4 of the Primary Accounting Documents.

117

845 in Ofcom’s comments on its bilateral hearing transcript.
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4.93.

4.94.

4.95.

to support Ofcom’s position even though we do not regard it as an absolute guaran-
tee of accuracy.

Ofcom stated that the net effect of any change in approach to the allocation of
corporate overheads to overseas operations would be small. Both C&W and BT
provided estimates showing that the financial effect of allocating corporate overheads
to overseas operations would be in the range of £2—£4 million (in the context of the
total costs of the Tl basket of around £600 million).**® However, BT noted that if
certain costs incurred overseas in support of business in the UK, its estimate of
£2—£3 million would be reduced.

Considering C&W'’s lack of evidence in support of its claim and taking account of the
evidence provided by Ofcom and BT, including, in particular, the explanation that not
all corporate overheads are consumed by the overseas subsidiaries and the limited
financial effect of such an adjustment, we do not find that C&W has demonstrated
that the allocation of corporate overheads to overseas operations would produce a
more appropriate result.

For the reasons set out above, our view is that C&W has not demonstrated that
Ofcom should have made an adjustment to the Tl basket for the allocation of corpor-
ate overheads to overseas operations.

B. The 21CN adjustment

Introduction

4.96.

4.97.

4.98.

4.99.

4.100.

4.101.

21CN costs are a cost category related to the introduction of new technologies which
support existing services, rather than new services.

Ofcom, in its charge control, adopted what it termed a ‘technology-neutral’ approach,
whereby it set the charge control as if the existing technology would be used for the
entirety of the control period. Any costs related to the new technologies were there-
fore excluded, and any cost savings related to these new technologies were also
excluded. Revenues were calculated using the unit price for legacy services.'

Ofcom’s explanation of the 21CN adjustment is summarized below based on
Adjustment 5 in Table A6.2 in the LLCC Statement Annex.

Tl basket services include an element of the cost BT is investing in its 21CN network.
Ofcom concluded that these costs should be recovered against services delivered
over the 21CN network, and not against current services which did not use this
network. Ofcom therefore eliminated an estimate of 21CN costs reflected in the Tl
services.

In its adjustment for 2007/08, Ofcom used the information in the 2007/08 RFS to
identify the level of 21CN costs (including ROCE) which BT had attributed to Tl
services at the unit level.

Ofcom asked BT to provide an analysis for 2007/08 of the 21CN costs which
identified which costs were truly specific to 21CN (eg equipment and software).

118

Total revenues in the Tl basket are around £800 million.

9See LLCC Statement, §§3.64—3.112 and in particular Annex A7.9.
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Based on this 2007/08 analysis, Ofcom eliminated 22 per cent of profit and loss costs
and 93 per cent of mean capital employed (MCE) to reflect Ofcom’s objective of
eliminating only avoidable 21CN costs.

Summary of C&W'’s arguments

4.102.

4.103.

4.104.

4.105.

4.106.

C&W told us that Ofcom adjusted the data from BT’s RFS to eliminate costs attribut-
able to BT's 21CN investment since it adopted what it called a ‘technologically
neutral’ approach in the LLCC Statement.*?® C&W went on to state that Ofcom had
therefore excluded from the costs of Tl basket services a proportion of the costs
associated with BT's 21CN network.

C&W explained that Ofcom’s adjustment removed BT's estimate of the costs of the
21CN network which in BT'’s view were ‘avoidable’. The rationale for only removing a
proportion of the costs was that if BT had not embarked on its 21CN project, a large
proportion of the operating costs (78 per cent) allocated to 21CN would still have

been incurred, as would a small proportion of the capital expenditure (8 per cent).*?*

C&W accepted that BT should be permitted to recover costs that were truly over-
heads and not incremental as a result of 21CN.*?? However, C&W claimed that
Ofcom had erred in only eliminating what it termed ‘avoidable’ and not ‘unavoidable’
21CN costs. It appeared likely that the costs still included some of the overheads of
managing the 21CN project given the limited amount of operating costs excluded and
the descriptions of those items that were relevant.'?

C&W later summarized the reasons why it doubted that all relevant costs for 21CN
had been removed:

(a) Only a relatively low proportion of operating costs allocated to 21CN components
had been removed as a result of Ofcom’s adjustment.*?*

(b) The description of the components in respect of which adjustments were made
(‘Access Cards (other services), MSAN-Metro connectivity (dense), MSAN-Metro
connectivity (non-dense)’ did not appear apposite to describe all the work that
had been done by BT in rolling out its 21CN.**

In its Reply, C&W provided a specific example of 21CN project overheads (ie ‘un-
avoidable costs’) that it said should have been attributed to the 21CN project and
should therefore have been removed from the TI basket:*?

(a) Specifically C&W argued that Ofcom and BT might have allocated too great a
proportion of BT’s general ‘true’ overheads to the Tl basket, when taking into
account the downward adjustment of the MCE of the Tl basket as a result of the
21CN adjustment.**’

NoA §104.2; see also LLCC Statement, §§4.125-4.132.

121Cc&W WIS Kelly, §8.3.1.

122Reply, §49.

NoA, §104.2.

124C&W response to CC questions sent before the bilateral hearing, p8.

125
126

C&W response to CC questions sent before the bilateral hearing, p8.
Reply, §49 and in particular §50.

2"Reply, §§49-50.
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4.107.

4.108.

(b) As a result of the lower MCE of the Tl basket after the removal of 21CN costs,
some of the ‘true’ overheads should have been allocated to other businesses and
not the Tl basket in instances where overheads were allocated based on MCE.'?®

(c) C&W argued that this was so because in BT's regulatory accounts, overheads
were allocated on a number of bases including capital employed. Had BT's
regulatory accounts not included the 21CN components at all, the accounting
methodologies in the DAM would have allocated the overheads across a much
wider range of services than just the services to which the 21CN components had
been allocated. For example, group overheads would have been allocated across
all services, not just to the services to which the component costs were allo-
cated.’®

C&W then provided information on the financial impact of the misallocation of MCE
related overheads, stating that:

(a) The allocation of overheads (including indirect operating costs) to the Tl basket
appeared to be higher as a result of the allocation via 21CN components than if
the 21CN project had never occurred. Only 22 per cent of direct profit and loss
costs were removed as being truly specific to 21CN. The remaining 78 per cent
was retained in the Tl basket on the basis that they were not specific to 21CN.
The logic appeared to be that this 78 per cent represented an allocation of
common costs that would have existed even without the 21CN project. However,
this 78 per cent in turn appeared to represent between 52 and 100 per cent of the
total common operating costs allocated to the relevant 21CN components.**°

(b) C&W'’s estimate of the reduction that should be made in the allocation of costs to
the TI basket was £33.4 million.***

C&W also provided a further example of costs that were not removed from the Tl
basket as part of the 21CN adjustment, stating that there was no explicit reference to
the removal of 21CN costs inefficiently incurred in seeking to emulate PPCs on
21CN.™ It noted in particular:

(a) At the outset of its 21CN project, BT repeatedly stated that there would be no
impact on PPC costs. BT sought to emulate PPCs in 21CN despite the protests
of C&W and others. BT did not achieve any or any adequate solution in this
regard. The costs of BT attempting to do so had therefore been inefficiently
incurred and should not be recovered from third parties such as C&W by way of a
price control. To do so would distort BT'’s incentives in future investment
projects.**®

(b) Originally, BT had planned to emulate PPC products on 21CN. However, it
became apparent that the emulation on 21CN was not of a high enough standard
to satisfy the requirements of a number of existing Tl customers. Therefore, in
2008, BT had announced that instead it would develop Native Time Division
Multiplexing (TDM) products using next generation technology. It also extended
the planned closure date for existing TDM and DPCN networks to the end of

*Reply, §8§49-50.
29Reply, §50.
1%0C&W response to CC questions sent before the bilateral hearing, pp8-9.

131

C&W response to CC questions sent before the bilateral hearing, p10.

32NoA, §104.3.
%3NoA, §104.3(a—d).
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March 2014. As a result, BT had accumulated wasted costs in relation to the
attempted emulation. Ofcom adjusted the data from BT's RFS in an attempt to
apply its view of a technology neutral approach. Ofcom removed some 21CN
costs but the descriptions given did not appear to describe the costs of the
attempted emulation. It was not obvious that such costs would fall within any of
‘21CN MSAN’, ‘21CNMetroNode’, ‘21CNI-Node’ or ‘21CN Backhaul’ (see Table
A8.7 of the LLCC Consultation).®*

4.109. C&W did not provide an estimate of the PPC emulation costs as C&W did not have
access to the figures quantifying the inefficiently incurred costs.*®

4.110. C&W later told us that it did not necessarily seek a determination in relation to the
unsuccessful emulation costs specifically, as it accepted that they might not be
material in amount.**®

Summary of Ofcom’s response

4.111. Ofcom told us that it had taken a balanced judgement about the level of costs
attributed to PPC services consistent with its ‘technology neutral’ approach.™*’

4.112. Ofcom further stated that this issue was considered fully during the consultation
process. Ofcom took the view that it would be inappropriate to remove unavoidable
21CN costs because, in the absence of 21CN, these costs would still have been
incurred by BT and a portion of them would have reasonably have been attributed to
PPCs. Leaving the unavoidable costs in the cost base was therefore consistent with
the technology neutral approach used by Ofcom to analyse and forecast the TISBO
cost base.

4.113. Ofcom explained that in determining the 21CN cost adjustment it proposed only to
exclude costs which were directly attributable to 21CN,**® and that it was not un-
reasonable to allow BT to recover the indirect costs in its charges for PPC
services.™®

4.114. With regard to the costs of PPC emulation, Ofcom said that it had not explicitly
examined this issue. However, by excluding direct 21CN costs, any direct costs
incurred by the PPC emulation would also have been excluded.'* Ofcom later added
that it had a list of the costs that were deemed to be not avoidable and that there was
no reference to emulation costs in that list. Therefore, it had no reason to think that to
the extent costs were incurred in developing emulation-type services those had been
inappropriately left in the cost base.'*

4.115. Ofcom added that it was confident that all the 21CN related costs included in the TI
basket were identified since it was confident that BT had followed the cost attribution
methods set out in its documentation and the requirements to disclose this data as
directed by Ofcom. The service cost stack data used in Ofcom’s calculations could
be followed back to the total component cost schedule disclosed in the RFS. All this

134C&W WIS Harding, §197(c).

135C&W's response to CC questions on 2 March 2010, p5.

13C&W response to CC questions sent before the bilateral hearing, p8.
¥"Defence, Annex C, §115.

38 LcC Statement, §4.129.

Defence, Annex C, §113.

““Defence, Annex C, §116.

“10fcom bilateral hearing transcript (original transcript), p61, line 21ff.
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4.116.

data is covered by the audit and must follow the published attribution methods. Also,
Ofcom requested BT to explain the basis of attributing 21CN costs in advance of
implementation and this topic was also discussed in Ofcom'’s tripartite (duty of care)
sessions with PwC.**?

Ofcom stated that all 21CN costs were within the scope of the audit and the audit
coverage included the component cost schedule.**®

Summary of BT’s intervention

4.117.

4.118.

4.119.

BT stated that in making its adjustment for 21CN, Ofcom had removed the capital-
ized costs which included equipment, labour and directly attributable overheads.
Those overheads included direct accommodation, desktop computing, BT fleet,
communications and travel and subsistence costs that specifically related to the
21CN project. The remaining overhead costs were non-directly attributable (ie
indirect, such as Group level accommodation or security, which did not specifically
relate to 21CN). They would have been incurred by BT regardless of the 21CN
investment. In a fully allocated costing system (FAC), all costs must be allocated,
even those for which direct causality cannot be readily established. Inevitably, there-
fore, some overhead costs were allocated to the 21CN PGs'** even though the 21CN
investment had not itself caused those overheads to have been incurred. Where
costs were truly overheads and not incremental as a result of 21CN, it would be
wholly unjustified to prevent BT from recovering them.*

BT also stated that any costs associated with the emulation of PPC would have been
captured within those costs which Ofcom excluded.*°

BT later added in relation to the PPC emulation costs that:

(a) During the development of 21CN BT investigated the possibility of emulating the
technology used in the delivery of PPC services (TDM—Time Division
Multiplexing) on the 21CN. As part of this evaluation, BT sought the views of its
customers. Initial feasibility work carried out demonstrated that emulated TDM
over Ethernet could not meet the performance and customer experience provided
by native TDM and required by customers. Therefore, no further development
work was undertaken.**’

(b) Costs incurred in the development of PPC emulation would have been mostly
capitalized and since Ofcom excluded the depreciation and MCE of 21CN from
the TI basket, these costs would have been removed.*®

(c) As the expenditure on this feasibility work was not material, the costs were not
identifiable in BT's RFS or management accounts, which did not contain sufficient
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Ofcom'’s response to pre bilateral hearing questions, p8.

“*0fcom’s response to pre bilateral hearing questions, p7.

144

§3.3.5.

Plant Groups (PGs) are intermediate cost pools used to collect costs relating to the BT Wholesale Markets (see 2008 DAM,

BT W/S Coulson, §71.
145BT W/S Coulson, §71.
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BT response to CC questions on 2 March 2010, pp8-9.

“8B8T's response to the pre bilateral hearing questions, p7.
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granularity to track spend of individual projects of this size. Total cost of the
feasibility work was no more than £50,000.*°

4.120. BT was confident that the cost allocation methodology used for 21CN was sufficiently
robust to enable BT to identify and ring-fence the 21CN costs in the RFS, including
those that existed in the Tl basket.**

4.121. BT stated that the audit opinion in the RFS covered the attribution of the full range of
BT costs, hence this included the 21CN elements both inside and outside of the Tl
basket. ™!

4.122. BT also stated that the impact of a 10 per cent reduction in MCE on the overheads
assigned to the Tl basket would result in a reduction of around 5 per cent in its share
of Group headquarters costs in 2006/07. However, these Group headquarters over-
heads are only one element of the indirect costs assigned to 21CN, and as the
apportionment of other elements is unaffected by MCE, the overall impact on Tl of
the MCE reduction would be less.™

Parties’ responses to the provisional determination

4.123. C&W claimed that it made a broader point in paragraphs 49 and 50 of its Reply than
just an adjustment for MCE as it was not clear that this was the only respect in which
overheads allocated to the Tl basket were increased beyond what they would have
been had there been no 21CN project.**®

4.124. Ofcom claimed that it was not necessarily appropriate to remove indirect costs pro
rata to 21CN costs.*®* It further submitted that identifying cost drivers and causal
links was not always possible; that cost allocation necessitated an exercise of
judgement; that the causal links were complex; and that not all aspects were
captured in the model. **®

4.125. Ofcom also commented that there was a lack of detailed evidence clearly showing
how the use of MCE as attribution base impacted on the indirect costs attributed to
the Tl basket services and that as a result any calculation of the potential impact of
using MCE as a basis of attribution would lack analytical rigour.**® For example, the
use of MCE as a basis of attribution in BT's DAM was only part of the attribution base

relating to ‘corporate costs’.*’

4.126. BT and Verizon made no submissions on this point.

Assessment

4.127. C&W argued that too little cost had been excluded in the 21CN adjustment. C&W
provided two examples where this was the case. The first example was the PPC

149

150BT response to CC questions on 2 March 2010, pp8-9.

BT's response to the pre bilateral hearing questions, p7.
131BT's response to the pre bilateral hearing questions, p7.
152BT's response to the pre bilateral hearing questions, p7.
153C&W comments on PF, paragraph 4.123.

¥paragraph 23 in Ofcom’s comments on PF.
Sparagraph 24 in Ofcom’s comments on PF.
S5paragraph 24ii in Ofcom’s comments on PF.
¥7paragraph 28 in Ofcom’s comments on PF.
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4.128.

4.129.

4.130.

4.131.

4.132.

4.133.

4.134.

4.135.

4.136.

emulation costs and the second was the secondary effect of the removal of the 21CN
cost for the allocation of overheads on the basis of MCE.

From the evidence provided, it appears that the PPC emulation adjustment is small
(around £50,000).°®

C&W is now not asking us to make any finding on this point.**°

We are, however, persuaded by C&W'’s second example as set out in paragraph
4.106, that the Tl basket received an excessive allocation of overheads that were
allocated on the basis of MCE as the 21CN adjustment reduced the MCE of the TI
basket. We thought that a reduction in MCE as a result of the 21 CN adjustment
should have been followed by an adjustment to the overheads that were allocated on
the basis of MCE.

Neither BT nor Ofcom submitted any argument or evidence as to why such an
adjustment should not be made.

It is therefore our opinion that Ofcom should have made an adjustment for the
allocation of overheads that are allocated on the basis of MCE as a result of the
21CN adjustment.*®

C&W also made a more general point that insufficient costs were excluded from the
Tl basket in the 21CN adjustment, stating that it appeared likely that the costs still
included extend to some of the overheads of managing the 21CN project given the
limited amount of operating costs excluded and the descriptions of those items that
were relevant.*®* However, C&W did not provide any support for this broader conten-
tion so we have not considered it further.

Whilst it can be argued that C&W's statement in paragraphs 49 and 50 in the Reply
should be interpreted as relating to other attribution bases apart from MCE, we con-
sider that only the explanations regarding MCE were sufficiently particularized to
support the finding of an error.

Ofcom’s comments in response to our provisional determination summarized in
paragraphs 4.124 and 4.125 were new points which had not been raised during the
appeal. Ofcom has not explained to us why we should take these points into account
after the period for submitting new information has passed. However, even if we were
to take these points into account, we do not consider Ofcom’s comments to be
sufficiently particularized to support a change to our finding of an error. In addition,
we note that some of Ofcom’s comments appear to have been based on an
erroneous assumption that we had in our decision relied on C&W'’s model; for the
avoidance of doubt, we emphasize here that we did not use C&W'’s model.

For the reasons set out above, we find that Ofcom erred in its adjustment of 21CN
related costs.
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See paragraph 4.119(c).

%95ee paragraph 4.110.
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We note that similar considerations appear to apply for other adjustments to the Tl basket. However, this point has not been
appealed.

1618104.2 NoA.
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C. Allocation of copper costs
C&W'’s main arguments

4.137. C&W explained that the majority of 2 Mbit/s local ends were provided using fibre
rather than copper connections and yet the average amount of copper included in the
unit cost of every local end appeared to be roughly equivalent to two Metallic Path
Facilities (MPFs). This, it said, was an excessive allocation of copper costs; this
value of copper should only be applied to the minority of local ends that were pro-
visioned on copper.*®?

4.138. C&W subsequently accepted Ofcom’s defence that the error did not affect the setting
of the LLCC® and stated that no further correction was required.**

Summary of Ofcom’s response

4.139. Inits defence, Ofcom quoted BT’s description of the cost allocation methodology for
copper in the DAM.

4.140. Ofcom also noted that only 1.5 per cent of copper costs had been allocated to the Tl
basket.'®

Summary of BT’s intervention

4.141. BT stated that there was no over-allocation of copper costs to the Tl basket, but that
the FAC unit costs were incorrectly stated in the RFS.*®

4.142. BT explained that the RFS contained a unit cost for 2 Mbit/s local ends which was
misleading. It contained an allocation of copper as if all local ends were delivered
using copper when in fact the majority of local ends were delivered by fibre. How-
ever, this issue was entirely isolated to the presentation of the unit cost in the RFS
and was not an error in the underlying cost or volume data. The underlying total cost
data in the PPC markets along with the AFS that Ofcom relied upon to populate its
charge control model contained the correct information and would not require any
adjustments. Under no circumstances would the correction of the presentation of this
unit cost result in an adjustment to the amount of cost allocated to the 2 Mbit/s local
end service either in 2006/07 or 2007/08.*¢"

Assessment
4.143. C&W accepted Ofcom’s defence that the error did not affect the setting of the LLCC.

4.144. For the reasons set out above, we do not consider that C&W has demonstrated that
Ofcom erred in the allocation of copper costs.

'°NoA, §104.4.
163C&W letter in response to 19 February 2010 CC questions, p4.
164
Reply, §53.
%5pefence, Annex C, §§117 & 118.
'%BT SOI §30b and BT W/S Coulson |, §72.
78T W/S Coulson I, §72.
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D. The CCA adjustment

Note on C&W'’s pleadings

4.145.

4.146.

C&W pleaded that the CCA adjustment both in relation to the Tl basket (ie in relation
to the glide path) and in relation to the one-off price adjustments (ie in the calculation
of the DLRIC for individual TISBO services for the purpose of assessing the one-off
price adjustments) should be removed. The adjustment at the Tl basket level was
pleaded in Reference Question 3(c) and the adjustments for the calculation of DLRIC
of individual TISBO services was pleaded in Reference Question 2(c) in Section 3.

We summarize the submissions of the parties in relation to the CCA adjustment for
both the impact on the Tl basket and the impact on the calculation of DLRIC for
individual TISBO services (for the purpose of assessing the one-off price adjust-
ments) in this section. However, we present our assessment and conclusions on the
adjustments to the DLRIC of individual TISBO services (for the purpose of assessing
the one-off price adjustments) in our assessment of Reference Question 2(c) in
Section 3.

Introduction

4.147.

4.148.

4.149.

Ofcom’s explanation of the CCA adjustment is summarized below based on
Adjustment 3 in Table A6.2 in the LLCC Statement Annex.

Ofcom explained that BT prepared its RFS under current cost accounting (CCA)
principles. This accounting method reflected the actual level of asset price changes
experienced during the year. BT also included in the CCA adjustment the impact of
any changes to the methodologies used to value the assets. Therefore, one period’s
CCA adjustments were unlikely to provide a robust forecast for future years.

Ofcom therefore substituted its own estimate of future asset price changes and
eliminated the impact of any methodology changes.

Summary of C&W'’s arguments

4.150.

4.151.

C&W explained that the CCA adjustment had the effect of increasing costs in
2007/08 and reducing costs in 2006/07.¢

The effect on the Tl basket

C&W accepted that ‘In terms of the overall basket revenues and the position in the
final year of the charge control, it was appropriate to look at the CCA normalisation
adjustment (which smoothes out revenues), not least because it was not possible to
forecast exactly what will happen in that period’.**®

'®NoA, §104.5.
189C&W bilateral hearing transcript, p51, line 23ff.

4-28



4.152.

4.153.

4.154.

4.155.

The effect on the calculation of DLRIC for individual TISBO services for the purpose
of assessing one-off price adjustments

C&W stated that the CCA smoothing adjustment was not appropriate for assessing
changes to starting charges'’® and that Ofcom should not have made the CCA
normalization adjustment when assessing one-off adjustments to starting charges.*™

This was because the effect of the adjustment was to increase the costs for 2007/08
beyond those actually incurred in that year such that the DLRIC for that year was
artificially increased.”

C&W further claimed that using 2007/08 costs calculated with the smoothing adjust-
ment for the purpose of assessing one-off changes in starting charges was inconsist-
ent with the principles set out by Ofcom in section 3 of the LLCC Statement. In
particular, one of the stated reasons for a one-off adjustment was if prices were
‘markedly out of line with costs’. However, the greater this smoothing adjustment, the
greater the deviation from ‘actual’ costs.'”

C&W claimed that when looking at current starting charges, an assessment similar to
a cost orientation assessment should be used and in those circumstances actual
figures should be used, not smoothed figures.*™

Summary of Ofcom’s response

4.156.

4.157.

4.158.

4.159.

In Ofcom’s view, C&W's rationale for opposing the normalization adjustment
appeared to be based solely on the fact that, in 2007/08 (the base year for the LLCC
analysis), the adjustment led to an increase in the cost base. This was in contrast to
the previous year, when the adjustment reduced the cost base.'”

Ofcom explained that it used the CCA adjustment to eliminate unusual one-off effects
of history that had no relevance in the future.'™

Ofcom further explained that the purpose of the smoothing adjustment was to
remove the volatility associated with holding gains and losses which depended on
asset price changes in the year in question, and replace actual holding gains or
losses with a more appropriate measure of underlying forward-looking costs.*"”’

The effect on the Tl basket

Ofcom said that the application of CCA methods could lead to significant short-term
asset valuation movements. These adjustments (gains or losses), when reflected in
the profit and loss account, affected reported profitability. These movements could
significantly distort medium-term cost modelling if left unadjusted and Ofcom’s
normalization adjustments smoothed this impact. Therefore, for assessing charge

NoA, §104.5.

' C&W bilateral hearing transcript, p49, line 26ff.
NoA, §60.

*NoA, §104.5.

7*C&W bilateral hearing transcript, p51, line 23ff.
Defence, §203.

176

Ofcom bilateral hearing transcript (original transcript), p55, line 7ff.

"Dbefence, Annex B, §153.

4-29



4.160.

4.161.

4.162.

4.163.

levels for a medium-term control, it was consistent and preferable to use the adjusted
cost base.'™

The effect on the calculation of DLRIC for individual TISBO services for the purpose
of assessing one-off price adjustments

Ofcom contended that the smoothing adjustment was equally appropriate for the
purposes of assessing one-off adjustments to charges at the start of the charge
control period.*”

When considering the appropriate level of costs against which to assess one-off
changes in starting charges, Ofcom noted that exceptional in-year CCA holding
gains/losses would distort this assessment. These CCA holding gains/losses reduced
costs in 2007/08 and increased them in 2006/07, illustrating how taking the un-
adjusted costs for one year could imply extreme movements in charges which, for a
relatively capital-intensive and stable service, seemed an implausible result.*®

Ofcom’s assessment of one-off changes to starting charges was in the context of an
ongoing charge control using the glide-path approach. Ofcom’s assessment con-
cerned the starting level of charges from 1 October 2009 using historic (2007/08)
accounting data. Again, in this situation, the exceptional holding gains/losses, if left
unadjusted, could imply significant and random changes in charges based on historic
data—a situation Ofcom believed would undermine its key objectives such as
promoting efficient and sustainable competition.

In using 2007/08 costs as a basis for determining forward-looking prices, it was
therefore appropriate to make the normalization adjustment, for the same reason as
this was done for the purpose of setting the glide path.*®!

Summary of BT’s intervention

4.164.

4.165.

The effect on the Tl basket

BT stated that Ofcom made it clear that the purpose of the CCA adjustment was to
ensure that one-off changes in asset prices did not distort the CCA costs used to
model future costs. If an adjustment were not made, there would be the risk that any
one-off asset holding losses would be recovered in each and every year of the
charge control. This would lead to the multiple recovery of cost. (Conversely, if there
were a one-off holding gain, then prices would fail to recover the total incurred
costs.)'#

Consequently, Ofcom had substituted the holding gains and losses BT reported in its
RFS. The holding gain/loss was replaced with a ‘smoothed’ or ‘normalized’ gain/loss
based on average asset price changes over the past five years. The removal of one-
off adjustments ensured a robust basis for modelling future costs. To do otherwise
would ‘bake-in’ the one-off adjustments into the forecast cost base.'®®

®Defence, Annex C, §121.
Dpefence, Annex B, §153.
¥pefence, Annex C, §122.
®'hefence, Annex B, §1565.
'82BT W/S Coulson |, §75.
83BT W/S Coulson I, §76.
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4.166.

4.167.

4.168.

Whilst a historical assessment of prices should use actual costs, future costs should
be forecast using long-run trends in asset prices to avoid distortion. Consequently the
CCA smoothing adjustment should be used.'®

The effect on the calculation of DLRIC for individual TISBO services for the purpose
of assessing one-off price adjustments

The starting prices applied from September 2009 onwards, consequently the corres-
ponding cost base would be BT’s 2009/10 RFS. These would not be available until
summer 2010. The one-off price changes that lowered CCA costs in the 2007/08
financial year might not recur in 2009/10. Consequently the ‘actual’ costs in 2007/08
are unreliable for assessing the starting charges.*®

In suggesting that the CCA smoothing adjustment be removed, Mr Kelly was taking
the opportunity to seek a low cost base for evaluating the starting price proposals. As
explained above, the CCA smoothing adjustment was needed to ensure that prices
were not out of line with costs in future years. This meant that it was wholly reason-
able to adopt a reduction in costs when using 2006/07 data and an increase when
using the 2007/08 RFS costs.*®®

Assessment

4.169.

4.170.

The effect on the calculation of DLRIC for individual TISBO services for the purpose
of assessing one-off price adjustments

We have presented our findings in relation to the CCA normalization adjustment for
the calculation of DLRIC for individual TISBO services for the purpose of assessing
the one-off price adjustments under Reference Question 2(c) in paragraphs 3.293 to
3.295, where we found that:

(a) As to the allegation regarding the DLRIC, the exact level of DLRIC is irrelevant.

(b) C&W'’s claim in Reference Question 2(c), if successful, would reduce the level of
DLRIC (in Ofcom’s adjustments to DLRIC). However, as this would simply
broaden the range of DLRIC and DSAC, on the evidence available to us, we do
not believe that this would have changed Ofcom’s decision to allow price
increases towards or within the range of DLRIC and DSAC.

(c) We therefore do not need to make a decision on what the exact level of DLRIC is
and we therefore do not need to consider in the context of the present Reference
Question 3(c) C&W'’s proposed adjustments to the individual TISBO service
DLRIC levels.

The effect on the Tl basket

C&W accepted that the CCA normalization adjustment should be made for the
purpose of setting the glide path (ie at the Tl basket level).

BT W/S Coulson I, §77.
BT W/S Coulson I, §78.
BT W/S Coulson I, §79.
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4.171. We therefore find that C&W has not demonstrated that Ofcom erred in applying the
normalization adjustment to the Tl basket in relation to Reference Question 3(c).

4.172. For the reasons set out above, it is our view that Ofcom did not err in applying the
CCA normalization adjustment.

E. Allocation of costs to SiteConnect and other mobile network operator
services

Introduction

4.173. Ofcom made the following statement on RBS and SiteConnect in the LLCC
Statement:

(a) Ofcom excluded mobile services (eg RBS and SiteConnect) from the Tl basket,
given the requirement to supply these services on equivalent terms to PPC
terminating segments.*®’

(b) Ofcom also showed that although inclusion of mobile services could affect the
weights ascribed to other services in the basket, the effect of this on the value of
X calculated for the Tl basket was marginal. This was further supported by the
analysis submitted by UCKTA showing the marginal effect including mobile
services had on the Tl basket ROCE (an increase of 1.2 percentage points in
2006/07 and a decrease of 0.7 percentage points in 2007/08).'%®

4.174. There was no requirement for Ofcom to adjust the Tl basket for RBS backhaul, as
RBS backhaul revenues and costs were not included in the PPC services that make
up the TI basket.®

4.175. Ofcom’s explanation of its adjustment for SiteConnect is summarized below based
on Adjustment 8 in Table A6.2 in the LLCC Statement Annex.

4.176. In 2007/08, BT included the revenues, costs and volumes for SiteConnect, a mobile
connectivity service, within the PPC services that make up the Tl basket.

4.177. Ofcom therefore excluded these revenues, costs and volumes from the Tl basket.
4.178. Ofcom used an analysis which identified the relevant revenues, costs and volumes

for 2007/08, submitted to it by BT in the context of the PPC Dispute to make this
adjustment.

Summary of C&W'’s arguments

4.179. C&W claimed that Ofcom had erred in not fully eliminating the costs properly to be
allocated to RBS backhaul and SiteConnect and that Ofcom should have removed
more costs from the TI basket.'*®

187) | cC Statement, §4.88.

188 | CC Statement, §4.89.

89paragraph 125 in Annex C to Ofcom’s Defence.
10NoA, §104.6.
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4.180.

4.181.

4.182.

4.183.

4.184.

C&W further explained that C&W and OCPs have been largely unsuccessful in
competing for mobile backhaul business, suggesting that BT was at least pricing
competitively if not aggressively in those markets.***

C&W concluded that if returns were higher than for equivalent Tl products when
prices were not, this suggests that the costs allocated to these products must be
artificially low.%?

C&W later added that ‘the returns on SiteConnect and RBS are both very high and
much higher than on PPCs even though the services are essentially the same’** and
‘that if SiteConnect and RBS are more profitable than the Tl basket then either
Ofcom should take this into account in setting the glide path or should closely
examine the costs and the way they are attributed because the high profitability of

SiteConnect and RBS indicate a potential error’.***

SiteConnect

In support of its claim, C&W explained that the ROCE on SiteConnect was persist-
ently high and much higher than for the TI basket.'®

In his witness statement, Mr Kelly added that SiteConnect costs and revenues as
shown in Ofcom’s LLCC Statement were not plausible, as from 2006/07 to 2007/08
revenues grew by 15 per cent, but costs stayed flat and MCE fell by 20 per cent.
This, in Mr Kelly’s view, indicated that there may be errors in the allocation of
costs.'® Mr Kelly illustrated this with the table below.

TABLE 4.3 SiteConnect revenues and costs*

£ million

2006/07  2007/08

Revenues 39 45
Costs 23 23
Op profit 16 22
MCE 47 37
ROCE (%) 34 59

Source: Mr Kelly witness statement.

*W/S Kelly, Table 11, which in turn is derived from Ofcom LLCC Statement Annex, Table A6.4.

4.185.

Mr Kelly further explained that costs for SiteConnect as estimated by BT appeared
low compared with revenues. In particular, the implied ROCE on SiteConnect
services was very high at 59 per cent compared with 11 per cent for the Tl basket as
a whole.

9INOA, §104.6.
92NoA, §104.6.

193
194

p53, line 24ff, in C&W bilateral hearing transcript.
p54, line 9ff, in C&W bilateral hearing transcript.

SNoA, §104.6.
1%C&W WIS Kelly, §8.10.5.
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4.186.

RBS backhaul

Mr Kelly suggested that RBS backhaul was similarly more profitable than other
products in the Tl basket and this may, again, suggest that costs had not been
properly allocated.

Summary of Ofcom’s response

4.187.

4.188.

4.189.

4.190.

4.191.

4.192.

Ofcom stated that there was no need to carry out any profitability adjustments to RBS
backhaul and SiteConnect as they were not regulated services and that it was poss-
ible that exceptional accounting transactions, such as current cost holding gains/
losses, could affect the reported profitability measures,™’ specifically:

(a) Ofcom did not include RBS backhaul in the Tl basket and/or assess its profit-
ability because all of the component PPCs which were inputs to RBS were
regulated via the charge control.**®

(b) SiteConnect was not included in the basket as this was a product downstream of
RBS and belonged in a separate market. It used RBS and other non-PPC
services as inputs. Ofcom did not assess its profitability, as this would have
required Ofcom to investigate components which were outside the business
connectivity market.**°

Ofcom also noted that even for regulated markets, the ROCEs could vary signifi-
cantly for a variety of reasons. For example, in 2007/08 the reported SMP market
ROCEs varied from —1.7 to 64.5 per cent.?*

RBS backhaul

Ofcom clarified that the cost data did not include costs of RBS backhaul services and
therefore no adjustment was necessary.?**

Ofcom also stated that as the cost of RBS services were not in the Tl basket,”®? ‘the
guestion as to whether the returns are higher or lower on RBS is not relevant in
terms of the calculation of the charge control itself’.?*®

Ofcom added that for 2006/07 and 2007/08 the ROCE for RBS backhaul reported in
BT’s AFS data was around [¢<] per cent in both years®* and although not directly
comparable, this was very similar to the overall adjusted profitability of the Tl basket
of 19 per cent.?®

Ofcom explained that the impact of including RBS in the Tl basket was to increase
the value of X by around [é<] percentage points, which was immaterial taking

197
198

p10 of Ofcom’s response to the pre bilateral hearing questions.
p9 of Ofcom'’s response to the pre bilateral hearing questions.

1999p9-10 of Ofcom’s response to the pre bilateral hearing questions.

200,

p10 of Ofcom’s response to the pre bilateral hearing questions.

®'phefence, Annex C, §125.

202,
203,
204,
205,

p64, line 4ff, in the Ofcom bilateral hearing transcript (original transcript).
p64, line 7ff, in the Ofcom bilateral hearing transcript (original transcript).
p8 of Ofcom'’s response to the pre bilateral hearing questions.
p9 of Ofcom’s response to the pre bilateral hearing questions.
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4.193.

4.194.

4.195.

4.196.

4.197.

4.198.

into account the fact that the value of X was rounded to its nearest quarter
percentage.?*

SiteConnect

Ofcom explained that it had excluded costs relating to SiteConnect from the source
financial data for the TISBO market. SiteConnect was out of the scope of the charge
control and C&W agreed that this adjustment was reasonable.?”’

Ofcom stated that it did not understate the exclusion of costs for SiteConnect and
that it had no reason to think that there was any understatement of the costs taken
out of the TI basket.?®

Ofcom stated that the conclusions drawn by C&W in respect of SiteConnect were
incorrect as the costs and revenues of SiteConnect excluded from the Tl basket were
only part of the total SiteConnect costs and revenues and the reported profitability
therefore misstated the profitability of these services.

C&W replied to this stating that the SiteConnect costs outside the Tl basket
amounted to only £3.3 million and therefore did not change materially the profitability
of SiteConnect as the implied ROCE for SiteConnect services was still much higher
than for other TISBO services at approximately 48 per cent. C&W maintained that it
could be surmised from this that not enough costs had been allocated to SiteConnect
services and that it was likely that they had been allocated to the Tl basket
instead.?'°

Ofcom replied to this stating that the £3.3 million referred only to operating costs. To
understand the end-to-end profitability of SiteConnect services, the mean capital
employed outside the Tl basket would also need to be included. In addition, similar
adjustments that we made to the Tl basket might need to be made in order to assess
underlying profitability. The £3.3 million simply provided evidence that there were
costs outside the basket.”**

Ofcom conceded that even after the inclusion of all costs, SiteConnect ROCE may
still be relatively high, but stated that the nature of these services was that they were
provided to mobile operators and were quite similar to those based on radio station
services. However, they were downstream services, which meant that they also
included some value-added service elements. They were in a market separate from
the TISBO market, so Ofcom believed that in those circumstances it was not particu-
larly surprising that BT might have been able to earn somewhat higher returns on
SiteConnect services than the returns earned on some of the regulated services.
OfcoleE)eIieved the most important point was that costs were excluded on the right
basis.

206,

p8 in Ofcom’s reply to the questions sent after the bilateral hearing.

"pefence, Annex C, §125.

208,

p62, line 12ff, in the Ofcom bilateral hearing transcript (original transcript).

2pefence, Annex C, §126.
2o2eply, §57.
21hn8-9 of Ofcom’s response to the pre bilateral hearing questions.

212

p62, line 12ff, in the Ofcom bilateral hearing transcript (original transcript).
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Summary of BT’s intervention

4.199.

4.200.

4.201.

4.202.

4.203.

4.204.

4.205.

BT explained that the apparent high returns in RBS backhaul and SiteConnect were
primarily due to the pricing mechanisms and the way that revenue was reported in
the RFS for these services.”*?

RBS backhaul
BT stated that there was no under-allocation of cost to RBS.

BT explained the high returns in RBS as being due to RBS pricing using end-to-end
circuit prices for the rental revenue, which included all PPC circuit elements including
trunk. The reason for this was that RBS pricing was not split out by the same individ-
ual service elements as PPCs, hence a separate price for each could not be gener-
ated. As a result of this, the rental margin would be shown to be higher than the PPC
average due to the higher returns that the trunk element generated as, unlike RBS,
trunk revenue for PPCs was reported in the separate Wholesale Trunk market, not in
the TISBO markets. The cost of the trunk elements for RBS was not reported in the
RFS.

BT further explained that RBS was sold as part of managed contracts which gave
discounts to the customer. However, in the RFS, BT used the pre-discount price so
as to represent the wholesale input on an equivalent basis. Therefore, the revenue/
margin shown in the RFS was higher than the actual revenue/margin generated by
this product. An analysis of RBS revenue, reconciling the RFS revenue to the
management accounts, was provided to Ofcom as separate non-published Additional
Financial Information. For 2008/09, this showed a difference between the RFS and
the BT Wholesale management account of £[3<].%*

SiteConnect

BT stated that in 2007/08 SiteConnect was allocated too little Sales, General and
Admin (SG&A) costs™ as a result of measures to improve the reporting visibility of
SiteConnect. This resulted in an understatement of SiteConnect costs (in total
around £5 million operating costs) in that year.?'®

This error resulted in an over-allocation of operating costs to the Tl basket of around
£[].217

BT also further clarified that there were no errors in the 2006/07 allocations to
SiteConnect. The SG&A error only affected 2007/08. SG&A was primarily a current
account activity and hence the misallocation affected operating costs but had minimal
effect on the allocation of MCE (a total under-allocation of £[é<] to SiteConnect).
There was no error in service revenues, which were not dependent on cost
allocations.?*®

213
p

p8-9 in BT's response to the pre-bilateral hearing questions.

#40fcom provided us with an analysis showing that RBS backhaul revenue is approximately £[] million (although it was not
clear if this was before or after discounts) (file: ‘Reconciliation AFS to RFS 26 02 09 (confidential).xls’).

215
216,
217

p8 in BT's response to the bilateral hearing questions.
p8 in BT's response to the bilateral hearing questions.
p6 in BT's response to the post bilateral hearing questions (8 April 2010) in response to question 5.

Z8BT's reply to question 4 in ‘BT responses to CC questions 9 April Conf Vers final.pdf'.
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4.206. BT explained that the primary reason for the seemingly high returns on SiteConnect
was a mismatch in the revenues and costs that Ofcom removed from the Tl basket.
Ofcom correctly explained in its Defence that there were additional costs incurred by
BT to provide these services. The most significant example of this related to the ATM
network platform. Unlike PPCs, SiteConnect services made use of BT's ATM network
(a high-speed data transport network), the cost of which was not allocated to the Tl
basket. There was not a separate charge to customers for the ATM platform, rather
the prices were inclusive of all the costs of delivery. The amount of revenues
excluded from the Tl basket was the total revenue for SiteConnect services. Below is
a comparison of the return implied by the revenue and costs removed by Ofcom and
a vieWeryore reflective of the overall cost to provide the service by including the ATM
costs.

TABLE 4.4 SiteConnect profitability before and after adjustment for ATM costs

£ million, 2006/07

Removed from Including
Tl basket ATM costs

Revenues 39 39
Tl Costs 23 23
ATM 3

Total cost 23 26
Op profit 16 13
MCE—TI 47 47
MCE—ATM 6

Total MCE 47 53
ROCE (%) 34 24

Source: p9 in BT's response to the pre-bilateral hearing questions.

4.207. BT commented that it was possible that there were other costs (such as downstream
activity) that would reduce this return further but these were not identifiable in the
RFS and would require further investigation to provide an accurate view.?*

Parties’ responses to the provisional determination

4.208. C&W pointed out that BT's comments on the discounts given to customers for RBS
services should not be taken into account in our decision as Ofcom based the LLCC
decision on pre-discount revenues. The comparison C&W made between the profit-
ability of RBS and PPC was between undiscounted RBS and undiscounted PPC, ie
they were compared on a consistent basis.

4.209. Ofcom commented that it had performed reasonable scrutiny in regards to
SiteConnect costs and provided several submissions on the scrutiny it did perform.

Assessment

4.210. We first assess RBS backhaul and then SiteConnect.

219,

220p9 in BT’s response to the pre-bilateral hearing questions.

p9 in BT’s response to the pre-bilateral hearing questions.
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4.211.

4.212.

4.213.

4.214.

4.215.

4.216.

4.217.

4.218.

4.219.

4.220.

RBS backhaul

C&W claimed that because profitability for RBS backhaul was high, insufficient costs
had been allocated to RBS leaving too much cost in the Tl basket.?”* C&W did not
provide any additional evidence supporting its claim that insufficient costs had been
allocated to RBS.

Ofcom stated that the RBS ROCE was 20 per cent, which is at the level of the TI
basket (although we recognize that this would need to be adjusted in the same way
as Ofcom adjusted the TI basket to be truly comparable).

Whilst we initially considered that the reporting of pre-discount revenues in the RFS
for RBS backhaul, as explained by BT in paragraph 4.202, provided a plausible
explanation as to why profitability in RBS backhaul looked higher in the RFS than it
actually is, we do accept C&W'’s reservations as to the comparability of pre- and
post-discount profitability.

The parties agree that the profitability of RBS appears to be quite high. However,
further analysis would be required in the light of BT's and Ofcom’s submissions to
ascertain the true level of profitability. The mere statement by C&W that returns
appeared high, on its own, is not sufficient evidence of an error and C&W has not
particularized this allegation any further. For example, C&W did not produce any
analysis of the profitability of RBS backhaul in 2006/07 or 2007/08 to support its
argument.

We do not consider, therefore, that Ofcom erred in the allocation of costs to RBS
backhaul.

SiteConnect

We note that C&W'’s allegations of error with respect to the allocation of costs to
SiteConnect are twofold. First, C&W alleged that the movements in revenues, costs
and MCE between 2006/07 and 2007/08 for SiteConnect were implausible.
Secondly, C&W made a more general point that because profitability for SiteConnect
was high (both in 2006/07 and 2007/08) compared with the TI basket, insufficient
costs had been allocated to SiteConnect leaving too much cost in the Tl basket. We
address each in turn below.

We consider here the first allegation. C&W'’s evidence for this claim, ie the under-
allocation of costs to SiteConnect, was based on the comparison of SiteConnect
profitability between 2006/07 and 2007/08 and the very high profitability of
SiteConnect in 2007/08.

BT has now confirmed that there is an error of £5 million in 2007/08 in the allocation
of SG&A to SiteConnect (of which £3 million relates to the Tl basket).

No other errors have been identified (other than an error of £0.3 million in the MCE in
2007/08—which we considered immaterial).

In assessing this question, we also considered whether the relevant financial data for
SiteConnect was in fact reasonable in light of the evidence which was or would have

#As RBS is not part of the Tl basket.
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4.221.

4.222.

4.223.

4.224.

4.225.

4.226.

4.227.

4.228.

been available to Ofcom at the time, ie whether the SiteConnect revenues, costs and
MCE were such as should have given Ofcom cause to doubt their reasonableness.

In our view, the criticisms of the financial data for SiteConnect which C&W made in
its NOA are observations which Ofcom would (or should) have been able to make for
itself at the time of the LLCC Statement. We note, in particular, the movements in
revenues, costs and MCE between 2006/07 and 2007/08 for SiteConnect and the
very high ROCE for SiteConnect in 2007/08.

Ofcom’s comments in response to our provisional determination in respect of
SiteConnect were to some extent new points which had not been raised during the
appeal. Ofcom has not explained to us why we should take these additional points
into account after the period for submitting new information has passed. However,
even taking these additional points into account, Ofcom has not provided us with
sufficient evidence that it investigated the movement in revenues, costs and MCE
between 2006/07 and 2007/08 for SiteConnect or the very high ROCE in
SiteConnect in 2007/08 (particularly when compared with 2006/07). We note in this
context that Ofcom stated in paragraph 4.187(b) that it did not perform a profitability
assessment of SiteConnect.

In relation to the first allegation, we therefore find that Ofcom erred in the allocation of
costs to SiteConnect.

We turn now to consider the second allegation, ie a more general point that because
profitability for SiteConnect was high (both in 2006/07 and 2007/08) compared with
the Tl basket, insufficient costs had been allocated to SiteConnect leaving too much
cost in the TI basket.?”> However, we note that C&W did not provide any additional
evidence supporting this more general claim.

Ofcom and BT stated that the SiteConnect ROCE was relatively high as there were
additional costs incurred by BT to provide these services that were not included in
the amounts removed from the Tl basket for SiteConnect.

We consider this a plausible explanation as to why profitability in SiteConnect looks
higher in the RFS than it actually is.

Accordingly, in relation to the second allegation, we find that Ofcom did not err.

For the reasons set out above, we find that Ofcom did not err in the allocation of
costs to RBS backhaul. For the reasons set out in paragraphs 4.216 to 4.223 above,
we find that Ofcom erred in relation to the first allegation regarding the allocation of
costs to SiteConnect, but did not err in relation to the second allegation regarding the
allocation of costs to SiteConnect, ie in relation to the more general points raised by
C&W, as discussed in paragraphs 4.224 to 4.226.

Determination

4.229.

For the reasons given above, we determine that Ofcom erred in the allocation of
costs in relation to the 21CN cost adjustment and the allocation of costs to
SiteConnect but that C&W has not demonstrated that Ofcom erred in the allocation of
costs in relation to the allocation of corporate overheads to BT's overseas operations,

225 g SiteConnect was removed from the T1 basket.
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4.230.

4.231.

4.232.

4.233.

4.234.

4.235.

4.236.

4.237.

the allocation of copper costs, the CCA adjustment and the allocation of costs to RBS
backhaul.

We note that Reference Question 3 relates not only to the price controls imposed by
conditions G4, GG4, GH4 and H4 but also condition HH4. Condition HH4 relates to
AISBO services.

However, we further note that C&W indicated in its Notice of Appeal that, with
respect to the remedies sought from us, the only arguments it relied on to reduce the
price control for the Al basket were those concerning BT’s cost of capital and its
allocation of overheads between ‘core’ and ‘non-core’ business activities,?* ie the
allegations we assessed in Reference Question 3(d) and that part of Reference
Question 3(c) relating to the allocation of costs to overseas operations, respectively.

We also note that C&W'’s pleadings relating to Reference Question 3 otherwise con-
cerned only Tl services, and its supporting evidence did likewise.

For the avoidance of doubt, our conclusions with respect to Reference Question 3(d)
and to the allocation of costs to overseas operations apply to both Tl and Al services,
ie these aspects of C&W'’s appeal were unsuccessful.

However, given that condition HH4 is relevant to all of Reference Question 3 and
that we are required to answer the Reference Question posed by the Tribunal, we
invited the parties to indicate whether our findings under Reference Question 3(c)
in respect of 21CN costs and SiteConnect would require any adjustment to the
value of X for the Al basket.

In their replies, none of the parties expected us to make such a finding.

We subsequently requested confirmation from the Tribunal that it was content for us
to proceed on the basis that we will not determine Reference Questions 3(c) and 5
contained in the Tribunal’'s Order of 16 December 2010 (as amended) in so far as
they related to the Al services.

The Tribunal held that, in light of our views and the views of the other parties, it was
content for us to proceed on that basis, ie not to make a determination in respect of
Reference Questions 3(c) and 5.

NoA, §7, and, in particular, §7.3 & fn 11.
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Reference Question 3(d)

4.238.

4.239.

4.240.

4.241.

This section (paragraphs 4.238 to 4.333) sets out our conclusions as to whether the
price controls imposed by the Price Control Conditions have been set at an inapprop-
riate level because Ofcom erred in estimating BT's efficient costs and associated
revenues for leased line services, in particular that Ofcom erred in the calculation of
the relevant cost of capital for the reasons set out in 88105-107 of the NOA.

For the reasons given below, we consider that Ofcom did not err in the calculation of
the relevant cost of capital for the reasons set out in 88105-107 of the NoOA.

In assessing the evidence, we took into account advice from the CC’s Finance and
Regulation Group (FRG). The FRG is an expert advisory committee that provides
advice to groups appointed to determine matters referred to the CC, where
requested, in particular on cost of capital and financeability.?* It is not involved in
decision-making on particular cases, which is solely the responsibility of the group
appointed to consider and determine a particular reference.?” Its advice in this
appeal was provided to the parties; each of the parties told us that they wished to
make no comments on the advice.

We set out below the evidence received from the parties on the appropriate cost of
capital, followed by our assessment.

Ofcom’s approach to cost of capital in the LLCC Statement

4.242.

4.243.

In its Defence,??® Ofcom stated that its approach to the assessment of risk in the cost
of capital was established in its 2005 Cost of Capital Statement.*’ It said that
‘Following the method set out in that statement ... Ofcom determined an appropriate
cost of capital for the “copper access services” provided by Openreach, which are
low (systematic) risk services, and a higher rate appropriate to the rest of BT, which
is higher risk.’ In the 2005 Cost of Capital Statement, Ofcom said that:

It remains of the view that copper-based PPC tail segments should not
be classified within BT's copper access business for the purposes of an
assessment of risk levels. Ofcom agrees that SDH-based private cir-
cuits are mature services, but since these services are mostly bought
by SME and corporate customers of BT, future demand for these ser-
vices, particularly in the case of the demand for new circuits, is likely to
be more closely correlated with the economy-wide level of economic
activity than other access services.?®

Ofcom also noted in its Defence?® that the 2005 Cost of Capital Statement set out its
view on the circumstances in which it was appropriate to identify separate betas for
different activities undertaken by an individual firm. These included: strong a priori
reasons for believing that the risk faced by the activity was different from that of the
overall company; availability of evidence to assess differences in risk; and an

224

More information on the FRG can be found on the CC website at:

www.competition-commission.org.uk/about_us/our_organisation/workstreams/frg.htm.
225\ ww.competition-commission.org.uk/appeals/communications_act/current_cases.htm.
*pefence, §206.
#T0fcom’s overall approach to calculating the cost of capital was set out in a document published in August 2005, entitled
Ofcom’s Approach to Risk in the Assessment of the Cost of Capital—Final Statement (the 2005 Cost of Capital Statement).

228,

2005 Cost of Capital statement §7.47.

pefence Annex C §58.
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expectation that reflecting differences in risk in an adjusted rate of return would bring
gains for consumers. As part of that review, Ofcom engaged PwC to write a report on
the quantitative evidence for assessing differences in risk (the PwC report).”® In
relation to leased lines, Ofcom noted that much of the evidence that it had used to
test its view regarding the relative risks of copper access and other services either
did not apply at all, or did not apply to the same extent, to private circuits.?**

4.244. Following the above approach, in the 2009 Openreach charge control (which con-
cerned copper access services),?*? Ofcom estimated the BT Group equity beta at
0.86 and then disaggregated it into a beta for Openreach of 0.76 and beta for the rest
of BT of 0.96. Table 4.5 below is taken from the Openreach charge control and
shows Ofcom’s assessment of the WACC for Openreach, BT Group and the rest of
BT. This table shows that the sole difference between the WACC for Openreach and
the rest of BT is the equity beta applied to the respective business segments. All
other components of the WACC are identical.

TABLE 4.5 Final value for weighted average cost of capital for BT
per cent

Openreach BT Group  Rest of BT

Equity risk premium 5.0 5.0 5.0
Equity beta 0.76 0.86 0.96
Risk-free rate 45 45 4.5
Debt premium 3.0 3.0 3.0
Pre-tax nominal WACC* 10.1 10.6 11.0

Source: Ofcom’s LLCC Statement, Table 3.1.

*We consider it prudent to round our range estimates of the WACC to the nearest 0.5 per cent.

4.245. Inits LLCC Statement, Ofcom decided that the appropriate WACC for BT'’s leased
lines business was the rest of BT WACC, which was calculated in the context of the
Openreach charge control,?® as it captured the risks associated with leased lines
markets and as future demand for leased lines was more cyclical than for
Openreach.?® In its Defence,?** Ofcom said that it concluded that the rest of BT rate
was the appropriate rate to apply, as neither the Al or Tl basket®*® should be
regarded as similar to BT’s access network for the purposes of an assessment of risk
levels, even though Al services were provided by Openreach.

4.246. Ofcom argued in the LLCC Statement that (in line with the conclusion in the 2005
Cost of Capital Statement):

Since the retail leased lines services from which the demand for these
wholesale services is derived are mostly used by SME and corporate
customers, future demand for these [Al and TI] services, particularly in
the case of the demand for new circuits, is likely to be more closely

Z0pywC for Ofcom: Disaggregating BT's beta, June 2005.

219005 Cost of Capital Statement, §7.47.

220fcom: a new pricing framework for Openreach, May 2009.

*3ee §7 and ibid.

%) LCC Statement, §§3.260 & 3.262.

#50fcom Defence, Annex C, §57.

Z\wWholesale Alternative interface (Al) and traditional interface (TI) products that are the subject of the LLCC.
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correlated with the economy-wide level of economic activity than other
access services.?®’

4.247. Ofcom went on to note in the LLCC statement®® that:

Unlike Openreach’s LLU and WLR access-based services leased lines
services also require additional backhaul and, in some cases, trunk
capacity, which are a significant proportion of the end-to-end costs of
providing leased lines. However, even if access elements form a large
part of the costs of wholesale services, we think that the important issue
is that there are different levels of risks associated with delivering
services to different markets. Openreach’s core access services are
primarily WLR and MPF services used, in the main, to deliver narrow-
band and asymmetric broadband to residential customers. On the other
hand, BT's PPC and AISBO service customers ultimately use wholesale
leased lines services to deliver services to SME and corporate cus-
tomers, as well as more generally (in the case of BES?*) to provide
broadband services. And as stated above future demand for new
circuits is more likely to be correlated to economic activity, whereas
other access services are less sensitive to those changes. Therefore, it
is mainly the nature of the demand for leased lines products (derived
from downstream markets) that lead us to use the higher rest of BT rate
for leased lines.

4.248. On the basis of the above, Ofcom therefore set the cost of capital for Tl and Al
services as the rest of BT rate.*

Summary of C&W’s argument

4.249. C&W argued in its NoA that Ofcom’s decision on the cost of capital was flawed
because Ofcom had not properly justified its choice of WACC. C&W'’s arguments
concerning cost of capital can be divided into two areas:

(a) Ofcom gave insufficient weight to the similarity between Openreach services and
the leased line services subject to the LLCC Statement.?** C&W presented
various arguments as to why Ofcom was incorrect to conclude that the provision
of leased lines services was more risky that the provision of services by
Openreach. We have addressed these arguments under three headings: first,
arguments relating to demand (discussed in paragraphs 4.253 to 4.268);
secondly, the argument that leased line services use similar components to
Openreach services (discussed in paragraphs 4.269 to 4.275); and finally, the
argument that delivery of leased lines is relatively low risk due to low levels of bad
debts (discussed in paragraphs 4.276 to 4.281).

(b) There was no reasonable basis for concluding that the risk associated with
leased line services was as high as for the rest of BT excluding Openreach, given
the similarities with Openreach, and further given that it was not comparable to

%7 | CC Statement, §3.262.
28 | CC Statement, §3.264.
29Backhaul extension services.
201 ) CC Statement, §3.265.
#INoA, §106.1.

4-43



the BT Retail Division, or the BT Global Services Division.?** Ofcom erred in con-
cluding that it must choose either the cost of capital for Openreach or the cost of
capital for the rest of BT Group. Ofcom could alternatively and more appropriately
have conducted fresh calculations specifically considering the cost of capital for
the leased lines business.?*® Failing this, C&W argued that ‘less rigorous but
preferable’ solutions were available, namely:

(i) Ofcom could have assigned the leased lines business a cost of capital equiv-

alent to that of the whole of the BT Group;?**

(i) Ofcom could have assigned the leased lines business a cost of capital
between the mid-range points for Openreach and the rest of the BT Group;**
and

(iii) Ofcom could have calculated a disaggregated WACC for the ICT business.**

4.250. We consider the parties’ arguments in each area in further detail below. We then set
out our assessment of each argument and our overall assessment of arguments (a)
and (b) having looked at each sub-argument before setting out our determination.

Argument (a): Ofcom has given insufficient weight to the similarity between
Openreach services and the leased line services subject to the LLCC
Statement

Ofcom’s decision

4.251. We set out our understanding of Ofcom’s consideration of the relative risk of
Openreach and leased line services in paragraphs 4.242 to 4.248 above.

Summary of C&W'’s overall arguments

4.252. C&W set out its overall argument in 8106.1 of the NoA. It then made various sub-
arguments in support of this elsewhere in §106. The following sets out our under-
standing of the sub-arguments made by C&W in relation to the overall argument. We
look in turn at the arguments made by C&W and the points made by Ofcom in its
Defence under three headings: (i) demand; (ii) similarity of components; and (iii) bad
debts.

(i) Ofcom’s focus on demand was incomplete
Summary of C&W'’s arguments

4.253. C&W stated in its NoA%*' that:

22N oA, §106.3.
23N oA, §106.4.
2NoA, §106.4(a).
25NoA, §106.4.
25peply, §59.
#"NoA, §106.2.
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4.254.

4.255.

4.256.

4.257.

4.258.

It is incorrect for Ofcom to conclude that the provision of leased line ser-
vices is more risky than the provision of services by Openreach given
that:

(a) there is a relatively low level of risk associated with delivering
leased lines services;

(b) Ofcom itself has acknowledged that the risk that it considers is, for
leased line services, ‘more closely correlated with the economy-
wide level of economic activity than for other access services’ is the
risk as to ‘future demand for new circuits’. A large proportion of BT’s
revenues for wholesale leased lines are a function of previous
decisions to invest and not correlated with demand for new circuits
... therefore the services relevant to the LLCC Statement are likely
to be insulated from any general downturn in the economy and
would warrant a lower cost of capital ...; and

(c) There is risk associated with the delivery of Openreach’s residential
services. Residential customers may be more likely to default on
payments; LLU rollout is already approaching economic limits; the
pace of new development has slowed; and there is likely to be
increasing competition for residential broadband such as from
mobile broadband.

C&W'’s argument on demand was supported by the witness statement of Mr Ridyard.
In this, Mr Ridyard stated that ‘it is not clear that Ofcom’s interpretation of the effect
of demand on risk is correct. Nor does Ofcom provide any evidence to justify its
argument that demand for Al and Tl services will be more correlated with the general
economy than is demand for the services supplied by Openreach.’?*

Mr Ridyard stated: ‘it is arguable that because SMEs and larger firms use leased
lines, whereas residential customers make up a larger proportion of the customer
base using Openreach’s services, the returns from leased lines will be less correlated
with the general economy than other access services’.?*°

In support of his argument, Mr Ridyard quoted the withess statement of Mr Harding,
supporting BT’s Sol (8197(b)): ‘much of the risk of customer churn is borne by the
retail provider rather than BT’s wholesale business’®® and ‘the fact that a high
proportion of BT’'s PPC revenues are secured in existing contracts also undermines
Ofcom'’s reliance ... on the relevance of demand for new circuits to support its

position’.?**

Mr Ridyard concluded: ‘this description underlines the difficulty in making simple
generalisations about the levels and patterns of risk assumed by BT simply on the
basis of the identities of the typical customer’.

In its response to our questions on beta of 26 February, C&W pointed out that
Ofcom’s position could be traced back to the PwC report,?** which contained only

28C&W WIS Ridyard 1, §61.
29C&W WIS Ridyard |, §67.
Z0CgW WIS Ridyard |, §67.
BlogW WIS Ridyard 1, §68.
#2gee paragraph 4.222.

4-45



4.259.

4.260.

4.261.

4.262.

supposition that business demand tended to be more responsive to changes in
general economic conditions than residential demand.

C&W further pointed out that if PwC’s conjecture was correct, it should be possible to
use statistical tests to show that the correlation between number of lines and econ-
omic conditions was stronger for business lines. It performed a regression analysis of
the percentage growth in lines on the percentage growth in GDP and showed that
both business and residential lines grew in response to the economy, but also noted
that the difference between the two types of line was not statistically significant. In
the light of this finding, C&W stated that it did not consider that PwC’s conjecture
should be given any weight.

Summary of Ofcom’s response

In Annex C to its Defence, Ofcom stated that ‘demand was indeed the factor upon
which Ofcom placed the highest weight ... However, Ofcom does not agree that its
sole focus was on demand; rather demand is one factor that Ofcom placed strong
weight upon when assessing the appropriate cost of capital because it is particularly
important for the volatility of cash flows.’?*®

Ofcom explained its view that demand is particularly important in further detail in its
Defence®* (which in turn refers to the 2005 Cost of Capital Statement):

The cyclicality of both a project’s cash inflows and cash outflows contri-
bute to the level of systematic risk associated with the project. The
more cyclical a project’s cash inflows are, and the more fixed (or,
indeed, counter-cyclical) its cash outflows are, the higher its beta will
be. The type of assets used in a project clearly play an important part in
determining the cash outflows associated with a project, and will there-
fore have some impact on its level of systematic risk. ... However, the
nature of the underlying assets used in a project is unlikely to play any
significant part in the risk associated with variations in a project’s cash
inflows, ie the extent to which demand specifically for that project is
correlated with aggregate demand at an economy wide level. Ofcom’s
view is therefore that the nature of the underlying assets is only one of
the factors that determines systematic risk, and is of the view that the
cyclicality of demand is a more important factor.

Ofcom rejected C&W'’s argument that it relied only on demand for new circuits as the
basis for adopting the ‘rest of BT’ rate. Ofcom thought that, given that the underlying
retail demand was from businesses, demand for leased lines would be relatively
more correlated with the overall level of economic activity than was the case for BT's
access services.?*® Ofcom then went on to say that:

if fewer businesses decide to purchase new circuits ... then the way in
which BT might decide to recover its costs of providing PPCs ... would
have less bearing on the cyclicality of revenues with economic
activity. %>

Z3pefence, Annex C, §165.
®4pefence, Annex C, §177.
%5pefence, Annex C, §170.
Z5pefence, Annex C, §171.
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4.263.

4.264.

4.265.

4.266.

BT's only future source of revenue from these [legacy] customers will
be the ongoing rental charges. Demand for PPCs as a whole has
generally been in decline for a long period (reflecting its position as a
legacy product); this also means that increasingly a larger proportion of
BT's returns from PPCs will rely on the rental charges from the installed
base of customers. However, C&W incorrectly draws the conclusion
that this means that returns associated with leased lines are low risk.?’

The key issue is the retail customers underlying demand for leased
lines are SMEs and firms whose demand will be more sensitive to the
general level of economic activity than is the case for domestic
customers.”*®

In its responses to the questions on beta of 26 February,*® Ofcom stated that ‘the
nature of the demand for these [copper access] services is relatively stable. Even
when incomes of households decline with an economic downturn—very few
householders would reduce their demand for services that are critical for modern
living such as voice or internet access’ and that ‘copper access business revenue is
likely to contribute less to systematic risk than the revenue of other parts of the
business’. By contrast, Ofcom noted that the nature of demand in the leased lines
market was such that when incomes available to businesses declined, they would
look at ways to reduce the number of circuits.

Again in its responses to the questions on beta of 26 February,?® Ofcom quoted the
PwC report as follows:

it seems reasonable to anticipate that call volumes will fluctuate more in
response to changing economic circumstances, because businesses
and individuals are more likely to react to changes in business activity
and incomes by altering their immediate pattern of consumption of tele-
communications services than by changing their consumption of
access.?!

Summary of BT’s Intervention

In support of Ofcom, BT’s Sol** referred to the witness statement of Mr Esslin-
Peard, who explained ‘that demand for leased lines is substantially driven by demand
for network products. Wholesale leased lines are sold partly externally to customers
like C&W, and partly internally. In 2008/09 ... 65% of wholesale leased lines revenue
came from internal sales’ ?*® and ‘Thus demand for leased lines is strongly driven by

demand for “rest of BT” services’.?®*

BT's Sol was also supported by the witness statement of Dr Firla-Cuchra, who noted
that ‘there is, however, some a priori evidence to consider that the demand risk for

®Tpefence, Annex C, §172.
ZBpefence, Annex C, §173.

259

Ofcom'’s response to questions on beta of 26 February, question 1.

#00fcom'’s response to questions on beta of 26 February, question 1.
*!pisaggregating BT’s Beta, June 2005: A report prepared for Ofcom by PricewaterhouseCoopers LLP, p11.
262
BT Sol, §34.
*BT W/S Esslin-Peard |, §48.
*¥BT W/S Esslin-Peard I, §49.
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4.267.

4.268.

1265

leased lines may be higher for leased lines than for Openreach’>” and continued

that:

some demand characteristics of leased lines distinguish them from
copper access products. For example, whilst pricing of access to a
copper line is not typically related to the usage of that line, pricing of a
leased line is typically based on its capacity (bandwidth). This implies
that consumers of leased lines might be expected to reduce more easily
their consumption of bandwidth during an economic downturn. By
contrast, consumers of copper access are less likely to reduce their
consumption since this would require them to disconnect from the
network.?%®

Mr Esslin-Peard stated that ‘Connection revenue does not cover most of BT’s sunk
costs as C&W says. Connection revenue only covers those activities directly
associated with providing new services, ie the initial set-up visit and installing equip-
ment at the customer’s premises’.?*’

In response to the questions on beta of 26 February,?®® specifically on the predict-
ability of demand, BT provided evidence that ‘the forecasting error for copper lines is
lower on average than for leased lines and lower in almost every case in each
individual year’.?®® In response to question 4, BT produced a chart illustrating the
percentage change in copper access and leased line volumes by bandwidth in
2008/09. The chart showed more variability and steeper declines in all bandwidths of
leased lines than copper access over the year with a particularly sharp drop in high
bandwidth leased line volumes over the period.

(i) Leased line services and Openreach services use similar components

4.269.

Summary of C&W'’s arguments

In support of C&W'’s NoA, Mr Ridyard stated that ‘the fact that PPCs use many of the
same physical assets as other services (eg LLU) that are supplied by Openreach
provides some indication that the Openreach WACC would be the more natural one
to adopt’.?™® This is supported by the witness statement of Mr Harding, who stated
that:

| note that the vast majority of assets used in the delivery of PPCs
ultimately originate in Openreach. Probably the only exception, and the
reason why PPCs became the responsibility of BTW rather than
Openreach, is trunk. In fact the copper local ends used in the provision
of DPCN?#"* circuits are no different from the copper used in the
provision of LLU and WLR. A significant aspect of the cost of fibre is the
duct that carries it, and it is common for duct to carry both copper and

BT W/S Firla-Cuchra I, §2.65.

*°BT W/S Firla-Cuchra |, §2.66.

BT W/S Esslin-Peard |, §57.

#8BT's Response to questions on beta, 26 February Question 2.

269,

BT's Response to questions on beta, 26 February.

Z0C&W WIS Ridyard |, §66.
#'DPCN are a type of low-bandwidth leased lines with specific technical capabilities.
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4.270.

4.271.

4.272.

4.273.

4.274.

fibre. The exchange space and power can be used equally for
broadband and WLR as it can for PPCs and Ethernet circuits.??

Summary of Ofcom’s response

In its Defence,?”® Ofcom referred back to its 2005 Cost of Capital Statement as
follows:

The type of assets used in a project clearly play an important part in
determining the cash outflows associated with a project, and will
therefore have some impact on its level of systematic risk .... However,
the nature of the underlying assets used in a project is unlikely to play
any significant part in the risk associated with variations in a project’s
cash inflows .... Ofcom’s view is therefore that the nature of the under-
lying assets is only one of the factors that determines systematic risk,
and is of the view that the cyclicality of demand is a more important
factor.?™

Summary of BT'’s Intervention

BT stated that C&W'’s claim that the leased lines business used largely the same
components as Openreach was ‘simply wrong. In particular, only 26 per cent of the

capital employed in BT’s PPC business is common to Openreach copper’.?”®

BT's Sol was supported by the witness statement of Mr Esslin-Peard, who noted that:

The numbers show that access components are less than half of the
leased lines total, not most of it as C&W alleges. Access copper and
duct costs, shared with Openreach copper services, comprise only 26%
of the total. It is this 26% which is shared with the Openreach copper
services for which Ofcom has applied a disaggregated cost of capital.?’

Mr Esslin-Peard criticized the emphasis that Mr Ridyard placed on the significance of
the assets shared between leased lines and Openreach noting that ‘In any event,
C&W overstates the similarities between assets used in PPCs and LLU’.?"’

C&W'’s further submissions

In its response to the questions on beta of 26 February, C&W stated that: ‘C&W is
surprised about the figure of 26 per cent, and has no way to verify it, but the similarity
of the systematic risks between Openreach and the PPC business does not rest to a
significant extent on the premise that the two share common infrastructure’ and that:

the relevant question is not how much infrastructure is shared between
the PPC business and Openreach, but whether the cash flows of the
PPC business (a wholesale business) are more closely correlated to the
cash flows of Openreach (another wholesale business) or to the rest of

22CgW WIS Harding |, §197(a).

2pefence, Annex C, §160.

#0Ofcom 2005 Cost of Capital Statement, §5.26.
Z5BT Sol, §33.

Z8BT W/S Esslin-Peard |, §42.

Z"BT W/S Esslin-Peard I, §41.
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BT (which includes BT'’s retail services) ... [and that] even if BT and
Ofcom were correct that the PPC business is not as similar to
Openreach as C&W believes to be the case, that does not justify the
use of the rest of BT as the source of the equity beta since it cannot be
considered to capture solely the risks associated with the PPC
business.

4.275. In the hearing with C&W, Mr Ridyard (in support of C&W) stated that the ‘premise
that you can determine beta based on the commonality of the assets in the two
businesses is false in itself’.?’®

(iif) Delivery of leased lines is relatively low risk due to a low level of bad debt
Summary of C&W'’s arguments

4.276. C&W'’s contention that Ofcom considered only the impact of demand on beta was
supported by Mr Ridyard, who stated that:

Another important factor that influences the risk associated with
revenue is default and in this regard the wholesale nature of Al and Tl
services suggests that the beta would be closer to that of Openreach
which provides only wholesale services (ie business-to-business for the
purpose of reselling) than to the rest of BT which incorporates mostly
retail services which are more exposed to default.?”

4.277. C&W stated that ‘BT’s work on PPC payment terms shows that BT itself considers its
PPC business inherently stable and with a low risk of bad debt’;?*° and that ‘BT

makes low provisions for bad debt’.?%*

4.278. Inits response to the questions on beta of 26 February, C&W stated that it wanted ‘to
highlight that debt default was one example of why the risks associated with the
wholesale PPC business might be more like Openreach than the rest of BT’, and that
even if debt default did not explain the differences, it did not follow that the rest of BT
beta was appropriate for the PPC business.

4.279. Nevertheless C&W stated that it ‘cannot agree with Ofcom’s analysis since Ofcom
fails to take account of the correlation of debt default with the general economy and
instead reaches its conclusion on the basis of a single observation of the level of debt
default’.

Summary of Ofcom’s response

4.280. Ofcom noted that C&W had not put forward specific financial information to support
its contentions. It noted that data contained within BT’s Regulated Financial
Statements for 2007/08 showed zero bad debt costs against all regulated wholesale
markets and bad debt of 0.6 per cent of total revenue for retail services. It described
the latter figure as insignificant and concluded that it ‘does not consider that debt
default by BT’s customers will be a significant variable that would explain variations

#8C&W hearing transcript, p59, line 3.
9C&W WIS Ridyard 1, §70.

ZONA, §106.2(a)(i).

ZINoA, §106.2(a)(ii).
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4.281.

in the correlation between returns earned by parts of BT's business with the market

returns as a whole’.?®?

Summary of BT’s Intervention

BT’s Sol did not include any consideration of the impact of bad debts except to
endorse the arguments made Ofcom’s Defence about materiality.?®®

Argument (b): There is no reasonable basis for concluding that the risk
associated with leased line services is as high as for the rest of BT excluding
Openreach, given the similarities with Openreach, and further given that it is

not comparable to the BT Retail Division, or the BT Global Services Division.

284

Ofcom erred in concluding that it must choose either the cost of capital for
Openreach or the cost of capital for the rest of BT Group. Ofcom could
alternatively and more appropriately have conducted fresh calculations

specifically considering the cost of capital for the leased lines business

4.282.

285

In our view, Argument (b) has a number of parts that are capable of separate con-
sideration, though we recognize that there are links in regard to the reasoning. We
consider the argument in four parts:

(i) whether Ofcom had no reasonable basis for concluding that the risk associated
with leased line services is as high as for the rest of the BT Group excluding
Openreach;

(i) whether Ofcom erred in concluding that it must choose either the cost of capital
for Openreach or the cost of capital for the rest of the BT Group;

(i) whether Ofcom could have conducted fresh calculations to establish a cost of
capital for the leased lines business; and if not

(iv) whether C&W'’s alternative solutions (set out in paragraph 4.298 below) offer a
pragmatic and preferable alternative.

In our view, the argument in part (ii) relied upon C&W having made out its case for
part (i) and either of parts (iii) or (iv). In other words, we think that C&W needed to
demonstrate both that Ofcom’s assignment of the rest of BT beta was wrong, and
that it could have more appropriately adopted one of C&W'’s alternative suggestions.
We therefore considered parts (i), (i) and (iv) first before turning to part (ii).

Our understanding of Ofcom’s approach

4.283.

We set out our understanding of Ofcom’s general approach in paragraphs 4.242 to
4.248 above.

2Defence, Annex C, §174.
2RT Sol, §35.
2NoA, §106.3.
Z5NoA, §106.4.
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Argument b(i): Whether Ofcom had a reasonable basis for concluding that the risk
associated with leased line services is as high as for the rest of the BT Group
excluding Openreach, given the similarities with Openreach, and further given that it

is not comparable to the BT Retail Division, or the BT Global Services Division

4.284.

4.285.

4.286.

4.287.

286

Summary of C&W'’s arguments

In its NoA,?®” and as discussed in this paper under Argument (a), C&W argued that
Ofcom gave insufficient weight to the similarity between Openreach services and
leased line services and was incorrect to conclude that the provision of leased line
services was more risky than the provision of services by Openreach. Having
developed this argument, C&W went on to argue as follows:?*®

In any event, there is no reasonable basis for concluding that the risk
associated with leased line services is as high as for the rest of BT
excluding Openreach given the reasons cited in 8106.2(b) and (c)
above?® and further that the BT Wholesale leased lines business is not
(or not necessarily) comparable to the BT Retail Division or, particularly,
the BT Global Services Division (which has accrued very substantial
losses).

d,?*® which stated:

There was then a reference to the witness statement of Mr Ridyar
Further, the provision of retail services entails different variable costs
compared to the provision of wholesale service. Specifically, the sale of
retail services generally incurs proportionally more variable costs and
less fixed infrastructure costs. Therefore, even if Ofcom were correct in
arguing that the level of demand for Al and Tl services suggests that
Openreach WACC is not appropriate, since the actual return on the
business depends on a combination of demand and supply-side (ie
cost) factors there can be no assurance that Ofcom is justified to opt for
the rest of BT as the source of the appropriate equity beta.

Mr Ridyard also argued that ‘Ofcom’s suggestion that the WACC for Openreach is
not appropriate does not necessarily lead to the conclusion that the WACC for the
rest of BT is the relevant measure of the cost of capital’ and ‘To justify a positive
choice for an equity beta equivalent to the rest of BT Ofcom would have needed to
establish that this residual part of BT’s business has a risk profile that is similar to

that of the Al and Tl services’.?**

Summary of Ofcom’s response

In relation to Mr Ridyard’s argument that Ofcom needed to establish that the rest of
BT had a risk profile similar to that of Al and Tl services, Ofcom said®*? that its
decision to choose the rest of BT rate reflected the practical issues regarding a lack
of available evidence to support specific disaggregation to estimate individual project

ZN0oA, §106.3.

%TNoA, §§106.1 & 106.2.
2B\ oA, §106.3.

#9g5ee paragraph 17.
20CgW WIS Ridyard |, §71.
21CgW WIS Ridyard 1, §66.
22Defence, Annex C, §154.
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4.288.

4.289.

4.290.

specific betas and Ofcom’s generally cautious approach to assessing parameters
underlying the cost of capital. Ofcom maintained that it was not practical to have a
burden of proof in the way suggested by Mr Ridyard, who suggested that Ofcom
should have provided evidence of the correlation of risks of leased lines with the rest
of BT rate. Ofcom referred back to the conclusions of the 2005 Cost of Capital
Statement, which suggested that if there were to be a different beta from the rest of
BT, this needed to be produced using robust data. In the absence of such evidence,
Ofcom was faced with a choice of selecting between one of the available bench-
marks (ie the Openreach and rest of BT rates) taking into account any changes that
might have occurred since the 2005 Cost of Capital Statement.

Ofcom then set out in further detail its choice of the rest of BT rate over the
Openreach rate, including its assessment of the risks associated with leased lines.
Ofcom noted that it considered that there were different levels of risk associated with
delivering services to different markets; and in particular that Openreach’s core
access services were primarily WLR and MPF services used, in the main, to deliver
narrowband and asymmetric broadband to residential customers. On the other hand,
BT's PPC and AISBO service customers ultimately used wholesale leased lines ser-
vices to deliver services to SME and corporate customers, as well as more generally
to provide broadband services. Further, Ofcom’s view was that future demand for
new circuits was more likely to be correlated to economic activity, whereas other
access services were less sensitive to those changes.?*®

Ofcom also pointed out that much of the evidence that it used to examine the relative
risk of copper access and other services either did not apply at all, or did not apply to
the same extent, to the leased lines business.?* For example, it stated that it had
‘reasonably good evidence that income elasticities of demand on exchange lines are
relatively low’. However, it concluded that the evidence was insufficient to allow
further disaggregation of other services.?®

Ofcom contended that, on balance, the arguments (set out in the 2005 Cost of
Capital Statement), as revisited in the LLCC Statement, favoured regarding PPCs as
more similar to the rest of BT than to basic exchange line services. Ofcom was not
convinced that there were new arguments put forward by respondents to the LLCC
charge control that were relevant to support an alternative position to the use of the
rest of BT rate. For example, C&W'’s consultation response largely related to under-
lying access elements being similar between LLU and WLR and leased lines, which
was a point that had been considered in the 2005 Cost of Capital Statement and that
Ofcom responded to in the LLCC Statement. Ofcom submitted that, ultimately, this
was a matter for Ofcom’s regulatory judgment and, having considered the competing
arguments and the evidence available, it came to a reasonable view that should not
be impugned.

23pefence, Annex C, §159.
24pefence, Annex C, §161.
5pefence, Annex C, §142.
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Argument (b)(iii): Whether Ofcom could have conducted fresh calculations to
establish a cost of capital for the leased lines business

4.291.

4.292.

4.293.

4.294.

Summary of C&W'’s arguments

In its NoA,** C&W argued that Ofcom erred in concluding that it must choose either
the cost of capital for Openreach or the cost of capital for the rest of BT when it could
alternatively and more appropriately have conducted fresh calculations specifically
considering the cost of capital for the leased lines business (emphasis added).

Summary of Ofcom’s response

In its Defence,?®” Ofcom stated: ‘... Ofcom considers that any expectation by C&W
that Ofcom should have determined the “true cost of capital” of leased lines is an
unrealistic proposition’ and ‘The decision to choose the rest of BT rate reflects the
practical issues regarding a lack of available evidence to support specific dis-
aggregation to estimate individual project specific betas and Ofcom’s generally
cautious approach to assessing parameters underlying the cost of capital.’

In its Defence, Ofcom?®® quoted the 2005 Cost of Capital Statement, where it set out
the conditions under which it would be appropriate to consider separating out a firm’s
beta for individual projects. Ofcom stated that the list of conditions was ‘non-
exhaustive, and it is not the case that all need to be satisfied for a disaggregated
approach to be appropriate. However, the more conditions that are satisfied, the
more likely it is that a disaggregated approach will be appropriate)’. The following is a
summary of those conditions:

(a) the systematic risk faced by the project was significantly different from that faced
by the overall company;

(b) there was evidence available which could be used to assess variations in risk (eg
pure play comparators were available, it was possible to use other quantitative
analysis—for example, quantitative risk assessments, data on the firm was
available at a disaggregated level—for example, in separate accounts); and

(c) correctly identifying variations in risk, and reflecting this in an adjusted rate of
return, was likely to bring about significant gains for consumers.

Ofcom stated?®® that it would generally be difficult to obtain the data needed to
perform a disaggregation of a business into different projects and that in the case of
BT it was only possible to do so for Openreach (ie the copper access services), as

there was sufficient data available to do so.3®

**NoA, §106.4.

#"pefence, Annex C, §153.

#8nefence, Annex C, §141.

*°pefence, Annex C, §141.

%pefence, Annex C, §142, summarizes why Ofcom was able to perform a disaggregation for Openreach. ‘This was because
there was reasonably good evidence that income elasticities of demand for exchange lines are relatively low. The profitability of
basic access services is therefore likely to be relatively stable over time, hence the lower “access services” cost of capital.
However it concluded that the evidence was insufficient to allow further disaggregation of other services.’
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Summary of BT'’s Intervention
4.295. Inits Sol, BT stated that:

the task of disaggregation is formidably difficult. Amongst other things,
there are no benchmark firms to direct market comparators to the
leased lines business which might provide a comparison. Nothing in
C&W'’s appeal comes close to providing the kind of analysis that might
support such a disaggregation, or departure from Ofcom'’s established
approach, in this case.

This statement was supported by the witness statements of Mr Esslin-Peard and
Dr Firla-Cuchra.

4.296. Mr Esslin-Peard noted that the following factors weighed against further disaggregat-
ing the cost of capital for the leased lines business:

(a) the lack of suitable comparator businesses;

(b) the lack of quantitative evidence;

(c) the lack of sufficiently disaggregated data from BT; and hence
(d) the large potential margin of error.

4.297. Specifically to the disaggregation of the leased lines business, Mr Firla-Cuchra
noted®*”* that:

there are some significant challenges with carrying out a more granular
disaggregation in this case and estimating a separate cost of capital for
leased lines.

First, leased lines share assets with other services and the asset
allocation necessary to assess the riskiness of returns to ‘leased lines-
only’ assets would significantly depend on a particular methodology
chosen to allocate assets where alternative methodologies may lead to
a range of different outcomes.

Second, and analogously to the above, leased lines share costs with
other services and the cost allocation necessary to assess the riskiness
of net cash flows from leased lines will depend on the methodology
used to allocate costs.

Third, there are significant synergies and other linkages between leased
lines and other parts of BT.

Fourth, for all of the reasons outlined above, it is difficult to consider
leased lines to be a stand-alone business division of the BT Group.

S1BT W/S Firla-Cuchra I, §2.41.
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Argument (b)(iv): Whether C&W'’s alternative solutions offer a pragmatic and
preferable alternative

4.298.

4.299.

4.300.

4.301.

Summary of C&W'’s arguments

If Ofcom concluded that fresh calculations were not practicable, C&W proposed the
following three solutions:

« Ofcom could have assigned the leased lines business a cost of capital equivalent
to that of the whole of the BT Group including Openreach given that the leased
lines business related partly to Openreach components and partly not—as was
the case for the BT Group as a whole; or 3%

« Ofcom could have assigned the leased lines business a cost of capital between
the mid-range points for Openreach and the rest of the BT Group reflecting the
position that the relevant risk associated with the leased lines business might be
higher than Openreach but was less than for the rest of BT Group excluding
Openreach;** and

« Ofcom could have calculated a disagreggated WACC for the ICT business.**

In its Reply to Ofcom’s defence, C&W stated that it was inappropriate to apply a
WACC derived in part on the basis of risk faced by BT’s ICT business. C&W pro-
posed that even if a WACC for leased lines could not be robustly calculated, Ofcom
should have calculated a WACC for ICT and accordingly reduced the rest of BT
WACC.*®

C&W drew attention®® to the 2005 PwC report, which said that there was a stronger
case for disaggregating a WACC for BT's ICT business than even its copper access
business.**” C&W contended that ‘Ofcom’s reasons at the time for not doing it are far
from convincing’. One reason was its concern that it ‘assumes that all of BT’'s non-
ICT figures have a similar level of risk’.**® C&W accepted that this was so but noted
that this was very much C&W'’s objection to Ofcom’s decision to use the rest of BT
WACC for leased lines. In other words, the same criticism could be applied to the
approach that Ofcom actually adopted, and with more force since even Ofcom

agreed that ICT activities were ‘very likely to be riskier than the BT average’.**

C&W continued:3%*°

Ofcom adds to its earlier reasoning that it remains appropriate not to
use a separate disaggregated WACC for BT'’s ICT business because
Ofcom believes that ‘the proportion of BT'’s value accounted for by its
ICT business is likely to be significantly lower now than in 2005’ (§150,
Defence Annex C). C&W accepts that the proportion may be lower but
notes that analysts still consider that ICT services account for

S2N0A, §106.4(a).
*BNoA, §106.4.
04Reply, §59.
5Reply, §59.
%6peply, §60.
¥"pisaggregating BT's Beta (PwC, June 2005), p iv, [R/8/95].
®0fcom’s approach to risk in the assessment of the cost of capital—final statement (18 August 2005) §7.62, quoted in §148,
Defence, Annex C.
$0987.64, ibid, quoted in §149, Defence, Annex C.
*%Reply, §61.
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4.302.

4.303.

4.304.

4.305.

approximately 10% of BT's equity value or approximately 1/7th of the
equity value of BT excluding Openreach.®"! It is to be anticipated that
the significantly higher risk associated with ICT services would still
therefore have a material impact on the WACC for the rest of BT.

Summary of Ofcom’s response

In its response to our questions on beta of 26 February, Ofcom made the following
points regarding calculation of an ICT beta:

(a) It concluded that the conditions under which it would be appropriate to consider
disaggregation were not met (see 875 for a list of these conditions) in large part
because of a lack of disaggregated financial information for ICT, with no audited
financial statements or clearly distinguishable assets or cash flows.3"?

(b) A reduction in investor’s perceptions of the value of BT Global Services meant
that the effect on the rest of BT beta would be minimal now.

(c) In 2005, the PwWC report suggested an asset beta for the ICT business, based on
a set of five comparators, of 1.76. Ofcom noted that the comparators were pure
ICT businesses without the telecommunications bias of BT Global Services, and
SO0 were not necessarily very close comparators.

(d) Ofcom further commented that ‘it would be necessary to follow the conservative
principle that we followed in the disaggregation of Openreach’s beta’. Hence
Ofcom told us that it would have been reasonable to consider a beta of up to 1.2,
rather than the beta of greater than 2 suggested by PwC.*"® The effect on the
beta of the rest of BT would be a reduction from the 0.96 in the LLCC to about
0.9, which ‘would not materially impact the resulting charge control X value of
-3.25%’.

At its bilateral hearing,** Ofcom expanded on this point, saying,

If you look at the components of the ICT business within BT you will find
that, compared with companies like IBM, PBS and Hewlett Packard, a
very significant proportion of it relates to core telecommunications ser-
vices, so there are IT applications and services on top of it but a lot of it
is the more traditional provision of connectivity and managing communi-
cation services.

Summary of BT'’s Intervention

At the hearing, BT’s expert witness, Mr Firla-Cuchra, said that ICT was not a separ-
ate business either in a corporate or functional sense, and was part of BT Global
Services.®"®

Mr Esslin-Peard, for BT,*'® went on to explain the difficulties in describing BT’s
activities as ICT:

311,

Summary of recent comments from analysts [R/9/96].

#20fcom response to questions on beta of 26 February 2010.

313
314,

Ofcom calculated that the beta of 1.76 suggested by PwC would be equivalent to an equity beta of >2 at 35 per cent gearing.
Ofcom bilateral hearing, transcript, p66, line 10.

¥5BT hearing, p44, line 25.

4-57



The ones carried out by BT—almost all of them in Global Services—are
specifically networked IT services. Global Services would not want to
compete with IBM, Cisco or what-have-you in providing routers or com-
puting power as such. Global’s proposition, if you like, is: BT owns an
extensive UK and international network and a good proportion of those
services can be supplied using BT'’s networks. It is not a kind of conven-
tional high-tech computing and systems business from that point of
view. Global is looking for the customers where it can use BT’s network.
I am not sure there are no other examples of companies following that
pattern, but the people you tend to find doing that sort of activity are the
big telcos rather than companies coming at it more with the computing
power approach like IBM and Cisco. It is too big a market to describe it
as ‘niche’ but it is all based around applying services over networks.

Argument (b)(ii): Whether Ofcom erred in concluding that it must choose either the
cost of capital for Openreach or the cost of capital for BT Group

4.306.

4.307.

Summary of C&W'’s arguments

C&W stated in its NoA that ‘Ofcom erred in concluding that it must choose either the
cost of capital for Openreach or the cost of capital for the rest of BT Group when it
could alternatively and more appropriately have conducted fresh calculations
specifically considering the cost of capital for the leased lines business’.*!’ Failing
this, C&W argued that ‘less rigorous but preferable’ solutions were available, namely
that Ofcom could have assigned the leased lines business a cost of capital equiv-
alent to that of the whole of the BT Group;*'® or Ofcom could have assigned the
leased lines business a cost of capital between the mid-range points for Openreach
and the rest of the BT Group.®"

Summary of Ofcom’s response

Ofcom did not make any further arguments other than those already discussed in
relation to this point.

Assessment

Assessment of arguments in relation to demand

4.308.

In assessing the impact of demand risk on beta, the key issue is the extent to which
future variations in demand for services are correlated with variations in GDP growth.
C&W made observations in its NoA regarding LLU roll-out already approaching econ-
omic limits, the pace of development slowing, and the existence of competition from
residential broadband from mobile broadband, but C&W has not explained why and
how these are connected to macroeconomic or systematic risk, and neither are these
connections obvious to us. For this reason, we have not given them detailed atten-
tion. We therefore turn to the arguments that the parties have made about the identity
of the customer base for leased lines and Openreach services and the implications
for the elasticity of demand with respect to GDP.

%8BT hearing, p25, line 26.
$NoA, §106.4.

15N0A, §106.4(a).

*NoA, §106.4.
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4.309.

4.310.

4.311.

4.312.

4.313.

C&W argued against making generalizations about risk simply based on the identity
of the typical customer, and we would tend to agree with this. The fact that leased
lines services are bought mainly by businesses while Openreach’s services are
bought mainly by households does not in itself indicate to us that one business is
more risky than the other. Corporate and household earnings have both been
affected adversely by the recent economic downturn; conversely, a period of strong
GDP growth is likely to improve both business and household finances. It is not at all
clear to us that one group of customers sees its purchasing power change more than
the other as GDP growth varies or that we should regard one customer base as
being inherently more risky than the other.

However, we were persuaded by Ofcom'’s evidence that it had not merely formed its
judgment based on the identity of the customer, but had also considered the extent to
which the nature of the product that was being sold led to variations in BT's sales
volumes and revenue over the economic cycle. We thought that Ofcom and BT both
made strong arguments when pointing to differences in the ways that business and
residential customers adjusted demand in the face of a downturn, specifically the fact
that:

(a) businesses purchasing leased lines services could reduce their consumption of
bandwidth and could rationalize the number of circuits that they purchased and in
doing so reduce the charges they paid to BT; whereas

(b) the way that residential products were sold meant that it was only if households
chose to disconnect their line that BT suffered a loss of revenue.

The arguments presented by Ofcom and BT tended to support the view that demand
for leased lines services was more sensitive to economic conditions than demand for
Openreach services. Empirical data submitted to us by BT%# seemed to demonstrate
that this had been borne out by recent experience in that it showed a sharp drop in
high bandwidth leased lines services at the end of 2008 whereas demand for copper
lines fell only marginally. We note that evidence of this type has to be treated with
some caution,*** but in our view it supports Ofcom’s approach.

We were less persuaded by C&W'’s regression of demand for lines versus GDP
growth. This was mainly because the data was more limited than that discussed
above in paragraph 4.311 in that it considered only the aggregate number of lines.
Since, as noted above, BT's income is determined as much by the bandwidth of
leased lines as by the number of lines sold, C&W's analysis omits a very important
variable and gives an incomplete picture of the relationship between revenues and
GDP growth.

We did not see force in C&W'’s contention that Ofcom considered the risk as to future
demand for new circuits to be more closely correlated with the economy-wide level of
economic activity than the risk for other access services. We saw no evidence to
support C&W'’s claim and Ofcom clarified in its Defence and in its response to ques-
tions that this was not its position and that it considered that all leased lines
demanded to have a higher sensitivity to GDP growth. We see no reason to question
this explanation and consider the points made in paragraphs 4.310 and 4.311 to be
as relevant to sunk investments as to new circuits, even if BT collects some of the

320,
321,

BT's response to questions on beta of 26 February 2010.
In particular, the analysis is insufficient to demonstrate with certainty that the observed patterns of demand are related to the

economic downturn. BT also pointed out that the data was not published or audited.
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4.314.

cost of investment from customers upfront via charges for customer-specific
investments.

For the above reasons, it is our view that C&W has not provided convincing evidence
to show that Ofcom was wrong to think that demand for leased lines would exhibit
greater correlation to the economic cycle than demand for Openreach services. We
consider Ofcom and BT to have made stronger arguments in support of Ofcom’s
position that it was likely that businesses would reduce their consumption of leased
lines (for example, by reducing the number of leased lines purchased, or reducing
the amount of bandwidth purchased) in response to a downturn in the economy, and
that it was less likely that residential customers would dispense with their single
broadband connection when faced with a similar downturn. All other things being
equal, we consider this to support Ofcom’s argument that this would tend to make the
cash flows of the leased lines more variable and result in a higher cost of capital.

Assessment of arguments on similarity of components

4.315.

BT’s clarification of the extent to which the leased lines business shared components
with Openreach was acknowledged by C&W to be material information. In our view,
the fact that only 26 per cent of the assets used by the leased lines business are
shared with Openreach supports Ofcom’s argument that in this case the nature of the
underlying assets used was unlikely to point to a correspondence in the two busi-
nesses’ risk profiles. Even if it were the case that the two businesses shared more
underlying assets than BT set out, the parties now appear to agree that this would
not by itself determine beta. We see force in Ofcom’s argument that whilst the type of
assets used would play some part in determining cash outflows and therefore
systematic risk, they were unlikely to play any part in the risk associated with the
cash inflows and hence the cyclicality of demand was the more important factor.
Given this, and the relatively small degree to which the two businesses share assets,
we do not believe that C&W has presented convincing evidence or arguments to
support this point.

Assessment of arguments on bad debt

4.316.

4.317.

4.318.

The parties did not appear to us to have a marked difference in views about the
theoretical relationship between bad debt and beta. Since bad debts can be expected
to increase during periods of economic downturn and decrease during periods of
strong GDP growth, it seems to us that C&W'’s claim that default risk is a relevant
factor influencing beta is a reasonable one and Ofcom does not appear to dispute
this.

The arguments that the parties have made require us to focus on the extent to which
bad debt is a material or immaterial influence on the cost of capital for the different
BT businesses. Ofcom, supported by BT, pointed out that levels of bad debt within
BT were very low in 2007/08 at less than 1 per cent of revenue and could not be
expected to drive a meaningful gap between different business units’ costs of capital.
C&W pointed out in response that this said nothing about the correlation of debt
default with the macroeconomic cycle. We think there is some merit to this narrow
point made by C&W, but this does not address how and to what extent it impacts on
any differences in beta.

In our view, C&W has not demonstrated that bad debt levels in the retail business

necessarily rise markedly during economic downturns or that bad debt causes a
material difference in the leased lines and rest of BT betas. Although C&W criticized
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4.319.

Ofcom for failing to analyse the correlation between bad debt levels and GDP growth,
it has not itself provided us with any evidence to support its contention that Ofcom
had wrongly estimated the leased lines cost of capital.

Finally, we note that C&W said in its response to the questions on beta of

26 February that bad debt was an example of why the risks of the leased lines
business might be similar to the risks of the Openreach business but again did not
present any arguments or evidence to support what is otherwise a general assertion.

Assessment of Argument (b)(i): Whether Ofcom had a reasonable basis for
concluding that the risk associated with leased line services is as high as for the rest
of the BT Group excluding Openreach

4.320.

4.321.

4.322.

4.323.

4.324.

4.325.

C&W made two contentions in support of its argument that Ofcom did not have a
reasonable basis for its conclusion: first, that the leased lines business had similari-
ties with Openreach, and secondly, that the leased lines business was not compar-
able to the BT Retail Division, or the BT Global Services Division.

C&W'’s first contention, that the leased lines business had similarities to Openreach,
is assessed above under Argument (a). We consider that C&W has not provided
convincing evidence in support of this contention (see paragraphs 4.314, 4.315,
4.318 and 4.319).

We therefore turn to C&W'’s argument that the leased lines business was not com-
parable to the BT Retail Division, or the BT Global Services Division.

The parties appear to agree that retail services generally incurred more variable
costs and less fixed infrastructure costs and that it seemed likely that the cost struc-
ture of PPCs was more similar to that of Openreach than to that of BT Retail (for
example) in that both Openreach and PPCs might feature relatively large amounts of
fixed costs and relatively low levels of variable costs, although no evidence had been
adduced to confirm this. However, C&W has not explained how it necessarily follows
that Ofcom would not have been justified to opt for the rest of BT rate. Since it is
necessary to consider the cyclicality of both cash outflows and inflows, it is possible
for two businesses with similar cost structures to have differing risk levels due to
variations in demand volatility.

C&W itself pointed out that the actual return on the business depended on a combin-
ation of demand- and supply-side (cost) factors**’—and it seems that Ofcom agreed
with this statement.®?® The fact that Ofcom viewed demand as a more important
determinant of any possible difference in the cost of capital for access-related ser-
vices and PPCs, given its comments about the similarity of cost structures in para-
graph 4.261, seems reasonable.

C&W appeared to place the burden of proof on Ofcom to justify its choice of rest of
BT by its assertion that ‘to justify a positive choice of an equity beta equivalent to the
rest of BT, Ofcom would have needed to establish that this residual part of BT’s
business had a risk profile that is similar to that of the Al and Tl services’.*?* In our
view, for C&W to make a case that Ofcom erred in this respect, it needed to demon-

32208 W WIS Ridyard, §71.

323,

See, for example, Defence, Annex C, §178.

$24C&W WIS Ridyard |, §65.
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strate why and to what extent the leased lines business is not comparable to either
the BT Retail Division or the BT Global Services Division, which it has not done.

Assessment of argument (b)(iii): Whether Ofcom could have conducted fresh
calculations to establish a cost of capital for the leased lines business

4.326.

4.327.

We consider that Ofcom and BT have presented credible arguments that fresh calcu-
lations to establish a cost of capital for the leased lines business were an unrealistic
proposition due to lack of evidence to support specific disaggregation. In particular,
BT’s arguments that leased lines shared costs and assets with other services and
there were significant synergies and other linkages between leased lines and other
parts of BT support Ofcom’s view that it was difficult to consider leased lines to be a
stand-alone business that could be benchmarked to an identifiable set of pure-play
comparators and that would enable a sufficiently reliable assessment of beta to be
made for Ofcom’s purposes.

C&W has not explained how the practical difficulties cited by Ofcom and BT could be
overcome. Accordingly, it is our view that C&W has not provided support for its con-
tention that Ofcom could have conducted fresh calculations to establish a cost of
capital for the leased lines business.

Assessment of argument b(iv) in relation to C&W'’s alternative solutions

4.328.

4.329.

4.330.

It is our view that C&W has not set out sufficient reasoning as to why it would have
been more appropriate for Ofcom to adopt either of the first two alternative solutions;
that is, to assign the leased lines business a cost of capital equivalent to the whole of
the BT group; or a cost of capital between the mid-range points for Openreach and
the rest of the BT Group. The sole reason that C&W set out in support of assessing a
figure on the basis of the whole of the BT group was that the leased lines business
related partly to Openreach components and partly not. However, as discussed in
paragraph 4.315, we did not accept that C&W had made a clear argument that the
similarity of components was a determinative factor in the choice of beta. In support
of assessing a figure between the mid-range points for Openreach and the rest of
BT, C&W stated that this would reflect the position that the risk of the leased lines
business was less than for the rest of BT. However, as discussed in paragraph
4.325, we did not accept that C&W had supported its argument that the risk of the
leased lines business was less than for the rest of BT.

Ofcom also argued that the reduction in investor perceptions of the value of BT
Global services meant that, had they decided to disaggregate ICT, any effect on the
rest of BT beta would be minimal.**> C&W agreed that the value had lowered but
argued that ICT still accounted for approximately 1/7™ of the equity value of BT
excluding Openreach.?*

We thought that C&W had provided some evidence, particularly the 2005 PwC
report, to support a separate beta for BT’'s ICT business. We thought that it was
possible to conceive of ICT as a separable business, despite the lack of separate
accounting data, and that, based on the evidence of the PwC report, it was possible
in principle to identify comparators for BT's ICT business, even if they were not

325

Ofcom response to questions on beta of 26 February 2010, Question 14.

*%Reply, §61.
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4.331.

necessarily exact or perfect comparators. However, in our view the viability of this
approach depends in large part on the extent to which the comparators can be
demonstrated to be similar to the business in question, and we thought that Ofcom
and BT had presented some credible arguments that cast doubt on this because of
the difference in nature between BT’s ICT business and the comparator group
suggested by PwC. C&W has not suggested how, in practice, these issues might be
addressed. Significantly, even if C&W had shown that it could be done, we thought
that it was unlikely that any separate estimation would result in a very high beta for
ICT taking into account Ofcom’s view on the specifics of BT’s ICT business which
would tend to support a beta at the lower end of the range of plausible ICT betas,
and the inherent difficulties of obtaining robust evidence in an exercise of this nature
which tend to favour weight being placed on the known information that the business
is part of the BT Group. These factors, combined with the apparent reduction in value
of the business since 2005, would tend to support Ofcom’s contention that any result-
ing reduction in the rest of BT beta would not materially impact the LLCC charge
control.®*’

For these reasons, it is our view that C&W has not presented sufficiently strong
arguments that Ofcom acted inappropriately in applying to the leased lines business
a WACC derived in part on the basis of the risk faced by BT's ICT business.

Assessment of argument (b)(ii): Whether Ofcom erred in concluding that it must
choose either the cost of capital for Openreach or the cost of capital for BT Group

4.332.

This argument does not appear to have been presented as a stand-alone argument
but rather as an argument that is contingent on whether Ofcom could have alterna-
tively and more appropriately done something else. As set out in paragraphs 4.328 to
4.331, in our view, C&W has not set out sufficient reasoning in support of this conten-
tion. It follows therefore that C&W has not demonstrated that Ofcom erred in conclud-
ing that it must choose either the cost of capital for Openreach or the cost of capital
for BT Group.

Determination

4.333.

For the reasons set out above, we conclude that Ofcom did not err in the calculation
of the relevant cost of capital for the reasons set out in 88§105—-107 of the NoA.

#70fcom response to questions on beta of 26 February 2010, Question 14.
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Section 5: Reference Question 4

In this section we address Reference Questions 4(a)(i), 4(a)(ii), 4(a)(iii), 4(a)(iv), 4(b)(i) and
4(b)(ii). We set out below, for each question, the paragraphs at which we (a) start our
analysis of that question, (b) start our assessment of that question and (c) conclude with our
determination of that question.

Paragraph
Reference QUESTION 4(A)(1).....cuurrruiiieeeeeieeiiiise e e e e et e e e e e e et s e e e e e e e eeara e s e eeeeeeannes 5.1
YN Y ST 1 1= | 5.39
BI04 011 =1 (o] o 5.55
Reference QUESTION 4(@) (1)« e e errrrerrreeeeeeeeeeiiieieeiieeiteieeeseeeeeee e eeeebbeeaeeeeeeanes 5.56
AT Y ST 1 1= 5.66
(DL (= 0 0 11 =11 o] o 5.93
Reference QUESTION 4(A)(111).....uuuuuiiiiieiiiiiiie e e e e e e e e e e e e e aaanes 5.94
gAY Y ST 1 1 = | 5.137
(DTS (=T 0 011 =1 (o) o 5.242
Reference QUESTION 4(A)(IV)...cuurrriii i et e et e e e e e e e et e e e e e eeeananes 5.243
F AT Y ST 1 1 = ] 5.265
DLy (14 01T =10 TR 5.286
Reference QUESTION 4(D)(1) «oovveiriiiii e 5.287
ST ST 1T 1 =T | N 5.295
DLy (] 4 01T =1 0] o 1T 5.317
Reference QUESTION 4(D)(I1) «.vvurrrriiii e e e e e e e aaaaes 5.318
YN Y ST STy 1 =] 5.346
DLy (=14 01T =110 o 1T 5.374

Reference Question 4(a)(i)

5.1.  This section (paragraphs 5.1 to 5.55) sets out our conclusions as to whether Ofcom
erred in the setting of the PoH charges in Part 1 of Annex C to the Tl Price Controls
in deciding not to set the charges on local ends used by BT but only on those used
by BT's competitors, and in particular whether Ofcom erred in its use of BT'’s esti-
mate of the costs to be recovered by the charges for the reasons set out in §88110—
111 of the NoOA.

5.2.  88110-111 set out the first allegation of error made under Ground D of the NoA.
Ground D addresses the alleged errors that Ofcom made in setting PoH charges for
OCPs in the LLCC Statement. 8110 sets out C&W's reasons for believing that the
PoH charges are higher than they should be; 8111 sets out C&W'’s view on BT’s
incentives. We discuss further below the detail of C&W'’s allegation on this ground.

5.3.  For the reasons given below, our determination is that Ofcom erred in its use of BT's
estimate of the costs to be recovered by the PoH charges for the reasons set out in
§8110-111 of the NoA.

Summary of Ofcom’s rationale and methodology

5.4. In 2002, as part of its PPC phase Il determination, Oftel introduced a local end uplift
to recover some of the costs related to PoH for PPCs. Oftel described these costs as
network overheads—BT started charging a percentage mark-up on each external
local end to recover the overheads (amounting to 32 per cent for TISBO services of 1
Mbit/s and below, and 30 per cent for TISBO services of over 1 Mbit/s). These mark-
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5.5.

5.6.

5.7.

5.8.

5.9.

ups were subsequently adjusted upwards following further work by Oftel to confirm
these figures.*

As part of the LLCC Statement, Ofcom determined that OCPs pay for PoHs in two
2
ways:

(a) The first occurs when the OCP pays the upfront capital costs and direct annual
maintenance charge for each PoH.

(b) The second is the ‘New PoH Charge’ on each circuit to cover network overheads
not covered by the direct charges.

It is this second ‘New PoH Charge’ that is covered by Reference Question 4(a)(i).

Also as part of its LLCC Statement, Ofcom requested that BT estimate the PoH
costs, and BT did so. As the RFS did not separately identify PoH costs, BT estimated
the costs using a top-down model.® We refer in our determination of this Reference
Question to these costs as ‘the original BT estimated costs’.

Ofcom set out in its LLCC Statement that it had completed the following checks on
the original BT estimated costs:*

(a) Ofcom ascertained what costs were incurred in supplying a PoH link and how BT
recovered these costs.

(b) Ofcom then obtained BT's top-down model (which was based on estimates of the
type and quantity of PoH boxes) and reviewed the methodology applied and the
key assumptions used in estimating the costs to be recovered.

Ofcom concluded that the methodology which BT had applied and the original BT
estimated costs were reasonable.’

In the LLCC Statement, Ofcom set the amount to be recovered by PoH charges to be
£11.7 million, and provided the following breakdown.

TABLE 5.1 BT's estimate of costs to be recovered through the New PoH charges

£ million

Exchange indirects 6.3

Access fibre/copper/duct 2.3

Equipment maintenance & indirects

Customer sited 1.0
Exchange located 0.8

Subtotal 1.8

Selling, general & admin on PoH 1.3

11.7

Source: Defence Annex D Table D2.

5.10. We consider each of these categories in turn, using information provided by BT.®

'BT W/S Morden, §§124-125, and C&W W/S Harding, §102.
2C&W plenary presentation of 5 February 2010, p17.

BT W/S Morden, §129.

‘LLCC Statement, §4.146.

®Defence, §130.



Exchange indirects

5.11.

5.12.

We understand that ‘exchange indirects’ are indirect costs allocated to PoHs. These
costs are intended to reflect the indirect costs associated with the LSEs in which the
PoHs are sited. The costs principally include accommodation ([¢<] per cent), which
includes space, heating and lighting, and general management ([5<] per cent).’

The costs were calculated by estimating the approximate operating costs that would
be allocated to the PoHs under BT's RFS allocation methodology. To do this, BT first
estimated a notional depreciation charge for the equipment used in PoH (using
estimates of the cost and age of the assets used). BT then used the relationship
between synchronous digital hierarchy (SDH) equipment costs and depreciation
charges in the general RFS system and the notional depreciation charge for the
equipment used in PoH to apportion operating costs in the same proportion as was
apportioned to SDH equipment more widely in the BT system.®

Access fibre/copper/duct costs

5.18.

5.14.

BT informed us that these were the estimated costs of the physical bearers used in
PoH. The costs included ROCE, depreciation, maintenance and other operating
costs.’

Given that the costs appear to relate directly to PoHs and not to other services
hosted at the LSE or within the wider BT business, we therefore understand that
these costs are only attributable to PoHs.

Equipment maintenance and indirects

5.15.

5.16.

This category of costs relates to maintenance carried out on the exchanges at which
PoHs are sited. Since PoHs are hosted at exchanges, BT allocates a part of these
costs to PoHs.

The costs are calculated using a similar method to the exchange indirects: establish-
ing in this case the relationship between maintenance costs and the notional depre-
ciation associated with PoH equipment at the customer site or BT exchange.

Selling, general & admin on PoH

5.17.

5.18.

We understand that these costs relate to the general overheads required to operate
BT’s business and therefore are not directly incurred by operating the PoHs.* The
costs are allocated across all of the services that BT provides using BT’s detailed
attribution methodology.*! For PoH, BT estimated the ‘selling, general & admin’
(SG&A) costs related to private circuits as a percentage of revenue. This percentage
was then applied to the PoH revenues to estimate the appropriate mark-up.

A further breakdown of these costs is set out in Table 5.2 below.

°BT responses to CC, 2 March 2010.

BT responses to CC, 2 March 2010, Q19.

88T responses to CC, 2 March 2010, Q19.

°BT responses to CC, 2 March 2010, Q19.

BT responses to CC, 2 March 2010, Q19 (4).

"ywww. btplc.com/Thegroup/RegulatoryandPublicaffairs/Financialstatements/2009/DetailedAttributionMethods. pdf.
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Further consultation on PoH charges

5.19.

5.20.

Following further consultation, on 8 April 2010 BT informed us that it had recalculated
the PoH charges, and effective from 1 July 2010, the total New PoH Cost would be
reduced to £6.7 million. We refer to these revised estimates of the costs of PoH
which BT provided as ‘the revised BT estimated costs’.

The detailed split is set out below, showing the original figures as calculated by BT as
part of the LLCC Statement and the revised figures.

TABLE 5.2 BT's estimate of costs to be recovered through the New PoH Charges

£ million

New LLCC
estimate Statement

Exchange indirects

Accommodation [5<] [5<]
Plant support [<] [<]
Finance & billing [<] [<]
Computing [<] [<]
Personnel [<] [<]
General management [<] [<]
Other [<] [<]
Total exchange indirects [<] [<]
Access fibre/copper/duct [5<] [5<]
Equipment maintenance
Customer sited [¥<] [<]
Exchange located [<] [<]
Total equipment maintenance [<] [<]

Selling, general and admin on PoH

General management [<] [<]
Customer support [<] [<]
Accommaodation [<] [<]
Personnel & admin [<] [<]
Finance & billing [<] [<]
Software [<] [<]
Operator services [<] [<]
Other [<] [<]

Total SG&A [<] [<]
Less recovered via existing rental

charges [<]

Total PoH charge 6.73 11.74

Source: BT (response dated 13 April 2010).

5.21.

The revised BT estimated costs reflect changes to the original BT estimated costs. In
its response to further questions,? BT confirmed which of the underlying assump-
tions used to calculate the categories in Table 5.2 above had been adjusted. In
paragraph 5.37, we consider the specific assumptions appealed by C&W under
Ground D in greater detail. BT also made adjustments to other underlying assump-
tions not directly referred to by C&W in its appeal.

BT response dated 13 April 2010.



Summary of C&W’s arguments

5.22.

5.23.

5.24.

In its NoA, C&W argued that:*®

(a) The costs recovered by the New PoH Charges were more than 10 per cent
greater than those recovered by the local end uplift despite developments sug-
gesting that costs should have fallen.*

(b) The £11.7 million of costs cited for PoHs were much higher than would be
expected when considering charges for other regulated products using the same
inputs.™

(c) To the extent that it might be suggested that this was because of unrecovered
capital costs due to the migration of retail circuits,*®* C&W noted that:

(i) Oftel previously found that capital costs for retail leased line circuits of
2 Mbit/s or less were recovered by BT within three months or less, and the
period of three months was much less than the one-year minimum contract
period for retail circuits;*” and

(i) the appropriate response would be to extend the minimum contract period for
retail PoHs rather than recover any outstanding capital expenditure from the
users of all PoHs (except BT).*®

C&W stated that BT had had both the ability and incentive to increase the proportion
of common costs allocated to the New PoH Charges as BT did not pay these
charges but it competed against those that did.*®

In his witness statement, Mr Harding expanded on these points, making the following
detailed points:

(@) C&W now paid about [$<] per cent more than previously.? C&W would now pay
about [<] per cent of the total New PoH Charges. Mr Harding expressed
surprise that unit costs of PoHs had increased by 10 per cent and provided the
following reasons:

() Mr Harding believed that SDH today represented a greater proportion of
PoHs than PDH than in 2002 but SDH used less space and power and so he
expected that exchange indirect costs (which made up most of the total PoH
costs) would be lower.?

(i) He believed that the proportion of migrated PoHs must have declined since
2002 and yet £1.5 million of costs appeared to relate to these migrated PoHs
in the new charging structure.?**

3g110.

“NoA, §110.1.

®*NoA, §110.2.

®*NoA, §110.3.

NoA, §110.3 (a).

'®NoA, §110.3 (b).

NoA, §111.

C&W WIS Harding, §105.
ZC&W WIS Harding, §106(a).
2C&W WIS Harding, §106(b).
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(b) Mr Harding estimated the amount of space used by its SDH PoHs and compared
these with the exchange space costs in the New PoH Charges. He estimated that
C&W'’s SDH PoHs drove costs of £[é<] compared with C&W'’s contribution of
£[3<] under the new charges.?* From this, he concluded that either C&W was
paying too much for space or C&W's legacy PDH costs drove most of the
exchange costs despite representing only a small amount ([é<] per cent) of
C&W's capacity.”

(c) Mr Harding then estimated the fibre costs related to SDH and PDH PoHs for both
In Span Handover (ISH) and Customer Sited Handover (CSH) variations. Based
on these estimates, he believed that the total fibre maintenance costs would only
be £[¢<] compared with C&W'’s contribution of £[¢<] under the new charges. As
before, he concluded that either C&W was paying too much for fibre or C&W'’s
legacy PDH costs drove most of the fibre costs.?®

5.25. Inits Reply, C&W stated that BT'’s calculations of PoH were unreliable as they were
based on estimates which were inaccurate.?” Specifically, C&W argued that:

(a) BT’s calculation was driven by the number of PoH boxes, but these figures were
merely estimates as BT had no information on the number of boxes for circuits of
2 Mbit/s and above.?®

(b) BT assumed DPCNs were only carried on 4 x 2 Mbit boxes or over copper
bearers. However, the majority of C&W’s DPCN circuits were handed over on
SDH or 16 x 2 Mbit boxes.?

(c) BT assumed that over half of DPCN circuits were handed over on copper
bearers. However, none of C&W'’s DPCN lines were carried on copper (and C&W
accounted for 66 per cent of all DPCN). DPCN circuits handed over on copper
bearers accounted for 75 per cent of the total cost for DPCN PoHs.

(d) BT assumed an average of 3.4 circuits per box, C&W estimated it had over
30 circuits per box on average, C&W therefore believed that BT had greatly over-
estimated the number of boxes.*

5.26. In addition, C&W noted that:

(a) No justification had been provided for why the SG&A uplift should be 13 per cent
on sales price by circuit volume. !

(b) The exchange overheads allocated appeared ‘wholly excessive’. C&W believed
that the space and power costs (ie the exchange overheads) should be the same
for CSH STM—16 boxes* and for ISH STM—16 boxes as these costs should

2|n the LLCC Consultation, Table A7.3, costs of £1.5 million are described as equipment maintenance and footnoted as
relating to migrated PoHs. An exactly similar category does not appear in the LLCC Statement, but may be the £1.8 million of
equipment maintenance and indirects.

24C&W WIS Harding, §121.

BC&W WIS Harding, §122.

C&W WIS Harding, §125.

“Reply, §64.

“Reply, §64.1.

®Reply, §64.2a.

“Reply, §64.2c.

*'Reply, §64.4c.

#synchronous Transport Modules (STM) are high bandwidth multiplexes. STM-1 has a capacity of 155Mbit/s, STM-16 has a
capacity of 16x155Mbit/s.
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5.27.

5.28.

reflect identical equipment in the BT exchange. However, the exchange overhead
costs for the two amounted to £3,500 and £9,800 respectively.

C&W noted that according to BT (and C&W figures), C&W would pay over 60 per
cent of the costs (E[e<] + £11.7 million) while having only 10 per cent of the boxes
([<] + 21,018). Using BT's costs per box (taken from the spreadsheet submitted by
BT), C&W estimated that it was responsible for only £[3<] out of the £[é<] million that
it would pay under the New PoH Charge.

In its response to our provisional determination, C&W noted that it and other OCPs
had raised specific concerns about the level of PoH costs in consultation responses
before the LLCC Statement.*

Summary of Ofcom’s Defence

5.29.

5.30.

5.31.

5.32.

5.38.

5.34.

Ofcom noted in its Defence that BT had provided the original BT estimated costs and
that Ofcom had reviewed the model and assumptions, and had concluded that they
were reasonable and consistent with the methods used to produce the RFS.3*

Ofcom rejected the allegation that PoH charges were higher than they had previously
been. Ofcom observed that the original BT estimated costs were marginally less than
the revenues generated by the old 2007/08 local end uplift.** However, Ofcom noted
that the total cost to be recovered from each different user of PoHs would depend on
the mix of the type and capacity of PoH that a particular OCP used.*® Ofcom also
disagreed with Mr Harding’s overall calculation of 10 per cent increase as the total
prices could not be used to infer unit cost changes because the 2007/08 local end
charges already reflected changes in costs since 2002.%’

Ofcom stated that it was unable to refute C&W'’s comments on SDH costs as it did
not have the necessary information.*®

Ofcom disagreed that capital costs were included in the PoH charges (and hence
that retail contract lengths should be increased). Ofcom stated that capital costs
associated with equipment and fibre of migrated PoH were not recovered through the
new charges.*

In its response to our provisional determination, Ofcom acknowledged that BT’s
original POH cost estimates were wrong,*’ but stated that the estimates had been
produced by industry experts in BT and reviewed by financial and engineering
experts within Ofcom. Ofcom stated that there was nothing intrinsically implausible
about the estimates and that the errors only became apparent when set alongside
actual equipment usage.**

Ofcom accepted that had it consulted with OCPs on the assumptions used by BT, it
was likely that the errors would have been identified, but Ofcom believed that since
BT regarded the information as confidential, the only option available to it would have

#C&W Response to provisional determination, p5.
*Defence, §210.

®pefence, §211.

*Defence Annex D, §34.

¥Defence Annex D, §35.

®Defence Annex D, §36.

¥pefence Annex D, §39.

“Response to provisional determination, §43.
“'Response to provisional determination, §45.
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been to issue formal information requests to OCPs.** We consider this later in para-
graph 5.48.

Summary of BT's evidence

5.35.

5.36.

5.37.

5.38.

BT rejected C&W'’s argument that the PoH charges may be too high, referring both to
Ofcom’s Defence and BT's witness statement of John Morden which provided
greater detail on the background to the PoH charges. However, BT relied on Ofcom’s
Defence (Annex D) for a detailed rebuttal of C&W'’s argument.

In response to further questions following the bilateral hearing,*® BT provided
evidence setting out the new charges it would impose to replace the PoH charges set
by Ofcom in its LLCC Statement. The total amount to be recovered would be

£6.7 million rather than £11.7 million for the following reasons.

The revised BT estimated costs reflect changes to the original BT estimated costs.
We set out below BT'’s explanation of the estimates that changed from the original BT
estimated costs which C&W had criticized in its Reply:

(a) PDH costs now represented a small percentage (less than [<] per cent) of the
overall PoH costs.

(b) BT now estimated that [¢<] circuits were handed over on copper (BT had pre-
viously estimated this to be [<] per cent) and had reduced the estimates for
PoHs handed over on 4 x 2 Mbit and 16 x 2 Mbit boxes.

(c) Similarly BT had now increased substantially the estimates of circuits handed
over on SMA-1, SMA-4 and SMA-16 boxes.*

(d) BT now estimated the number of circuits per box to be substantially higher for all
PoHs other than the 4 x 2 Mbit boxes (for example, BT now estimated that there
were [¢<] circuits per SMA-4 box rather than its previous estimate of [¢<]). The
increase had been greatest for the highest bandwidth boxes.

(e) It appeared that the ISH and CSH exchange costs were now [<].*> We have not
confirmed this but note that the answer would not affect the reasons behind our
determination as set out in paragraphs 5.39 to 5.55.

In addition, the revised BT estimated costs are approximately 40 per cent lower than
the original BT estimated costs which were the basis of the figures in the LLCC
Statement, a reduction which addresses many of C&W criticisms (that the costs were
too high).

Assessment

5.39.

This Reference Question requires us to consider whether Ofcom erred in its use of
BT'’s estimate of the costs to be recovered by the PoH charges for the reasons set
out in 88110-111 of the NoA. As noted above, we refer to this original estimate by
BT of those costs as ‘the original BT estimated costs’.

“20Ofcom response to provisional determination, paragraph 47.

“3BT response to CC questions dated 9 April 2010.

““Synchronous Multiplex Access (SMA) multiplexes are higher bandwidth PoHs than 16 x 2 Mbit/s PoHs.
“>Based on BT responses to CC questions of 9 April.
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5.40.

5.41.

5.42.

5.43.

5.44.

In the heading introducing 88110-111 of the NoA, C&W alleged that Ofcom had
erred as a matter of fact and/or assessment in accepting as accurate the original BT
estimated costs. At 8110, C&W advanced a number of reasons why the original BT
estimated costs appeared to have been higher than they should be. At 8111, C&W
observed that BT had an incentive to increase the original BT estimated costs, since
BT’s downstream operations did not pay the New PoH Charges and compete against
those who would have to pay them.

We therefore assess here whether Ofcom erred in its use of the original BT esti-
mated costs. We note here that the heading to 88110111 of the NoA describes
Ofcom’s error as having been to accept the original BT estimated costs as ‘accurate’.
As they remain estimates, we would expect Ofcom to assess not the ‘accuracy’ of the
original BT estimated costs, but the ‘reasonableness’ of those estimated costs.
Hence, we consider the pertinent question to be whether Ofcom erred in accepting
those estimated costs as ‘reasonable’ or ‘reasonably accurate’. We use this wording
in our assessment below.

In assessing this question, we consider whether the original BT estimated costs were
in fact reasonable in the light of the evidence which was available to Ofcom at the
time, ie whether the original BT estimated costs were such as should have given
Ofcom cause to doubt their reasonableness. We also consider what checks Ofcom
performed on the original BT estimated costs before deciding to use them and
whether those checks were sufficiently rigorous to identify any errors in them, ie
whether Ofcom took appropriate steps to confirm their reasonableness.

Before turning to assess this question, we consider it helpful to make clear our
position on the following point. We are conscious that the fact that BT has now
provided the revised BT estimated costs, which are approximately 40 per cent lower
than the original BT estimated costs, does not answer the question whether Ofcom
erred in accepting as reasonable the original BT estimated costs. It is not for us to
assess the reasonableness of the original BT estimated costs from our position now
(with the benefit of hindsight), but rather to assess whether Ofcom’s approach was
correct at the time of the LLCC Statement. That said, for reasons which we elaborate
on below, we do not regard the intervening period as wholly irrelevant to our assess-
ment of Ofcom’s approach at that time.

For ease of reference in addressing the arguments at NoA 8110 (as elaborated upon
in the Reply), we summarize below the criticisms of the original BT estimated costs
made by C&W in its Reply (as set out in paragraph 5.25 above), together with the
revised figures as stated in the revised BT estimated costs:

(a) The original BT estimated costs rested on an estimate that DPCN circuits were all
handed over on 4 x 2 Mbit/s boxes or copper. C&W appealed on the basis that
most of its DPCN circuits were handed over on SDH or 16 x 2 Mbit/s boxes. The
revised BT estimated costs assumed that less than 1 per cent were handed over
4 x 2 Mbit/s boxes and none over copper.

(b) In the original BT estimated costs, BT had estimated that most ([¢<] per cent) of
the circuits were handed over on copper. C&W appealed on the grounds that
none of its circuits were handed over on copper.*® BT subsequently estimated
that [<] circuits were handed over on copper.

“*Reply, §64.2b.
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5.45.

5.46.

5.47.

5.48.

5.49.

5.50.

(c) BT had assumed an average of [<] circuits per box in the original BT estimated
costs, whereas C&W estimated in its Reply that it had over 30 circuits per box on
average. In the revised BT estimated costs, BT assumed over [<] circuits per
box.

We considered more generally the criticisms of the original BT estimated costs which
C&W advanced in its pleadings, but particularly those more detailed criticisms which
C&W made in its Reply following receipt of BT’s Sol.*’

In our view, many of the detailed criticisms of the original BT estimated costs which
C&W made in its Reply are observations which Ofcom would have been able to
make for itself at the time of the LLCC Statement. We note, for example, the fact that
BT had assumed that approximately 50 per cent of all DPCN circuits were handed
over on copper bearers, despite the fact that C&W accounted for approximately

[<] per cent of all DPCN circuits using PoHs of which none were carried over copper
bearers. This is information of a type which we consider should have been apparent
to Ofcom, as the telecommunications regulator. We therefore find that Ofcom erred in
accepting as reasonable the original BT estimated costs.

We further note the scale and scope of the revisions, to which we refer above in
paragraph 5.44. In our view, these revisions demonstrate that the assumptions used
in producing the original BT estimated costs were in some cases entirely wrong.

We further note that it has been relatively straightforward for C&W successfully to
challenge the assumptions underlying the original BT estimated costs. Thus, even if
the inaccuracy of the original BT estimated costs had not been immediately apparent
to Ofcom, in our view Ofcom would have been able to assess the accuracy of the
original BT estimated costs without needing to invest significant time or effort in order
to do so, for example by consulting with OCPs, or with those industry experts at BT
or Ofcom who had a detailed understanding of actual PoH equipment usage. We
note Ofcom’s comments in paragraph 5.34 that it would have been difficult to consult
with OCPs but we do not believe that the problems were insurmountable: for
example, Ofcom could have asked the OCPs about their own PoH usage, which
would have provided an indication of the accuracy of BT's estimates.

We turn to consider C&W'’s additional argument, at NoA 8111, that BT had an incen-
tive to increase the original BT estimated costs. In support of that assertion, C&W
relied on the expert evidence of an economist, who also stated that Ofcom did not
seem to recognize this incentive for BT and did not provide assurance that the BT
data had been checked for bias.*®

In its Defence, Ofcom agreed with C&W’s comments regarding BT’s incentives, but
stated that it had carefully scrutinized BT's claimed level of costs and had confirmed
that they had been reasonable.*® Ofcom had also stated in the LLCC Statement that
it had reviewed the cost model and the assumptions behind it.>° The assumptions on
which the cost model relied would naturally include the estimates used to calculate
the costs. Ofcom did not provide any explanation of how it conducted this careful
scrutiny and what steps it took to confirm that the original BT estimated costs had
been reasonable.

“’Cf paragraphs 5.25-5.27 above.
“8C&W WI/S Ridyard, § 40.
“‘Defence, Annex D, §40.

L LCC Statement 4.146.
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5.51.

5.52.

5.53.

5.54.

Given that Ofcom did not challenge the contention at 8111 of the NoA but rather
referred to its careful scrutiny of the original BT estimated costs, the pertinent
guestion remains that which we have already assessed above in our consideration of
§110 of the NoA.

Therefore, as we have stated above, it would have been possible for Ofcom to have
identified many of the errors in the original BT estimated costs on the basis of
Ofcom’s own expertise, through consultation with OCPs or by questioning the
assumptions behind the model used by BT, and that it could reasonably have been
expected to do so.

The relative ease with which C&W has successfully challenged the original BT
estimated costs leads us to doubt that the scrutiny of those costs by Ofcom was
sufficiently rigorous for Ofcom to satisfy itself of the reasonableness of those esti-
mated costs. Further, the fact that the numbers were wrong by such a significant
margin reinforces this conclusion: these errors were not such as to be easily missed
if the original BT estimated costs had been properly and carefully scrutinized.

Thus, we find that the reasonableness of the original BT estimated costs was or
should have been doubtful to Ofcom, and that this would have been evident to Ofcom
had Ofcom taken appropriate steps to check those cost estimates by carefully
scrutinizing them. Consequently, we also find that Ofcom erred in accepting as
‘accurate’ (ie reasonable), and using, the original BT estimated costs to be recovered
with the New PoH Charges.

Determination

5.55.

For the reasons given above, we find that Ofcom erred in its use of BT’s estimate of
the costs to be recovered by the PoH charges for the reasons set out in §8110-111
of the NoA.
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Reference Question 4(a)(ii)

5.56.

5.57.

This section (paragraphs 5.56 to 5.93) sets out our conclusions as to whether Ofcom
erred in the setting of the PoH charges in Part 1 of Annex C to the Tl Price Controls
and, in particular, whether Ofcom erred in deciding not to set the charges on local
ends used by BT but only those used by OCPs with which BT competes because
Ofcom erred in not treating promotion of competition as its primary objective and/or
erred in its assessment of what the promotion of competition would require for the
reasons set out in 8112 of the NoA.

For the reasons given below, our determination is that C&W has not demonstrated
that Ofcom failed to treat the promotion of competition as its primary objective nor
that Ofcom erred in its assessment of what the promotion of competition would
require for the reasons set out in §112 of the NoA.

The calculation of PoH charges in the LLCC Statement

5.58.

5.59.

In the context of the present Reference Question 4(a)(ii), we note that, when deciding
whether it should amend the then current approach to recovering PoH costs, Ofcom
took into account the six principles of cost recovery. Those principles were derived
from the principles adopted by the Monopolies and Mergers Commission (MMC) in
its 1995 inquiry and report entitled ‘Telephone number portability: a report on a
reference under section 13 of the Telecommunications Act 1984’ (MMC Telephone
Number Portability Inquiry).>* Those principles are: cost causation; cost minimization;
distribution of benefits; effective competition; practicability; and reciprocity.>?

Ofcom explained that, in general, it often gave prominence to the principle of cost
causation, on the basis that it was economically efficient for third parties to pay those
costs which they directly caused to be incurred. However, while it often took cost
causality as the starting point, it deemed consideration of a wider set of principles to
be justified because there might be grounds to depart from the main principle of cost
causality in specific circumstances. This might relate to very practical implementation
issues and to wider cost recovery considerations such as competition effects or
externalities.>®

Summary of C&W’s arguments

5.60.

5.61.

C&W argued that Ofcom erred as a matter of law and/or assessment in not treating
the promotion of competition as the primary consideration in determining the charges
payable for PoHs.**

C&W referred to the fact that Ofcom had stated that it had reached its decision on the
recovery of PoH costs through the New PoH Charges by reference to the six prin-
ciples of cost recovery, and that it had given prominence to the principle of cost
causation.”®

*'Competition Commission—Telephone number portability. The MMC endorsed the application of the six principles of cost
recovery, which had been commended to the MMC by the Director General of Telecommunications.

%2 LCC Statement, §4.148.

LLCC Statement, §4.149.

*NoA, §112. (Cf also the subheading introducing §112.)

*NoA, §112.
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5.62.

5.63.

C&W argued that Ofcom had erred in proceeding on this basis rather than having
regard to its ‘principal duty of promoting competition where appropriate’.”® As
authority for this proposition, C&W referred to ‘inter alia, ... section 3(1) of the 2003
Act’ and to §35 of the NoA.*’

835 of the NOA purports to provide a ‘very broad summary’ of the key legal principles
C&W derived from the authorities on which it relied. Selected quotations from those
authorities were set out in the Legal Schedule to the NoA, to which 834 of the NoA
refers. Those authorities included parts of the European regulatory framework, to
which we have referred in part in our determination of Reference Question 1, and
parts of the 2003 Act. In particular, C&W referred to sections 3 (general duties of
Ofcom), 4 (duties for the purpose of fulfilling Community obligations), 47 and 88 of
the 2003 Act. We have referred to sections 47 and 88 above when considering
various allegations under Ground B.*®

Ofcom’s Defence

5.64.

5.65.

Ofcom largely addressed C&W'’s arguments under 8112 of the NoA together with
those under §§113-121.>° §8113-121 of the NoA are the subject of Reference
Questions 4(a)(iii) (see paragraphs 5.116 to 5.127) and 4(a)(iv) (see paragraphs
15.192 to 5.204]) and we set out Ofcom’s arguments in defence in more detail in our
determination of those Reference Questions.

However, with reference to C&W's allegation that Ofcom’s primary duty is to promote
competition, Ofcom disagreed that this was an accurate statement of its primary duty.
Ofcom clarified that its primary duty, as set out by section 3 of the 2003 Act, was ‘to
further the interests of consumers in relevant markets, where appropriate by
promoting competition’.*® Ofcom therefore noted that its duty was not an unqualified
duty to promote competition. However, Ofcom also noted that it must, by virtue of
section 4 of the 2003 Act, have regard to the Six Community Requirements, which
included the requirement to promote competition. ®*

Assessment

5.66.

5.67.

We note that C&W'’s allegation under 8112 of its NoA is interrelated with its allega-
tions under 88113-121, which make further criticisms of Ofcom’s approach in
deciding whether to amend the previous method by which BT recovered its PoH
costs and, in particular, of how Ofcom complied with its statutory duties in applying
the six principles of cost recovery. The allegations under 88112, 113-116 and 117—-
121 form the basis of Reference Questions 4(a)(ii), 4(a)(iii) and 4(a)(iv) respectively.
We address Questions 4(a)(iii) and 4(a)(iv) in paragraphs 5.94 to 5.286.

The specific error alleged at 8112, to which we have regard in determining Reference
Question 4(a)(ii), is that Ofcom did not treat promotion of competition as its primary
objective because Ofcom reached its decision by reference to the six principles of
cost recovery and/or because it gave prominence to cost causation. Reference
Question 4(a)(ii) further or alternatively requires us to consider whether Ofcom erred

*NoA, §112.

*’NoA, fn 109 (see §112).

*®see paragraphs 3.21, 3.24, 3.187 & 3.188.
*pefence, §§208(b), 213-17; Annex D, §§46-93.
®Defence Annex D, §48: emphasis added by Ofcom.
®Defence Annex D, §48.
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in its assessment of what the promotion of competition would require for the same
reasons. We address each argument in turn.

Error in not treating promotion of competition as Ofcom’s primary objective

5.68.

5.69.

5.70.

5.71.

C&W expressly referred to section 3(1) of the 2003 Act in support of its contention
that the ‘promotion of competition where appropriate’ was Ofcom’s primary statutory
duty. C&W also referred to its summary of Ofcom’s duties in 835 of and the Legal
Schedule to its NOA.

Ofcom'’s duties under section 3 of the 2003 Act

We consider first the scope of Ofcom’s duties under section 3(1) of the 2003 Act. As
Ofcom rightly observed,® C&W has misstated Ofcom’s duty under section 3(1),
which reads:

3 General duties of OFCOM

(1) It shall be the principal duty of OFCOM, in carrying out their
functions—

(a) to further the interests of citizens in relation to communica-
tions matters; and

(b) to further the interests of consumers in relevant markets,
where appropriate by promoting competition.

Ofcom'’s principal statutory duty is therefore to further the interests of citizens and
consumers in connection with the specified matters and markets. Promoting compe-
tition is, in this context, referred to as a means by which the latter group’s interests
should be advanced where appropriate. Section 3 of the 2003 Act goes on to provide
further explanation of the things which, by virtue of section 3(1), Ofcom is required to
secure in the carrying out of its functions, including the availability of a wide range of
electronic communications services.®® The 2003 Act also sets out a range of
additional considerations to which Ofcom must have regard in performing its duties
under section 3(1) where they appear to Ofcom to be relevant in the circumstances,
including the desirability of promoting competition in the relevant markets.** We note
too that, as Ofcom itself observed,®® Ofcom has further duties for the purpose of ful-
filling EU obligations, including the duty to act in accordance with the requirement to
promote competition in relation to (among other areas) the provision of electronic
communications networks and services.®

We further note that the 2003 Act accords Ofcom a certain measure of discretion in
relation to the duties set out above, not only in determining when the promotion of
competition is a relevant consideration in certain circumstances®’ but also in resolv-

®Defence, Annex D, §48.

32003 Act, section 3(2) (and section 3(2)(b) in particular).
642003 Act, section 3(4) (and section 3(4)(b) in particular).
®Dpefence, Annex D, §48.

2003 Act, section 4(3) (and section 4(3)(a) in particular).
®7Ct, eg, 2003 Act, section 3(4).
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5.72.

5.73.

5.74.

5.75.

5.76.

5.77.

5.78.

ing a conflict among its general duties or among the EU requirements to which
Ofcom is subject.®®

Thus, Ofcom is under duties variously to further the interests of consumers (where
appropriate by promoting competition), to promote competition, and to have regard in
performing its general duties to the desirability of promoting competition in relevant
markets when that appears relevant to Ofcom in the circumstances. But it cannot be
said that Ofcom’s ‘principal statutory duty’®® or ‘primary objective’”° is the ‘promotion
of competition’”* or even ‘promoting competition where appropriate’.”?
We therefore find that C&W'’s allegation that, having regard to section 3(1) of the
2003 Act, Ofcom erred in failing to treat the promotion of competition as the primary
consideration in determining the charges payable to PoHs is flawed: C&W mis-
interpreted the nature of Ofcom’s duties under section 3 of the 2003 Act; while the
promotion of competition is clearly an important consideration for Ofcom in fulfilling
its duties under the 2003 Act, it is not correct to state that it is Ofcom’s primary or
principal statutory duty or objective to promote competition.

Ofcom'’s duties under section 88 of the 2003 Act

However, as noted previously,”® we observe that Ofcom is also subject to a specific
requirement not to set an SMP condition, including those under the LLCC, except
where, among other considerations, it appears to Ofcom that the setting of the con-
dition is appropriate for the purposes of promoting sustainable competition.”

C&W did not expressly refer to this requirement under section 88 of the 2003 Act in
support of its allegation at §112. However, section 88 is one of the various statutory
provisions to which C&W referred in the Legal Schedule to its NoA and which it
purported to summarize at 835 of the NoA. C&W cross-referred to that summary at
835 in support of its allegation at 8112 of the NoA.

C&W did not make clear what the alternative legal basis was for its assertion at 8112
(besides section 3(1) of the 2003 Act). A footnote reference to the broad summary of
Ofcom’s legal duties at 835 of the NoA, which in turn referred to a list of statutory
provisions in the Legal Schedule to the NoA, was in our view an unsatisfactorily
opague means by which to plead C&W's case.

However, we consider below whether section 88 provides any support for C&W'’s
allegation at 8112 of its NoA.

We find that section 88 does not assist C&W in proving that Ofcom erred in not treat-
ing the promotion of competition as its primary objective in deciding to adopt the New
PoH Charges, because there is nothing in section 88 to sustain C&W'’s contention at
8112 of its NoA that the promotion of competition where appropriate is Ofcom’s
principal statutory duty. Section 88 requires, among other matters, that Ofcom be
satisfied in setting an SMP condition that that condition is appropriate for: promoting
efficiency; promoting sustainable competition; and conferring the greatest possible

8Cf 2003 Act, sections 3(7), 4(11). However, when carrying out its functions derived from EU law under section 4(1), Ofcom
must give priority to its duties for the purpose of carrying out those functions if they conflict with its general duties.

%°Cf NoA, §112.

°Cf Reference Question 4(a)(ii).

"ICf Reference Question 4(a)(ii).

2Cf NoA, §112.

"See paragraph 3.187.

42003 Act, section 88(1)(b)(ii).
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5.79.

benefits on the end-users of public electronic communications services. Promoting
sustainable competition is one of the three objectives listed under section 88; there is
nothing to suggest that it is the principal or primary objective. Rather, Ofcom must be
satisfied of the appropriateness of the SMP condition for all three of those objectives
in order to meet the test.

We therefore conclude that neither section 3(1) nor section 88 of the 2003 Act
supports C&W'’s argument that the promotion of competition where appropriate is
Ofcom’s principal statutory duty. Accordingly, we find that C&W has failed to demon-
strate that Ofcom erred in not treating promotion of competition as its primary
objective.

Error in Ofcom’s assessment of what the promotion of competition would require

5.80.

5.81.

5.82.

5.83.

5.84.

5.85.

5.86.

As noted above, Reference Question 4(a)(ii) further or alternatively requires us to
determine whether Ofcom erred in its assessment of what the promotion of compe-
tition would require for the reasons set out at 8112 of the NoA.

It is not immediately clear how the matters to which C&W referred at §112 support an
allegation that Ofcom erred in assessing what the promotion of competition would
require. In 8112, C&W asserted that Ofcom erred in reaching its decision on PoH
charges by reference to the six principles of cost recovery and by giving prominence
to cost causation, rather than ‘properly having regard to its principal statutory duty of
promoting competition where appropriate’. Therefore, on its face, 8112 is concerned
with an alleged error on Ofcom’s part in prioritizing cost causation over the promotion
of competition; it does not appear to concern what the duty of ‘promotion of compe-
tition’ does or ‘would’ require.

Moreover, even if we had reached a different understanding of the scope of the alle-
gations at 8112, we consider the facts cited by C&W at §112, whether taken alone or
together, to be insufficient to demonstrate that Ofcom erred in an assessment of what
the promotion of competition would require.

In support of its allegation at 8112, C&W relied on two facts: (i) that Ofcom reached
its decision by reference to the six principles of cost recovery; and (ii) that, in con-
sidering those principles, Ofcom gave prominence to the principle of cost causation.

We did not find it easy to understand whether there was any difference between
C&W'’s allegation at 8112, in which C&W referred generally to Ofcom’s reliance on
the six principles and which we are called to determine in the present Reference
Question 4(a)(ii), and C&W'’s more specific criticisms of Ofcom’s application of the six
principles at §8117-121, which we assess in Reference Question 4(a)(iv). To the
extent that 8112 was intended merely as an introduction to the specific criticism in
those latter paragraphs, we refer to our assessment of Reference Question 4(a)(iv).

However, we note that 8112 formed the basis of a separate Reference Question.
Therefore, in our assessment below, we proceed on the basis that C&W intended to
make a separate criticism of the fact that Ofcom generally had regard to the six
principles in an assessment of what the promotion of competition would require.

Turning to consider fact (i) (see paragraph 5.83), therefore, we note that it is true that
the relevant tests to which Ofcom must adhere in setting an SMP condition are those
provided for under the 2003 Act, and particularly in the present context the test in

section 88 of that Act. As noted above, section 88 includes a requirement that Ofcom
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5.87.

5.88.

5.89.

5.90.

5.91.

5.92.

be satisfied that the proposed SMP condition is appropriate for promoting sustainable
competition.

However, there is in principle no tension between the statutory test in section 88 of
the 2003 Act and the six principles of cost recovery. Ofcom is ultimately required to
ensure that it complies with the statutory test, rather than the six principles of cost
recovery. But this does not mean that it is an error to have regard to the six prin-
ciples. We can readily envisage situations in which consideration of those principles
may assist Ofcom in conducting its assessment of whether the setting of any given
SMP condition is appropriate for the fulfilment of the objectives set down under
section 88(1)(b).

We consider further below in our determination of Reference Question 4(a)(iv)
Ofcom'’s application of the six principles of cost recovery in the specific circum-
stances leading to this appeal (ie when considering the appropriate approach to the
recovery of PoH charges).

However, as we explained in paragraph 5.85, our conclusions under Reference
Question 4(a)(iv) regarding how specifically Ofcom applied the six principles in the
present case are distinct from our assessment of the six principles here in the context
of Reference Question 4(a)(ii). In our view, the mere fact that, as a general rule,
Ofcom has regard to the six principles of cost recovery when applying its mind to the
statutory tests to which it is subject does not demonstrate any error in principle in
Ofcom’s understanding of what the promotion of (sustainable) competition does or
‘would’ require. Nor, for that matter, has C&W explained what that might be; we
consider this concept further in our assessment of Reference Question 4(a)(iii).

As to fact (ii) (see paragraph 5.83), our conclusion is similar: the mere fact that
Ofcom generally gives prominence to the principle of cost causation does not
demonstrate any error on Ofcom’s part either. Indeed, C&W'’s citation from Ofcom’s
LLCC Statement is incomplete. Ofcom did not simply state that it ‘gave prominence
to “cost causation™. Rather, in the LLCC Statement, Ofcom had explained that, while
it generally gave prominence to the principle of cost causation, it also gave consider-
ation to a wider set of principles because it was alive to the possibility that there
might be grounds to depart from what it regarded as the main principle of cost
causality in specific circumstances, including where wider cost recovery consider-
ations such as competition effects were relevant.” This qualification is an important
one (and fortifies our conclusion as set out above), since this caveat accords with the
need under section 88 for Ofcom to be satisfied, among other matters, that the
setting of an SMP condition is appropriate for promoting sustainable competition.

Our reasoning and conclusions as set out above relate only to the general allegations
set out at 8112 and are independent of our assessment of the specific allegations in
88113-121 in the context of Reference Questions 4(a)(iii) and 4(a)(iv), which we set
out below.

We therefore conclude that the reasons set out in 8112 do not provide any support
for the contention that Ofcom erred in an assessment of what the promotion of
competition would require.

LLCC Statement, §4.149.
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Determination

5.93. For the reasons given above, our determination is that C&W has not demonstrated
that Ofcom failed to treat the promotion of competition as its primary objective nor
that Ofcom erred in its assessment of what the promotion of competition would
require for the reasons set out in 8112 of the NoA.
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Reference Question 4(a)(iii)

5.94. This section (paragraphs 5.94 to 5.242) sets out our conclusions as to whether
Ofcom erred in the setting of the PoH charges in Part 1 of Annex C to the Tl Price
Controls and, in particular, whether Ofcom erred in deciding not to set the charges on
local ends used by BT but only those used by BT’'s competitors, the OCPs, because
Ofcom erred in setting PoH charges that are discriminatory, inefficient and/or distort
competition for the reasons set out in §88113-116 of the NOA.

5.95. For the reasons below, our determination is that, in light of the impact of PoH
charges on OCPs’ competitiveness and having regard to the arguments set out at
8114 of the NoA, Ofcom erred in concluding that its decision regarding the recovery
of PoH charges was appropriate for promoting sustainable competition.

5.96. In our determination of Reference Question 4(a)(iv) below, we explain in more detalil

how Ofcom applied the six principles of cost recovery when deciding whether to
amend the current approach to recovering PoH costs through local end uplift.

Summary of C&W’s arguments

5.97. Inthe section of the NoA to which we are referred by Reference Question 4(a)(iii),
C&W alleged that Ofcom erred in determining charges to be paid for PoHs which
were discriminatory, inefficient and distort competition.

5.98. C&W reiterated its contention that Ofcom’s primary obligation was to promote
competition, noting that Ofcom’s approach to determining PoH charges in the LLCC
Statement did not promote competition. Rather, Ofcom’s approach was discriminat-
ory and inefficient.”

5.99. C&W argued that the New PoH Charges distorted competition and discriminated
against OCPs, including C&W, in favour of BT because different charges were
payable in materially the same circumstances without justification.

5.100. C&W sought to substantiate its allegations by reference to the following five
arguments:

(a) BT does not incur New PoH Charges.”’

(b) The New PoH Charges will add to cost disparity between BT and OCPs."®
(c) When BT uses PoH equipment it does not pay the same charge.”

(d) The New PoH Charges are not limited to marginal or incremental costs.

(e) The New PoH Charges distort migration incentives.

®NoA, §113.
""NoA, §114.1.
8NoA, §114.2.
NoA, §114 .3.
®NoA, §114 .4
¥INoA, §116
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BT does not incur New PoH Charges

5.101.

5.102.

5.103.

First, C&W observed that, unlike OCPs, BT’s downstream operations did not use
PoHs. C&W argued that BT's downstream operations benefited simply because they
were a part of the same undertaking as the wholesale provider with SMP. They had
effectively continued to benefit from a first mover advantage.®

C&W explained that the first mover advantage which BT’s downstream operations
enjoyed followed from BT having had the network designed around its requirements.
As a consequence of OCPs having built rival infrastructures, additional network
requirements had arisen in the form of PoHs. But these additional requirements were
not the result of OCPs having been fundamentally less efficient than BT downstream.
Rather, they were essentially a historic accident.®

In C&W'’s view, this situation had created a public policy dilemma. On the one hand,
principles of cost minimization and accountability indicated that OCPs should have
been obliged to cover the additional costs they incurred as a result of their choices on
how to compete. Making PoHs free to the OCPs could have encouraged an excess-
ive number of PoHs because the costs that PoHs imposed on BT would be ignored,
although this distortion would be limited if acquiring the PoH were also costly to the
OCP. On the other hand, considerations of creating a level playing field to promote
competition would dictate that BT's downstream operation should not have been
permitted to gain competitive advantage from BT’s first mover advantage in telecom-
munications infrastructure.®* We note that following the provisional determination,
C&W clarified that setting the New PoH Charges at zero would not make PoHs
effectively free as OCPs would continue to bear the connection costs for PoHs and
the ongoing charges for direct costs.®®

The New PoH Charges will add to cost disparity between BT and OCPs

5.104.

5.105.

Secondly, C&W argued that the New PoH Charges would add to the disparity
between the costs faced by BT’'s downstream operations and OCPs in the situations
where BT had no PoH costs at all. Even before the latest increases, PoH charges
represented some [<] per cent of C&W's total PPC costs.®®

C&W made a further similar claim regarding the situation when BT'’s downstream
operations competed with C&W (and other OCPs) for the provision of the types of
services for which PPCs were used as inputs. Any charge for PoH had imposed a
burden on the OCPs that BT did not itself have to face in competing for a customer
contract. According to C&W, Ofcom had acknowledged in §6.35 of its 2006
Replicability Statement that BT had an advantage in this respect that ‘leads to
material differences which are detrimental to the ability of the OCPs to compete with
BT in this market’. C&W believed that the New PoH Charges would only add to this
detriment.®” C&W had calculated that, if BT had to pay for PoHs, it would face an
11.6 per cent increase in its expenditure on PPC components.®

®NoA, §114.1.

Bc&W WIS Ridyard, §43.

B4C&W WIS Ridyard, §44.

#C&W comments on our provisional determination, p6.
*NoA, §114.2.

¥NoA, §115.

BCc&W WIS Harding, §127.
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When BT uses PoH equipment it does not pay the same charge

5.106.

5.107.

5.108.

Thirdly, C&W explained that BT used PoH-style equipment—multiplexors—for the
provision of some virtual private network (VPN) services. However, where OCPs
provided the same VPN services, they often must also use those multiplexors in
addition to PoHs.®

C&W claimed that when BT used PoH-style multiplexors, the charges paid by BT's
downstream operations were not the same as those paid by OCPs. C&W argued that
the New PoH Charges represented a material difference in the charges as C&W
would pay approximately £[e<] million a year in the New PoH Charges. The New
PoH Charges would not be payable by BT’'s downstream operations. It is not clear
what (if any) equivalent charge would be payable.®

C&W explained that the New PoH Charges would appear to be determined by simply
dividing BT's estimated external PoH costs by external volumes® C&W did not know
the costs incurred by BT's downstream operation as BT did not provide any details of
its internal transfer charge for PoHs in its regulatory accounts.®?

The New PoH Charges are not limited to marginal or incremental costs

5.109.

5.110.

5.111.

Fourthly, C&W argued that the costs payable by OCPs were not limited to the
marginal or incremental costs of each additional interconnection they created and
included a proportion of indirect costs that would be better recovered through other
charges. In effect, in the New PoH Charges, the OCPs were being required to
contribute to BT’s fixed costs.*®

C&W explained that the New PoH Charges did not only reflect costs that OCPs
directly caused BT to incur and that would be avoided if OCPs did not exist or if they
purchased fewer PoHs, but also included common costs such as space at an
exchange that BT would in any case have to incur absent the presence of OCPs. In
so far as such costs were to be recovered through the New PoH Charges, Ofcom
had focused primarily or even exclusively on cost recovery and had not attached
weight to the case for promoting competition.®*

With respect to the claims made in 8114 of the NoA presented in paragraphs 5.99 to
5.108 above, C&W explained that it had discussed this issue in the context of the
PPC Disputes but Ofcom had declined to deal with it, indicating that it had
considered it appropriately a matter for the LLCC Statement.®

The New PoH charges distort migration incentives

5.112.

C&W claimed that the New PoH Charges were also inefficient in distorting incentives
to migrate to newer and more efficient PoH equipment for the reasons discussed
further at §8122—132 of the NoA.*®

%NoA, footnote 111.
“NoA, §114.3.

1C&W WIS Harding, §128.
2C&W WIS Harding, §117.
“NoA, §114.4.

*4C&W WIS Ridyard, §47.
%NoA, footnote 110.
“NoA, §116.
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Evidence from the plenary hearing

5.113. At the plenary hearing, C&W explained that its claim that the New PoH Charges

should be levied on all CPs and should be limited to marginal costs was pleaded in
the alternative.®’

Evidence from the bilateral hearing

5.114.

5.115.

5.116.

C&W explained that there was a danger that PoH charges created a disparity
between BT Retail and C&W costs and distorted competition. If the regulatory
principle was to favour competition, there was clearly a case for creating a level
playing field. The ideal way of doing this would be to impose PoH costs on both BT
and OCPs. However, C&W recognized that there was another regulatory principle of
cost causation. C&W also recognized that if the New PoH Charges were made ‘free’
to OCPs, this would encourage over-consumption and create distortions as a
consequence. These considerations, in C&W'’s view, suggested that some form of
charging was justified. In sum, C&W argued that Ofcom faced a policy dilemma and
had to make a trade-off between regulatory principles. This should have led to a
compromise. However, Ofcom seemed to have prioritized cost-causation.®®

C&W also explained that Ofcom wrongly applied its own principle of cost causation
when it decided to include common cost in the PoH charges. The common cost
element of the PoH charges was not caused by the PoH being needed by OCPs.
Common cost charges were not costs that increased because of the existence of
another PoH; they were purely an allocation of a common cost which would be
incurred independently of the number of PoHs installed. PoH charges were a tax on
competition which was bound to distort competition.*®

C&W further explained that, with respect to the PoH-style multiplexors, it did not take
the position that BT did not allocate cost to components in the same way in both
cases. Rather, its complaint related to how that translated into the charges for
external providers. C&W was paying effectively for the choices of all OCPs and was
not able to reduce the costs to any significant extent itself. One might be able to say
that internally BT, C&W and OCPs had the same starting point, but this did not mean
that the amount OCPs paid in New PoH Charges was the same as BT paid just on
the allocation of cost.'®

C&W'’s comments on our provisional determination

5.117.

Following our provisional determination, C&W argued that its discrimination point was
not limited to the fact that BT paid only for its own technology choices, but that there
was an intermediate step present in the translation of costs to charges in the case of
OCPs but not BT. This is because BT did not go through the same process of guess-
ing the number of boxes and number of circuits per box in respect of its downstream
operations.**!

’plenary hearing of 5 February 2010, p33, line 4, to p34, line 26.
®Bjlateral hearing, p73, line 6, to p73, line 27.

“Bilateral hearing, p78, lines 8-15.

100Bi|ateral hearing, p80, line 11, to p81, line 5.

01C&W’s comments on our provisional determination, p5.
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Summary of Verizon’s intervention

5.118.

In Verizon’s view, the correct approach should have been that BT’'s downstream
business bought the same products as its competitors. This approach would require
that, to the extent that BT’'s downstream business did not buy the same products, it
should bear the charges as if it did buy them.**

Summary of Ofcom’s response

Ofcom’s Defence

5.119.

5.120.

5.121.

5.122.

5.123.

Ofcom explained that, as part of the LLCC, it had decided that external PoH costs
should continue to be recovered over all external circuits. In deciding how best to
recover these costs, Ofcom took into account the six principles of cost recovery that
were first used by the MMC in the MMC Telephone Number Portability Inquiry of
1995.% Much of Ofcom’s Defence in relation to C&W'’s arguments under this head
was focused on justifying Ofcom’s approach to the application of the six principles of
cost recovery. We address those arguments primarily in our determination of
Reference Question 4(a)(iv). We set out here Ofcom’s arguments where they relate
more generally to promoting efficiency and/or to promoting competition with respect
to Reference Question 4(a)(iii).

In Ofcom’s view, it was economically efficient for third parties to pay for those costs
which they directly caused to be incurred. It would be contrary to the principle of cost
causation if the PoH costs were allocated to BT’s internal local ends.'® Ofcom
argued that charges which reflected costs would generally be consistent with
promoting effective competition which it understood as ‘competition which tends to
reduce costs overall’ or ‘competition which tends to reduce the overall cost to the

consumer’.1®

Ofcom acknowledged that its approach would place C&W and other external com-
petitors at a disadvantage, as they would incur costs which BT did not have to bear.
They might therefore need to be more efficient than BT if they were to compete
successfully against it.*®

However, Ofcom disagreed with C&W that it had not put forward reasons why the
extra charges on OCPs would not distort competition. Ofcom submitted that PoH
costs had previously been borne by external parties in the form of the Local End
Adjustment which applied an uplift to the price of external local ends. In this context,
the separate New PoH Charges should be seen as simply constituting a more trans-
parent way of recovering costs than were previously included in PPC charges and
recovered from external parties. They did not constitute a change in the regulatory
approach to PPCs.*"’

Ofcom argued that there was no distortion to competition because the New PoH
Charges reflected the cost incurred by BT in providing interconnection services and
PPCs. PoH requirements caused static inefficiency: there was an additional cost
caused as a result of OCPs’ need to connect to BT’s network. In this respect there

102

Bilateral hearing, p20, line 20, to p21, line 5.

1%8pefence Annex D, §20 and fn 7.

%pefence Annex D, §21(a).

%pefence Annex D, §21(c), and Defence, § 214.
%8 pefence, §216.

Y7Hefence Annex D, §88.
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was an efficiency-based argument that those interconnection costs should be borne
by those PPC users that caused those particular costs to be incurred.*®

Evidence from the bilateral hearing

5.124.

5.125.

5.126.

5.127.

5.128.

5.129.

Ofcom explained that when BT and C&W used PoH-style equipment to provide VPN
services, their use of this equipment would be the same and there would be no
distortion of competition.*® BT and C&W incurred the same costs when providing
these services.™°

Ofcom further explained that when providing services other than VPNs, OCPs would
have to incur an extra cost in the form of PoH. This would put them at a disadvantage
but in Ofcom’s view this did not constitute a distortion of competition because effec-
tive competition was competition that minimized overall costs to consumers. This was
consifltlent with BT’s competitors incurring costs that were somewhat higher than
BT's.

Ofcom argued that PoH cost recovery was an issue of principle, not an empirical
guestion. Ofcom submitted that if PoH costs were to be spread across all services,
this might lead to a change in the pattern of competition between BT and its competi-
tors and it could be overall that there was some disadvantage to consumers and a
higher overall level of pricing as a result.*> However, Ofcom did not carry out any
specific analysis on static and dynamic efficiency with respect to PoH.**

Ofcom stated that PoH circuits were a type of interconnection circuit. It was reason-
able to expect those circuits to make a contribution over and above incremental costs
to the common costs of the business. Ofcom might modify this approach in circum-
stances when it considered that this could have a significant, detrimental impact on
competition. Ofcom did not consider that, in this instance, the PoH costs were likely
to be significant enough to have such an effect, and did not see that there was a
case for departing from the approach that Ofcom generally used when costing and
pricing those types of circuits.™*

Ofcom said that the evidence available over the past several years did not support
the contention that PoH charges had been sufficiently high to deter competition or to
prevent the development of competition. Most of the downstream leased line markets
were competitive.'*®

Ofcom explained that, while it would be possible to design a pricing structure based
on marginal cost pricing, it would have to be convinced that PoH costs gave rise to
significant concerns to pursue such a structure.*® Ofcom also argued that it would be
very easy for BT to game such a structure of charges as BT would be able to buy just
one unit of a service and the service would pass from marginal cost pricing to fully
allocated cost (FAC) pricing.**’

%pefence Annex D, §89.

109

Bilateral hearing, p91, lines 6-16.

19Bijjateral hearing, p93, lines 13-19.
Bijlateral hearing, p93, line 19, to p94, line 3.

112

Bilateral hearing, p94, lines 8-18.

“3Bijlateral hearing, p95, lines 2—3.
Bilateral hearing, p98, lines 17—31.

115

Bilateral hearing, p99, lines 7-30.

Y8Bilateral hearing, p101, lines 27-32.
“Bilateral hearing, p101, lines 16—26.
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5.130. Ofcom emphasized that competition could occur at various points in the value chain.
C&W was referring to the process of downstream competition between operators, all
of which were purchasing services or tended to be purchasing upstream services
from BT and were dependent on it. However, there were other providers who pro-
vided their own local infrastructure, such as Virgin Media and Colt. Ofcom wanted to
encourage that sort of ‘infrastructure competition’ as well. If the costs of PoHs were
spread across all operators, it might reduce the incentive on operators such as C&W
to extend their own network infrastructure thereby decreasing their reliance on BT’s
infrastructure.*®

Ofcom’s comments on our provisional determination

5.131. As noted above in the introduction (in paragraphs 1.47-1.48), we issued our
provisional determination of the Reference Questions to the parties for comment.

5.132. In its comments on our provisional determination of Reference Question 4(a)(iii),
Ofcom argued that, contrary to certain of the views expressed in our provisional
assessment (in terms similar to those set out in paragraphs 5.146 to 5.173 below), it
had considered alternatives to what we have described as Option 1 in paragraph
5.148(a) below.'**

5.133. Ofcom also argued that its decision to select Option 1 was consistent with: (a) the
application of the six principles of cost recovery, and particularly the principles of
practicability and effective competition;**° and (b) the findings of the MMC inquiry into
number portability, to which Ofcom had referred in §4.148 of the LLCC Statement.**

Summary of BT's intervention

5.134. BT argued that C&W was ‘flatly incorrect’ when it claimed at 8114.3 of the NoA that,
where downstream BT provided VPNs and used PoH-style multiplexors, there was a
material difference between the amount paid by BT’s downstream operation and that
paid by OCPs. BT explained that, in the case of VPNs, the multiplexors used were
the same as PoHs and had the same capital cost, which became part of the asset
base attributed to BT's downstream operation. Operating costs were apportioned
internally within BT by the same rules that were used to derive the PoH costs. BT's
downstream operation therefore paid the same cost as the cost recovered from
OCPs in the PoH charges. This was significant to the extent that VPNs constituted a
large percentage of C&W'’s PPC business.'*

5.135. BT further argued that C&W was mistaken in its claim, in §114.4 of the NoA, that the
charges in Table 4.4 of the LLCC Statement were not limited to the marginal or incre-
mental costs of each additional interconnect they created, but also included indirect
costs (eg common costs) not attributable to specific PoHs (for example, the cost of
space at an exchange) which BT would have to incur absent the presence of CPs.
C&W was mistaken because common costs, such as the cost of space at an

“8Bijlateral hearing, p102, lines 1-24.

%0fcom’s provisional determination comments, §§53(i) & 77. We note also that Ofcom referred to other previous reports in
which the same or similar regulatory options had been appraised before: see Ofcom’s provisional determination comments, §51
(referring to the 2005 Strategic Review of Communications) and 8873-75 (referring both to the Phase Il Determination in
relation to PPCs in 2002 and to the 2008 BCMR, to which we refer in paragraphs 1.74 to 1.79 and 1.82 of our introduction).
1290fcom’s provisional determination comments, §§54-56 & 82; and §852, 53(iii) & 57—65, addressing the principle of practic-
ability, 8852 & 66—68, addressing the principle of cost causation, and §869-76, addressing the principle of effective compe-
tition.

216fcom’s provisional determination comments, §§53(ii) & 78-81.

BT W/S Morden I, §§139-140.
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5.136.

exchange, were attributable to the PoH. If there was no PoH in the exchange, the
space would be used to support other revenue-generating services. Therefore, any
service using the space would be expected to contribute to recovery of these costs
and there was no reason to treat PoH any differently. The same was true of the other
common costs such as power or ventilation.*?

With respect to C&W'’s reference in 8115 of the NoA regarding Ofcom’s 2006
Replicability Statement whereby issues with the design of the PPC product materially
affected OCPs’ ability to compete with BT's sub-2 Mbit/s retail leased lines, BT
argued that Ofcom had now progressed its work on replicability and did not view PoH
as a barrier to replicability. In Ofcom’s June 2009 Draft Consent, it concluded that
retail low bandwidth digital leased lines were now replicable.*?*

Assessment

5.137.

5.138.

5.139.

5.140.

5.141.

5.142.

Under 88113-116 of the NoA, C&W made allegations under three heads: (i) argu-
ments based on an allegation of distortion of competition (88113, 114, 114.1, 114.2,
114.4 and 115 of the NoA); (ii) arguments based on an allegation of discrimination
(88113, 114 and 114.3 of the NoA); and (iii) arguments based on an allegation of
inefficiency (88113 and 116 of the NoA).

By way of introduction to its arguments under these heads, C&W repeated its conten-
tion that ‘Ofcom’s primary obligation is to promote competition’. We have considered
that contention in our determination of Reference Question 4(a)(ii). We do not
consider that C&W advanced any further arguments in support of that contention in
88113-116 of the NoA in respect of this Reference Question 4(a)(iii). Accordingly, we
refer to our conclusions as set out above with respect to that contention. We do not
address it further here.

We note that, as was the case in relation to the arguments in the NoA relevant to
Reference Question 2(a)(i), C&W did not expressly refer to the statutory tests under
sections 47 and 88 of the 2003 Act in §§113-116.

But we understand from the language used in these paragraphs (particularly the
express references to discrimination, inefficiency and distortion of competition) that
C&W'’s allegation that Ofcom had erred as a matter of law and/or assessment in
determining charges to be paid for PoHs that were discriminatory, inefficient and
which distorted competition must be grounded in an alleged failure to adhere to those
statutory tests. We repeat here for ease of reference the requirements of sections 47
and 88 of the 2003 Act as relevant to the allegations under 88113-116 of the NOA.

By virtue of section 47 of the 2003 Act, Ofcom must not, in the exercise of any of its
powers or duties relating to electronic communications networks or services, set a
condition (including an SMP condition) unless it is satisfied that the condition meets
certain statutory tests, including that it is not such as to discriminate unduly against
particular persons or against a particular description of persons.*?®

Section 88 of the 2003 Act stipulates that Ofcom is not permitted to set an SMP con-
dition except where, among other matters, it appears to Ofcom that the setting of the
condition is appropriate for the purposes set out in section 88(1)(b), namely: (a) pro-

28T W/S Morden I, §§141-142.
12BT W/S Morden |, §143.
25Communications Act 2003, section 47(2)(b).

5-26



5.143.

5.144.

moting efficiency; (b) promoting sustainable competition; and (c) conferring the
greatest possible benefits on the end-users of electronic communications services.'?

We also consider it important to note that sections 47 and 88 accord Ofcom a certain
measure of discretion in determining whether the tests are met. Under section
88(1)(b), for example, it is for Ofcom to decide whether the setting of an SMP con-
dition appears appropriate for the purposes of meeting the objectives there set out.
We refer to our remarks above'?” about how we approach an allegation that Ofcom
has erred in the exercise of its discretion.

We turn now to consider C&W'’s allegations under each of the three heads we identi-
fied at the outset of this assessment with these statutory tests in mind.

Distortion of competition

5.145.

5.146.

5.147.

5.148.

We first consider C&W's allegations with respect to the distortion of competition.
C&W'’s argument under this head was directed primarily towards the general allega-
tion that Ofcom erred because its decision regarding the recovery of the New PoH
Charges distorted competition (‘the primary allegation’). However, in 8114.2, C&W
made a specific allegation that Ofcom had erred in setting the new PoH charge
because it would add to the disparity between BT and OCPs (‘the secondary
allegation’). In our view, this secondary allegation raises issues separate from those
arising under the primary allegation and, accordingly, we address it separately below.

The primary allegation

In light of our initial observations in paragraphs 5.133 to 5.137 above, we consider
that the relevant question for us to determine in relation to the primary allegation is
whether Ofcom erred in concluding that its decision to levy the New PoH Charges
only on external local ends was appropriate for the purpose of promoting sustainable
competition, along with the other objectives set out under section 88(1)(b) of the
2003 Act.

C&W alleged that Ofcom’s decision distorted competition, ie that it was inappropriate
for the purpose of promoting sustainable competition. We found it helpful to assess
C&W'’s claims with respect to distortion of competition by reference to a comparison
of three regulatory options. These options capture the alternatives (in synthetic form)
against which C&W brought its challenge; and these alternatives are engaged by
Ofcom for the purposes of defending its decision to adhere to Option 1 which we will
describe in what follows. That the parties joined issue with one another within the
framework provided by these options is hardly surprising, since they set out the
obvious regulatory alternatives.

The options are as follows:
(a) Option 1: ‘The Status Quo’ whereby only OCPs pay the New PoH Charges and

this charge comprises common costs. This is the regulatory option chosen by
Ofcom and appealed by C&W.

26Communications Act 2003, section 88(1)(b).
’See paragraphs 1.24 and 1.46.
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(b) Option 2: ‘All CPs Pay’ whereby both OCPs and BT pay the New PoH Charges
despite the fact that BT does not incur those charges. This is a regulatory option
favoured by C&W and presented in 88114 and 114.1 of the NoA.

(c) Option 3: ‘Marginal Cost Pricing’ whereby only OCPs pay the New PoH Charges
but these charges are limited to marginal or incremental costs excluding common
or indirect costs. This is a regulatory option also favoured by C&W and presented
in §114.4 of the NoA.**®

The thrust of C&W'’s challenge to Ofcom’s current regulatory option—Option 1, ‘The
Status Quo'—is that a PoH charge is only incurred by OCPs and that it worsens
OCPs'’ relative competitiveness with respect to BT.**° C&W suggested that either all
CPs, including BT, should pay the New PoH Charges*® or these charges should be
limited to marginal costs.**

However, C&W accepted that, given that only OCPs incurred PoH costs, it would be
consistent with the principle of cost causation for OCPs to bear those costs in some
form. Furthermore, C&W also suggested that if the New PoH charges were zero,
OCPs would have no incentive to minimize the costs associated with this charge.'*
Even though C&W also argued that OCPs would continue to pay other PoH-related
charges such as the connection costs and the ongoing charges for direct PoH
costs,'® it is clear that the pressure on OCPS to minimize costs would be reduce
This would lead to static inefficiency. C&W accepted that in consequence Ofcom may
need }gsfind a compromise between promoting efficiency and promoting compe-
tition.

d 134

Ofcom agreed with C&W that OCPs would need to be more efficient than BT to com-
pete with it."*®* Ofcom advanced several arguments why, by choosing Option 1 ‘The
Status Quo’, Ofcom did not err: Ofcom contended that PoH costs created static
inefficiency and therefore it was necessary to recover the PoH costs from those who
incurred them.™® In addition, Option 2 ‘All CPs Pay’ would not encourage infrastruc-
ture competition'**** and Option 3 ‘Marginal Cost Pricing’ would be very costly to
implement, easy to game and Ofcom would only be minded to implement it if it had
serious concerns about competition in the market,**® which it did not have.**

In paragraphs 5.154 to 5.160 below, we test the strength of C&W'’s primary allegation
under this head, before moving on to assess Ofcom’s and BT’s responses to that
allegation, in paragraphs 5.161 to 5.166 and 5.167 to 5.172 respectively.

Our task in determining this aspect of Reference Question 4(a)(iii) is to assess
whether Ofcom erred in choosing Option 1 ‘The Status Quo’ because it was incorrect

2% \/e note that there is another possible option that could be inferred from the NoA whereby all CPs pay the New PoH Charges
but this charge is limited to marginal costs. However, in our view, this option has the same effect on competition as Option 2 but
is just more complicated to implement.

29\oA, §115 and bilateral hearing, p72, line 20, to p73, line 27.

“NoA, §114.1.

“INoA, §114.4.

%2Bilateral hearing, p73, lines 6-12.

133

C&W'’s comment on the provisional determination, p 6.

¥ This is particularly the case give the fact that, based on C&W's data, [3<]. See W/S Harding, §§113-116.
%5Bilateral hearing, p72, lines 12—17.

*Defence, §216.

¥Defence Annex D, §89.

%8Bilateral hearing, p102, lines 1-24.

%9See paragraph 5.35.

“OBijlateral hearing, p98, lines 17—31.

“IBjlateral hearing, p99, lines 7—30.
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to conclude that Option 1 was appropriate for promoting sustainable competition,
along with the other objectives set out under section 88(1)(b) of the 2003 Act.

e Our assessment of C&W'’s claim

We commence our assessment with this observation. Ofcom made its decision to set
charges on local ends used by OCPs, and hence adopted what we have styled
Option 1, ‘The Status Quo’, without regard to the other options that we have set out
in options referred to above. In this Ofcom has erred. Option 2, ‘All CPs Pay’, and
Option 3, ‘Marginal Cost Pricing’, are self-evident candidates for regulatory consider-
ation, together with Option 1. These options all warranted consideration, as C&W'’s
appeal of Ofcom’s 2009 LLCC Statement has now amply demonstrated. Ofcom’s
failure to do so gave rise to an Ofcom decision that simply failed to engage the
relevant issues and thus did not permit Ofcom to come to a decision that properly
assessed the promotion of efficiency and sustainable competition, as required by
section 88(1)(b).

We turn next to a consideration of C&W'’s claim in the light of the regulatory options
available to Ofcom.

We agree with C&W that PoHs are indispensable for competition in the leased line
market and, because they are only used by OCPs, they worsen OCPSs’ relative com-
petitiveness with respect to BT. Of the three regulatory options discussed, the one
chosen by Ofcom makes it hardest for OCPs to enter the leased line market, This is
so for the following reasons: both Option 1, ‘The Status Quo’, and Option 3, ‘Marginal
Cost Pricing’, require OCPs to be more efficient than BT to be able to enter the
leased line market and compete with BT. However, Option 3 requires OCPs to be
more efficient than BT to a lesser degree than under Option 1 and therefore makes it
easier for OCPs to compete than under Option 1 and is consistent with OCPs cover-
ing the additional costs they impose on BT. We note that Option 2, ‘All CPs Pay’,
does not require OCPs to be more efficient than BT to enter the leased line market
and therefore makes it easiest for OCPs to enter the leased line market.

However, we disagree with C&W that this reasoning of itself necessarily means that
Ofcom erred in not choosing Option 2, ‘All CPs Pay’. This is so because there are
other issues that Ofcom needed to take into consideration in applying the other two
of the three limbs of the test under section 88(1)(b) of the 2003 Act, and in particular
the appropriateness of the selected option for promoting efficiency. C&W itself identi-
fied (see paragraph 5.150 above) that Option 2 would lead to static inefficiency. C&W
did not make a case that this static inefficiency would be outweighed by dynamic
efficiency in the long run. Yet this objection does not extend to Option 3, ‘Marginal
Cost Pricing’ which makes Option 3 a viable alternative to Option 1, ‘The Status

Quo'.

This gives rise to the following assessment of Options 1 and 3. There is little to
differentiate Options 1 and 3 on efficiency grounds. Under each option, the common
costs incurred are the same and the different ways of distributing those costs do not,
prima facie, give rise to different efficiencies. But when assessed on competition
grounds, there is a significant reduction in the competitive disadvantage that PoH
charges represent to OCPs associated with Option 3.

Seen in this way, Option 3 appears to be superior to Option 1 on competition
grounds, and there is nothing to choose between the two options on efficiency
considerations. We accept that a full analysis of all the options has yet to be done,
but on the appraisal that was possible within the limits of this appeal, there are strong
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grounds to consider that Option 3 might be appropriate upon an application of the
statutory criteria in section 88. We do not need to make that finding. It suffices that
the decision by Ofcom to adopt Option 1 was sub-optimal on competition grounds,
without compensating efficiencies, and that Ofcom’s decision cannot, as a result, be
allowed to stand. This conclusion is not disturbed by the defences that Ofcom has
put forward to support its adoption of Option 1, which we consider in the next section
(paragraphs 5.161 to 5.166).

For this reason, our preliminary conclusion is that C&W presented a convincing case
that Ofcom had erred in concluding that Option 1, ‘The Status Quo’, was appropriate
for the purposes of promoting sustainable competition, along with the other objec-
tives set out under section 88(1)(b) of the 2003 Act.

e Our assessment of Ofcom’s Defence

Before turning to address Ofcom’s Defence in detail, we consider Ofcom’s argument
that it understood effective competition to be competition that reduced costs overall.
We note that the statutory test refers to the promotion of ‘sustainable competition’
rather than ‘effective competition’. However, we also note that C&W has not founded
any of its allegations on the distinction between these two terms. Since the question
of how, if at all, these two terms differ has not been argued in this case, we proceed
for present purposes on the basis that there is no material difference between them.

We now turn to consider Ofcom’s substantive arguments supporting its choice of
Option 1. We discuss these arguments in turn.

First, we note that Ofcom argued that its chosen regulatory approach had not pre-
vented competition in the leased line market and that this market was competitive.
However, we further note Ofcom’s statement that it had not carried out any assess-
ment of the impact of the New PoH Charges on competition. In this regard, we recall
that, in order to set an SMP condition, Ofcom must be satisfied that the setting of that
condition is appropriate for the purpose of promoting sustainable competition. It is
difficult to see how Ofcom could consider that its chosen regulatory approach was
appropriate for promoting sustainable competition if it had not carried out an impact
assessment of some kind in circumstances where Option 3 appeared to present a
viable alternative.

Secondly, therefore, we turn to assess Ofcom’s suggestion that Option 3, ‘Marginal
Cost Pricing’, was not a viable regulatory option because it involved a risk of gaming.
Ofcom did not develop its argument in detail, but we understand that the risk of
gaming would occur in the following way: Ofcom seems to assume that marginal cost
pricing of PoH is based on an approach according to which all services that are only
consumed by OCPs would be priced at marginal cost. If this were the case, then BT
could ‘game the system’ by purchasing just one unit of any service that had pre-
viously been purchased only by OCPs. This would transform this service from a
service only purchased by OCPs and thus subject to marginal cost pricing into a
service purchased by all CPs and thus subject to fully allocated cost pricing. This
would defeat the purpose of the marginal costing rule.

Ofcom’s argument does not address C&W'’s claim. C&W did not argue that as a
general rule, all services purchased solely by OCPs should be subject to marginal
cost pricing, but only that PoH services should be subject to marginal cost pricing.
We have therefore considered C&W'’s argument for marginal pricing in the context of
PoH services. It does not follow that Ofcom needed to consider marginal cost pricing
as a general rule. Moreover, by limiting the new PoH charge to marginal costs,
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Ofcom would not be making any judgement about how other leased line products
should be priced. Therefore, Ofcom’s concern that if BT purchased one unit of PoH, it
would ‘tip’ PoH pricing from marginal cost pricing to FAC pricing would not material-
ize since the PoH service would have been isolated by Ofcom as a service subject to
marginal cost pricing.

We therefore find that Ofcom’s defence has not displaced our conclusion as set out
in paragraph 5.160 above, namely that Ofcom erred in concluding that Option 1 was
appropriate for the purposes of promoting sustainable competition, along with the
other objectives set out under section 88(1)(b) of the 2003 Act.

e QOur assessment of BT's intervention

We also noted BT’s arguments that the existing common costs attributed to the New
PoH Charges were in fact caused by PoHs and therefore should be borne by OCPs.
Specifically, BT argued that the common costs allocated to PoHs were de facto
opportunity costs to BT of hosting other services on LSEs.

We first analysed the different cost components of the New PoH Charge. We note
that the concept of marginal or incremental costs is based in economic theory while
in practice it may be more difficult to determine which costs are directly ‘caused’ by a
particular service and which costs are common.

BT identified four cost categories of costs attributable to the New PoH Charges:

(a) ‘exchange indirects’; (b) ‘access fibre/copper/duct costs’; (c) ‘equipment mainten-
ance & indirects’; and (d) ‘selling, general & admin on PoH’. Having reviewed BT's
evidence on this issue, we concluded that only category (b) is clearly and directly
attributable to PoHs, while categories (a) and (c) represent a portion of general BT
exchange costs and (d) are general BT overheads.*

On this basis, it would appear that category (b) ‘access fibre/copper/duct costs’ can
reasonably be considered as a proxy for incremental or marginal costs while
category (d) ‘selling, general & admin on PoH’ can be reasonably considered as
common costs. Cost categories (a) ‘exchange indirects’ and (c) ‘equipment mainten-
ance & indirects’ are common costs associated with BT's exchanges and therefore
more difficult to define. We note that, in theory, PoHs are hosted at BT exchanges
and therefore BT exchanges may incur some costs as a result of that. However, we
also note that these cost categories are labelled as ‘indirects’ and it would therefore
appear that they only relate to indirect costs.

We then considered BT’'s argument that hosting PoHs at BT's exchanges makes BT
incur opportunity costs because this means that BT cannot host other profitable ser-
vices at the exchanges. We note that BT has not provided any evidence beyond its
assertion. We also note that BT explained in some detail at the technical presentation
that PoH equipment that was hosted at the exchange was principally an ADM box.
Similarly, at no point did BT mention scarcity of space at its exchanges. It is therefore
not apparent to us that PoH equipment takes valuable space away from BT.

However, even if BT were correct, it is not clear to us that common costs allocated to
PoH-style equipment at the exchange would be an appropriate measure of such
opportunity costs as these would depend on the value of services that BT had to

12BT's |etter to the CC, 2 March 2010.
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forgo in order to host PoHs rather than the unavoidable costs associated with BT's
exchanges.

e Our conclusion on the primary allegation

Having reviewed the arguments and evidence from C&W, Ofcom and BT, we confirm
our preliminary conclusions in paragraphs 5.160 and 5.166 that Ofcom erred in
concluding that Option 1 was appropriate for the purposes of promoting sustainable
competition, along with the other objectives set out under section 88(1)(b) of the
2003 Act. In particular, we note that Ofcom arrived at the conclusion that Option 1
was appropriate for these purposes after having discounted the need to consider
other options because it did not have serious concerns about competition in the
market. Yet we further note that it arrived at this conclusion despite the fact that (a) it
had not conducted any assessment of the impact of its solution (ie Option 1) on
competition in the market, and (b) Option 3 appeared to present a viable alternative.
We therefore find that Ofcom’s decision was based on an erroneous premise and
was therefore inappropriate for the purposes of meeting the statutory objectives set
out under section 88(1)(b).

e Our response to Ofcom’s comments on our provisional determination

We turn now to consider Ofcom’s comments on the conclusions we reached in
relation to the primary allegation in our provisional determination. Those conclusions
were in terms very similar to those expressed in paragraphs 5.146 to 5.173 above.

Before turning to consider those comments, we should note that we had concerns
that some of Ofcom’s comments in relation to Reference Question 4(a)(iii) advanced
new arguments or relied on new evidence. However, we do not consider it necessary
to decide whether those arguments were in fact new or relied on new evidence prin-
cipally because, even if we took those arguments and/or evidence into account in our
assessment, they would not alter the conclusions we had reached without them. We
elaborate below on our reasons for taking this view of Ofcom’s comments.

We address first Ofcom’s argument that it had in fact considered alternatives to what
we have described as Option 1 in paragraph 5.148(a) above, before proceeding to
address its arguments in relation to: (a) the application of the six principles of cost
recovery; and (b) the findings of the MMC inquiry into number portability.

ee Ofcom’s consideration of alternative regulatory options

We should first like to correct an apparent misconception on Ofcom’s part regarding
the nature of our provisional determination of error in respect of this part of
Reference Question 4(a)(iii), which was in terms very similar to that set out above.

We note that Ofcom suggested that our assessment contained a ‘proposal’ that PoH
charges should be set on the basis of marginal costs.*** We did indeed state that, in
the light of our preliminary evaluation of the three options discussed in our assess-
ment above, Option 3 appears to be superior to Option 1 on competition grounds with
nothing to choose between them on efficiency grounds.**

“*0fcom’s provisional determination comments, §51.
“‘See paragraph 5.159 above.
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However, we went on to refer to the fact that a full analysis of all the options had yet
to be done.** Hence, we concluded that Ofcom had erred in deciding that Option 1
was appropriate for the purpose of promoting sustainable competition and efficiency,
after having discounted the need to consider other options and despite not having
conducted any assessment of the impact of Option 1 on competition in the market in
circumstances where Option 3 appeared to present a viable alternative.**®

It is therefore inaccurate to describe our determination as setting out a proposal for
implementing Option 3. Rather, we set out what we regard as important consider-
ations which should properly have been evaluated by Ofcom in formulating its
decision on this aspect of the LLCC. This qualification is particularly significant when
it comes to our determination of the appropriate remedy for the error identified in
relation to Reference Question 4(a)(iii) for reasons on which we elaborate in
paragraphs 6.96 to 6.99 below.

We move now to consider Ofcom’s claim that it had actually considered alternative
means of recovering overheads in the LLCC consultation.**’ Ofcom referred in par-
ticular to 884.143 and 4.145 of the LLCC Statement. In paragraph 4.143, Ofcom
summarized C&W'’s contribution to the LLCC consultation process. From that
summary, we understand that C&W had been championing primarily what we have
identified as Option 2, ‘All CPs Pay’; Option 3, 'Marginal Cost Pricing’, is not
discussed there. In paragraph 4.145, Ofcom explained what steps it had taken before
reaching its conclusions with respect to PoH charges, including checking BT’s esti-
mates, applying the six principles of cost recovery, and considering alternative ways
to recover these costs in future.

On our analysis of these and following paragraphs of the LLCC Statement, we did
not find any evidence of Ofcom having conducted any proper assessment of Option 1
by comparison with any other alternative options including Option 3 with a view to
satisfying the statutory test under section 88(1)(b) of the 2003 Act. The section
addressing Ofcom’s consideration of ‘alternative ways to recover costs in future’
refers to the matters addressed in Reference Questions 4(b)(i) and (ii) below; it does
not include any consideration of Option 3. While in its analysis by reference to the six
principles of cost recovery Ofcom addressed some of matters raised by C&W under
Reference Question 4(a)(iii), Ofcom did not identify in any systematic way the poten-
tial regulatory options for PoH cost recovery, nor did it subject these options to the
relevant statutory tests under the 2003 Act.

Instead, Ofcom conducted a high-level appraisal of the deficiencies of Option 2, ‘All
CPs Pay’, which C&W had proposed in its response to the LLCC consultation as one
possible regulatory option. Ofcom did not provide any appraisal of the benefits of
Option 2 or any explanation of why the deficiencies of Option 2 outweighed its bene-
fits. Conversely, Ofcom admitted that its favoured option, Option 1, ‘Status Quo’, put
OCPs at a competitive disadvantage with BT's downstream operation, but did not
provide any explanation why this deficiency of Option 1 was outweighed by its
benefits.

We consider it incumbent upon Ofcom in such a situation properly to evaluate the
viability of the salient regulatory options. Yet we have been unable to identify any-
where in the LLCC Statement where Ofcom considered any other reasonable option
for PoH costs recovery.

145

See paragraph 5.163 above.

“*See paragraph 5.173 above.
“TOfcom’s provisional determination comments, §77.
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As we noted in our assessment above, we are of the view that Option 3, ‘Marginal
Cost Pricing’ (or any similar variant such as incremental cost pricing), would have
been a viable alternative and, hence, an obvious regulatory option for Ofcom to have
considered. We note that Ofcom itself, while questioning Option 3’s practicability,
accepts that there are ‘theoretical attractions’ to such an option. This concession by
Ofcom tends to support our view that Option 3 was a sufficiently obvious regulatory
option that merited proper consideration by Ofcom when assessing alternative
means by which to implement a new method for PoH cost recovery.

We note that Ofcom also refers in passing in its comments on our provisional deter-
mination of this Reference Question to its appraisal of regulatory options in other
reports it has prepared. It was not immediately apparent to us whether Ofcom
thereby sought to argue that it had properly considered alternative regulatory options
in the context of deciding on the new method for recovery of PoH charges. We very
much doubt that it would be sufficient for Ofcom to have considered other options in
the past without at least referring to those past assessments and explaining why the
conclusions reached in the past remained applicable in the context of the then
current assessment process.

However, even if Ofcom had at the time of its LLCC Statement provided such an
explanation of the past assessments which it has now cited in its comments on our
determination, we would not regard those assessments as sufficient to satisfy the
requirement to conduct a proper assessment of its favoured option for PoH cost
recovery by comparison with other viable alternative options in order to satisfy the
statutory test under section 88(1)(b) of the 2003 Act. We adopt this view for the
following reasons.

First, we consider Ofcom’s reliance on the 2005 Strategic Review of Telecoms.'*®
Ofcom admitted in its comments on our provisional determination that one of the
benefits of Option 3 would have been that it would to a greater extent have placed
OCPs on an equivalent footing to BT in competing to supply leased lines. But Ofcom
referred to this 2005 Review as the occasion on which Ofcom had considered and
rejected the adoption of the principle of equivalence for PPCs, although it had pre-
viously adopted such a principle for some regulated wholesale products.

We note that, while Ofcom had referred in passing its 2004/05 Telecoms Strategic
Review for other reasons in its Defence,*® Ofcom had not given any indication that
this review was of any relevant to PoH cost recovery. It therefore appears to us that
this argument is an entirely new one advanced only after our provisional determin-
ation.

However, even if we were minded to allow such new arguments and evidence at this
late stage in our procedure, we would not regard this document as of material assist-
ance to us in determining the present question. From our reading of the 2005 Review
and in particular paragraph 7.6 (to which Ofcom drew our attention™°), we would
consider it imprudent to rely too heavily on its contents. The relevant paragraph did
not expressly reject the possibility of equivalence for PPCs; it simply does not include
them on the list of products to which it should be applied.*** Even more importantly,

“80fcom’s provisional determination comments, §51.

149

See Ofcom Defence, Annex B, 8126, at which Ofcom referred to the principle of proportionate, ‘light touch’ regulation.

%% subsequent correspondence with us dated 15 June 2010, in a comment on paragraph 51 of Ofcom’s provisional
determination comments.

151

Paragraph 7.6 of the Review states: ‘The current products to which such equivalence is to be applied include shared and full

metallic path facility (MPF), wholesale line rental (WLR), backhaul extension service (BES), WAN extension service (WES) and
IPStream’. 2005 Strategic Review of Telecoms, www.ofcom.org.uk/consult/condocs/statement_tsr/statement.pdf.
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we did not find in this Review any properly reasoned analysis explaining why Ofcom
concluded that equivalence should not apply PPCs, still less a discussion of why PoH
charges did not require equivalence.

Secondly, we move on to consider Ofcom’s argument that BT had been allowed to
recover overheads though the local end surcharge since 2002, when PPC charges
were first consulted on and set.*®? In this context, we note that BT advanced a similar
argument in its original evidence,**® where BT observed that the local end adjustment
had been set by Oftel in the 2002 Phase Il Direction. However, the 2002 Phase Il
Direction simply stated that PoH costs would be recovered through local end adjust-
ments and would include overheads. It did not explain why Oftel considered that this
was a reasonable regulatory approach in light of the alternative options then avail-
able, still less why it should remain the most appropriate option in the light of the
statutory test which subsequently entered into force in section 88(1)(b) of the 2003
Act.

Thirdly, we turn to Ofcom’s argument that it had only recently prior to the LLCC
conducted a review of the competitiveness of leased lines markets in the BCMR and,
therefore, had been well placed to judge the effectiveness of the regulation governing
PPC charges as it had applied until then.™* Again, we observe that we have not
found any discussion of the impact of PoH costs on competition in the BCMR, nor a
wider discussion of ‘equivalence’ or ‘replicability’ that would adequately address the
point raised by C&W that PoH charges put OCPs at a competitive disadvantage with
respect to BT's downstream operation.

For these reasons, we would not derive any material assistance from the evidence
now advanced by Ofcom in support of its argument that it had in fact considered
alternatives to Option 1, even if we regarded that evidence as admissible.

ee Ofcom’s further arguments regarding the application of the six principles

Before we turn to address certain of Ofcom’s arguments regarding the application of
the six principles of cost recovery to Option 3, we should first explain why we have
two important reservations regarding such arguments.

First, we should emphasize, as we did in paragraph 5.159 above, that we have not in
our determination put forward Option 3 as our ‘proposal’ for the correct means of
implementing New PoH Charges. Rather, we have noted its apparent merit and that,
absent a proper appraisal of Option 1 in comparison with other ostensibly viable
options (such as Option 3), Ofcom was not in a position properly to conclude that
Option 1 was appropriate in the light of the statutory tests under section 88(1)(b) of
the 2003 Act.

Thus, the fact that Ofcom has chosen now in the latter stages of this appeal to pro-
vide its views as to the disadvantages of Option 3 would not, even if we accepted
Ofcom’s analysis, alter our conclusion that Ofcom had erred in failing to conduct at
the time of its LLCC Statement a proper appraisal of Option 1 in comparison with
other regulatory options. In our view, therefore, Ofcom’s submissions in this vein do
not alter our determination of this Reference Question.
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Ofcom’s provisional determination comments, 873.

1538T's witness, first statement of Mr Morden, §120.
%%0fcom’s provisional determination comments, §74.

5-35



5.197. Secondly, we should also re-emphasize our view as to the proper role of the six
principles of cost recovery in the context of the statutory tests under section 88(1)(b).
As we observed in paragraph 5.87 above, we do not regard there as in principle
being any tension between the statutory test in section 88(1)(b) of the 2003 Act and
the six principles of cost recovery. Ofcom is ultimately required to ensure that it com-
plies with the statutory test, rather than the six principles of cost recovery. But this
does not mean that it is an error to have regard to the six principles. We can readily
envisage situations in which consideration of those principles may assist Ofcom in
conducting its assessment of whether the setting of any given SMP condition is
appropriate for the fulfilment of the objectives set down under section 88(1)(b). We
also discuss the application of the six principles further below in the context of our
determination of Reference Question 4(a)(iv).

5.198. However, in our view, Ofcom’s analysis of Option 3 solely by reference to the six
principles of cost recovery discloses a failure properly to appreciate the limitations on
the utility of the six principles in this context. In particular, we note that Ofcom
appears to have misunderstood the scope of our provisional determination in relation
to the six principles, which we had set it out in terms very similar to the foregoing
paragraph. Ofcom stated that we had agreed in our provisional determination that it
was reasonable for Ofcom to use the six principles as a framework for addressing the
issue of PoH costs and that this was consistent with Ofcom’s statutory duties.

5.199. To be clear, we regard it as reasonable for Ofcom to use the six principles as an
analytical framework only to the extent that their application is consistent with
Ofcom'’s statutory duties. We repeat that, in our view, there is no necessary tension
between those statutory duties and the six principles. But this is not to say that an
analysis by reference to the six principles will never produce an outcome at odds with
the statutory test, and it is certainly not to say that the six principles operate as a
substitute for application of the statutory test. We further repeat that Ofcom is ulti-
mately required to ensure that it complies with the statutory test, rather than the six
principles of cost recovery.

5.200. It therefore caused us some concern to review Ofcom’s comments on our provisional
determination in relation to this Reference Question. In those comments, Ofcom had
analysed Option 3 solely by reference to the six principles of cost recovery and, in
concluding that recovery of overheads from PoH charges was consistent with
Ofcom’s six principles, Ofcom went on to add that this approach to PoH recovery was
also consistent with Ofcom’s statutory duties.™® It was a particular cause of concern
to note that Ofcom arrived at this additional conclusion without having provided any
specific analysis of how it would apply the statutory tests to which it is obliged to have
regard before setting any SMP condition. Absent specific consideration of the rele-
vant statutory tests, we would approach Ofcom’s conclusions with caution, even if we
were otherwise persuaded by them.

5.201. However, even if (notwithstanding these two fundamental reservations regarding the
relevance and robustness of Ofcom’s submissions on this issue) we were minded to
consider them, we would not regard them as capable of persuading us to revisit our
conclusion that Ofcom had erred on this issue.

5.202. We explain our reasons for adopting this position briefly in the following paragraphs,
focusing on (a) Ofcom’s arguments that a marginal cost pricing solution would carry

3%50fcom’s provisional determination comments, §82.
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5.203.

5.204.

5.205.

5.206.

5.207.

with it the risk of ‘gaming’**°

competition.

and (b) its arguments regarding the principle of effective

We note that Ofcom identified two types of ‘gaming’,**" one carried out by OCPs and

another carried out by BT. We analyse each in turn.

First, Ofcom argued that OCPs could game the system by requiring that any service
that they purchased should be charged on the basis of marginal costs. In our view,
our provisional determination did not create any such risk. We had argued, in terms
similar to those set out above, that in the PPC market PoH charges represented an
essential additional input that only OCPs had to purchase and without which compe-
tition would not occur. In our view, Ofcom therefore should have considered marginal
pricing as a reasonable regulatory option. These conclusions do not preclude the
possibility that in a different setting Ofcom might find otherwise or that there are
different telecommunications markets with costs similar to PoH costs in the PPC
market. In these cases, the analysis of the different regulatory options would have to
be carried out anew.

Secondly, Ofcom argued that BT could game the system by starting to purchase
products that only OCPs used. We note that apart from restating the risk of
gaming,*® the entire argument and evidence presented by Ofcom in this context are
new.'*® However, even if we were to accept this evidence, we would not be per-
suaded by it. This is because Ofcom presented examples from telecommunications
markets which were different from leased lines and which did not face equivalent
challenges. The inputs that Ofcom discussed in this context'®® can be used as
substiltélltes for each other whereas PoH costs are an additional cost that OCPs
incur.

In relation to Ofcom’s analysis of the principle of effective competition, we make the
following brief observations. As part of its submissions in relation to this principle,
Ofcom argued that its view that competitive entry was profitable and was not deterred
when PoH charges were set on a FAC basis was supported by the evidence, includ-
ing the fact that, during the time since the local end charge was set in 2002,
competition in downstream markets had developed to the extent that most of the
retail leased lines markets were now competitive (ie with no operator having SMP).**?
In our view, this analysis is apt to mislead. First, the BCMR did find competition prob-
lems in a number of markets and recommended regulation of a previously unregu-
lated service, ie trunk. Secondly, Ofcom used an inappropriate counterfactual to
support its argument. The proper counterfactual would have been to compare the
status quo with the level of competition one would have expected to see under differ-
ent PoH recovery options. Ofcom could maintain the argument it sought to advance
only if it could argue that the leased line market would not have been more competi-
tive under a different PoH recovery option. As noted in paragraphs 5.188 to 5.192
above, Ofcom has presented no such analysis in any of the three reports to which it
referred in its comments on our provisional determination.

3%80fcom’s provisional determination comments, §859 to 61.

157,

We understand that by “gaming” Ofcom is referring to the possibility that a given regulatory action may have unintended

consequences.
1% Bilateral hearing, p101, 1116—26.

159

Ofcom'’s provisional determination comments, 8860 to 62.

%95ee Ofcom’s provisional determination comments, §61

81As C&W explains, ‘[t]he risk of gaming is not present in respect of PoHs since, by definition, a PoH is only required where
connecting a non-BT network to the BT network.’ (See C&W'’s provisional determination comments on CC's paragraph 5.158 of
the provisional determination.)

%20fcom’s provisional determination comments, §§73 to 75.
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5.208.

5.209.

5.210.

5.211.

5.212.

5.213.

We also consider that Ofcom’s reliance here on an argument based on the principle
of effective competition provides a helpful illustration of why it is that we caution
against supposing that the six principles should be taken to operate as a substitute
for the relevant statutory test. The requirement that Ofcom be satisfied that any SMP
condition promote sustainable competition necessitates a prospective assessment:
the words ‘promote’ and ‘sustainable’ both underscore the importance of considering
the consequences for the competitive environment in the future, and therefore import
a different appraisal from the concept of ‘effective competition’. Therefore, even if
Ofcom could argue for Option 1 by reference to the past or present competitive
environment when relying on the principle of effective competition, we do not regard
that as a tenable argument when applying the correct statutory test under section
88(2)(b)(ii).

ee Ofcom’s reliance on the 1995 MMC number portability inquiry

Finally, we turn to address Ofcom’s argument that its analysis of PoH charges, based
on its application of the six principles of cost recovery, was consistent with the find-
ings of the MMC inquiry into number portability.*®®

We have three key observations to make with respect to Ofcom’s reliance on the
1995 Telephone Number Portability report: (a) we note that, in line with our analysis
above, the MMC applied the six principles only as a guide in applying, not as a
substitute for, the primary regulatory duties; (b) contrary to Ofcom’s suggestion in its
comments on our provisional determination, the MMC did in fact consider LRIC
pricing; and (c) there are important points distinguishing the three existing PoH
charges from the three number portability charges to which the MMC referred in its
1995 report.

As to the first point, we consider it instructive to cite the following paragraph from the
report:

2.126. We have found it useful to analyse the issues by reference to the six
principles which the DGT suggested should guide decision-making on
the allocation of the costs caused by implementing portability (see
paragraph 2.86). In this way we have, as required, had regard to the
duties which the Act imposes on the Secretary of State and the DGT,
including the promotion of the interests of consumers, the mainten-
ance and promotion of effective competition and the promotion of
efficiency and economy (see paragraphs 2.171 and 2.172).

We note that the MMC described the six principles as ‘useful’ in guiding decision-
making, but that the MMC went on specifically to note the primary requirement to
have regard to the relevant statutory duties imposed.

It is also instructive to note that, in paragraph 2.191 (the passage cited by Ofcom in
its comments on our provisional determination), the MMC expressly concluded that
the recovery of the per line costs associated with implementing number portability
would not put at risk the wider benefits of enhanced competition.*®* Ofcom therefore
rightly referred to this text in its comments on our provisional determination, but it
then drew an incorrect conclusion from it.'®> The MMC considered whether the

163

Ofcom’s provisional determination comments, 8878 to 81.

1641995 Telephone Number Portability report, MMC, paragraph 2.191, Il 5-7.
1%50fcom’s provisional determination comments, §80.
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5.214.

5.215.

5.216.

5.217.

5.218.

additional costs of number portability under the per line set-up costs heading would
have a negative impact on competition and concluded that they would not.

As to the second point, we doubt very much whether the MMC 1995 Telephone
Number Portability report could be said to support Ofcom’s argument that the
inclusion of overheads in PoH charges was consistent with the MMC'’s conclusions in
1995.%°® We note that the quotation from paragraph 2.194 of the report which Ofcom
included in its comments on our provisional determination omitted the qualification
contained in the second half of the sentence quoted (emphasis added):

2.194. ... We propose that the accounting basis for calculating charges
should be the equivalent of that used for interconnection, namely fully
allocated costs plus an element for profit, but changing to an incre-
mental costs basis if that is agreed for interconnection in due course
(see the second sentence of paragraph 3 of Appendix 2.1).

Appendix 2.1, paragraph 3, of the 1995 report reads (with emphasis added):

3. There should be a new provision enabling BT to recover from the
other operator its reasonable costs incurred in providing portability
subject to the limitations in sub-paragraphs (a) and (b) below. Charges
should be calculated by reference to BT's fully allocated costs or, if
Condition 13.5(a) of BT's licence is amended to provide for inter-
connection charges to be calculated by reference to incremental
costs, by reference to such costs. The DGT should have power to
determine that costs are not reasonable if he considers that it would
have been reasonable for BT to have used lower-cost methods at the
relevant time. The DGT should also be able to determine into which
categories of cost-system set-up, per line setup, additional convey-
ance and other-individual items fall.

In our view, it is clear from the full excerpt we have quoted above that the MMC did
not exclude incremental cost pricing (ie an option similar to marginal cost pricing) in
its decision. Quite the contrary, it was one of the possible regulatory outcomes to
which the MMC specifically referred in its report.

As to the third point, we note that the three main cost categories of costs identified by
the 1995 MMC Telephone Number Portability Report—ie (a) system set-up costs,

(b) per line set-up costs, and (c) additional conveyance costs—are distinguishable
from the PoH costs categories and therefore preclude the drawing of a simple paral-
lel between them. Rather, these differences tend to underline the appropriateness of
evaluating properly the different regulatory options for PoH recovery within the frame-
work of Ofcom’s primary duties under the 2003 Act and based on evidence directly
relevant to PoHs.

For these reasons, even if we were minded to take them into account, Ofcom’s com-
ments on our provisional determination would not cause us to alter our conclusion in
relation to the primary allegation advanced by C&W that Ofcom had erred in conclud-
ing that Option 1 was appropriate for the statutory purposes set out under section
88(1)(b) of the 2003 Act.

1%80fcom’s provisional determination comments, §81.
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5.219.

5.220.

5.221.

5.222.

The secondary allegation

Finally, and without prejudice to our conclusions above regarding C&W'’s other argu-
ments under this head, we address the secondary allegation, namely that C&W'’s
argument that the New PoH Charges would ‘add’ to the disparity between BT’s and
OCPs’ costs.*’

We note that C&W claimed that the PoH costs were a burden on OCPs and that the
New PoH Charge would add to the disparity between BT’s and OCPs’ costs.*®®
Ofcom disagreed, arguing that the New PoH Charges had been previously borne in
the form of ‘local end adjustments’ and that the New PoH Charges were simply a
more transparent way of recovering these costs.

We do not agree with C&W. In our view, Ofcom’s decision in the LLCC Statement
regarding the New PoH Charges was to implement a new means of recovering old
charges rather than introducing new charges. Therefore, the replacement of old local
end adjustments with the New PoH Charge did not of itself alter the disparity of costs
between BT and OCPs and thus their relative competitive positions.

We consider C&W'’s arguments in relation to the cost data and BT’s methodology
above in our determination of Reference Question 4(a)(i) and do not rehearse our
conclusions again here.

Discrimination

5.223.

5.224.

5.225.

5.226.

C&W'’s allegations in 88113-114 with respect to discrimination are set out in §114.3
of the NoA: C&W claimed that in those cases where BT used PoH-style multiplexors,
the charges paid by BT’'s downstream operations were not the same as those paid by
OCPs when using PoHs. On the basis of §114.3, we therefore understood that C&W
alleged that BT treated OCPs differently in materially the same circumstances.

We consider that the relevant question for us to determine in relation to C&W'’s alle-
gation of discrimination is whether Ofcom erred in concluding that its decision to levy
the New PoH Charges only on external local ends was not such as to discriminate
unduly against particular persons or against a particular description of persons. In
determining this question, we refer to our discussion in our assessment of Reference
Questions 2(b) and 2(d) regarding the meaning of the test at section 47(2)(b) and, in
particular, the phrase ‘to discriminate unduly against particular persons or against a
particular description of persons’. Our remarks under Reference Questions 2(b) and
2(d) on that issue are also relevant here.

We note that BT strongly denied C&W'’s claim*®® and Ofcom believed that inputs into
VPN services were the same for OCPs as for BT.*"®

We also note that C&W'’s arguments on this issue were unclear. While the NoA does
not provide any detail of how such differential treatment could occur, Mr Harding in
his witness statement explained that since the New PoH Charges were based only
on BT’s external volumes of PoH-style multiplexors and since internal volumes were

¥’See paragraph 5.10ff above.
®NoA, §§114.2 &115.

BT W/S Morden I, §§139-140.
%Bijlateral hearing, p93, 1113-19.

5-40



5.227.

5.228.

5.229.

5.230.

5.231.

5.232.

not reported in BT's RFS, C&W did not know the amount of cost that BT incurred
internally.’”™* C&W'’s claim therefore lacked any supporting evidence.

We further note that, at the bilateral hearing, C&W sought to explain its position with
respect to the allegation of discrimination. First, C&W stated that it did not take the
position that BT allocated cost to components in different ways internally and extern-
ally. Secondly, C&W explained that its allegation in fact related to how this issue
translated into the charges paid by external providers. By way of elaboration of this
second point, C&W further explained that it was paying effectively for the choices of
all OCPs and was not able to reduce the costs to any significant extent.”

In our provisional determination, we found that in the light of these arguments, C&W
did not appear to be concerned about different allocation of costs by BT to its
downstream operation but rather the fact that C&W was unable to realize efficiency
savings because the pricing of equipment of a type similar to that used at PoHs
(‘PoH-type equipment’) was averaged. Therefore, as regards C&W'’s first point,
C&W'’s purported clarification at the bilateral hearing in fact appeared to contradict its
allegation made in the NoA. This is because C&W no longer alleged that there was
any difference in the treatment of cost allocated to internal and external components
in the manner originally suggested or at all.

We have not found C&W'’s second point easy to understand in the context of the
arguments deployed in relation to §114.3 of the NoA. Rather, we understand that
these remarks made during the bilateral hearing, while made in the context of
guestions about 8114.3, instead go to the allegations set out at §§129-132 of the
NoA. These points are addressed in maore detail in our determination of Reference
Question 4(b)(ii) below. We do not discuss them further here.

We therefore concluded that C&W appeared to have withdrawn the factual basis for
its allegation under this head and, in any event, had failed to provide sufficient
evidence to demonstrate that, for the reasons set out in §114.3 of the NoA, Ofcom
had erred in concluding that its decision regarding the recovery of PoH charges was
not unduly discriminatory.

Following our provisional determination, C&W rejected our suggestion that there was
a contradiction between the position explained by C&W in its bilateral meeting (see
our summary in paragraph 5.116 above) and what it said in §114.3 of the NoA
regarding its point on discrimination. C&W claimed that its discrimination argument
was not limited to an allegation that BT would use different methods of cost allocation
to PoH-style equipment internally and externally. Rather, C&W argued that discrimin-
ation could result from the fact that BT did not go through the same process of esti-
mating the number of PoH boxes and number of circuits per box in respect of its
downstream operations as it did when calculating the PoH charges for OCPs.'"
C&W contended that these points had been covered in paragraphs 66 and 67 of its
Reply to Ofcom’s Defence, while accepting that they had been articulated slightly
differently.*”

We are unconvinced by C&W'’s argument that this point had been properly pleaded in
its Reply to Ofcom’s Defence. This is for the following three reasons.

'c&W WIS Harding, §§117&129.

172

Bilateral hearing, p80, 111, to p81, I5.

% C&W’s comments on our provisional determination, p5.
174C&W's letter of 15 June 2010 referencing C&W's comments on our provisional determination, p5.
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5.233.

5.234.

5.235.

5.236.

5.237.

5.238.

5.239.

First, paragraph 66 of the Reply does not make it clear that C&W was arguing that it
was the estimate of the number of boxes and circuits per box that led to discrimin-
ation. Paragraph 66 clearly referred to the technology choices that BT can make and
OCPs cannot (ie the point we consider under Reference Question 4(b)(ii)); it did not
make clear that C&W sought to advance a discrimination argument based on BT's
discretion when estimating the number of PoH boxes in determining PoH costs.

Secondly, paragraph 67 of the Reply only contains the following passing reference to
the fact of BT’s discretion in estimating PoH costs: ‘even if it were true that it had an
incentive to minimise the unit cost, it is clear that the charges borne by OCPs depend
as much on estimates by BT as to the number and type of boxes used as on the cost
per box'. This comment is not further explained and the means by which discrimin-
ation could occur is not clarified or properly articulated. Indeed, C&W pursued its
technology-based argument in the preceding and following sentences of that para-
graph: in this context, we had quite naturally understood that the technology-based
argument was C&W'’s key point. We understood the reference to the estimates as a
mere reminder of the issues raised under Reference Question 4(a)(i), ie C&W's
dissatisfaction with the amount of costs allocated to PoHSs.

Finally, we consider it telling that C&W itself recognized that paragraphs 66 and 67
articulated its argument ‘slightly differently’.*” It would have been open to C&W to
articulate more clearly such an argument during the course of its pleadings or during
the hearings; it did not avail itself of this opportunity.

However, even if we were to have accepted that C&W had been clear that it sought
to advance a further or alternative discrimination argument on the grounds of BT's
discretion in estimating the number of PoH boxes, which we do not, we would find
C&W'’s argument on such a basis deficient: in our view, C&W has not made a case
that discrimination occurred or could have occurred in this manner.

From C&W'’s comments on our provisional determination, we understand that the
alternative discrimination argument which C&W now seeks to advance relies on the
following logic: (a) BT did not have to estimate the number of PoH-style boxes
internally but instead used the correct number for cost allocation purposes; and

(b) given that BT's estimate of the number of PoH boxes used by OCPs had been
inflated and given that BT had used the correct, uninflated number of PoH-style
boxes internally, it followed that BT had discriminated against OCPs.

In our view, such an argument is deficient in at least two respects. First, C&W has
not provided any evidence to show that BT does not use estimates of PoH-style
boxes for its internal cost allocation purposes, nor has it suggested that there is any
onus on Ofcom to ascertain whether this is the case. Secondly, we note that the fact
that BT uses estimates in calculating PoH charges is not of itself discriminatory since
the use of estimates could instead have resulted in BT underestimating the number
of boxes used by OCPs, in which case OCPs would be paying less than they ought
to have done.

We therefore maintain our conclusion that C&W failed to provide sufficient evidence
to demonstrate that, for the reasons set out in §114.3 of the NoA, Ofcom had erred in
concluding that its decision regarding the recovery of PoH charges was not unduly
discriminatory.

15C&W's letter of 15 June 2010 referencing C&W's comments on our provisional determination, p5.
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Efficiency

5.240. C&W's allegations with respect to inefficiency appear in 88113 and 116 of the NoA.
However, they are only particularized in 8116 where C&W submitted that the New
PoH Charges were also inefficient in distorting incentives to migrate to newer and
more efficient PoH equipment for the reasons discussed further in 8§122-132 of the
NoA.

5.241. This allegation therefore relates, and adds nothing, to the allegations in §§122-132,
which form the basis of Reference Questions 4(b)(i) and 4(b)(ii). We examine those
arguments in our consideration of those questions and do not address them further
here.

Determination

5.242. For the reasons given above, our determination is that, in light of the impact of PoH
charges on OCPs’ competitiveness and having regard to the arguments set out in
8114 of the NoA, Ofcom erred in concluding that its decision regarding the recovery
of PoH charges was appropriate for promoting sustainable competition.
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Reference Question 4(a)(iv)

5.243. This section (paragraphs 5.243 to 5.286)sets out our conclusions as to whether
Ofcom erred in the setting of the PoH charges in Part 1 of Annex C to the Tl Price
Controls and, in particular, whether Ofcom erred in deciding not to set the charges on
local ends used by BT but only those used by BT's competitors because Ofcom erred
in its assessment of its ‘six principles of cost recovery’ for the reasons set out in
§8117-121 of the NoA.

5.244. For the reasons given below, our determination is that Ofcom’s approach to the
assessment of the ‘six principles of cost recovery’ and the particular arguments set
out in 88117-121 of the NoA do not materially affect our conclusions under
Reference Question 4(a)(iii), at which we consider the pertinent question, namely,
whether Ofcom had followed the applicable statutory tests under the 2003 Act.

The calculation of PoH charges in the LLCC Statement

5.245. We have explained above, under Reference Question 4(a)(i), Ofcom’s methodology
and rationale for setting New PoH Charges and how Ofcom took into account the six
principles of cost recovery when deciding whether it should amend the then current
approach to recovering PoH costs.*"®

5.246. Those principles are: cost causation; cost minimization; distribution of benefits; effec-
tive competition; practicability; and reciprocity.*”” In the LLCC Statement, Ofcom
explained what each principle involved in the context of its decision regarding the
approach to recovery of PoH costs.!”® We summarize below only the four of those six
principles which are the subject of C&W'’s challenge under 88117-121 of the NoA:

(a) With respect to cost causation, Ofcom explained that this principle suggested that
PoH costs should be recovered from those whose actions caused the costs to be
incurred at the margin. BT did not use PoHs in the delivery of internal end-to-end
PPCs (ie those using only BT'’s network). The costs were driven primarily by
other CPs wishing to purchase PPCs in order to provide disaggregated services
and, therefore, to interconnect with BT’s network. Therefore, Ofcom regarded it
as contrary to the principle of cost causation for PoH charges to be allocated to
BT’s ‘internal’ local ends as well as ‘external’ local ends (ie those provided to
OCPs).*"®

(b) With respect to cost minimization, Ofcom explained that this principle would
require that the mechanism in place for costs recovery of PoHs should ensure
that there were strong incentives to minimize these costs. Ofcom acknowledged
the risk that BT might not have incentives to minimize costs if PoH costs were
recovered only from OCPs. But Ofcom noted factors mitigating against this risk:
first, the fact that BT itself incurred these costs in interfacing its core networks
with certain VPNs; secondly, given that there could still be a risk were BT able to
pass these costs through to customers, the fact that PoH charges were included
within the TI basket further operated to incentivize BT; and, in any event, BT's
individual PoH charges were subject to RPI+0 per cent sub-caps.*®

®See also our analysis under Reference Question 4(a)(i).
77 | cC Statement, §8§4.148-4.149.

78 LCC Statement, §§4.150-4.157.

9 | cC Statement, §§4.150-4.152.

180 | cC Statement, §4.153.
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(c) With respect to the distribution of benefits, Ofcom explained that PoH costs
should be recovered from the beneficiaries, especially where there were extern-
alities. Ofcom noted the suggestion from some stakeholders that PoH costs
should be recovered from all CPs, including BT, because the customers of all
providers benefited from being able to connect to other networks. Ofcom did not
believe that this argument applied to PPCs, the value of which lay in connectivity
between defined business sites, not wider interconnectivity. Ofcom also noted
that, in some previous cases, it had also decided to recover system set-up costs
from all customers, including BT’s. However, as PoH costs were incurred on a
per operator/per circuit basis, Ofcom stated that this argument did not apply to
the recovery of those costs, which were generally recovered from the operator or
customer concerned.*®!

(d) With respect to effective competition, Ofcom explained that the mechanism for
PoH cost recovery should not undermine or weaken the pressures for effective
competition.*® Ofcom noted that some stakeholders had pointed out that PoH
charges meant that the price paid by OCPs for PPCs was in effect higher than
that paid by BT's downstream operation, which in turn put them at a competitive
disadvantage. Ofcom agreed that this might be the case, but argued that this was
mitigated by the fact that: first, BT itself faced similar costs in some of its down-
stream markets; and secondly, Ofcom had placed a sub-cap on PoH revenues.
Ofcom also noted that it had asked BT to implement the proposal to introduce a
cost recovery mechanism that would incentivize migration to new, aggregated
PoHs, which would provide stakeholders with an opportunity to minimize and
eventually avoid PoH charges altogether.*®®

Summary of C&W’s arguments

5.247. C&W argued that Ofcom erred as a matter of law and/or assessment in its assess-
ment of the six cost recovery principles.*®* C&W then proceeded to make particular
allegations of error with respect to how Ofcom applied four of the six principles of
cost recovery specifically in the present case.

Cost causation

5.248. First, C&W alleged that Ofcom erred in its assessment of what the cost causation
principle implied for the recovery of the PoH costs that were the subject of the New
PoH Charges. In particular, C&W noted that:**

(@) Nothing in the MMC'’s report from the MMC Telephone Number Portability inquiry
which set out the six principles of cost recovery supported the contention that cost
causation should be given primacy over the other principles.

(b) Ofcom had previously accepted that the cost causation principle was irrelevant or
a neutral factor where a cost was incurred to implement a regulatory decision
intended to promote competition.

(c) An OCP’s need for PoHs was a function of the regulatory decision to require BT to
provide wholesale leased lines or, to put it another way, a function of the con-

181 | CC Statement, §4.154.

182 | CC Statement, §4.155.

830fcom cross-referred in LLCC Statement §4.155-84.161, which forms the basis of Reference Questions 4(b)(i) and 4(b)(ii).
NoA, §117. (Cf also the sub-heading introducing §§117-121.)

5NoA, §118 (and its sub-paragraphs).
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clusions that (i) it was desirable to have competition for the services now provided
by leased lines and (ii) that it was not possible to have effective competition for
those services without requiring BT to provide the leased lines wholesale
products.

(d) The costs payable by OCPs were not limited to the marginal or incremental costs
of each additional interconnect they created.

(e) Insufficient account had been taken of the fact that the majority of the remaining
costs were incurred in respect of a small minority of PoHs.

Cost minimization

5.249. Secondly, C&W alleged that Ofcom erred in its assessment of what the cost minimiz-
ation principle implied for the recovery of the PoH costs that were the subject of the
New PoH Charges. In particular, C&W noted that:*®®

(a) The fact that BT’'s downstream ‘internal’ operations also sometimes used similar
equipment to that used to provide PoHs did not provide any or any material
incentive to BT to minimize costs, because: (i) the New PoH Charges were based
solely on ‘external’ costs and revenues and Ofcom did not establish that a reduc-
tion in the costs of the ‘internal’ solutions would necessarily reduce the costs
associated with the ‘external’ solutions; and (ii) it was in BT's interests to maxi-
mize PoH charges because it would increase BT's competitive advantage over
OCPs given that BT’s downstream operations did not use PoHs.

(b) The fact of any pass-through of PoH charges to BT's customers did not negate
the increased incentive to minimize costs that would have been created by levy-
ing the New PoH Charges equally on all local ends including BT ‘internal’ local
ends.

(c) Any RPI-X control would encourage a regulated entity to seek to reduce costs to
an extent, but any mitigation this might have provided was far from perfect. BT
would also have taken into account any general competitive advantage it gained
by not reducing costs.

Distribution of benefits

5.250. Thirdly, C&W alleged that Ofcom erred in its assessment of what the distribution of
benefits principle implied for the recovery of the PoH costs that were the subject of
the New PoH Charges. In particular, C&W noted that:*®’

(a) Ofcom’s observation that the value of PPCs lay in connectivity between defined
business sites, so wider interconnectivity, was irrelevant. The customers of all
CPs benefited from the provision of PoHs because they allowed greater
competition for the services that used PPCs as an input.

(b) There was no relevant distinction between system set-up costs incurred once for
the benefit of all customers and PoH costs incurred on a per operator/per circuit
basis. The benefit of a PoH on a particular circuit extended beyond the customer
to whom the circuit was provided since the extra competition drove down costs

¥NoA, §119 (and its sub-paragraphs).
¥"NoA, §120 (and its sub-paragraphs).
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and increased innovation for all customers including those who chose to contract
with BT.

(c) There was no general presumption that per operator or per customer costs
should be recovered from the operator or customer concerned and/or there was
no proper basis for such a presumption in the context of the 2003 Act and the
communications regulatory framework.

Effective competition

5.251. Fourthly, C&W alleged that Ofcom erred in its assessment of what the effective
competition principle implied for the recovery of the PoH costs that were the subject
of the New PoH Charges. In particular, C&W noted that:*®®

(a) It was unduly restrictive to interpret this principle as meaning that the mechanism
for PoH cost recovery should not undermine or weaken the pressures for effec-
tive competition. Consistent with Ofcom’s statutory general duties, Ofcom should
have sought to adopt a cost recovery mechanism that promoted competition.

(b) Ofcom had been wrong to conclude that it merely might have been the case that
OCPs were put at a competitive disadvantage by being required to pay PoH
charges that were not incurred by BT’s downstream operations. Ofcom advanced
no reason, nor could it properly have done, for concluding that the extra charges
would not distort competition.

(c) In any event, having acknowledged at least the possibility of competitive distor-
tion, Ofcom had been wrong to the extent, if at all, that it had concluded that
those concerns had been adequately mitigated for the reasons Ofcom gave or
any other reasons because, among other reasons: (i) the fact that BT needed
PoH-style multiplexors to offer some services provided no mitigation beyond
those services; and (ii) the RPI+0 per cent sub-cap provided no mitigation against
the effects of the charges at current levels; it merely limited the extent to which
the charges might rise further.®®

Ofcom’s Defence

5.252. Ofcom argued that the six principles of cost recovery were consistent with its statu-
tory duties.*® Ofcom offered a specific rebuttal of C&W's criticisms of Ofcom’s
application of the four principles set out above.

Cost causation principle

5.253. Ofcom argued that the MMC Telephone Number Portability inquiry of 1995 had
sought to distinguish between system set-up costs and operator-specific-type costs.
The first category should be borne by BT, the second by operators who caused
them. '

¥8N0A, §121 (and its sub-paragraphs).

189C&W also cross-referred to other arguments under NoA §§113-116 and NoA §§123-125, which we address in our determin-
ation of Reference Questions 4(a)(iii) and 4(b)(i) respectively.

9pefence Annex D, §49.

Y'pefence Annex D, §54.
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5.254.

5.255.

5.256.

Ofcom therefore argued that system set-up costs that benefited customers of all
operators through enhanced competition should be spread over all operators and
that it was efficient to recover per operator costs that benefited only that particular
operator or its customers from that operator.**? Ofcom argued that PoH interconnec-
tion was not a system set-up cost as it benefited a particular operator and its
customers.

Ofcom further argued that cost causation did not preclude the recovery of common
costs through PoH charges. Recovery of common costs was likely to be necessary
for the sustainable provision of the services in question.*®®

Ofcom explained that the recovery of overheads through PoHs was not new to the
LLCC and was the case under the previous local end uplifts set by Oftel in its 2002
PPC Phase 2 Decision.**

Cost minimization principle

5.257.

5.258.

5.259.

Ofcom disagreed with C&W that PoH costs had been overinflated. BT's RFS did not
identify separately the costs of PoHs and Ofcom asked BT to develop a model esti-
mating the costs associated with PoHs. Ofcom discussed the model with BT and
checked the reasonableness of the assumptions it used to ensure that PoH charges
were set at a reasonable level.'%®

Ofcom noted that the New PoH Charges would ensure that the revenues and costs
associated with PoHs would be separately identifiable in BT's RFS and therefore
BT’s cost recovery would be closely monitored. In Ofcom’s view, this was a key
improvement introduced by the LLCC Statement.*®

Ofcom further noted that PoH charges were within the Tl basket subject to an overall
cap of RPI-3.25 per cent which should provide BT with enough incentive to minimize
costs. Ofcom also considered that the RPI+0 per cent sub-cap provided an adequate
safeguard against BT raising PoH charges in a way that could restrict or distort
competition.*’

Distribution of benefits principle

5.260.

Ofcom argued that the ‘distribution of benefits’ principle suggested that the costs of
an additional PoH should be recovered from the connecting operator. This was
because the largest part of the value of an additional PPC connection lay, at the
margin, in connectivity between defined business sites and so benefited the user of
the PPC rather than creating wider benefits for other operators or their customers.
The additional marginal competition benefits of an additional PoH were likely to be
minimal. Ofcom therefore did not consider that there was a sufficiently strong case to
adjust charges to take into account competition externalities in this case.'®®

¥2pefence Annex D, §57.

193

Defence Annex D, §64.

¥ pefence Annex D, §69.
®®pefence Annex D, §71.

196

Defence Annex D, §72.

¥"Defence Annex D, §§73-74.
¥8pefence Annex D, §§79-81.
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Effective competition principle

5.261.

5.262.

Ofcom submitted that it had been a long-standing regulatory principle that PPCs
were not provided on an ‘Equivalence of Input’ basis. This concept required BT to
provide regulated wholesale services on exactly the same terms to its downstream
operation as to OCPs and for BT's downstream operation to consume the same
inputs as other retail suppliers. Because of the different network topologies of BT and
OCPs, they actually required different inputs in order to supply retail leased lines.
Ofcom’s concern therefore was that mandating BT to provide retail leased lines on
exactly the same basis as OCPs would result either in inefficiency or require BT to
provide complete wholesale end-to-end private circuits to OCPs, defeating the object
of promoting infrastructure-based competition. Either outcome would be perverse.**®

To avoid undue reliance by OCPs on end-to-end services, which would limit the
dynamic benefits that would come from infrastructure-based competition, wholesale
services had been provided as ‘partial’ private circuits which required OCPs to inter-
connect with BT. This was intended to encourage BT’s competitors to supply as
much of their own infrastructure as was economic or purchase circuits from alterna-
tive providers. PPCs therefore had the objective of encouraging infrastructure-based
competition to an appropriate level in the network. This had the benefit that BT's
competitors would seek to compete based on more efficient technology or network
provision and/or better service quality.*®

Ofcom’s bilateral hearing

5.263.

5.264.

Ofcom explained that there were different stages to setting the PoH charges. First,
Ofcom went through BT’s model which was used to estimate the £11.7 million of PoH
costs and satisfied itself that the approach BT had used did not inflate the PoH
costs.?®* Once the estimate was agreed and PoH charges set, Ofcom placed a sub-
cap of RPI+0 per cent on the charges to ensure that they could not increase in real
terms.?° Ofcom further explained that there was no disadvantage in having PoH
charges within the overall Tl basket so that overall they might do better than the sub-
cap anzdosthat there was clearly a possibility that prices would come down in real
terms.

Ofcom further explained that because the New PoH Charge was a small cost cate-
gory of £11.7 million while the Tl basket was around £800 million, it would not have
been appropriate for Ofcom to place the New PoH Charges in a separate basket.?%*

Assessment

5.265.

We have set out in our determination of Reference Questions 4(a)(iii) and 4(a)(iv) the
statutory test Ofcom is obliged to apply when setting an SMP condition. As we
indicated there, we do not believe that there is any necessary tension in principle
between that statutory test in section 88 of the 2003 Act and the six principles of cost

recovery.?®

%pefence Annex D, §84.

*pefence Annex D, §85.

2'Bj|ateral hearing, p103, 121, to p104, I1.

22j|ateral hearing, p104, 117-12.

23gi|ateral hearing, p104, 1120-27.

2Bij|ateral hearing, p104, 120, to p105, I2.

25¢f our provisional determination of Reference Question 4(a)(ii) and, in particular, paragraph 5.84 of our assessment.
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5.266.

5.267.

5.268.

5.269.

5.270.

But we consider it important to recall here that, when deciding as part of the LLCC
Statement not to set the charges on local ends used by BT but only those used by
BT’s competitors, Ofcom was under a statutory duty to apply the test in section 88,
rather than the six principles of cost recovery. We therefore regard the six principles
of cost recovery as a useful tool to assist Ofcom in conducting its assessment of
whether the setting of any given SMP condition is appropriate for the fulfilment of the
objectives set down under section 88(1)(b). But the six principles do not operate as a
substitute for applying the statutory test set out there.

We also recall that section 88 accords Ofcom a certain measure of discretion, and
that we have explained our approach in determining allegations of error in the exer-
cise of a discretion above in paragraph 1.45 in the introduction to this determination.

We turn to consider C&W'’s arguments relevant to this Reference Question (4(a)(iv))
with these considerations in mind. In our view, C&W's allegation that Ofcom erred in
its assessment of the six principles of cost recovery would constitute a relevant error
for the purposes of the appellate jurisdiction under sections 192 to 195 of the 2003
Act if and to the extent that any such error in applying the six principles resulted in
Ofcom failing to meet the statutory tests to which it is subject. As noted above, we
consider the test under section 88 to be that most relevant to the issues raised by
C&W in 88117-121 of the NoA.

We therefore assess below C&W'’s allegations of error by Ofcom in applying those
four of the six principles identified above in order to determine whether Ofcom erred
in concluding that its impugned decision with respect to the recovery of PoH costs
was appropriate for the purposes of promoting efficiency, promoting sustainable
competition and conferring the greatest possible benefits on the end-users of elec-
tronic communications services.

We note, however, that we have already considered the application of two limbs of
the section 88(1)(b) test at some length in our assessment of Reference Question
4(a)(iii), ie the requirements that the SMP condition is appropriate for the purposes of
promoting efficiency and promoting sustainable competition. We do not propose to
rehearse that assessment here. We therefore only assess in this Reference Question
those parts of C&W'’s arguments in 88117-121 which we consider materially to add
to or to differ from the arguments we have already assessed in our determination of
Reference Question 4(a)(iii) above.

Cost causation principle

5.271.

5.272.

We regard the cost causation principle as one factor to which Ofcom could usefully
have had regard when considering whether the statutory test in section 88(1)(b) had
been satisfied and, in particular, the appropriateness of any given SMP condition to
the promotion of efficiency. But we emphasize that whether or not the cost causation
principle has been applied correctly is not determinative of the appropriateness of the
setting of a condition to the promotion of efficiency or sustainable competition.

However, in our view, the claims C&W raised under 88118 and 118.1-118.5 of the
NoA do not add materially to those we have already discussed under Reference
Question 4(a)(iii). In any event, in arriving at our determination of that Reference
Question, we had regard to the substance of the allegations and the additional
information under these paragraphs and the related points raised by Ofcom in its
Defence. We do not discuss those points further here.
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Cost minimization principle

5.273.

5.274.

5.275.

5.276.

5.277.

5.278.

C&W claimed under 88119 and 119.1-119.3 of the NoA that Ofcom erred in its
assessment of what the cost minimization principle implied for the recovery of PoH
costs that were subject to the New PoH Charge.

Before turning to consider C&W's allegations regarding the cost minimization prin-
ciple, we make the following observation. In response to questions on this topic
during its bilateral hearing, Ofcom explained that the first step it took in considering
BT’s incentives was to examine BT’s charges.?*® The issue of the starting amount of
PoH charges, £11.7 million, and its validity are discussed in more detail under
Reference Question 4(a)(i). We do not discuss those points further here.

Turning to consider C&W'’s allegations, we note that the cost minimization principle
has to be understood in the context of Ofcom’s statutory duty to consider the approp-
riateness of the setting of a condition to, among other factors, promoting efficiency
and sustainable competition. As with the cost causation principle, we regard the cost
minimization principle as a relevant factor to which Ofcom should have had regard
when considering whether the statutory test in section 88(1)(b) has been met. But,
again, the application of the cost minimization principle is not determinative of com-
pliance with the statutory test. We approach these allegations with these consider-
ations in mind.

We understand that C&W was arguing (a) that Ofcom erred in failing to recognize
that BT did not have an interest in minimizing the costs of PoH-style equipment just
because BT’s downstream operation also used them?” and (b) that the arrange-
ments put in place by Ofcom did not provide adequate incentives to BT to minimize
costs or adequate safeguards to guard against BT increasing them.?®

In our view, C&W'’s arguments under this head fall at the first hurdle: C&W has failed
to provide sufficient evidence to support its allegation that Ofcom erred in practice in
failing to recognize that BT did not have an interest to minimize the costs PoH-style
equipment just because BT’s downstream operation also used them. We do not
consider that C&W has demonstrated that there is any need to provide incentives to
minimize costs or adequate safeguards to guard against BT increasing them beyond
the incentives provided by the Tl basket cap and sub-caps in circumstances where
BT has not been shown to have incentives to maximize the costs of PoH-style
equipment.

As to our reasons for concluding that C&W has failed to provide adequate evidence
of BT's interest in maximizing PoH charges, we note that, as discussed under
Reference Question 4(a)(iii)), C&W has effectively withdrawn (or at least not demon-
strated®®) its claim that BT allocated costs to the PoH-type equipment differently
when it was used by BT’'s downstream operation in the provision of VPN services
from when that equipment is used by OCPs for PoHSs. If BT needs to use the same
PoH-type technology for internal purposes (albeit that those purposes are different)
and BT is not discriminating in the allocation of costs in the way C&W originally
alleged, then in our view BT gains no advantage in not minimizing costs. This is for
the following reasons: if BT allocates a disproportionate amount of cost to PoH-style
equipment, it will gain a competitive advantage in the leased line market by

2%gj|ateral hearing, p103, 121, to p104, I1.

27Cf NoA, §119.1(b).

28Cf NoA, §§119.1(a), 119.2 & 119.3.

2\\e note that C&W has, after reviewing our provisional determination, contested our suggestion that it had withdrawn this
argument. We consider this point above in paragraphs 5.231 to 5.239.

5-51



5.279.

5.280.

5.281.

5.282.

dampening the competitiveness of OCPs but, at the same time, it will dampen its own
competitiveness in the VPN market where it also competes with OCPs by inflating its
own Costs.

We note that Ofcom explained at its bilateral hearing that where both C&W and BT's
downstream businesses provided VPN services, the use that BT and C&W made of
PoH-style equipment was the same, so there should be no distortion of compe-
tition.?*° C&W did not provide any evidence that this would not be the case. On the
contrary, C&W explained that ‘OCPs will also need to provide their own [PoH-type]
equipment to interface into their own VPN platforms in the same way that BT does
[when providing VPN services].** We understand that to mean that PoH-style equip-
ment is used by both BT and OCPs in providing their VPN services.

While it is still possible that the loss of BT's competitiveness created by inflating the
costs associated with PoH-style equipment in the VPN market will be outweighed by
the increase in BT’'s competitiveness in the leased line market created by dampening
the competitiveness of OCPs, it is unclear which of these effects will prevail. C&W
has not provided sufficient evidence to show which would prevail and, therefore, to
demonstrate that BT has an incentive to maximize costs.

We therefore find that C&W has not demonstrated that Ofcom erred in its application
of the cost minimization principle by failing to recognize that BT had incentives to
maximize costs.

However, in our view, as indicated above, an error with respect to the application of
the principle of cost minimization would not alone be sufficient to demonstrate that
Ofcom had failed to meet the statutory test under section 88 of the 2003 Act. Thus,
even if C&W had shown that had Ofcom so erred in failing to recognize an incentive
to maximize PoH costs (and that Ofcom failed to safeguard adequately against these
incentives and/or to provide counter-incentives to minimize costs), we would still find
against C&W'’s argument under this head. C&W has not articulated properly how it
says that such an error in assessing what the cost minimization principle implies in
the present case should have led Ofcom to conclude that its decision with respect to
PoH charges was inappropriate for the purposes of promoting efficiency or sustain-
able competition, nor has it referred in 8119 to any evidence going directly to this
issue.

Distribution of benefits principle

5.283.

5.284.

As with the foregoing two principles of cost causation and cost minimization, we
regard the distribution of benefits as a relevant but not determinative factor to which
Ofcom could have had regard when considering whether the statutory test in section
88(1)(b) is met.

However, we do not consider that C&W'’s claims raised under 88120 and 120.1-
120.3 of the NoA add materially to the issues we have already discussed and deter-
mined under Reference Question 4(a)(iii). We had regard to the substance of the
allegations and the additional information provided under these paragraphs, together
with the specific points raised by Ofcom in its Defence to these allegations, when
making our determination under Reference Question 4(a)(iii). We do not address
those arguments further here.

21%j|ateral hearing, p91, Il 9-16.
21C&W WIS Harding, §117; a similar point is also made in C&W W/S Harding, §129.
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Effective competition principle

5.285. Although, as with the five other principles, we consider the effective competition
principle to be a relevant but not determinative factor for C&W to consider, we find
that C&W'’s claims raised under 88121 and 121.1-121.3 of the NoA do not add
materially to those we have already discussed and determined under Reference
Questions 4(a)(iii) (cf 88121.1, 121.2 and 121.3(d)), 4(a)(iv) (cf 88121.3(a) and
121.3(b)) and 4(b)(i) (cf 8121.3(c)). We had regard to the substance of the allega-
tions and any additional information provided by C&W under these paragraphs, as
well as any specific points raised by Ofcom in its Defence to these allegations, when
making our determination under Reference Questions 4(a)(iii), 4(a)(iv) and 4(b)(i).
We do not address those arguments further here.

Determination

5.286. For the reasons given above, our determination is that Ofcom’s approach to the
assessment of the ‘six principles of cost recovery’ and the particular arguments set
out in 88117-121 of the NoA do not materially affect our conclusions with respect to
Reference Question 4(a)(iii) , where we considered the pertinent question, namely,
whether Ofcom had followed the applicable statutory tests under the 2003 Act.
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Reference Question 4(b)(i)

5.287. This section (paragraphs 5.287-5.317) sets out our conclusions as to whether Ofcom
erred in the setting of the PoH charges in Part 1 of Annex C to the Tl Price Controls
in deciding to set the same charges on SDH and PDH PoHs and, in particular, in
giving BT the discretion it did as to future charges for PoHSs for the reasons set out in
§8122-128 of the NoA.

5.288. For the reasons given below, our determination is that Ofcom did err in giving BT the
discretion it did as to future charges for PoH for the reasons set out in §8§122—-128 of
the NOA.

Summary of Ofcom’s rationale and methodology with respect to the setting of
PoH charges

5.289. In preparing for the LLCC Statement, Ofcom consulted on whether to change the
way in which PoH costs were recovered. Previously, PoH costs were recovered by
applying an uplift to the external local end price. Ofcom suggested that one option
would be to introduce a separate PoH charge in order to increase transparency in the
RFS and allow better monitoring of cost recovery.212

5.290. In the LLCC Statement, Ofcom identified other alternatives, including introducing a
cost recovery mechanism which would incentivize migration to new, aggregated
PoHs. Under this approach, circuits handed over new, aggregated PoHs would not
attract the separate New PoH Charges which Ofcom had imposed. BT proposed to
implement this alternative, and Ofcom expected BT to do so within three months
following the implementation of the charge controls (on 1 October 2009).%*3

Summary of C&W’s arguments under §8122-128 of the NoA

5.291. C&W identified five ways in which Ofcom allegedly erred in law and/or assessment in
‘effectively delegating’ to BT the power to decide which PoHs should be exempted
from the New PoH Charges:***

(a) Ofcom could and should have specified in its LLCC Statement precisely what
technology differentiation BT must reflect in any exemption from the New PoH
Charges. To leave as much discretion to BT as Ofcom had done deprived the
charge control of certainty.**®

(b) Ofcom could not satisfy the requirements of, inter alia, section 88 of the 2003 Act
in circumstances where an important element was left unresolved and within the
control of BT, the dominant services provider.?*°

(c) Delegation to BT deprived OCPs of procedural benefits to which they were
entitled under the legislation such as consultation and appeal rights.”*” (Subse-
guent to receiving Ofcom’s and BT's responses to this point, C&W further noted

*12) | CC Statement, §84.141, 4.145 & 4.159.

I3 | cC Statement, §§4.160—4.161 & 4.165.

Z%n NoA §122, C&W alleged that, in failing to reflect the difference in relevant costs between SDH and PDH PoHs, Ofcom had
distorted competition. This paragraph primarily appears to introduce the allegations set out in §§129-132 of the NoA, which are
the subject of Reference Question 4(b)(ii). Accordingly, we do not address 8122 in this section of our determination, which
addresses Question 4(b)(i) only.

*>NoA §§123-124.

*1°NoA §126.

*NoA §127.
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(d)

(€)

that, if BT was correct regarding the narrow scope of the role delegated to it (as
to which see paragraph 5.294 below), the dispute referral mechanism under the
2003 Act was unlikely to provide a positive resolution since BT would be able
simply to respond that it was not asked to do what C&W had requested.?® C&W
also questioned the desirability of dealing with such matters by the dispute refer-
ral route when they could be resolved through the current appeal process.**)

Delegation to BT was discriminatory because it gave BT the opportunity to set the
new charge structure so as to benefit BT and disadvantage competitors including
C&w.?°

BT proposed to use the exemption from the New PoH Charges to put in place a
structure which would incentivize OCPs to use fewer PoHs but more intensively.
The proposed changes would therefore disincentivize OCPs from maintaining
spare capacity in PoHs for future growth. This spare capacity allowed OCPs to
compete with BT for more customers at the relevant location without additional
new investment. BT's proposal to disincentivize such spare capacity was there-
fore anti-competitive.?**

Summary of Ofcom’s response

5.292. Ofcom characterized C&W'’s argument as an allegation that Ofcom had a legal duty
to go further than replacing the old local end uplift charge with a new, separate PoH
charge, ie Ofcom should have imposed additional requirements related to the struc-

ture of PoH charges within the context of the LLCC Statement.

222

5.293. Ofcom regarded its approach to this issue as based on a reasonable exercise of its

regulatory judgment.

23 Ofcom advanced the following reasons for dismissing C&W'’s

argument:

(@)

(b)

In accordance with its belief in proportionate regulation, Ofcom did not consider
that it should intervene in detailed pricing decisions because it was not best
placed to determine what BT’s pricing structure should be.?** Ofcom did not have
the information which would have been required to resolve the remaining issues
relating to the detailed structure of the PoH charges as part of the process of
setting the LLCC. The only way it could have done so would have been to delay
further the completion of the LLCC, which would not have been in the interests of
consumers or the industry. Instead, Ofcom agreed with BT that BT should
address the outstanding issues through a process of industry consultation. If that
process did not yield a satisfactory solution, the parties could bring a dispute to
Ofcom.?*®

Ofcom’s objective in relation to PoH charges within the context of the charge
control was to improve transparency, which was achieved by requiring the intro-
duction of a separate PoH charge.?*

282eply, §70.
°Reply, §70.
Z0NoA §128.

2INOA §125. C&W W/S Harding |, §§135-136.
22Defence, §218.
2BDpefence, §225.

224

Defence, §220.

Defence, §224; Annex D, §§95, 98.
ZDpefence, §221.
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(c) Ofcom established that the New PoH Charges would not leave external cus-
tomers worse off in aggregate than under the old regime.**’ Ofcom also ensured
that external customers would be protected against future price increases by
including PoH charges within the range of services covered by the Tl price cap,
and by imposing RPI-0 per cent sub-caps on each PoH service.??

(d) Giving BT discretion to develop an improved PoH charging mechanism did not
deprive the LLCC of certainty; Ofcom had not left an important element of the
LLCC unresolved. The PoH costs were already subject to price caps, as noted
above, and the structure of PoH charges was unlikely to have any impact on the
Tl basket ‘X’ value. Even if the level of total PoH costs to be recovered changed,
this would also be unlikely to have any impact on ‘X’ either, because such costs
amounted to less than 2 per cent of the total Tl basket costs and were too low to
have a material impact.?*°

(e) Requiring BT to consult with the industry did not deprive OCPs of procedural
benefits, since OCPs could bring a dispute to Ofcom (as noted above).?*°

(f) BT's incentives to discriminate in setting charge structures that benefited its own
operations were restricted by its undue discrimination and cost orientation obli-
gations. Again, OCPs could bring a dispute to Ofcom.?*

Summary of BT's intervention

5.294.

BT suggested that C&W had overstated the degree of discretion which BT had.
Ofcom had been clear that the new cost recovery mechanism implemented by BT
should incentivize migration to new, aggregated PoHs and, specifically, that circuits
handed over new PoHs would not attract the separate New PoH Charges.?*

Assessment

5.295.

5.296.

5.297.

Fundamental to this ground of appeal is a consideration of the scope and conse-
guences of the delegation by Ofcom to BT of a cost recovery mechanism that would
incentivize migration to new aggregated PoHSs. In the LLCC Statement in §84.159—
4.166, Ofcom set out the different ways in which PoH costs might be recovered.

Ofcom concluded that the introduction of a separate charge averaged across band-
widths was to be adopted and had, as its main advantage, increased transparency.
In addition, Ofcom considered further alternatives to recover PoH costs: the introduc-
tion of more granular charges: the introduction of averaging bandwidth-related costs
but distinguishing CSH and ISH PoHs; and the introduction of a cost recovery
mechanism that would incentivize migration to new aggregated PoHs (84.161 of the
LLCC Statement). Ofcom decided to implement this last alternative.

In essence, Ofcom decided to introduce a separate charge averaged across band-
widths (‘the charge controls’) and adopted, in addition, a cost recovery mechanism to
incentivize migration to new, aggregated PoHs (‘the incentive mechanism’). Ofcom
required BT to implement the incentive mechanism, and to do so within three months

ZTpefence, §222.

hefence, §223.

pefence, Annex D §§99 & 101.
#0pefence, Annex D §100.
#lpefence Annex D, §100.

Z2BT W/S Morden |, §147.
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5.298.

5.299.

5.300.

5.301.

5.302.

following the implementation of the charge controls. C&W complained that, while the
charge controls determined by Ofcom did not lack specificity, among other things, the
power given to BT to implement the incentive mechanism deprived the charge
controls of certainty®® and that Ofcom had failed to meet the requirements of section
88 of the 2003 Act because important elements of the charge controls remained
unresolved.?*

These grounds of appeal contend that Ofcom erred in taking a decision to delegate
certain responsibilities for the implementation of the PoH charge controls to BT.

The decision of Ofcom in respect of New PoH Charges appears to be relatively
straightforward. Third party PoH costs are recovered on the basis of separate New
PoH Charges, as reflected in Table 4.4. However, new aggregated PoHs will not
attract these charges so as to incentivize migration. The introduction of a cost
recovery mechanism applicable to new aggregated PoHs is given over to BT to
implement.

In 84.161 of the LLCC Statement, Ofcom set out the implications of that
implementation. First, the set-up costs associated with the use of the new aggre-
gated PoHs would be borne by the CPs. Second, while the future implementation of
such a system would have a minimal impact on the LLCC decisions, the New PoH
Charges may need to be reset and the rental charges for the new aggregated PoH
rentals would increase to reflect the full cost of maintaining the equipment at BT's
exchanges. Third, the safeguard cap on each PoH charge would protect users in the
meantime, until the new mechanism was implemented by BT.

There is nothing objectionable about a regulatory design that limits the application of
the New PoH Charges to one type of PoH. Indeed, this is a frequently used form of
regulation, supported in this instance by the consideration of efficiency that migration
to new aggregated PoHs would bring about. Nor, in our view, would the determin-
ation be rendered problematic simply because BT is required to apply the PoH con-
trols and determine when these charges are not of application. The application of
such a regime of charges by BT would not appear to be an impermissible delegation
of powers to BT, if all that was required of BT was a determination as to whether a
particular type of PoH would not attract the New PoH Charges imposed by Ofcom,
then this would be a modest exercise, entailing little discretionary judgement. And if
BT was to err in the exercise of such a power, a complaint made under section 185
of the 2003 Act would be sufficient recourse.

However, it does not seem to us that the power given to BT is of this kind. In §4.161
of the LLCC Statement, as indicated, Ofcom explained that the implementation of the
incentive mechanism by BT might require that the New PoH Charges were reset
leading to an increase in rental charges for the new aggregated PoH rentals. Ofcom,
in the Defence,?® set out in greater detail what it understood the implementation of
the incentive mechanism to entail. BT was required to implement a new charging
regime in consultation with the industry. Ofcom indicated that there were a number of
variables relevant to the implementation of the new charging regime, including set-up
costs, who will bear those costs, OCPs investment plans, and the distributional
impact on OCPs of a new charging regime. Ofcom admitted that it had limited infor-
mation as to industry preferences about the appropriate structure for PoHs and
insufficient cost data to address the issue properly. Hence, Ofcom left the matter to

2B\ 0A §124.
ZNoA §126.
ZBpefence Annex D, §26,
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BT to engage in consultations with the industry so as to determine the implementa-
tion of a new charging regime. Ofcom stated that the new charging regime would
have to be recognized in the charge control but did not expect its impact to be sig-
nificant.

Therefore Ofcom had given the power to BT to determine and introduce a cost
recovery mechanism that would incentivize migration to new, aggregated PoHs by
implementing the new charging regime. To do so required BT to consider a number
of significant matters that Ofcom had not investigated but rather left to be resolved
through a consultation process that BT must undertake with the industry. Ofcom
recognized that the power to implement the new charging regime was likely to have
‘a distributional impact on OCPs with some winners and others losing from its
introduction’ (sic).?*® Furthermore, Ofcom stated that the introduction of the new
charging regime would have important implications for the industry, and hence imple-
mentation by BT should only take place after consultation with the industry. In answer
to questions posed at the bilateral hearing, Ofcom further explained that there were a
number of possible permutations available for the implementation of the new charg-
ing regime which could impact different PoHs in different ways.*’

Furthermore, the scope of the task given to BT was not disciplined by clear instruc-
tions. BT indicated that it did not receive formal instruction from Ofcom, that the
documentation was not very clear but that BT was fairly clear as to the incentive
properties of the proposal it had made to Ofcom.?*® Ofcom, for its part, indicated that
the instructions to BT were simply those set out in the LLCC Statement in §4.160,
and there was no formal written instruction given to BT.?*

Ofcom, in its reply to our provisional determination, made a number of submissions
concerning both the scope of the delegation to BT and its consequences. In sum,
Ofcom contended that the discretion conferred upon BT pursuant to the delegation
was narrow and could not be exercised by BT to harm competition. This contention
was based on the following reasoning, captured in paragraph 89 of Ofcom’s reply.
First, it said that the ‘Standard POH charges’ (by which we understand Ofcom to
mean the PoH charges reflected in Table 4.4 of the LLCC decision and of application
to existing PoHs and not new aggregated PoHs) mirrored the charges that were pre-
viously built into BT's local end prices and hence OCPs were no worse off. Second,
the charges that BT would introduce to encourage migration to new aggregated
PoHs were expected to go down so as to induce migration. Third, a number of safe-
guards ‘were put in place’ to prevent BT from using the discretion given to it by
Ofcom so as to disadvantage its competitors. The Standard PoH charges were
subject to RPI-0 per cent sub-caps and BT would have to apply to Ofcom to seek an
adjustment if, after its industry consultation, it wished to do so. Furthermore, PoH
charges were subject to the prohibition of undue discrimination and the requirement
that charges be related to cost.

We observe that these restrictions upon the discretion conferred upon BT are not
apparent from the LLCC Statement and, in particular, do not figure in paragraph
4.161 of the Statement where the delegation is granted. Nor was the scope of the
discretion set out in proper instructions given by Ofcom to BT. We consider this to be
of some significance. C&W and the industry at large were entitled to know the basis
upon which BT was empowered to determine a new charging regime. If, as Ofcom

#*pefence Annex D, §26¢.

#70fcom bilateral, p84 Il 25; p85 Il 26.
2%pj|ateral hearing with BT, pp31-32.
#9Bj|ateral hearing with Ofcom, pp106—107.
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contended, safeguards were put in place to ensure that BT did not abuse the dis-
cretion to its own advantage, then the place to do so was in the LLCC Statement. So
too, if the discretion was of limited scope, it should have been expressly cast in
limited terms so that all who engaged with BT over this matter could properly under-
stand the remit of BT's powers. This was not done, and C&W'’s challenge was well
founded on this basis alone.

We observe that evidence so late in the proceedings as to the nature of the dele-
gation is far from satisfactory and does not cure the requirement that a delegation of
this kind must be clear in its terms. We have nevertheless considered the submis-
sions of Ofcom that in fact the delegation was limited in the ways described.

These limitations do not, in our view, render the discretion granted to BT free from
legitimate objection. The key question to be answered is this: how will the costs
previously recovered through local end uplifts be recovered under the regime pro-
posed by Ofcom? Given that the New PoH Charges set out in Table 4.4 are capped
and will only apply to existing PoHs, how will migration to new aggregated PoHs be
encouraged and yet permit of recovery of the costs of PoHs? We put this question to
Ofcom in a letter dated 25 March 2010, and received a response, the relevant part of
which we now cite:

Ofcom'’s response to CC's letter of 25 March 2010 [CC’s questions in
bold]

Q8. In 84.160 of the LLCC Statement you explain that under the
option of cost recovery that incentivises migration to new
aggregated PoHs,” circuits handed over new PoHs would not
attract the separate new PoH charges we are imposing”. Could
you please clarify whether the costs that were previously
recovered through Local End Uplifts (i.e. £11.7m) will be
recovered:

Ofcom notes that the New PoH Charges implemented as part of the
LLCC Statement are charged on a per circuit basis (e.g. the number of
local ends). As these circuits migrate and are handed over the new
efficient PoHs, they will no longer attract the New PoH Charges. The
remaining costs could be recovered in a number of ways and this is
currently the subject of BT’s ongoing consultation process and overall
design of the new PoH charging structure.

(i) through all PoHs (i.e. through both Type | and Type Il PoH in some
form)

This could be a possible cost recovery mechanism, which is based on
the current status quo. However, this mechanism would not incentivise
migration to the more efficient/aggregate PoHs as the costs (and hence
charges) would still be averaged across all PoHs and would therefore
not reward OCPs who have migrated to efficient PoHs.

(ii) through Type Il PoHs and existing Type | PoHs (i.e. newly installed
Type | PoHs will be exempt); or

Same reasoning as in (i) above. In addition, BT will be incurring some

direct costs in relation to the newly installed Type | PoHs and it would
not be appropriate for these costs to be recovered through the existing
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5.310.

5.311.

5.312.

base of PoHs. This would be inconsistent with the principle of cost
causality and the no undue discrimination obligation imposed on BT.

(iii)only through Type Il PoHs (i.e. all Type | PoHs will be exempt)

This option would reward OCPs who have migrated to efficient PoHs.
However as noted in (ii) above, BT will still need to incur some direct
costs in relation to the provisioning of the efficient Type | PoHs which
would not be appropriate to recover across Type |l PoHs only.

(iv)in any other way??*

It is apparent from this response that Ofcom considered that the discretion granted to
BT could be exercised in a number of ways. The regulatory solution requires a
balancing of different considerations so as to determine which PoHs should be
burdened with charges and with what consequence. As Ofcom’s response makes
plain, incentivizing migration, fidelity to the principle of cost causality, and ensuring a
fair distribution of cost recovery as between the different types of PoHs gives rise to a
complex regulatory judgment. This judgment is, if anything, made more complex
because there is a cap on the New PoH Charges. That cap does not resolve how the
costs attributable to the aggregated PoHs will be borne, by whom and with what
consequences. These are the very judgments we consider that Ofcom should have
made in determining a separate charge that will apply to new aggregated PoHs.

The cap on the New PoH Charges does not determine what charges may be
imposed in respect of the new aggregated PoHs. Ofcom expected such charges to
be lower to incentivize migration, but given the need to secure cost recovery, the
delegation to BT does not compel that outcome. Nor is the general obligation upon
BT to avoid discrimination of much assistance. First, the incidence of that obligation
in relation to the complexity of the judgment here required is opaque and has not
been particularized by Ofcom. Second, it seems of scant comfort that a discrimin-
ation challenge could be made after the exercise of the discretion by BT, when the
primary regulatory function rests upon Ofcom.

We also do not consider that Ofcom’s response to our provisional determination
answers the difficulty that the delegation to BT allows BT to determine a separate
charge when it is self-interested in the outcome. Its decision entails the imposition of
benefits and burdens that may implicate the competitive position of BT and its OCP
rivals. In the first place, migration to the new aggregated PoHs entails a diminution of
risk to BT because charges for these PoHs will be recovered per box installed and
not, as with existing PoHSs, per circuit. The decision as to the capacity of the boxes
installed and their efficient utilization will lie with the OCPs that choose the aggre-
gated PoHs, whereas at present these choices and the risks associated with them
fall upon BT. This would incentivize BT to adopt a charge that would encourage
adoption of the aggregated PoHs. But to do so, the charge would need to be low
enough to induce switching. This, however, might not be sufficient to allow for the
recovery by BT of £11.7 million—the maximum permissible amount for PoH cost
recovery. In that event, BT would have to impose a charge that reduced the incen-
tives for switching (the very point of the exercise) or seek to recover the costs from
existing PoHs, which it cannot do because the charge is capped.

In our view, these matters entail difficult judgments; and at the very least choices as
to how costs are borne, risk is allocated and proper incentives are created. This is

*This is a copy of Ofcom’s response to our questions. We received no response from Ofcom in relation to our Question (iv).
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terrain in which BT is a self-interested party. The power given to BT to determine a
charge will have consequences for different OCPs. The allocation of burdens and
benefits entailed by the charge will seldom be borne equally, not least because the
judgment required is inherently complex. In this sense, Ofcom was entirely correct to
observe that the determination of the charge by BT will have winners and losers. This
is what actuated Ofcom to require a process of consultation with the industry, but that
process is no cure for the real problem: that this was a matter for Ofcom to determine
in its own regulatory judgment and not to delegate to BT.

Thus, in our view, the power given to BT in respect of the recovery of PoH costs is
not a simple matter. Rather, Ofcom has determined a broad regime under which
migration to aggregated PoHs should be incentivized, but the implementation of the
charge controls by BT entails significant matters. We note that the investigation of
relevant facts must still take place, further that BT is given the power to determine
how the new charging regime will be borne by different OCPs. We consider this to be
a matter of real importance, as Ofcom recognized, which concerns distributional
guestions that are necessarily determined by making policy choices, informed by the
preferences expressed by the industry. In our view, the 2003 Act contemplates that
Ofcom will be the arbiter of such issues.

The delegation of responsibility for the implementation of the charging mechanism to
BT does not, in this instance, seem to be consistent with the need for Ofcom to
discharge its regulatory function. We say so for three reasons. First, Ofcom, having
decided to adopt a new charging regime, was required to determine the regime in
compliance with section 88 of the 2003 Act. Given the absence of information and
the need for consultation, it is hard to see how Ofcom could have been satisfied that
the charge controls were appropriate for the purposes stipulated in section 88(1)(b).
Furthermore, since Ofcom had not ascertained the current and future investment
plans of OCPs, it is hard to see how Ofcom could have complied with section 88(2).
Second, while we recognize that the regulatory remit of Ofcom cannot and should not
extend to every aspect of applying the conditions it imposes, we consider these
guestions of policy to be central to the exercise of imposing price controls; they
cannot be left to BT to determine. These are the very matters of regulatory design
that lie at the heart of the functions Ofcom is required to discharge. Without discharg-
ing these functions, the imposition of the charge controls is rendered uncertain. Third,
as the impact of these charges has a direct bearing on OCPs and their competitive
position in the market, a competitor, BT, cannot be given the power to determine how
the burden of the new charging regime will be borne by different OCPs. Put simply,
BT cannot be allowed to determine which of the OCPs, with which it competes, will
be winners or losers in the process of imposing charge controls.

We are mindful of the fact that it is neither possible nor desirable for Ofcom to micro-
manage the implementation of every aspect of the charges that it imposes. But
where matters are left over for determination that have the features described above
both as to gravity and consequences, we do not consider them to be matters amen-
able to delegation to BT. We note that Ofcom did not assess the scope for BT to use
delegated powers to disadvantage its competitors, nor did it introduce safeguards to
mitigate such risks.

For these reasons, we conclude that Ofcom did err in giving BT the power to imple-
ment the charges for points of handover and uphold C&W'’s grounds of appeal con-
cerning the legality of the discretion afforded by Ofcom to BT. In the light of this
finding, we do not consider it necessary to determine the other grounds of appeal
advanced by C&W.
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Determination
5.317. For the above reasons, our determination is that Ofcom did err in giving BT the

discretion it did as to future charges for PoH for the reasons set out in §8122—-128 of
the NOA.
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Reference Question 4(b)(ii)

5.318.

5.319.

This section (paragraphs 5.318 to 5.374) sets out our conclusions as to whether
Ofcom erred in the setting of the PoH charges in Part 1 of Annex C to the Tl Price
Controls in deciding to set the same charges on SDH and PDH PoH and, in particu-
lar, in setting charges that are inefficient and discriminatory for the reasons set out in
§8129-132 of the NOA.

For the reasons given below, our determination is that C&W did not establish that
Ofcom erred in not mandating separation of the PoH charges based on the type of
digital hierarchy for the reasons set out in 8§129-132 of the NOA.

Summary of Ofcom’s decision

5.320.

5.321.

5.322.

5.323.

5.324.

BT estimated that the total cost to be recovered through PoH charges was
£11.7 million. Ofcom concluded that that the level of PoH cost to be recovered was
reasonable.?*

Ofcom applied six principles of cost recovery when deciding whether to amend the
current approach to recovering PoH costs through local end charges. We have dis-
cussed these six principles above in our determinations of Reference Questions
4(a)(ii) to 4(a)(iv).

Ofcom explained that the cost causation principle suggested that PoH costs should
be recovered from those whose actions caused the costs to be incurred at the
margin®*? and the practicability principle suggested that the mechanism for PoH cost
recovery needed to be practicable and relatively easy to implement. We set out
above in our determinations of Reference Questions 4(a)(ii) to 4(a)(iv) more details
regarding Ofcom’s understanding of the six principles. Ofcom has taken account of
these principles when evaluating various alternatives to the recovery of PoH costs,
and also that the cost recovery approach should promote effective competition.?*?

Prior to the LLCC Statement, Ofcom consulted on two different ways of recovering
PoH costs:***

(a)To keep the status quo of applying an uplift to the external local end price, but
update the uplift factor. The main advantage was that there would be no disrup-
tion to the status quo.

(b)To introduce a separate charge averaged across bandwidths and calculated on
the same basis as the uplift factor. The main advantage of this approach was that
it would increase transparency in the RFS and allow better monitoring of cost
recovery for PoHs and third party local ends.

In the LLCC Statement, Ofcom observed that there were also other alternatives:?*
(a) To introduce more granular charges. This method would require a separate

charge for each type of handover, including a different charge for migrated
circuits. The prices would reflect the bandwidth of the PoH box used to handover

1| | CC Statement §4.147.
22) | cC Statement, §4.150.
23 | CC Statement, §§4.156 and 4.158.
24 | CC Statement, §4.159.
25| CcC Statement, §4.160.
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traffic, the amount of sharing with other services, the distance and whether the
circuits were in-span handover (ISH), customer-sited handover (CSH) or
migrated. The recovery of costs would be accurate. However, this approach
would add substantially to transaction costs as each variation would need to be
listed on BT'’s price lists and billing engines. In addition, disruptions to services
would occur when reconfiguring the PoHs. This approach would be highly
impractical to implement.

(b) To introduce average prices, distinguishing between CSH and ISH. This method
would average the bandwidth-related costs, but would distinguish between
whether a circuit was handed over using CSH and ISH. This method would
ensure that CPs that built their network close to BT's exchanges were not cross-
subsidizing operators with more distant networks. The small proportion of PoH
costs which were distance related and the small percentage of circuits delivered
over ISH meant that there was limited benefit in distinguishing between CSH and
ISH PoHs.

(c) To introduce a cost recovery mechanism that would incentivize migration to new,
aggregated PoHs. Under this approach, circuits handed over new PoHs would
not attract the separate New PoH Charges Ofcom was imposing. This would
incentivize CPs to migrate to the new aggregated PoHs as it would allow them to
reduce (and ultimately to avoid) the new PoH rental charges.

Of the three further alternatives set out above, Ofcom stated that BT had proposed to
implement the third one, namely to introduce a cost recovery mechanism to incenti-
vize migration to new, aggregated PoHs. Ofcom expected BT to implement this new
mechanism within three months following the implementation of the charge
controls.?*®

Summary of C&W’s arguments

5.326.

In the heading to 88129-132 of the NoA, C&W asserted that Ofcom had erred as a
matter of law and/or assessment in adopting a charge control that did not distinguish
between PDH and SDH PoHs and which was consequently discriminatory, inefficient
and distortive of competition.?*” Ofcom should have required a differentiation of PoH
charges between PDH and SDH PoHs within the formal text of the charge control.?*®

Efficiency and distortion of competition

5.327.

In the NoA, C&W set out the following basis for its allegation with respect to
efficiency and distortion of competition:

(a) Ofcom applied the principle of cost causation inconsistently by limiting PoH
charges to local ends actually employing PoH technology yet not requiring BT to
set charges that distinguish between PDH and SDH PoHs. This was because
there were material differences in the costs attributable to different tech-
nologies.**

(b) Not requiring the separation of the New PoH Charges on the basis of PDH and
SDH technologies would (i) distort migration incentives in terms of the decision to

25| CC Statement §4.161.

#TNoA, heading preceding §§129-132.
28NoA, §132.

#INoA, §§129-130.
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switch to the newer SDH PoH technology and (ii) dampen the competitive
dynamic by not allowing a firm that had invested in the new technology to realize
the full benefits of its decision to switch to that technology.”*

(c) In C&W'’s view, Ofcom’s arguments that separation of the New PoH Charges on
the basis of PDH and SDH technologies would not have been practicable were
inadequate. In support of this view, C&W pointed to the fact that: (i) Ofcom
expected BT to implement New PoH Charges within three months; and/or (i) in
the context of Ofcom’s deliberation having continued over a very extended
period, Ofcom could have required BT to implement technology-differentiated
charges with effect from the start of the charge control.?**

The expert evidence relied upon by C&W explained that the competitive dynamic
would be dampened, with adverse effects on competition and efficiency, for the
following reasons:

(a) First, since the different OCPs had different degrees of dependence on SDH and
PDH PoHs, Ofcom'’s proposed flat-rate pricing approach would distort compe-
tition between one OCP and another, depending on the mix of technologies used
by the respective OCPs.?*?

(b) Secondly, a PoH charging system that properly reflected the different costs
incurred would have provided price signals to OCPs that would have encouraged
them to make more efficient choices between PoH systems. As they switched
from PDH to the more efficient SDH PoH, the total costs of handover would have
declined allowing OCPs to compete more effectively with BT downstream.?>?

(c) Thus, allowing PoH charges to reflect different costs would be efficient in both
static terms (allowing lower-cost OCPs to gain competitive advantage over
higher-cost OCPs) and also in dynamic terms (encouraging OCPs to move
towards PoH methods that minimized overall costs).”*

In addition, C&W'’s expert noted that Ofcom had not explained in its LLCC Statement
why differentiating charges based on PoH technology (as opposed to highly granular
differentiation based on many characteristics of the PoH) was either impractical or on
balance detrimental.”*®

Discrimination

5.330.

C&W explained that the argument on discrimination in the heading of Reference
Question 4(b)(ii) in the NoA aligned with the arguments on competition and
efficiency. It argued that PDH and SDH technologies should not be treated the same
and therefore that to do so was discriminatory.?*®

ZONpA, §130.

SINoA, §131.

20 W WIS Ridyard, §55.
3C&W WIS Ridyard, §56.
Z4C&W WIS Ridyard §57.
EC&W WIS Ridyard, §58.
#Bj|ateral hearing, p 92, Il 12-19
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Difference between SDH and PDH

5.331.

5.332.

In its factual evidence, C&W explained that PDH was a technical standard used in
the 1980s and 1990s and that SDH had become popular in the 1990s and had
continued to develop since. SDH technology used a slightly different bandwidth
hierarchy from PDH, with SDH working on bandwidths of 2 Mbit/s, 45 Mbit/s and

155 Mbit/s whereas PDH worked on a hierarchy of 2 Mbit/s, 8 Mbit/s, 34 Mbit/s and
140 Mbit/s. The advance in technology had meant that faults could be more easily
diagnosed remotely and configuration of circuits could also be done remotely from a
central network management centre. Inevitably, the costs associated with each circuit
deliverzeszgj over a PDH PoH must be significantly higher than for those using SDH
PoHs.

C&W estimated that its SDH PoHs caused BT to incur a cost of less than £[<] a
year at its exchanges. However, under the New PoH Charge regime, C&W would
contribute £[&<] million towards BT’s exchange space costs. There were two possible
explanations for this disparity: either C&W was paying much more than the cost it
caused, or its PDH PoHs were driving a very large amount of cost in BT’s network. If
£[<] million or [<] per cent of the costs associated with space were being caused
by less than [é<] per cent of the capacity, then this meant that PDH PoHs were very
inefficient.?®

Migration incentives

5.333.

5.334.

In its evidence, C&W further observed that, if PDH PoHs were as inefficient as it
appeared, then it made sense for OCPs to move their circuits off this infrastructure
on to SDH infrastructure, and close down the old PDH infrastructure. However, at
present, the business case for such a move did not make sense. Moving circuits had
a cost, both in terms of the rearrangement fee an OCP had to pay BT and the work
that had to be undertaken in the OCP’s network. On the basis of the LLCC pricing
structure, C&W paid the New PoH Charge on all circuits and therefore there would
be no saving from the investment in switching. It could be the case that this would
reduce the charges C&W faced in the next charge control period but that was too far
away and too uncertain to justify the investment in rearranging the circuits.?*°

C&W explained that, normally, migrations occurred as a result of a retail contract
previously provided by BT having been won by an OCP and, in those circumstances,
would often be moved to one of the OCP’s PoHs in order to shorten the circuit
length.?®

Technology choices

5.335.

In subsequent correspondence with us, C&W explained that:

(a) C&W had been able to make an active choice of the technology associated with
Type Il PoHs since 1998. SDH technology had become available since 1999.
C&W had been able to provide indicative plans for each point of presence that

BTC&W W/S Harding, §§94-95.
ZBCgW WIS Harding, §§121-122.
9C&W W/S Harding, §134.
20C&W W/S Harding, §101.
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would have enabled the BT planners to select the best equipment to install. The
configuration of the PoH had been agreed between BT and C&W.?*

(b) No new PDH-based PoHs could have been purchased since July 2003, although
OCPs could have added new circuits or moved circuits to pre-existing PDH-
based PoHs.?%?

(c) At present, if OCPs wanted to purchase a new PoH, they would only be able to
request an SDH-based Type | PoH.?®

(d) It was possible to migrate from PDH Type |l PoH to SDH Type Il PoH.?%*

(e) If it were true that most of the £11.7 million New PoH Charge had been based on
PDH costs, migration to SDH technology would have been desirable. However, if
the £11.7 million figure had been based on common costs, it was less clear that
such a migration would have been beneficial.?*®

Summary of Ofcom’s response

Efficiency and migration incentives

5.336.

5.337.

Ofcom agreed with C&W that the proposed structure of PoH charges could be further
improved to encourage CPs to adopt more efficient methods of handover. To this
end, Ofcom had requested BT to introduce a cost recovery mechanism that would
incentivize migration to new, aggregated PoHs (‘Efficient PoHs’). Under this
approach, circuits handed over using Efficient PoHs would not attract the separate
New PoH Charges Ofcom implemented and this would provide an incentive for OCPs
to migrate.?®®

However, Ofcom disagreed with C&W that Ofcom should have imposed PoH charges
which differentiated between PDH and SDH PoHs as part of the LLCC Statement
and as the only alternative efficient charging structure. Though Ofcom was not
averse to this option, it noted that this was an option put forward by C&W based on
C&W'’s own mix of PoHs rather than being representative of the requirements of all
OCPs. When deciding on its approach with respect to PoHs, Ofcom had taken a
balanced view based on all stakeholder responses, some of which had expressed a
preference for a continuation of the status quo.?®’

Cost causation and proportionality

5.338.

Ofcom also disagreed with C&W that it had departed from the cost causation prin-
ciple. Technology was only one of the characteristics which differentiated PoHs,
along with type, bandwidth and length of circuits. The New PoH Charges were
differentiated by bandwidth and were cost causal to that extent. To have introduced
PoH charges differentiated by all of these characteristics would have led to the
creation of 32 different charges. In Ofcom’s view, this would have been disproportion-
ate and impractical as BT would have had to incur additional costs to develop and

261 etter to CC from C&W of 25 March 2010, response to CC Q2.

262,

Letter of 25 March 2010, response to our Q4(i).

%83 etter of 25 March 2010, response to our Q4(i).
264 etter of 25 March 2010, response to our QA4(ii).

265,

Letter of 25 March 2010, response to our Q4(ii)(a).

#5pefence Annex D, §95.
%"Defence Annex D, §96.
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amend its billing systems to cope with the introduction of such a large number of new
charges. In addition, this would have complicated further an already complex charg-
ing regime when one took into account all the other PoH-related connection and
rental charges in BT’s price list. Finally, such an approach would also have been
disproportionate due to the declining volumes of Tl services.?®®

5.339. Atits bilateral hearing, Ofcom clarified that although its model had predicted a sharp
decline in the volumes of Tl services over the charge control, it acknowledged that
quite significant volumes of TI services would remain for some time to come.?*°
Ofcom further clarified that, before deciding that such separation would have been
disproportionate and impractical, it had not carried out a formal assessment of the
costs and benefits of the separation. Ofcom had spoken to BT which had given
Ofcom an indication of the dimensions that BT would need to address when carrying
out such separation.?”

Technology choices
5.340. In subsequent correspondence with us, Ofcom stated that:

(a) Type Il PoHs could be divided in two categories: (i) ‘re-designated use of PPCs’
using SDH technologies and (ii) ‘grandfathered use of PPC’ using PDH
technologies.?”*

(b) OCPs could still request a Type Il PoH.*"?

(c) BT had not provided any PDH Type Il PoHs since August 2001.2"®

(d) Migration from PDH to SDH PoH is possible.?”

Summary of BT's intervention
Efficiency of PDH and SDH technologies

5.341. Inits evidence in support of its intervention, BT explained that SDH was a newer
technology than PDH and was developed following reductions in the cost of elec-
tronics in the 1980s. SDH technology had a higher resilience to faults and used Add-
Drop Multiplexors (ADM), which reduced costs.*”

Migration incentives

5.342. BT further explained that, once a circuit was set up, it was a costly and disruptive
exercise to reroute it. Therefore, when a new platform was introduced, new connec-
tions were typically routed on the new network. However, older connections were left.
The effect of this was to increase the relative cost of older platforms.?™

#8nefence Annex D, §97.

*%Bj|ateral hearing, p115, Il 8-20.

2%j|ateral hearing, p114, Il 13—-26.

2| etter of 31 March 2010, response to our Q4(i).
2| etter of 31 March 2010, response to our Q4(i).
273 etter of 31 March 2010, response to our Q4(i)(a).
24| etter of 31 March 2010, response to our QA4(ii).
BT W/S Morden 1, §858 & 60.

BT W/S Morden 1, §§66-67.
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5.343.

5.344.

In BT’s view, differentiation between SDH and PDH was irrelevant. The relevant
differentiation was between Type | and Type Il PoHs. This was because, when OCPs
purchased a Type | PoH, they made a decision about the capacity of the PoH, but
when they purchased a Type Il PoH, they inherited BT’s choice of the Type Il PoH
capacity.”’’

According to BT, it would have reduced costs overall if PPCs had been handed over
at fewer but larger PoHs. This was the purpose of Ofcom’s proposal and BT'’s pro-
posed new pricing scheme—incentivizing OCPs to move to Type | PoHs. However, it
was unlikely to induce rapid change as:

(a) Many Type Il PoHs would still support retail services and could not have been
withdrawn from service if the PPCs had been moved. CPs would still have had to
bear the cost of the Type Il PoHs.

(b) The cost and disruption of rerouting existing circuits would slow take-up of the
new offer.

(c) The size and location of a CP’s PoH was integral to the design of its own network
infrastructure. Cost optimization might have depended upon significant changes
to the company’s network.

(d) New PoHs would require capital expenditure on services that were in decline.?’®

Technology choices

5.345.

In subsequent correspondence and at its bilateral hearing, BT explained that:

(a) Type Il PoHs had originally been retail properties owned by BT and they con-
tinued to carry retail services as well as PPCs.?"

(b) BT disagreed with C&W that OCPs could have made technology choices with
respect to Type Il PoHs. It argued that, before PPCs had been introduced (in
August 2001), retail private circuits had not been ‘handed over’ to OCPs and BT
had hagosole discretion with respect to the equipment provided at each end of the
circuit.

(c) As the price of the retail private circuit had not depended on the equipment
installed by BT, the objective of BT had not been to minimize the cost of this
equipment to BT. The main consideration had been the volume of BT products
that could have been supplied at each site. If BT had expected high volumes, it
would have installed high-capacity equipment such as SDH. If these volumes had
not then materialized, BT had borne the costs of the spare capacity. This was
why large customers were more likely to have had SDH boxes.?!

(d) When PPCs had been introduced, retail Private Circuits at the OCP’s site had
become Type Il PoH. From that point onwards, new PoH equipment had been

*"BT W/S Morden 1, §156.

BT W/S Morden 1, §§157—158.
“Bilateral hearing, p32, Il 19-21.

280 etter of 8 April 2010, response to our Q7.
81| etter of 8 April 2010, response to our Q7.
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the responsibility of OCPs and BT had no say in OCPs’ choice of technology.
From that time onwards, only SDH-based PoHs could be requested.?®?

(e) At present, if OCPs wanted to purchase a new PoH, they would only be able to
request SDH-based Type | PoHs.?*

(f) It was possible to migrate from PDH-based Type Il PoH to SDH-based Type I
PoH. However, if an OCP did that, it would not be able to add any non-PPC
products to such SDH Type Il PoH, although the existing non-PPC products
would continue to be carried.?®

(g) Under the previous charging system there had been little incentive to move from
a PDH Type Il PoH to SDH Type Il PoH.?®

Assessment

5.346.

5.347.

5.348.

In the heading to 88129-132 of the NoA, C&W alleged that Ofcom erred as a matter
of law and/or assessment in adopting a charge control that did not distinguish
between PDH and SDH PoHs and which was consequently discriminatory, inefficient
and distortive of competition.

Thus, while C&W did not expressly refer to sections 47 and 88 of the 2003 Act, we
understand from the language used by C&W (and particularly the references to
discrimination, inefficiency and distortions of competition) that C&W's allegation was
essentially that, contrary to the statutory requirements in those sections of the 2003
Act, Ofcom erred in concluding that:

(a) the charge control was not such as to discriminate unduly against particular
persons or against a particular description of persons; and

(b) the setting of the charge control was appropriate for the purposes of promoting
efficiency and promoting sustainable competition.

We turn to consider the specific arguments in §8129-132 with this in mind. Since the
arguments in those paragraphs are focused primarily on the allegations of in-
efficiency and distortion of competition we consider those first, before addressing the
remaining arguments including the allegation of discrimination.

Inefficiency and distortion of competition

5.349.

5.350.

We assess here the argument that Ofcom erred in concluding that its decision to
mandate the introduction of a cost recovery mechanism which would incentivize
migration to new, aggregated PoHs (ie Type | rather than Type Il PoHs) was
appropriate for the purposes of promoting efficiency and sustainable competition.

However, before turning to consider this argument in detail, we wish to address
C&W'’s observation that it would have been ‘inconsistent’ for Ofcom to depart from
cost causation principles to the extent that there were material differences in the
costs attributable to PDH and SDH technologies, given that Ofcom had applied cost

82| etter of 8 April 2010, response to our Q9.

283

Letter of 8 April 2010, response to our Q9(i).

84 etter of 8 April 2010, response to our Q9(ii).
28| etter of 8 April 2010, response to our Q9(ii)(a).
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5.351.

5.352.

5.353.

5.354.

5.355.

5.356.

causation principles to justify limiting PoH charges to local ends actually employing
PoH technology.?*®

We did not find it easy to understand whether C&W'’s reference(s) to the alleged
‘inconsistency’ of Ofcom’s position and/or Ofcom’s alleged failure to apply cost
causation principles correctly when mandating the specification of PoH charges was
or were intended to stand as one or more additional grounds for challenging Ofcom’s
decision on this issue.

However, we would reiterate that, while there is no necessary tension between the
six principles of cost recovery and the statutory test under section 88(1)(b) of the
2003 Act, it is the statutory test to which Ofcom must ultimately have regard.?®’
Ofcom must ensure that it applies the statutory test correctly on each occasion it is
called upon to do so, and may choose to use the principle of cost causation (and the
other principles of cost recovery) where those principles assist Ofcom in conducting
its assessment of whether the setting of any given SMP condition is appropriate for
the fulfilment of the objectives set down under section 88(1)(b).

We also note that, as we observed in our determination of Reference Question
4(a)(ii), it would be a mistake to characterize Ofcom as having justified the limitation
of PoH charges to local ends actually employing PoHs on the basis of the principle of
cost causation alone. Ofcom had explained in its LLCC Statement that, while it often
generally gave prominence to the principle of cost causation, it also gave consider-
ation to a wider set of principles because it was alive to the possibility that there
might be grounds to depart from what it regarded as the ‘main’ principle of cost
causality in specific circumstances, including where wider cost recovery consider-
ations such as competition effects were relevant.?®

Thus, had Ofcom applied the cost causation principle in one case and not in another,
this would not necessarily be an indication of ‘inconsistency’. Rather, this difference
in approach could have resulted from Ofcom having regarded one or the other situ-
ation as one in which other cost recovery considerations outweighed the principle of
cost causation.

However, in our view, to the extent that C&W'’s comments regarding Ofcom’s con-
sistency and/or its application of the principle of cost causation were intended to
constitute one or more separate grounds of challenge, such argument(s) would only
be incidental to the primary question, namely, whether Ofcom erred in its application
of the relevant statutory test(s). We therefore focus on that question in the remainder
of our assessment of this question.

In this context, we note that C&W argued that Ofcom had erred in failing to require
BT to set charges that necessarily would distinguish between SDH and PDH
PoHs.?° C&W introduced this argument by asserting that there were material
differences in the costs attributable to SDH and PDH PoHs:**°® SDH technology was
less costly. Thus, C&W'’s argument proceeded, if the same charges were levied
irrespective of whether SDH or PDH technology was used, the effect would be to

*%°NoA, §129.

#5ee assessment of Reference Questions 4(a)(ii)—(iv) in paragraphs 5.53-5.226.
%% | CC Statement, §4.149.

*%NoA, §129.

*%NoA, §130.
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5.357.

5.358.

5.359.

5.360.

5.361.

5.362.

distort migration incentives and dampen the competitive dynamic, rather than to
promote efficiency and sustainable competition.?**

We do not disagree with C&W that the presence (or otherwise) of material differ-
ences in the costs attributable to SDH and PDH PoHs may well have been a relevant
factor for Ofcom to consider in determining the appropriateness of its decision
regarding PoH cost recovery for the purposes of promoting efficiency and sustainable
competition. But we would emphasize, as we did in our determination of Reference
Question 4(a)(iv), that whether or not the cost causation principle has been applied
correctly is not determinative of the appropriateness of the setting of a condition to
the promotion of efficiency or sustainable competition.

Furthermore, we do not understand there to be any dispute between the parties
regarding whether there is a difference in the costs attributable to SDH and PDH
technology. We note that both C&W and BT seem to agree that SDH technology is
less costly than PDH technology.?%%%

However, we further note that it is unclear from the evidence provided by C&W and
BT by precisely what margin SDH is less costly. C&W presented a tentative calcu-
lation of the SDH-based costs it believed it was causing at BT's exchanges, com-
pared it with BT’s total cost estimate for PoH-related exchange costs and found that
that its SDH-based estimate represented only a small proportion of BT’s total PoH
cost estimate. However, the outcome of this calculation was ambiguous. C&W itself
proposed two possible explanations for its result: (a) PDH technology was consider-
ably more expensive than SDH technology, and (b) BT's total estimate was incorrect.
Furthermore, as we have discussed under Reference Question 4(a)(i), we now know
that BT'’s total estimate was incorrect.

We therefore have no reliable basis on which to compare the costs of PDH and SDH
technologies accurately in practice. The absence of reliable comparative cost data
(and, therefore, the difficulty in determining whether there are material differences in
the costs attributable to SDH and PDH PoHs) would in principle detract to some
degree from the usefulness of the cost causation principle as a factor for Ofcom in
determining the appropriateness of its decision regarding PoH cost recovery for the
purposes of promoting efficiency and sustainable competition.

However, in any event, cost causality is not the only factor to be weighed by us when
considering the question for determination: we would still need to consider the evi-
dence regarding the relative costs of PDH and SDH technology in the context of
other indicators of efficiency when determining whether Ofcom’s decision was
appropriate for the purposes of promoting efficiency and sustainable competition.

We therefore turn to consider what other evidence C&W deployed in support of its
contention that Ofcom’s decision on this issue would have the effect of distorting
migration incentives and/or dampening the competitive dynamic. We note that C&W'’s
arguments related to the need both to encourage migration to more efficient tech-
nology in the future (in terms of the decision whether or not to switch to the newer
SDH PoH technology), and to reward efficient choices in the past (ensuring that a

#INoA, §130.

#2C&W WIS Harding, §§94-95 and BT W/S Morden §§58 & 60.

23\/e do not regard this apparent agreement regarding the relative cost (and efficiency) of SDH and PDH technology as deter-
minative of the question we have to resolve, namely whether Ofcom erred in concluding that its decision with respect to PoHs
was appropriate for promoting efficiency. What the parties appear to agree on is that in general PDH technology is less efficient
than SDH technology. However, as we explain in the body of our assessment in paragraph 5.361, the relative cost position is
only part of the wider question for us to determine.
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firm which has invested in the new technology will realize the full benefits of its
decision to switch).?* We deal first with C&W'’s arguments regarding a firm’s past
decisions, before turning to consider those relating to its future decisions.

5.363. C&W'’s argument that Ofcom should have mandated a cost recovery mechanism
which would reward a firm for having made ‘efficient choices’ to use SDH technology
for its PoHs in the past when setting up PoHs presupposes that the firm had the
freedom to make active choices of technology at that time. Thus, even if there were
evidence to support C&W'’s contention that it would have been more efficient to a firm
to have used SDH rather than PDH PoHs, C&W would also have needed to show
that the firm was responsible for deciding which technology it used.

5.364. Having reviewed the available evidence, we find that C&W did not provide sufficient
evidence that it had been able to make active choices of technology in the past when
requesting PoHs in order to connect to BT'’s system. In response to questions on this
subject posed by us after the bilateral hearings, C&W asserted that it had been able
to provide indicative plans for each point of presence that would have enabled the BT
planners to select the best equipment to install, and that the configuration of PoHs
was agreed between BT and C&W. In its comments on C&W's response, BT stated
that it disagreed with C&W to the extent that C&W had suggested that OCPs were
able to make decisions with respect to the specifications of Type Il PoHs.?*® In the
face of such disagreement and in the absence of any other evidence supporting
C&W'’s contention that OCPs were able to make active technology choices in the
past, C&W has failed to establish that its contention is correct.

5.365. We now move on to consider C&W'’s argument that Ofcom should have mandated a
cost recovery mechanism which would encourage a firm to make ‘efficient choices’ to
use SDH technology for its PoHs in the future. This assessment of future choices
does not include decisions regarding new PoHs because OCPs can only select Type
| PoHs for new PoHs, and Type | PoHs only use SDH technology.?®® Thus, for new
PoHs, there is no technology choice involved.

5.366. Therefore, our assessment of future efficient choices brings us back to the question
of whether it is more efficient for an OCP with a Type Il PoH to switch from using
PDH technology to SDH technology than to maintain its existing Type Il PDH PoH.%’

5.367. On this point, C&W argued that a PoH charging system which properly reflected the
different costs incurred would provide price signals to OCPs that would encourage
them to make more efficient choices between PoH systems. In C&W'’s view, as
OCPs switched from PDH to the more efficient SDH handover technology, the total
costs of handover would decline, thus contributing to minimization of the overall costs
of the telecommunication system and allowing OCPs to compete more effectively
with BT downstream.?*® By mandating a system which encouraged migration only
from Type Il to Type | PoH, Ofcom encouraged only one type of efficient migration,
missing out on the opportunity to encourage a migration from PDH-based Type Il
PoHs to SDH-based Type Il PoHs.

*%NoA, §130.

2B T’s |etter of 8 April 2010, response to our Question 7 (p7).

#65ee paragraph 5.185(e).

#"\We observe that our assessment here would also apply in relation to past decisions by OCPs using Type Il PDH PoHs not to
switch to Type Il SDH PoHs, once they were able to do so. Our conclusions regarding the likelihood of migration in this poten-
tial ‘past switching’ scenario would be the same as those for ‘future switching’ cases, which are set out in the body of our
assessment in paragraph 5.365. We therefore do not address these ‘past switching’ cases separately.

28C&W WIS Ridyard, §56.
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5.368. However, we find that the evidence available to us points in the other direction: both
C&W'’s and BT'’s evidence suggests that migration is difficult and unlikely to occur.
Taking C&W'’s evidence first, we note that C&W suggested that, if PDH PoHs were
as inefficient as it appeared, it would make sense for OCPs to close down the old
PDH infrastructure and move circuits on to SDH infrastructure. However, C&W stated
that, at present, the business case for such a move did not make sense. Moving
circuits had a cost, both in terms of a rearrangement fee an OCP had to pay BT and
the work that had to be undertaken in the OCP’s network.?*°

5.369. In our view, two points arise from this evidence which contradict the contention that
differentiating between PDH and SDH technology would necessarily encourage
migration to the new technology. First, C&W'’s argument was premised on the under-
standing that SDH might be significantly more efficient than PDH technology.
However, as we discussed in paragraph 5.359 above, the calculation by which C&W
arrived at this understanding depended on incorrect assumptions (cf our assessment
of those assumptions in our determination of Reference Question 4(a)(i)). Secondly,
C&W acknowledged that the business case for switching did not make sense. We
consider this to be a significant admission, and particularly so in light of our doubts
regarding the precise difference in costs between PDH and SDH technology. In
addition, C&W also explained that migration took places within a wider context of a
contract being won by an OCP from BT. This further suggests that an OCP’s
migration decision may require a number of factors to be taken into account, not just
the migration costs of PDH or SDH technologies.*®

5.370. We therefore find that C&W has failed to support its contention that the failure to
distinguish between PDH and SDH technology would necessarily result in distorting
migration incentives. We have not been presented with any evidence explaining how
the benefits of migration from PDH- to SDH-based PoH would outweigh the apparent
costs, and proving that it is therefore likely that migration would occur.

5.371. In light of this conclusion, we further find that C&W has failed to demonstrate that
Ofcom erred in concluding that its decision to mandate a cost recovery mechanism
which would incentivize migration to new aggregated PoHs, but not to distinguish
between SDH and PDH technologies per se, was appropriate for the purposes of
promoting efficiency and sustainable competition.

Discrimination

5.372. As set out in paragraph 5.330, C&W'’s arguments on discrimination in relation to
Reference Question 4(b)(ii) rely on the proposition that SDH and PDH technologies
should not be treated the same on efficiency grounds. For the reasons set out above,
we found that C&W has not established that it is necessary to distinguish between
SDH and PDH technologies for the purposes of promoting efficiency and sustainable
competition. Therefore we do not find that C&W has established that Ofcom discrimi-
nated, in contravention of the test in section 47(2) of the 2003 Act, by treating situ-
ations that should be treated differently the same given that we do not find them to
have established that the technologies should have been treated differently.

299C&W WIS Harding, §134.
30C&W W/S Harding, §101.
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Separation not mandated as part of the charge control

5.373. We note that C&W also argued that Ofcom had erred in not requiring a differentiation
of the New PoH Charges based on PDH and SDH technologies within the formal text
of the charge control. In our view, this contention adds nothing to the more detailed
arguments on this point under §8123-128 of the NoA. These paragraphs are relevant
to Reference Question 4(b)(i). We have addressed the issues they raise in our deter-
mination of that Reference Question and do not propose to rehearse our conclusions
again here.

Determination
5.374. For the above reasons, our determination is that C&W did not establish that Ofcom

erred in not mandating separation of the PoH charges based on SDH and PDH
technologies for the reasons set out in §§129-132 of the NoA.
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Section 6: Remedies

In this section we address Reference Questions 5(a), 5(b), 5(b)(i) and 5(b)(ii). We set out
below, for each question, the paragraphs at which we (a) start our analysis of that question,
(b) start our assessment of that question and (c) conclude with our determination of that
guestion.

Paragraph
Reference Question 5
T 1o T {3 ox 1 o] o L0 6.1
Reference QUESTION 5(A) .....ccieeuuieiii ettt e e e e et e e e e e e e e eeetaaa e e e e eaeeennne 6.6
Assessment of the correction for the 2(aa) error ... 6.25
Assessment of the correction for the errors in quUestion 3(C)........ccvvviiiieeeiriiiiiiiieeeeeee. 6.49
Assessment of the correction for the error in question 4(a)(1) .......ccovvvvvviiiiiiiiiiiiieiiennne. 6.67
Assessment of the correction for the error in question 4(a)(Ji).........ccvvvvviiiiiiiiiiiiiiennnne. 6.94
Assessment of the correction for the error in question 4(b)(i) ......ccovveeeeieeiiiiiiiiienn e, 6.111
(1= 0=T 1T = L1 1S 6.119
Reference QUESTION 5(1).....c.ooiiiiiiii e e e aaaae 6.120
0T [ o 1o o 6.121
Reference Question 5(b) and 5(0)(I).....ceeereriiimiiiiiiiiiiiiiiiiiiiee e 6.153
Assessment of the consequential adjustments to the level of price controls—2(aa)..... 6.173
Assessment of the consequential adjustments to the level of price controls—3(c) ....... 6.199
Assessment of the consequential adjustments to the level of price controls—4(a)(i),
N Y T (LT) = L I T ) 1) I 6.213
(1= 0= 1] = L1 [ T 6.217
Reference QUEeStion S5(D)(I1) «.v.vveereeiimiiiiiiiiiiiiiiiii i 6.221
S SESSIMENT ..ttt ettt ettt e et e e e et e e e ab e e eaaa e aena 6.248
(1= (=] 1] = L1 [ TS 6.274

Reference Question 5

Introduction

6.1. Inthe foregoing sections, we have determined that Ofcom has erred in relation to the
matters alleged in Reference Questions 2(aa), 3(c) (as it relates to 21CN costs and
SiteConnect), 4(a)(i), 4(a)(iii) and 4(b)(i).

6.2.  We are therefore required to include in our determination:

(a) clear and precise guidance as to how those errors should be corrected;* and

(b) in so far as reasonably practicable, a determination as to any consequential
adjustments to the level of the price controls, indicating:

(i) what price controls should have been set in the LLCC Statement had Ofcom
not erred in the manner identified by the CC;? and

(ii) if the price controls set in the LLCC Statement have, during the elapsed
period of the price control, been at an inappropriate level, and on the

'Reference Question 5(a).
“Reference Question 5(b)(i).
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assumption that it may, having regard to the criteria in section 88 of the 2003
Act, be lawful and appropriate to adjust the price control applicable during the
unelapsed period, what adjustments to that part of the price control should be
made, if any.®

6.3.  Accordingly, we address those questions below, adopting the following structure for
this part of our determination:

(a) For each of the errors which we have identified, we first set out guidance as to
how the errors should be corrected, thereby addressing Reference Question 5(a):
see paragraphs 6.6 to 6.119 below.

(b) We then consider how the price control should be adjusted, addressing
Reference Question 5(b). We deal with Questions 5(b) and 5(b)(i) in paragraphs
6.120 to 6.218 and then 5(b)(ii) from paragraph 6.221.

6.4. For reasons on which we elaborate in paragraph 6.213 to 6.216 below, the errors we
have found in relation to Reference Questions 4(a)(i), 4(a)(iii) and 4(b)(i) do not
change the X in the RPI-X price control and therefore do not require any
consequential adjustments as envisaged in Reference Question 5(b).

6.5. For brevity, when referring to the error identified in our determination of Reference
Question 2(aa), we use the shorthand ‘the 2(aa) error’, and we adopt the same
approach for each of the other four errors we have identified.

®Reference Question 5(b)(ii).
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Reference Question 5(a)

6.6.

6.7.

6.8.

6.9.

In this section, for each of the questions in respect of which we have determined that
Ofcom had erred in turn, we have sought to provide clear and precise guidance as to
how that error should be corrected.

In relation to each error, we first set out the initial proposals relating to the remedies
for that error which we put to the parties in a letter following our provisional determin-
ation, as subsequently clarified in further correspondence (our ‘Remedies Letter’).*

We then summarize the salient points from each party’s submissions in respect of
the remedies for that error. This includes points from the party’s pleadings, its written
submissions following our provisional determination and further written submissions
provided to us at our request subsequently, and those oral submissions made to us
during the plenary hearing held to discuss the questions of remedies following our
provisional determination (‘the Remedies Hearing’).

Finally, we set out our own assessment of the appropriate guidance in relation to that
error.

General questions in our Remedies Letter applicable to each error identified

6.10.

The following principles, proposals and questions set out in our Remedies Letter
were of general application to all the instances of error we have identified in this
determination. Accordingly, we consider them in the respective assessments of each
of those errors in the sections which follow:

(a) We asked whether our provisional findings necessitated adjustments to the price
control and if they did, whether we could and should determine such adjustments
or whether the adjustment was better remitted to Ofcom.

(b) We also asked what materiality threshold should apply and, in particular, asked
for submissions as to the level of materiality that should apply (i) to individual
adjustments and (ii) at an aggregate level.

(c) We indicated that we considered the timeliness of implementation to be an
important factor in assessing the suitability of any remedy.

(d) We further indicated that we would particularly welcome submissions that had
been agreed among the parties. Where agreement on remedies was not poss-
ible, we asked that parties nonetheless seek to agree on the appropriate method-
ology to adopt in determining a remedy. However, we were mindful at all times
that it remained our duty to determine the Reference Questions for ourselves.

Correcting for the 2(aa) error

Our initial proposals

6.11.

In our determination of Reference Question 2(aa), we concluded that Ofcom had
erred in permitting the one-off increase to 2 Mbit/s local end prices as part of the one-
off adjustments to starting charges. In our Remedies Letter, we proposed that this
error could be corrected by reversing the one-off adjustment to 2 Mbit/s local ends.

‘Our letter of 17 May 2010 as clarified by our letter of 20 May 2010.
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Submissions from the parties

6.12.

6.13.

6.14.

6.15.

Summary of C&W'’s submissions

C&W agreed with our proposal to reverse the one-off increase to 2 Mbit/s local
ends.’

C&W pointed out that any such reversal would need to take into account the adjust-
ment to the local end prices as a result of the New PoH Charges and that the approp-
riate 2 Mbit/s local end charge should be £522 a year based on the old external
charge less the New PoH Charge set by Ofcom for 2 Mbit/s circuits.®

C&W cited various advantages to reversing the one-off increase in starting charges
for 2 Mbit/s local ends:’

(a) It was a remedy logically connected to the error and did not go further than
reversing (for the final part of the control) that which should never have been
permitted in the first place. As such, it is readily defensible as an objectively
justifiable and proportionate decision.®

(b) It would provide a benefit to those specific OCPs and customers who would
otherwise have suffered as a result of the error in the final two years of the
charge control.®

(c) It was a decision that Ofcom clearly could have taken itself since the new charge
will still be considerably above incremental cost and simply represents what the
charge would have been but for Ofcom’s intervention to increase the charge.

(d) It would be simple to implement quickly and should not require any further
calculations or decision by Ofcom on the details of implementation nor any
consultation with interested parties.™

C&W later added that it did not consider it necessary or desirable to remit the
decision on the appropriate remedy for Reference Question 2(aa) to Ofcom as:*?

(a) Reference Question 5(b) indicated that there was an onus on us to make a clear
decision, where possible and to avoid remitting.*?

(b) The LLCC was a short control with sharply declining volumes—any delay there-
fore disproportionately reduced the value of the remedy.™

(c) As it was unclear, following the Court of Appeal decision in the Calls to Mobiles
Appeal whether there would be any remedy for the elapsed period, the more of
the charge control period that had elapsed, the less effective the remedy would

® C&W'’s response on remedies, 28 May 2010, §5.
®C&W's response on remedies, 28 May 2010, §5.
" C&W'’s response on remedies, 28 May 2010, §7.
8 C&W's response on remedies, 28 May 2010, §7.
°C&W's response on remedies, 28 May 2010, §7.
9C&W’s response on remedies, 28 May 2010, §7.
1 c&W'’s response on remedies, 28 May 2010, §7.
2Remedy Hearing, p10, line 20ff.

*Remedy Hearing, p11, line 1ff.

“Remedy Hearing, C&W's slides, p8.



6.16.

6.17.

6.18.

6.19.

6.20.

6.21.

be.'® The value of any adjustment to starting charges would be particularly
reduced by delay.®

(d) Remittal would leave in place controls that are definitely wrong for a longer
: 17
period.

(e) The arguments for remittal focused on unavailability of information but BT should
be able to provide the required information and should not benefit from a failure
to cooperate. Furthermore C&W submitted that we had enough information to
fully determine what remedies were appropriate.*®

Summary of Ofcom’s submissions

Ofcom’s view was that remittal was not appropriate. First, Ofcom believed that the
one-off increases did not depend for justification on a quantified analysis of BT's
efficiency gains. Secondly, Ofcom had in fact carried out a quantified analysis of the
efficiency gains made by BT and this confirmed that the increases to 2 Mbit/s local
end charges were justified by the need to allow BT to retain the benefits of the
efficiency gains which it had made during the period of the previous control on PPC
charges.®

When performing its calculations for the revised X, Ofcom used as the appropriate
2 Mbit/s price, ie the price before the one-off adjustments, the price of £521.91.%°

Summary of BT's submissions

BT was of the view that the question of whether or not an adjustment should be
made to the starting price of 2 Mbit/s local ends should be remitted to Ofcom, with a
direction that it should conduct an assessment of whether BT generated sufficient
efficiencies to justify the increase of the 2 Mbit/s local end charge, and thereafter to
consider what adjustment to the starting price and X was necessary.?

BT did note, however, that any efficiency assessment could not be done on an
individual service level, such as the 2 Mbit/s trunk services, as they were based on
publicly available information which generally was only available at an aggregate
level.#

Efficiency studies therefore had to take place at a higher level of service aggregation.
BT submitted that the analysis of BT's network efficiency, conducted by Ofcom in
2004 and 2009 and applied to the price control baskets, could be used as an
estimate of the efficiency of provision of individual services.?

BT also suggested that if it the price increase for 2 Mbit/s local ends was reversed
and as a result it was not rewarded for the efficiency gains in the prior control period,
then the one-off adjustments should be recalculated with reference to DLRIC and
DSAC of the affected services excluding any efficiency gains in the prior control
period. This is because the DLRIC and DSAC used by Ofcom for its one-off price

>Remedy hearing, p12, line 25ff.

*Remedy hearing, C&W'’s slides, p8.

"Remedy hearing, C&W'’s slides, p8.

5Remedy hearing, C&W'’s slides, p8.

Y0fcom response to C&W’s slide on efficiency prepared for the remedy hearing, §24.
“Table 1 Ofcom 24 June 10 letter ‘X calculations for CC's proposed remedies scenario’.
Z'BT's comment on our provisional findings and remedies, §§8 and 10.

#BT's comment on our provisional findings and remedies, §11.

#BT's comment on our provisional findings and remedies, §11.
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6.22.

6.23.

6.24.

adjustments already included the full extent of efficiency improvement made by BT
during the previous charge control. The effect of excluding such efficiency gains
would be to move the DLRIC and DSAC higher and justify higher one-off price
increases for DPCN services and lower price reductions for 2 Mbit/s trunk. 2*

BT later summarized its position to indicate that in its view there were four different
remedies available:®

(a) Ignoring BT’s efficiency gains on the basis that Ofcom did not perform an
assessment of those efficiencies. This would be wrong in principle and in law as
BT was entitled to those gains if they were something that Ofcom should have
assessed, in particular considering that they were included in the DLRIC/DSAC
range used for the assessment of the one-off price adjustments.?® Therefore the
remedy should include requiring Ofcom to perform an efficiency assessment.?’

(b) To accept Ofcom’s submissions on efficiency that were provided as part of the
provisional determination and therefore not to require a reversal of the 2 Mbit/s
local end price increase.?®

(c) Ofcom to perform an efficiency assessment.”

(d) The CC to perform an efficiency assessment.*

BT then stated that Ofcom’s evidence on efficiencies that was not admitted at the

stage of the PF should now be admitted as evidence for the decision on remedies as
it was material to the decision of what the remedy should be.

Summary of Verizon’s submissions

Verizon did not make any submissions.

Assessment

6.25.

6.26.

6.27.

6.28.

The first question for us to decide in considering the appropriate guidance for the
correction of the 2(aa) error is whether to accede to BT's submission that we should
remit the matter to Ofcom.

We have determined that remittal is not the appropriate remedy in relation to the
2(aa) error. We do not regard remittal as necessary in the light of the reasons for our
finding of error in respect of Reference Question 2(aa), nor do we consider it desir-
able or appropriate in all the circumstances.

In deciding that remittal is not necessary, we are mindful of the reasons underlying
our determination of error in relation to Question 2(aa).

In this regard, we note that BT's submission that the question of whether the 2 Mbit/s
local end price increase is justified should be remitted to Ofcom appears to be based
on the premise that carrying out an efficiency assessment at the Tl basket level

#BT’s comment on our provisional findings and remedies, §§15-16.
®Remedies hearing, p46, line 6ff.

*Remedies hearing, p46, line 8ff.

“’Remedies hearing, p46, line 22ff.

“Remedies hearing, p46, line 24ff.

*Remedies hearing, p47, line 4ff.

®Remedies hearing, p47, line 7ff.

*Remedies hearing, p47, line 11ff.



6.29.

6.30.

6.31.

6.32.

6.33.

6.34.

6.35.

6.36.

(whether as a proxy for the efficiencies attributable for 2 Mbit/s trunk services or to
estimate efficiencies generated in the Tl basket as a whole) would address the error
we had identified in our assessment of Reference Question 2(aa).

We regard BT’s apparent premise in arguing for remittal as misconceived and the
likely result of a misreading of our provisional determination of Reference Question
2(aa) and, in particular, of what is how paragraph 3.135(c) above. In paragraphs
3.175 to 3.176, we have provided further explanation of the point we had made in
paragraph 3.135(c).

We also recall that, in our assessment of Reference Question 2(aa), we found that
Ofcom had erred in concluding that the one-off adjustments to starting charges
including the increase to 2 Mbit/s local end prices were justified by reference to, or
proportionate to, the need to maintain the incentive properties of the charge control
applicable to the Tl basket.*

In our view, the corollary of this finding is for the increase in 2 Mbit/s local end prices
to be reversed, rather than for the matter to be remitted to Ofcom. This view is based
on our reading of the statutory language in section 47 of the 2003 Act. Ofcom failed
to meet at least one limb of the statutory test under section 47(2), because a key
component of the conditions it had set—the one-off increase to 2 Mbit/s local end
prices—was not proportionate to what they were intended to achieve. By virtue of the
language of section 47(2), Ofcom would have needed to justify the setting of a
condition which included the 2 Mbit/s local end price increase, but failed to do so.
Accordingly, we conclude that the defective component should be removed by
reversing the one-off increase to 2 Mbit/s local end prices.

The one-off adjustment at issue entails a revision that is particular and non-
obligatory, and consequently the most appropriate and simplest remedy is the
reversal of the adjustment. In contrast, BT's proposal would not directly address the
error and, in any event, it would also take longer and be costly to implement.

We therefore conclude that the price increase to 2 Mbit/s local ends should be
reversed without remittal to Ofcom.

In the LLCC Statement, the 2 Mbit/s local end price had been increased by
£141.84.%* We determine that this should be reversed, with the effect that the
adjusted 2 Mbit/s local end price should be £521.92.

We note that BT also argued that, if we decided to reverse the price for 2 Mbit/s local
ends, the DLRIC and DSAC used for making the one-off adjustments for the
purposes of cost orientation should be changed to exclude the efficiency gains of the
prior control period. This would lead to higher price adjustments for DPCN services
and lower price adjustments for 2 Mbit/s trunk.

We disagree with BT. Ofcom'’s justification for the one-off price adjustments for
DPCN services and 2 Mbit/s trunk was that prices should be cost oriented, ie the
prices of those services were set with reference to BT's DLRIC and DSAC. We note
that Ofcom used existing BT costs and carried out a number of adjustments. The
resulting DLRIC and DSAC information was relevant at the time Ofcom carried out its
one-off price adjustments for cost orientation purposes. The hypothetical higher set
of costs, which BT is suggesting should be used, would not be suitable for an

¥gee paragraph 3.140 above.
%£141.84 is calculated as the 2 Mbit/s local end price of £833.76 before the price increase less the price of £691.92 after the
price increase.
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assessment of one-off price adjustments for cost orientation purposes as intended by
Ofcom. This is because it would result in a DLRIC and DSAC that is not reflective of
the actual costs faced by BT thus defeating the purpose of achieving cost orientation.

Correcting for the errors in question 3(c)

Our initial proposals

6.37.

6.38.

In our determination of Reference Question 3(c), we concluded that Ofcom had erred
in relation to the 21CN cost adjustment and the allocation of costs to SiteConnect in
not making further adjustments for 21CN costs and in not making an adjustment for
SiteConnect.

In our Remedies Letter, we proposed that the error in 21CN and SiteConnect could
be corrected by calculating the size of the necessary adjustments at the Tl basket
level. We asked Ofcom to submit a proposal as to how to calculate the size of the
adjustments at the TI basket level on which the other parties could comment.®*

Our revised proposal as to process following the Remedies Hearing

6.39.

6.40.

During the Remedies Hearing, the parties agreed that BT would be better placed
than Ofcom to submit a proposal for comment from the other parties. The parties
agreed that BT would provide additional information and updated error estimates for
21CN and SiteConnect and that the other parties would comment on those
submissions from BT. We therefore followed this process in our decision on the size
of the adjustment for 21CN and SiteConnect, rather than the process initially
proposed in our Remedies Letter.

In the paragraphs below, we therefore summarize the salient points from the parties
both as to our substantive proposal to adjust for 21CN and SiteConnect to correct the
errors identified, and as to BT's proposals as to the size of those adjustments. Much
of the parties’ original submissions as to the means by which to remedy the 3(c)
errors was superseded by the decision to proceed by way of comments on BT's
proposal. We therefore do not address those submissions in any detail below.

Submissions from the parties

6.41.

6.42.

Summary of BT'’s submission

On 16 June 2010, BT proposed updated estimates for the errors in 21CN and
SiteConnect for 2007/08. BT estimated that the error in 21CN was £3.5 million and
the error in SiteConnect was £3.2 million.*®

Summary of C&W'’s submissions

C&W indicated that its own estimate for the impact of the error in relation to 21CN
was an approximation and it would not expect us to use that figure if better data was
available.®

*Our letter to the parties on remedies, 17 May 2010, §15.
*gee BT notes ‘Corp Ohds 01708 Summary.pdf and ‘Site Connect Adjustment for 0708 Summary.pdf’, 16 June 2010.
%C&W’s email to the CC, 18 June 2010.
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6.43. C&W did not have any comments on BT’s calculations provided on 16 June 2010 in
relation to the adjustments for 21CN and SiteConnect. C&W stated that it could not
independently verify BT’s figures but had no specific reasons to question them.®

Summary of Ofcom’s submissions

6.44. Ofcom requested that we should make an explicit assumption regarding the use of
MCE as an attribution base when calculating the 21CN adjustment.*® In particular,
Ofcom argued that, if the use of MCE as one of the bases of attribution were approp-
riate for some indirect costs and not reflected in Ofcom’s original adjustment, then
the most robust approach would be to evaluate in detail the full impact of this attri-
bution method before finalizing the value of the adjustment. Ofcom observed that this
was likely to entail BT providing a detailed audit trail of indirect cost attributions from
its costing system, including an understanding of the relevant interdependencies on
other cost attributions.*

6.45. Ofcom’s comments on BT’s submissions of 16 June 2010 are set out below. Ofcom
stated that these comments had been based on a limited review, using existing data
and its general understanding and experience of BT’s costing process.*°

6.46. Inrespect of 21CN, Ofcom made the following observations:

(a) Based on a search of BT's Detailed Attribution Methodology (DAM), Ofcom
agreed with BT that only corporate overhead activity costs used MCE as an
attribution base.**

(b) Ofcom stated that it was unable to verify the detailed data provided by BT.
However, it was of the view that BT’s calculation appeared to reflect fairly the
necessary adjustment to 21CN as a consequence of some cost being attributed
on the basis of MCE.*?

(c) Ofcom believed that the additional data provided by BT, particularly that taken
from its costing system, provided a better evidence base for the calculation of the
adjustment to the Tl basket for the error in 21CN than the assumptions used by
both C&W and Ofcom.*?

(d) In Ofcom’s opinion, BT’s estimate of the error for 21CN of £3.5 million did not
seem unreasonable.*

6.47. In respect of SiteConnect, Ofcom added the following further observations:
(a) Ofcom noted that the total 2007/08 SG&A cost of £76.6 million used by BT in its
analysis agreed with the SG&A patrtial private circuit component cost published in
BT’s 2007/08 RFS.*

(b) In Ofcom’s opinion, the approach BT adopted in attributing SG&A costs to
SiteConnect did not seem unreasonable.*®

$C&W'’s email to the CC, 18 June 2010.

*®0fcom’s comments on our provisional determination, §25.
*0fcom’s comments on our provisional determination, §29.
40 Ofcom’s comments on BT’s data, 18 June 2010, §2.
“10fcom’s comments on BT'’s data, 18 June 2010, §5.

42 Ofcom’s comments on BT’s data, 18 June 2010, §7.
“30fcom’s comments on BT’s data, 18 June 2010, §8.
“Ofcom’s comments on BT'’s data, 18 June 2010, §8.
“SOfcom’s comments on BT'’s data, 18 June 2010, §3.



(c) Ofcom did not consider the estimate of the error for SiteConnect of £3.2 million to
be unreasonable.*’

Summary of Verizon’s submissions

6.48. Verizon had no substantive submissions on either our or BT'’s proposals.

Assessment

6.49. We note Ofcom’s comments on the assumptions and process needed to make the
MCE-related adjustments for 21CN, as set out in paragraph 6.44. Those comments
were made prior to BT’s proposal of 16 June 2010.

6.50. Whilst in principle such a detailed assessment would be desirable, we do not con-
sider this proportionate for the purpose of correcting the errors as identified by C&W
given the size of the proposed adjustment by BT. Requiring further analysis has the
potential to significantly delay the implementation of the remedy. Furthermore, it is
not clear that a more detailed analysis would provide a materially different answer, in
particular since BT has already provided a relatively detailed assessment of the
required adjustments as part of its submissions on 16 June 2010. C&W and Ofcom
also subsequently agreed that BT's analysis was not an unreasonable basis for the
adjustment for 21CN.

6.51. We therefore do not agree with Ofcom that such a detailed analysis as Ofcom origin-
ally proposed should be performed as part of our decision on remedies. It would,
however, be open to Ofcom to perform such an analysis at the next charge control.

6.52. We note that none of the parties considered BT’s calculations for the errors in 21CN
and SiteConnect on 16 June 2010 unreasonable. On all the evidence available to us,
therefore see no good reason to regard those calculations as unreasonable.
Accordingly, we determine that the adjustment for 21CN should be £3.5 million and
for SiteConnect should be £3.2 million.

Correcting for the error in question 4(a)(i)
Our initial proposals

6.53. In our determination of Reference Question 4(a)(i), we concluded that Ofcom had
erred in its use of BT's estimate of the costs to be recovered by the PoH charges. We
determined that the original BT estimated costs for PoH of £11.7 million were not
reasonably accurate and that the revised BT estimated costs announced by BT
amounting to £6.7 million appeared to be based on more reasonable assumptions.

6.54. In our Remedies Letter, we requested that Ofcom and BT comment on the reason-
ableness of the revised BT estimated costs.

“Ofcom’s comments on BT'’s data, 18 June 2010, §4.
“"Ofcom’s comments on BT's data, 18 June 2010, §4.
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Submissions from the parties

6.55.

6.56.

6.57.

6.58.

6.59.

6.60.

6.61.

Summary of C&W'’s submissions

C&W noted”® that if we found that PoH costs should be set on a marginal cost basis,
then there was no need for us to form a final view on whether the figure of
£6.7 million is accurate as the costs would be so small.

In fact, even if we did not determine that costs should be set on a marginal costs
basis, C&W urged us* to proceed with the figure of £6.7 million as any improve-
ments to the figure would be unlikely to be worth the delay, although this did not
mean that C&W believed the figure was accurate.

However, if we determined to remit the charges back to Ofcom, then C&W reserved
the right to resubmit on this point.*

C&W agreed! that the error in PoH charges did not mean that the Tl basket was
overstated or that there was a need to adjust the X or the local end prices. C&W
believed that BT should be free to recover the costs from wherever it wanted.

During the Remedies Hearing and in correspondence following the hearing,** C&W
confirmed that its position had changed and that it no longer urged the CC to accept
the New PoH Charges as accurate, for the following reasons:

(a) BT had natified its intention to implement the charges and so these will proceed
in any case.

(b) C&W noted that accepting the £6.7 million was a pragmatic decision to avoid
remittal: if the CC decided to remit question 4(a)(iii) then this point fell away.

(c) C&W did not believe that all its issues regarding PoH costs had been addressed.

C&W explained that although BT had addressed one of the most significant errors
that C&W had alleged regarding the PoH costs, there were other errors which it
believed had not been addressed (such as the use of the Carrier Price List to calcu-
late the notional depreciation).>®

C&W also noted that further corrections to the PoH charges could not be dismissed
as immaterial. It stated that the large reduction in these charges by BT (from £11.7
million to £6.7 million) indicated that there may be scope for further large reductions,
that the amounts in question were material for OCPs, and that Ofcom would only be
put to extra work if the CC decided not to remit Question 4(a)(iii)) (as Ofcom would
need to look at these PoH costs as part of its review of marginal cost-based pricing
for PoHs).>

“8C&W'’s response on remedies, 28 May 2010, §20.

“9C&W’s response on remedies, 28 May 2010, §22.

®C&W's response on remedies, 28 May 2010, §23.

*1C&W's response on remedies, 28 May 2010, §24.

*2C&W's submission following the remedies rearing, 15 June 2010, §4.
*C&W's submission following the remedies hearing, 15 June 2010, §§7-11.
%C&W's submission following the remedies hearing, 15 June 2010, §§13-18.
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6.62.

6.63.

6.64.

6.65.

6.66.

Summary of Ofcom’s submissions
Ofcom disagreed with our provisional determination, specifically with our characteriz-

ation of what it could have known at the time, but it did not make any comments on
the remedies relating to Question 4(a)(i).

Summary of Verizon’s submissions

Verizon did not comment on this remedy.

Summary of BT'’s submissions

BT noted that it believed the £6.7 million cost estimate to be reasonably accurate,
that these costs did not require any further adjustments and that the reduction did not
have any impact on the operating costs of the Tl basket.®

BT submitted that in terms of any resulting adjustments on prices, it believed that the
New PoH Charges notified and to take effect on 1 July 2010 appropriately reflected
the revised £6.7 million cost base and did not require any further adjustment.>®

In terms of adjustments to other prices, including local ends, BT believed that any
changes could be dealt with within the constraints of the charge control.*’

Assessment

6.67.

6.68.

6.69.

6.70.

As with the 2(aa) error, the first question for us to decide in considering the
appropriate guidance for the correction of the 4(a)(i) error is whether we should remit
the matter to Ofcom.

In doing so, we are mindful of the need to consider the proportionality of any remedy
we decide upon. We can see the force of certain arguments in favour of not remitting
the matter to Ofcom on proportionality grounds. In particular, we note that the basis
for the original BT estimated costs has been interrogated by C&W in the context of
this appeal and has been reduced by BT by approximately 40 per cent, ie a
significant margin. It is arguable that, since it is far from clear whether any further
reduction would be significant, this would weigh against incurring the costs and delay
of a remittal to assess further the reasonableness of the revised BT estimated costs.

However, we do not believe that these arguments are sufficiently strong for us to
conclude that we should decide the matter ourselves. Our reasons for this conclusion
are as follows.

First, we consider there to be significant countervailing factors. We recall that we
found that the original BT estimated costs were based on estimates that were not
reasonably accurate. We are conscious that, although elements of the methodology
behind the revised BT estimated costs appeared to us to have been improved and
the costs have been reduced, we are not in a position to assess whether they are
now reasonably accurate. In this regard, we also note that C&W indicated, as set out
in paragraph 6.61 above, that it believed there might be further material errors in the
revised BT estimated costs. This reinforces our conclusion that we are not in a
position to assess their reasonableness, and calls into question the assumption in

**BT's comment on our provisional findings and remedies, §29.
*BT’s comment on our provisional findings and remedies, §30.
*’BT’s comment on our provisional findings and remedies, §31.
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6.71.

6.72.

6.73.

6.74.

paragraph 6.68 that any further assessment of the revised BT estimated costs would
not result in significant further reductions.

Secondly, we do not consider it appropriate to assess the remedy in respect of the
4(a)(i) error in isolation. In particular, we are conscious of the interrelationship
between this matter and the question of how to remedy the 4(a)(iii) error. Our assess-
ment of the appropriate remedy in respect of 4(a)(i) is therefore also influenced by
the fact that we consider it appropriate to remit consideration of the matters raised by
the 4(a)(iii) error to Ofcom. We are mindful of the fact that we would expect Ofcom,
as a result of our decision in paragraphs 6.94 to 6.99 below, to review the data
supporting the revised BT estimated costs figure of £6.7 million in any event as part
of its assessment of the 4(a)(iii) error. This alters the balance of the proportionality
considerations outlined in paragraph 6.68 above, since it is likely that there would be
relatively small additional costs, if any, in remitting the 4(a)(i) error in addition to the
4(a)(iii) error.

For these reasons, we therefore determine that we should remit to Ofcom the
assessment of the reasonableness of the revised BT estimated costs and, hence, the
determination of the appropriate figure for the New PoH Charges.

As noted in paragraph 6.71 above, we consider it likely that the first step in answer-
ing this question will be to analyse the relevant data underlying the revised BT
estimated costs, and that this analysis will also inform Ofcom’s consideration of the
matters arising from the 4(a)(iii) error.

However, in our view, any such joint analysis should not mean that Ofcom’s conclu-
sions in respect of the resolution of the 4(a)(i) error and the 4(a)(iii) error need be
issued jointly. Rather, we would expect that Ofcom would be able to determine the
4(a)(i) issues more quickly than those arising under 4(a)(iii). Accordingly, we empha-
size for the avoidance of doubt that Ofcom should publish its conclusions in relation
to the reasonableness of the revised BT estimated costs and determination of the
appropriate figure for the New PoH Charges as soon as reasonably practicable.

Correcting for the error in question 4(a)(iii)

Our initial proposals

6.75.

6.76.

In our determination of Reference Question 4(a)(iii), we concluded that Ofcom had
erred in concluding that its decision regarding the recovery of PoH charges was
appropriate for promoting sustainable competition.>®

We noted that Ofcom had arrived at the conclusion that Option 1, Status Quo had
been appropriate for these purposes after having discounted the need to consider
other options because it had not had serious concerns about competition in the
market. Yet we further noted that Ofcom had arrived at this conclusion despite the
fact that (a) it had not conducted any assessment of the impact of its solution (ie
Option 1) on competition in the market, and (b) Option 3, Marginal Cost Pricing
appeared to present a viable alternative.®® We also noted, in the absence of any
better information, that only the ‘access fibre/copper/duct’ costs appeared to repre-
sent truly marginal costs.®

*®Determination, paragraph 5.242.
*®Determination, paragraph 5.173.
®provisional determination, §5.14, and Remedies Letter, §21.
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Submissions from the parties

6.77.

6.78.

6.79.

6.80.

6.81.

6.82.

6.83.

6.84.

Summary of C&W'’s submissions

C&W strongly supported® what it described as our ‘proposal to require marginal cost
pricing for PoH'. C&W agreed with the reasons we had given for indicating that
Option 3 appeared to us on the basis of our preliminary analysis to be superior to
Option 1 on competition grounds with nothing to choose between the two options on
efficiency considerations.

C&W believed that remitting to Ofcom would cause delays and that there was no
need to do so as it regarded the matter as involving issues of principle which seemed
relatively straightforward to C&W to resolve without any need for further investigation
or fact-finding. C&W believed that we could and should reset the New PoH Charges
to marginal costs.*

C&W claimed that the onus should be on BT to support any claims as to which costs
were marginal.®®* C&W believed that we should take a view pragmatically in the time
available based on the evidence we had received to date. To do otherwise, in C&W's
view, would involve delay for little benefit.

Summary of Ofcom’s submissions

Ofcom argued® that true marginal costs were not generally used as a basis for
setting regulated charges in telecommunications and that, given the extent of fixed
costs in telecommunications, true (short-run) marginal costs were often extremely
low or even zero. Ofcom continued by noting that it was unusual for charges to be set
on the basis of short-run costs because this would mean that any fixed costs would
not be recovered. This would not adequately reward investment and would not be
sustainable.

In Ofcom’s view, a more generally used concept was that of long-run incremental
costs, which included costs which might be fixed in the short run but were caused by
the defined ‘increment’ of output, but excluded common costs. Ofcom therefore took
the view that the relevant cost concept, in order to give practical effect to our recom-
mendation, was likely to be long-run incremental cost.

Ofcom believed that the relevant increment was likely to be PoH services. The rele-
vant costs would then be the costs which would be avoided, in the long run, if BT did
not supply any PoH services, and PoH charges would be based on these costs aver-
aged over the number of PoHs provided (perhaps with additional variation by type).

Determining what costs are ‘marginal’

Ofcom believed that there might well be long-run incremental components to each of
the four categories of costs discussed in what are now paragraphs 5.169 and 5.170
of our determination.®®

In Ofcom’s view, it was not the case that ‘indirect costs’ were synonymous with
‘common costs’ or ‘fixed costs’. Ofcom stated that relying on an interpretation of cost

#1C&W's response on remedies, 28 May 2010, §28.
#2C&W's response on remedies, 28 May 2010, §18.
%3C&W's response on remedies, 28 May 2010, §30.
0Ofcom response on remedies, 28 May 2010, p8.

% Ofcom’s response on remedies, 28 May 2010, p3.
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6.85.

6.86.

6.87.

6.88.

6.89.

6.90.

6.91.

headings was not sufficiently reliable for such an important adjustment. Further work
would therefore be required in order to establish robust estimates of marginal or
incremental costs.®

Summary of Verizon’s submissions

Verizon did not comment on this remedy.

Summary of BT’s submissions

BT noted that we had made clear that our view that Option 3 presented a viable
alternative to Option 1 was not a concluded finding and that a full analysis of all the
options had not yet been done. BT therefore considered that this issue should be
remitted to Ofcom for analysis to be done of the impact of each solution on
competition in the market.®’

However, BT submitted®® that, if the ultimate conclusion was that Option 3 should be
adopted, PoH charges should be based on incremental rather than marginal costs.
BT noted that we had defined Option 3 as ‘marginal or incremental costs excluding
common or indirect costs’, referring to what is now paragraph 5.148(c) of our
determination.

BT considered that there was an important distinction between marginal and incre-
mental costs—marginal cost typically referred to the extra cost incurred by supplying
the next unit of output, while incremental cost referred to the marginal costs incurred
over a defined range of outputs (a specified ‘increment’). This range was usually
defined as the service as a whole and was thus relevant when considering how BT's
costs would vary if all 3,000 PoHs did not exist. In BT's view, incremental cost was
the more practical cost definition for PoH price-setting purposes, as it was not
possible to price every unit of output (ie a single extra POH) differently to reflect its
specific marginal cost.

BT noted® that the unit incremental cost was sometimes abbreviated to LRIC (long-
run incremental cost). This included all costs which were variable in the long run, and
hence costs which would be avoided by not providing the service.

BT stated® that identifying incremental costs was not always straightforward and the
nomenclature used for BT’s cost categories could not be viewed as a means of dis-
tinguishing incremental costs from fixed costs. These categories were mainly used as
a means of allocating shared costs. For example, BT allocated power consumption,
which was treated as indirect costs but was incremental to service supply.

BT stated”* that all four of the PoH cost categories contained costs that were incre-
mental to the PoH service and would not be incurred if the PoH did not exist. BT
provided examples of incremental costs that were included in the cost categories
‘Exchange Indirects’, ‘Equipment Maintenance & Indirects’ and ‘Selling, General &
Admin on PoH'.

%0Ofcom'’s response on remedies, 28 May 2010, p10.

¥’BT’s comment on our provisional findings and remedies, §32.
®BT’s comment on our provisional findings and remedies, §33.
®BT's comment on our provisional findings and remedies, §34.
BT’s comment on our provisional findings and remedies, §35.
"BT’s comment on our provisional findings and remedies, §36.
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6.92.

6.93.

LRIC for PoHs

Given the thousands of individual costs that would need to be considered and
agreed, in the interests of time BT proposed that the existing LRIC relationships were
used to decide on the level of incremental cost.

BT maintained and published an audited model of LRIC which it suggested should be
used. During the Remedies Hearing, BT provided us with the results of its calculation
of LRIC for PoHs using this LRIC model. The calculation estimated that LRIC for
PoHs would be £6.1 million.

Assessment

6.94.

6.95.

6.96.

6.97.

6.98.

6.99.

As above in relation to the 2(aa) and 4(a)(i) errors, the first question for us in
determining Reference Question 5(a) as it relates to the 4(a)(iii) error is to decide
whether we should remit the matter to Ofcom.

As noted above in paragraph 6.71, we are conscious of the commonality of certain of
the data relevant to the resolution of matters arising in respect of the 4(a)(i) and
4(a)(iii) errors. We are also aware of the need to consider the proportionality of any
remedy we put forward.

Taking due account of these factors, we are of the view that we should remit this
matter to Ofcom. This view is shaped by the terms of our finding of error. We note
that C&W and Ofcom both placed undue emphasis on our preliminary analysis of the
relative merits of the regulatory options identified in the pleadings, and drew the con-
clusion that we had made a ‘proposal’ to implement Option 3, Marginal Cost Pricing.
For the reasons we have set out in our response to the parties’ comments on our
provisional determination of Reference Question 4(a)(iii) in paragraphs 5.177 to
5.180 above, it is inaccurate to describe our findings in that regard as amounting to a
proposal for marginal cost pricing.

Rather, we emphasize that our determination is that Ofcom erred in choosing Option
1 without carrying out appropriate assessment of alternative regulatory options.
Although in our view Option 3—which, as BT noted, we defined as encompassing
either marginal or incremental costs—appeared on a preliminary analysis to have
advantages over Option 1, the error we found resulted from Ofcom'’s failure to
consider properly alternative regulatory options and not from having chosen a
particular option (Option 1).

We therefore determine that we should remit the question of how to implement New
PoH Charges to Ofcom to assess the various regulatory options available in a
manner which then puts Ofcom in a position to satisfy its relevant statutory
obligations. For the avoidance of doubt, we are not seeking to limit the scope of
Ofcom’s review of the regulatory options on remittal to a comparison between Option
1 and Option 3 (or even among Options 1, 2 and 3). Rather, we would expect Ofcom
to give due consideration to other regulatory options. We would also expect Ofcom to
consider any such options in the light of the matters set out in our assessment of
Reference Questions 4(a)(ii), (iii) and (iv).

We anticipate that both alternatives contained within Option 3 would be among those
regulatory options which Ofcom would wish to consider, ie Ofcom would assess
whether either marginal or incremental cost pricing would provide an appropriate
means of promoting sustainable competition and the other statutory objectives under
the 2003 Act. From the submissions received from the parties, it is apparent that this
is an issue requiring proper consideration by Ofcom. However, again for the
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avoidance of doubt, we do not express any view as to whether marginal or
incremental cost pricing should be preferred or whether either of those options would
put Ofcom in a position to satisfy its relevant statutory obligations.

Correcting for the error in question 4(b)(i)

Our initial proposals

6.100.

6.101.

In our determination of Reference Question 4(b)(i), we concluded that Ofcom had
erred in giving BT the discretion it did as to future charges for PoH.

In our Remedies Letter, we proposed remitting the matter to Ofcom to take the final
decision on how PoH costs should be recovered. We noted our understanding that
the industry and BT had already made a number of proposals on how that should be
done. It therefore did not appear to us necessary for Ofcom to restart that process
but rather to draw on the views which had already been expressed by CPs.

Submissions from the parties

6.102.

6.103.

6.104.

Summary of C&W'’s submissions

C&W noted”® that it appreciated the logic of our proposal that Ofcom should decide
on the proposals that had previously been the subject of consultation by BT and, if it
did, it should not be necessary to conduct any further consultation.

C&W also proposed’® what it considered to be a much simpler solution in the
following terms:

(a) C&W noted that, if we adopted the reduced revised BT estimated costs in respect
of New PoH Charges and the greatly reduced costs implied by a marginal cost-
based approach, this would result in overall PoH rental charges being much
lower. In turn, this would also result in there being very little absolute difference
between the costs attributable to PDH and SDH PoH (or Type | and Type Il PoH).
In the circumstances, C&W doubted that there was much need for using, or
scope to use, these PoH charges to incentivize a change in behaviour with
respect to PoHs.

(b) With this in mind, C&W suggested that we could therefore resolve matters for
ourselves by simply directing that the new PoH charges (as adjusted to the level
of marginal cost) should be payable on all external local ends regardless of tech-
nology. As such, the exercise delegated to BT could be terminated without any
further discussion or any decision by Ofcom.

C&W claimed” that the advantages of this approach were that it would be extremely
quick and simple to implement and would save BT and OCPs from engaging in any
further development work to billing systems or otherwise (which would now, in any
case, be disproportionate to the amounts involved).

2C&W ‘s response on remedies, 28 May 2010, §32.
8C&W'’s response on remedies, 28 May 2010, §§33-35.
"C&W's response on remedies, 28 May 2010, §36.
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6.105.

6.106.

6.107.

6.108.

6.109.

6.110.

Summary of Ofcom’s submissions

Ofcom told”® us that in order for it to take the final decision on how PoH costs should
be recovered, it would need to take the following steps:

(a) To undertake its own analysis based on the revised BT estimated costs.

(b) To ensure that any new SMP condition met the tests under the 2003 Act
(including sections 47 and 88). In particular, Ofcom noted its duty to ensure that
the condition imposed was objectively justifiable, non-discriminatory, proportion-
ate and transparent.

(c) To ensure compliance with those statutory tests, Ofcom was of the view that it
would most likely need to consult on its proposed PoH charges with stakeholders.
Ofcom’s guidelines provided that the shortest period for a consultation was four
weeks so that stakeholders had sufficient time to provide measured comments.

(d) At the end of the consultation process, to analyse and take account of all stake-
holder responses, before coming to a final decision.

Ofcom believed that overall the process would be likely to take at least three to six
months, depending on the range and complexity of issues raised in the consultation
process.

Alternatively, Ofcom suggested that, if we had satisfied ourselves that BT had formu-
lated with the industry an agreeable position which met the tests under the 2003 Act,
a more expedient option would be for us to direct Ofcom to implement the PoH
charges resulting from BT’s consultation process with industry.

Summary of Verizon’s submissions

Verizon made no comment on this remedy.

Summary of BT’s submissions

BT noted”® our provisional determination that Ofcom should take the final decision on
how PoH costs should be recovered in future. BT confirmed that it had already
extensively consulted with industry about the new charging regime and had notified
new prices which were to take effect from 1 July 2010.

Given the timings, BT stated’’ that its then present intention was to move forward
with the new pricing effective from the start of July 2010, particularly as it was based
on the revised BT estimated costs for PoHs. BT’s expectation was that Ofcom could
then take a final decision on whether the new regime was justified and appropriate,
either following a section 185 dispute referral or by other means.

Assessment

6.111.

Again, the question for us to decide is whether we should remit to Ofcom, on this
occasion in relation to the matters raised by our determination of error in respect of
Reference Question 4(b)(i).

®0Ofcom’s response on remedies, 28 May 2010, p11.
BT’s comment on our provisional findings and remedies, §46.
""BT’s comment on our provisional findings and remedies, §47.
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6.112.

6.113.

6.114.

6.115.

6.116.

6.117.

6.118.

Our view, having considered the submissions referred to in paragraphs 6.102 to
6.110 above, is that our final remedy in respect of the 4(b)(i) error should follow that
proposed in our Remedies Letter, ie to remit the matter to Ofcom to decide how PoH
costs should be recovered.

There may be doubts as to whether we would have the power to determine a remedy
in the manner suggested by certain of the parties, even if we were minded to do so
for the reasons we explain in the following paragraphs. We note that we wrote to the
parties setting out our concerns as detailed below and requesting their submissions
in response if they disagreed. We did not receive any indication that the parties
contested this analysis.

As a preliminary point, we note that, where a price control matter is referred to us for
determination, we are to determine that matter in accordance with the directions
given to us by the Tribunal: see section 193(2)(b) of the 2003 Act. We further note
that Reference Question 5(a) requires that we include in our determination clear and
precise guidance as to how any error we have found should be corrected, and that
Question 4(b)(i) alleged that Ofcom had erred ‘in giving BT the discretion it did as to
future charges for points of handover’. Accordingly, we determined that Ofcom had
erred in giving BT the discretion it did.

In our view, the ‘remedy’ proposed by certain of the parties relates not to the fact of
Ofcom having given BT the discretion it did, but rather to the results of BT's exercise
of that discretion. As such, we are of the view that the parties’ proposal effectively for
us to endorse the outcome of BT’s consultation and decision process is not suf-
ficiently connected to the error identified. To put it another way: the parties’ proposed
‘remedy’ does not constitute guidance as to how the error identified should be
corrected. It would instead be a reflection of how the parties would like the situation
now pertaining to be resolved. In our view, this is not a matter properly for us to
determine.

We would also note that BT’s exercise of the discretion accorded to it has possible
consequences for parties beyond those involved in the present appeal. Accordingly,
we can see the force of Ofcom’s argument that it would be necessary to consult with
the industry on BT'’s proposals, and we doubt that it would be appropriate for us to
determine this matter absent such wider consultation, even if we were minded to and
had the power to do so.

However, we would expect that, given the fact that we gave advance indication to the
parties of our thinking on this issue and the apparent consensus among the industry
parties to this appeal, Ofcom would be well placed to launch its consultation if neces-
sary very soon after the Tribunal’s judgment in this appeal. In any event, for the
avoidance of doubt, we would require that Ofcom determine this matter as soon as
reasonably practicable.

As to the detail of the matters for Ofcom to consider on remittal, we would refer to the
terms of our determination of the 4(b)(i) error in paragraphs 5.235 to 5.258 above. In
particular, we observe that the terms on which Ofcom gave to BT the discretion it did
were not made clear to industry stakeholders, nor was it clear how Ofcom expected
BT to reconcile what we now understand were Ofcom’s various objectives in
according that discretion to BT. We would therefore expect that Ofcom would wish to
clarify these issues in writing in advance of the consultation so that industry partici-
pants are in a position to contribute properly to that consultation process.
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Determination

6.119. For the reasons given above, we determine that the errors identified in respect of
Reference Questions 2(aa), 3(c), 4(a)(i), 4(a)(iii)) and 4(b)(i) should be corrected as
follows:

(@)

(b)

(c)

(d)

(e)

For the 2(aa) error, we determine that the price increase to 2 Mbit/s local ends
should be reversed without remittal to Ofcom.

For the 3(c) error, we determine that the adjustment for 21CN costs should be a
reduction in final year costs of £3.5 million and for SiteConnect costs should be a
reduction in final year costs of £3.2 million.

For the 4(a)(i) error, we determine that the assessment of the reasonableness of
the revised BT estimated costs and, hence, the determination of the appropriate
figure for the new PoH charges should be remitted to Ofcom.

For the 4(a)(iii) error, we determine that the question of how to implement new
PoH charges should be remitted to Ofcom to assess the various regulatory
options available in the light of the matters set out in our assessment of
Reference Questions 4(a)(ii), (iii) and (iv) and in a manner which then puts Ofcom
in a position to satisfy its relevant statutory obligations.

For the 4(b)(i) error, we determine that the decision as to how PoH costs should

be recovered should be remitted to Ofcom to consider in the light of the matters
set out in our assessment of Reference Question 4(b)(i).
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Reference Question 5(b)

6.120.

By way of introduction, we first provide an overview of how we approach our deter-
mination of Reference Question 5(b), as well as addressing one supplemental
guestion directed to us by the Tribunal in correspondence exchanged during the
process of preparing our final determination. We then turn to consider Question 5(b)
and 5(b)(i) together, before moving on to consider Question 5(b)(ii).

Introduction

6.121.

6.122.

6.123.

6.124.

6.125.

In determining Reference Question 5(b), we have identified what impact the adjust-
ments in our determination of Reference Question 5(a) will have on the charge
control. This includes, for example, what the revised value of ‘X’ in the RPI-X charge
control formula for the TI basket should be, in light of the numbers we have recalcu-
lated in our determination of Reference Question 5(a).

In addition to calculating what the revised value of X should be for the purposes of
answering the main part of Reference Question 5(b) (ie the wording before sub-
paragraphs (i) and (ii)), we also provide the specific information required by sub-
paragraphs (i) and (ii) of Reference Question 5(b).

In our view, Reference Question 5(b)(i) requires us to calculate the X across the
period from 2009 to 2012, ie to perform the calculation that Ofcom should have done
in 2009 had it not erred in the manner we have identified in our determination of
Reference Questions 1 to 4.

We understand that Reference Question 5(b)(ii) asks us to provide a further
calculation with adjustments to the price controls applicable during the unelapsed
period of the LLCC to allow for the fact that the original price control was set at an
incorrect level during the elapsed period.

We note that Reference Question 5(b)(ii) requires us to proceed on the assumption
that it may be lawful and appropriate to make such an adjustment during the
unelapsed period. We therefore regard it as neither necessary nor appropriate for us
to seek to determine the lawfulness or appropriateness of making such an adjust-
ment. That is a matter which the Tribunal has indicated, in correspondence with the
parties following the Court of Appeal judgment in the Calls to Mobiles Appeal, it may
decide once it has considered our determination of the questions referred to us.

Summary of the data we provide below in our answer to Reference Question

5(b)

6.126.

6.127.

In the light of the above explanation of our understanding of Reference Question
5(b), we set out briefly below in diagrammatic form with annotations the three groups
of data we anticipate providing to the Tribunal in determining that question. These
diagrams are illustrative and are included to assist in understanding the underlying
logic of the calculations required to produce the actual adjustments which are set out
later in Tables 6.1 t0 6.7

For each, we illustrate the impact on X in the adjusted charge control taking into
account the errors identified in Questions 2(aa) and 3(c). For reasons we explain
further in our determination in paragraphs 6.213 to 6.216 below, the other errors we
have identified do not affect the X. We have presented the diagrams so that they
illustrate the effect of the matters arising under Reference Questions 5(b)(i), 5(b) and
5(b)(ii) in that order. While this does not follow the strict order of the questions, it
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6.128.

6.129.

6.130.

6.131.

accords better with the logic underlying the determination of the three questions. This
is because the calculation required under Reference Question 5(b)i is the clearest to
understand and the basis for the subsequent calculations.

The diagrams provide an approximate illustration of the calculation of the X in the
charge control for each of the three datasets required by the Tribunal. They are
based on how Ofcom’s RPI-X model operates, ie by forecasting the basket revenues
at the start of the charge control and the final year basket costs (including a
reasonable rate of return). The charge control is set (and our remedies are designed)
so that the revenues converge with the projected costs at the end of the period. We
discuss this last point further in paragraphs 6.142 to 6.152 below in addressing the
Tribunal’'s supplemental question to us in correspondence.

We should emphasize that these diagrams are intended only to assist in visualizing
the effect of our determination of each of these three questions. They are not an
accurate depiction of the precise effects of our determination. They illustrate the
effect of our determination on an aggregate basis for all services and with a smooth,
constant gradient. For the avoidance of doubt, the calculations we show later are not
based on the diagrams but on the principles the diagrams are intended to illustrate.

We have shown the glide path set by Ofcom in the LLCC Statement as line A-B in
each of the diagrams. The glide path that would have been set, had Ofcom not erred
in the manner we identified in Questions 2(aa) and 3(c) and had instead used the
corrected figures is shown as line C-D in the diagrams. It will be seen that the effect
of remedying the Question 2(aa) and Question 3(c) errors will be to reduce the initial
revenues and the final year costs respectively.

Figure 6.1 illustrates the X (or glide path) in the charge control set by Ofcom for the

purposes of our determination of subparagraph 5(b)(i). As noted above, it shows
what the impact on X would have been had Ofcom not erred, ie from 2009 to 2012.
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FIGURE 6.1

lllustrative glide path as it would have been had Ofcom not erred
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Figure 6.2 illustrates the X (or glide path) in the charge control set by Ofcom for the
purposes of our determination of the main paragraph of Reference Question 5(b) (ie
the introductory part of 5(b) preceding the wording before subparagraphs (i) and (ii)).

It shows what the impact on the X during the unelapsed period of the charge control
would be, following adjustment for the errors identified in Questions 2(aa) and 3(c)
but without any further adjustment of the type envisaged in subparagraph 5(b)(ii).

It is important to note that the effect of reversing the 2 Mbit/s local end price
increases (line E-G) needs to be calibrated to allow for the fact that the adjustment
will be made following the Tribunal judgment in the light of our determination of this
guestion, rather than on 1 October 2009 when the charge control was originally set.
This calibration will determine where point G falls relative to the line C-D.

In Figure 6.2, we have illustrated point G as falling on line C-D. In principle, while the
endpoint of the glide path will remain point D (as depicted below and for reasons on
which we elaborate in paragraphs 6.142 to 6.152 below), the adjusted starting price
for 2 Mbit/s local ends (ie point G) could fall above or below or even be on the line C—
D and the adjusted glide path for the remainder of the price control (G-D) could or
could not align with line C-D. However, for the reasons set out in paragraphs 6.175
to 6.178, we consider that point G should fall on line C-D and the calculations in our
determination of Reference Questions 5(b) and 5(b)(i) in paragraphs 6.217 to 6.220
below rely on that assumption.

6-23



FIGURE 6.2

lllustrative glide path not adjusted for errors during elapsed period
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6.136. Figure 6.3 illustrates the additional, adjusted calculation we make in connection with
our determination of subparagraph 5(b)(ii). As noted above, it makes a further adjust-
ment to the X during the unelapsed period (as calculated in our determination of the
main part of Reference Question 5(b)) to allow for errors during the elapsed period of

the charge control.
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FIGURE 6.3

lllustrative glidepath adjusted for errors during elapsed period
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6.137. Figure 6.3 relies on the same assumptions as Figures 6.1 and 6.2. In addition, as we

have assumed that the charge control would be set so that the final year revenues
converge with the final year costs (point D in the figure above), the adjustment E-F
would need to move revenues to below the line C-D so that area G—D-F is the same
size as area A-E—G—C in NPV (net present value) neutral terms.

Tribunal’s supplemental questions

6.138.

6.139.

6.140.

We wrote to the Tribunal setting out our understanding of Reference Question 5, in
terms similar to those set out in paragraphs 6.121 to 6.137 above.

In its response, the Tribunal stated that it was generally content with the approach we
had set out, subject to two points.

First, the Tribunal indicated that we should ensure that the reasoning behind any
calculation of the aggregate effect of 2(aa) and 3(c) 21CN and 3(c) SiteConnect
errors on the X or otherwise is sufficiently clear that it would be possible in practice to
isolate the effect of any one of those errors individually. The Tribunal explained that
this precaution was necessary to allow for the possibility that, in the event of
challenge to our determination, the Tribunal may ultimately dispose of the case by
making, for example, one or more of the adjustments set out in the determination but
not the other(s).
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6.141. We take this first point into account in our determination of any consequential adjust-
ments to the level of price controls for each of the errors we have identified in our
determination of Reference Questions 1 to 4.

6.142. Secondly, the Tribunal noted that we had made an assumption in Figure 6.3 (see
above) that the glide path must end at point D and not at a point below D (eg a
hypothetical point ‘H’). The Tribunal further noted that this meant that there was likely
to be a drop from E to F which was much larger than the drop between E to G shown
in Figure 6.2 (see above). The Tribunal observed that there were issues raised in this
appeal about having a big adjustment to the price, hence the need for glide paths.
Therefore, the Tribunal indicated that it would find it useful if we could make clear in
our determination whether we had considered and rejected the possibility of, for
example, moving from G to a new point H (not shown in our diagrams) in a way that
meant that the area in G-D—H was equal to the area A—-E—G—C, such that there was
not such a large one-off drop from E to F. The Tribunal explained that, if we assumed
that the price control must end at point D, it would find it useful to understand our
reasoning demonstrating why we reached such a conclusion.

6.143. We address the Tribunal's second point in the following paragraphs, explaining why it
is indeed our position that the price control must end at point D. We note that the
Tribunal’s question essentially asks to what extent the last year of the price control
must provide BT with a ROCE that is equal to the WACC (ie that BT's forecast final
year costs including a reasonable rate of return should equal its forecast final year
revenues).

The reason why the ROCE needs to equal the WACC in the last year of the price
control

6.144. We note that, by the Reference Questions, we are required to determine whether or
not Ofcom had erred for the reasons set out in the Notice of Appeal. We therefore
have addressed our minds to the alleged errors, rather than approaching our analysis
of the LLCC Statement on a broader basis.

6.145. As such, we are not directed to make, and have not made, any determination as to
any other aspect of Ofcom’s LLCC Statement or its rationale and methodology in
setting the LLCC. We are therefore not in any position to assess whether we could or
should deviate from Ofcom’s approach save to the extent that we have identified an
error as a result of one or more of the questions referred to us.

6.146. For this reason, we are of the view that the remedies we determine should follow as
closely as possible what we understand that Ofcom would have likely done in its
original LLCC Statement, had it not erred. We consider it highly unlikely that Ofcom
would have set a charge control that would have resulted in the ROCE for the Tl
basket being lower than the WACC in the last year of the charge control. In this
regard, we note that Ofcom stated in its LLCC Statement that it typically set the value
of the ‘X’ so that the value of BT's rate of return projected for the last year of the
charge control was equal to its WACC."®

& For a summary of the different permutations of the effect of each error or combination of errors, please see Appendix C.
79§3.245 in the LLCC statement.
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6.147.

6.148.

6.149.

6.150.

6.151.

6.152.

Ofcom responded to the Tribunal’s question in the following terms.® Ofcom did not
consider that the methodology suggested by the Tribunal was appropriate in any
case or that it could meet the section 88 tests.

In Ofcom’s view, a disadvantage of the method suggested by the Tribunal would be
that compensation would potentially seem to extend into the next charge control as
well, since charges at the start of any new control would be below where they other-
wise would have been. Given the probable impossibility of calculating the amount of
such compensation, since no assumptions could be made about the nature of any
future control, this might then necessitate a one-off increase in charges at the start of
any new control. This would be disruptive for the users of leased line services and
might to some extent offset the advantages (relative to the method we have identified
above in Figure 6.3) of allowing a smaller one-off reduction in charges at the time the
Tribunal's judgment is handed down.

In addition, Ofcom noted that the Tribunal’s method would depart from the usual
practice of setting the cap so that charges were brought into line with forecast costs
on an FAC basis by the end of the charge control period. Since the cost basis is
FAC, then it would be arguable that the fact that the charges would be below forecast
cost would not necessarily prejudice allocative efficiency, provided they were not also
below DLRIC. However, in practice it might be considered that they should not get
too close to DLRIC (on a forecast basis, to the extent that this is possible to ascer-
tain) since a margin should be left for forecast error and a cap which forced average
charges to be below DLRIC could have undesirable effects on investment and entry.
On balance, Ofcom explained that it believed that the risk of these intended effects
was likely to outweigh any benefits from allowing somewhat smaller initial one-off
cuts than those required by our method.

BT did not make any comments,®! and C&W broadly agreed with Ofcom’s com-
ments.*

We also broadly agree with Ofcom’s explanation of why we would not adopt the
Tribunal’s alternative methodology. In particular using a ROCE less than the WACC
for the last year of the price control would also mean, at the start of the next control
period, either that BT would have an upward-sloping glide path, ie the ROCE below
the WACC would be carried forward into the next control, or that Ofcom would need
to do one-off price adjustments at the beginning of the next charge control to correct
for this. Both of this would add unnecessary complexity to the next price control.

For these reasons, we determine that we would maintain our position that the price
control must end at point D as illustrated on our diagrams above.

®0fcom letter to Tribunal, 18 June 2010.
81BT letter to Tribunal, 21 June 2010.
#) etter from C&W on 21 June 2010.
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Reference Question 5(b) and 5(b)(i)
6.153. In this section, we address the following matters:

(a) for each error identified, we consider whether it is necessary for us to determine
any consequential adjustments to the level of the price controls;

(b) if so, we consider whether it is reasonably practicable for us to do so; and

(c) if so, we determine consequential adjustments to the level of the price controls,
having regard only to those errors for which it is necessary for us to do so and
indicating what price controls should have been set in the LLCC Statement had
Ofcom not erred in the manner we have identified in the preceding sections of
this determination.

6.154. In addressing each of those matters, we adopt a similar approach to that set out in
our determination of Reference Question 5(a). Thus, we first set out any initial
proposals in our Remedies Letter, before summarizing the salient points from each
party’s submissions in respect of this question. Finally, we set out our own assess-
ment of the appropriate consequential adjustments, if any, in relation to those errors.

6.155. In arriving at our determination of these questions, we are mindful that we must be
content that our remedy satisfies the statutory tests, in particular those under
sections 47 and 88 of the 2003 Act, and we are satisfied that the remedies do so.

Consequential adjustments to the level of price controls—2(aa)

Our initial proposals

6.156. In our Remedies Letter,® we proposed that parties make submissions on the adjust-
ments to the X (in the RPI-X glide path) as a result of reversing the one-off adjust-
ments on 2 Mbit/s local ends.

6.157. We also invited submissions on the advantages and disadvantages of reversing the
one-off price adjustment for 2 Mbit/s local ends, in particular whether it would be
necessary or desirable to maintain the RPI+0 per cent sub-cap.

Summary of C&W'’s submissions

6.158. C&W did not see any reason why the RPI+0 per cent sub-cap should be removed.?
C&W stated that the sub-cap had not been appealed.® Moreover, C&W noted that its
removal would not be consistent with Ofcom’s reasoning provided in the LLCC
Statement, in that the sub-caps had been introduced to prevent BT funding
decreases in trunk prices with increases in Tl terminating prices given that trunk
markets were potentially more competitive than Tl terminating segments.®

6.159. C&W also contended that, for the purpose of implementing the remedy for the un-
elapsed period, we should reverse the 2 Mbit/s local end price increase in full, and
adjust the glide path so that final year revenues are equal to final year costs plus the
WACC. C&W argued that we should take this approach, rather than adjust the

B0ur letter of 17 May 2010 as clarified by our letter of 20 May 2010.
¥3See also p76, line 24, in the Remedies Hearing transcript.

89 in C&W'’s response on remedies, 28 May 2010.

8810 in C&W's response on remedies, 28 May 2010.
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2 Mbit/s local end price so that the glide path for the unelapsed period equals the
glide path that Ofcom would have set, had it not erred.®’

6.160. C&W gave the following reasons for preferring the former approach. First, C&W
asserted that the remedy should correct the error, which was the decision to increase
starting charges for 2 Mbit/s local ends.® Secondly, C&W argued that reversing the
starting charge would fully correct for the initial error on a prospective basis. C&W
explained that, since the correction could not be made at the start of the charge
control and had to be made later, there was in C&W'’s view no unfairness in the fact
that it resulted in a different glide path (ie different, we understand, from the glide
path that Ofcom would have set had it not erred) allowing lower revenues in aggre-
gate in the future. It was not ‘compensating’ for the elapsed time but was merely the
product of the correction being made later in the period.®

Summary of Ofcom’s submissions

6.161. Ofcom was of the view that both RPI+0 per cent sub-caps in the Tl basket were
required.*

6.162. Ofcom stated that, for the purpose of implementing the remedy for the unelapsed
period, it had a slight preference for reversing the 2 Mbit/s local end price adjustment
such that the new glide path for the unelapsed period would follow the glide path that
Ofcom would have set, had it not erred.®*

6.163. Ofcom provided calculations for the impact of reversing the 2 Mbit/s price adjustment
on X.

6.164. The first of Ofcom’s calculations assumed that the 2 Mbit/s local end price increase
that it applied in the LLCC decision was reversed at the start of the charge control, ie
it represented a calculation of what the charge control would have looked like without
the increase to 2 Mbit/s local end prices. The impact on X and the associated
2 Mbit/s local end price was as set out in the following table.®* (The table also shows
the overall impact on X of making a remedial adjustment for the 3(c) errors as well;
we discuss the adjustments for the 3(c) errors separately below in paragraphs 6.199
to 6.212.)

#7819 in C&W submission re 9 June 2010 points.
820 in C&W submission re 9 June 2010 points.
8821 in C&W submission re 9 June 2010 points
®p4 in Ofcom’s response on remedies 28 May 2010.
1570, line 18, in the Remedies Hearing transcript.
2p3 in Ofcom’s Remedies Hearing slides.
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TABLE 6.1 2(aa) adjustments required at the start of the price control

per cent Associated
reduction in 2 Mbit/s
local end price*

£
2009/10 2010/11 2011/12 1 October 09
X per LLCC 3.25 3.25 3.25 -
X after reversal of 2Mbit/s 1.50 1.50 1.50 141.84
local end price adjustmentt
X after all adjustments (ie 1.75 11.75 1.75 141.84
also adjusting for 21CN and
SiteConnect)$

Source: CC analysis of Ofcom data.

*See paragraph 6.34.
tTable 1 in Ofcom’s letter ‘Xs based on CC'’s proposed remedies letter (22/6/10)’.
fTable 1 in Ofcom'’s letter ‘Xs based on CC's proposed remedies letter (22/6/10)’.

6.165. Ofcom’s second calculation was based on adjusting the 2 Mbit/s local end price in its
RPI-X charge control model on 1 October 2010 (rather than at the beginning of the
charge control) in such a way that the X in the final two years of the price control
would equal the X that Ofcom would have set had Ofcom not erred (as per Ofcom’s
first calculation—see Table 6.1).%

6.166. To do this, Ofcom assumed that average prices were brought into line with costs
(including a reasonable rate of return) by the end of the charge control period. Ofcom
also assumed that the X in the first year of the price control was the same as in the
original charge control model. For the purpose of calculating the adjustment to the
2 Mbit/s local end price Ofcom also assumed that the X in the each year of the price
control was the unrounded X (see paragraph 6.182). The resulting X and associated
reduction in the 2 Mbit/s local end price is summarized in the following table.®*

TABLE 6.2 2(aa) adjustments required at the end of year 1 of the price control

per cent Associated
reduction in 2 Mbit/s
local end price

£
2009/20  2010/11 2011/12 1 October 10
X perLLCC 3.25 3.25 3.25 -
X after reversal of 2 Mbit/s
local end price adjustment 3.25 1.50 1.50 110.21
X after also adjusting for
21CN and SiteConnect 3.25 1.75 1.75 116.76

Source: CC analysis of Ofcom data.

Summary of BT’s submissions

6.167. As noted above in our determination of Reference Question 5(a), BT's primary
position was that the question of whether a starting-price adjustment was necessary
should be remitted to Ofcom.®®

%The X that Ofcom would have set had it not erred is the rounded number for X.
“Table 2B in Ofcom’s letter ‘Xs based on CC’s proposed remedies letter (22/6/10)'.
8§10 in BT’s response on remedies, 28 May 2010.
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6.168.

6.169.

6.170.

6.171.

However, BT stated that, should it be decided that the starting price increase for

2 Mbit/s local ends should be reversed, an adjustment to the value of X would then
be required to ensure the RPI-X formula did not lead to price reductions which went
beyond the forecasts of efficiently incurred costs at the end of the control period. %

BT further stated that, depending on the level of the 2 Mbit/s local end price adjust-
ment, it may be possible to accommodate the price change within the basket cap (ie
for it to count towards the achievement of the required X in the charge control),
although this could require the suspension of the RPI-0 per cent sub-cap.®’

BT suggested that the calculation of the final level of X should be remitted to Ofcom
to determine in the light of its final conclusions on the starting charge and the
approach which should be taken to recovery of PoH costs.

BT stated that, for the purpose of implementing the remedy for the unelapsed period,
we should reverse the 2 Mbit/s local end price such that the new glide path for the
unelapsed period would follow the glide path that Ofcom would have set, had it not
erred.®

Summary of Verizon’s submissions

6.172.

Verizon did not make any submissions on this point.

Assessment

6.173.

6.174.

6.175.

6.176.

In determining what consequential adjustments to the level of price controls should
be set, we note first that, for the reasons set out in paragraphs 6.144 to 6.146 above,
we are of the view that the remedies we determine should follow as closely as
possible what we understand Ofcom would have likely done in its original LLCC
Statement, had it not erred.

This principle guides our determination of Reference Question 5(b) generally and
applies to our determination of the consequential adjustments for both the 2(aa) error
and the 3(c) errors. We address the 2(aa) error here, and the 3(c) errors below in
paragraphs 6.188 to 6.212.

The 2(aa) error requires us to consider two possible consequential adjustments:
(a) what adjustment should be made to the 2 Mbit/s local end price; and (b) what
adjustment should be made to the X. Broadly speaking, there are two approaches
available to us in determining these two questions in the context of Reference
Question 5(b) and subparagraph 5(b)(i).

The first approach would be to take as a starting point the amount by which the

2 Mbit/s local end price would need to have been reduced on 1 October 2009 in
order to reverse the one-off price increase allowed by Ofcom in the LLCC Statement:
this is the reduction A—C in Figures 6.1 to 6.3 above. The next step would be to
calculate what adjustment to this reduction to the 2 Mbit/s local end price should be
made to allow for the fact that we are making the reduction not on 1 October 2009,
but notionally a year on, ie on 1 October 2010.% The resulting reduction (ie the move

%817 in BT’s response on remedies, 28 May 2010.

7885 & 17 in BT's response on remedies, 28 May 2010.

%8848 in BT's response to CC letter of 8 June 2010.

“We note that, although the LLCC Statement was dated July 2009, the charge control is calculated on an annual basis from
1 October each year. This is why we refer to 1 October 2010 as the reference date for the purposes of our determination.
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from point E to G in Figure 6.2 above) would then be used to calculate the adjusted
X, ie the gradient of the line G to D in Figure 6.2 above.. On this approach,
determining the end point ‘G’ after the reduction E—G would depend on what
adjustments we considered it appropriate to make to the 2009 reduction A-C to allow
for the fact that the reduction E-G occurs a year later. For this reason, as noted
above in paragraph 6.135, point G may or may not fall on the line C—D.*® Under this
first approach, we would therefore calculate the X as a final step once we had deter-
mined where point G fell, ie by calculating the gradient of the line G-D.

6.177. For the second approach, the starting point would be to calculate the gradient of the
line C—D on the basis that the reduction A—C reversed the one-off price increase to
2 Mbit/s local ends on 1 October 2009 to provide a new starting point ‘C’ for the glide
path. Under this second approach, we would therefore calculate the X of the glide
path C-D as the first step: see Figure 6.1, which (as noted in paragraph 6.131)
provides a rough depiction of what we understand we are required to do by
Reference Question 5(b)i. The next step would be to calculate what reduction from
point E (ie to the price of 2 Mbit/s local ends) would be necessary to bring the price of
2 Mbit/s local ends as at 1 October 2010 down to meet the line C-D. On this
approach, point G would fall on the line C-D, ie the reduction E-G would effectively
be calibrated to achieve that result.

6.178. We prefer the second approach, which we consider offers greater simplicity and is
therefore the more reasonably practicable route to correcting for the 2(aa) error by
making consequential adjustments. For example, under the first approach, it would
not be straightforward to allow for the fact that: the gradient of the line A-B (ie the X
in the original LLCC Statement) is steeper than C-B (ie what would have been the X
had the 2(aa) error not been made); thus the price of 2 Mbit/s local ends as at
1 October 2010 (notionally what is point ‘E’ in Figure 6.2) is lower than it would other-
wise have been had the gradient been less steep; and, therefore, arguably the
reduction E-G should be adjusted to allow for this consideration. We also consider
that this approach is closer to what we understand Ofcom would have determined
had it not erred as it does not require a further adjustment of X.

6.179. In arriving at this conclusion, we reject BT's alternative suggestion (as set out in
paragraph 6.168) that, rather than adjusting the X, BT should receive a credit against
its charge control obligation of delivering the X as a result of the reversal of the
adjustment to 2 Mbit/s local end prices. The main reasons for rejecting this approach
are that this is not what Ofcom would have done in its original LLCC decision and
that we considered the adjustment to X to be the more transparent remedy. We
therefore conclude that the X in the price control should be adjusted to take account
of the reversal of the 2 Mbit/s price adjustment following the second approach
discussed in paragraph 6.177 above.

6.180. Tables 6.1 and 6.2, based on data provided by Ofcom and set out above,**? show the

steps by which we calculate the X and the associated reduction in 2 Mbit/s local end

price as at 1 October 2010 using the second approach. Table 6.1 shows the

However, we refer to paragraphs 6.186 to 6.187 where we explain how we allow for the fact that the effective date of our deter-
mination, if approved by the Tribunal, is unlikely to coincide with that reference date.

1%xe note that, since we are only considering the consequential adjustments for the 2(aa) error alone at this stage, we should
in fact refer to the line G—B, where point B is the figure for final year costs without any adjustment to allow for the 3(c) errors.
However, for the sake of simplicity when referring to the illustrative Figures 6.1 to 6.3, we refer to point D instead, ie the figure
for final year costs after adjustments for the 3(c) errors, which we consider in paragraphs 6.188 to 6.212 below.

01a5 noted in footnote 100 above, strictly speaking Figure 6.1 shows the aggregate effect of adjusting for both the 2(aa) error
and the 3(c) errors.

1%\n/e note here that, since Ofcom has been able to provide the required data for us to provide recalculated values for X, there
is no need to remit the calculation of X to Ofcom. This renders it unnecessary to consider that part of BT’'s argument that we
remit the matter to Ofcom and we consider that argument in relation to PoH charges later in our determination of this question:
see paragraphs 6.168 above and 6.216 below.
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6.181.

6.182.

6.183.

6.184.

6.185.

reduction in 2 Mbit/s local end price necessary to reverse the one-off price increase
in the original LLCC Statement, ie £141.84. On the basis of this reduction in 2009,
Table 6.1 also shows that the consequential adjustment to X after the reversal of the
2(aa) error (ie the 2 Mbit/s local end price adjustment) would have been 1.56 per cent
(rounded to 1.50 per cent) over each of the three years of the charge control from
2009 to 2012. This calculation of the X constitutes the first step under the second
approach.

Table 6.2 shows the second step under the second approach, ie calculation of the
calibrated reduction in 2 Mbit/s local end price as at 1 October 2010. On the basis
that (a) the X in the first year of the LLCC (ie 2009/2010) remained as it had originally
been set at 3.25 per cent and (b) the X in the remaining two years of the LLCC (ie
2010/11 and 2011/12) should be as calculated in Table 6.1 at 1.50 per cent, Table
6.2 shows that the associated reduction to 2 Mbit/s local end prices is £110.21.

We note in this context that in our view the calculation of the calibrated 2 Mbit/s local
end price should be based on the unrounded X. This is to ensure that the process we
follow in our remedy is as close as possible to Ofcom’s original procedures and
methods in the LLCC charge control. In the LLCC charge control, Ofcom made the
adjustments to the 2 Mbit/s local end price first and then calculated the rounded X.
Therefore, in reversing the 2 Mbit/s local end price the adjustment should be calcu-
lated with reference to the unrounded X. To put it another way, whilst the first step in
calculating the remedy is the correction of X, the first step that Ofcom would have
taken when setting the charge control is the adjustment to the 2 Mbit/s local end
price. The adjustment to the 2 Mbit/s local end price would then have led to the un-
rounded X, which would then have been rounded to the nearest 0.25 per cent. It is
for this reason that the adjustment to the 2 Mbit/s local end price is based on the
unrounded figure of X.

We note, however, that the adjusted value of the X can only be finally determined
once all adjustments to the charge control have been made. We therefore need to
take into account all adjustments that impact on X when deciding the final adjusted
value of X. Table 6.2 therefore shows both the incremental impact on X of reversing
the 2 Mbit/s local end price increase and also the cumulative impact once the adjust-
ments consequential to the 3(c) errors are incorporated.’® It is the X after all adjust-
ments which forms the basis for our determination of Reference Question 5(b) and
subparagraph 5(b)(i).

There remain two related issues to consider: first, whether there is any need to alter
the RPI-0 per cent sub-cap; and, secondly, how to make allowance for the fact that
the effective date for the determinations we provide to the Tribunal is unlikely to
coincide with the reference date for each year of the charge control.

As to the first issue, we note that the parties were broadly in agreement that such
action was unnecessary for reasons which we consider persuasive. C&W and Ofcom
did not think that an adjustment to the RPI-0 per cent sub-cap was necessary. BT
indicated that such an assessment may only be necessary if no adjustment was
made to the X (ie if we adopted BT’s suggestion to credit the reversal of the 2 Mbit/s
price increase to BT's achievement of X, which we did not—see paragraph 6.179).
We agree with C&W that the sub-cap has not been appealed. We also consider that
our remedies do not materially change the basis for Ofcom’s reasoning provided in

% ne note that this incremental information also satisfies the Tribunal’s request that we ensure the reasoning behind any calcu-
lation of the aggregate effect of the 2(aa) error and the 3(c) errors is sufficiently clear that it is possible to isolate the effect of
any of those errors individually: see paragraph 6.140 above. For a summary of the different permutations of the effect of each
error or combination of errors, please see Appendix C.
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6.186.

6.187.

the LLCC Statement for implementing the sub-caps, which had been introduced to
limit the ability for BT to fund decreases in trunk prices with increases in Tl
terminating prices given that trunk markets were potentially more competitive than Tl
terminating segments.*® We therefore conclude that there is no need to change the
RPI-0 per cent sub-caps.

As to the second issue, we do not accept the argument advanced by C&W and BT,
who suggested that the remedies should be calculated with reference to the date of
our determination. It is our view that remedies can only come into effect on the date
of the Tribunal’'s decision and that whilst it would be simpler to use an earlier (or
fixed) date this would not be appropriate.

We find that in order to allow for the fact that implementation of the remedy will not
occur on 1 October 2010, Ofcom should be required to recalculate a 2Mbit/s local
end price adjustment such that the X from the date of the Tribunal's decision and the
revenues in the final year of the price control are the same as they would have been
had Ofcom not erred. We note that the actual X for the year in which the Tribunal’s
decision occurs may be a weighted average of the old and the new X. We set out
below one methodology which we believe would achieve this, but should Ofcom
agree with the parties a simpler solution, that would be acceptable:

(a) The X in the year of the charge control in which the Tribunal’s decision falls
should be adjusted on a pro rata basis, using the elapsed period (in that year) as
the weight for the X in the original LLCC decision and the unelapsed period (in
that year) as the weight for the adjusted X, using an actual days versus actual
days count.

(b) The price adjustment for 2 Mbit/s local ends should be adjusted pro rata on the
basis of the number of days that have elapsed, using the value of the adjustment
to the 2Mbit/s local end price calculated for 1 October 2010 and the starting price
adjustment for the 2Mbit/s local end price on 1 October 2009 as the price input
variables and the number of days from 1 October 2010 as the day input variable.
The calculation should be as follows: (size of the price adjustment to 2Mbit/s local
ends on 1 October 2010) plus {(the actual number of days from 1 October 2010
to the effective date of the tribunal decision) times (the difference between the
size of the adjustment on 1 October 2010 and 1 October 2009)}.*%°.

Consequential adjustments to the level of price controls—3(c)

Our initial proposals and subsequent developments

6.188.

6.189.

In our Remedies Letter,*®® we proposed that the error in 21CN and SiteConnect
could be corrected by adjusting Ofcom’s charge control model for these errors and
then recalculating the X (in the RPI-X glide path).

We proposed that Ofcom submit a proposal for how it intended to calculate the
adjustments to the inputs into the RPI-X model that would reflect the corrections to
the errors in 21CN and SiteConnect as set out in paragraph 6.119 and that, based on
those calculations, Ofcom recalculate the X in the RPI-X glide path individually and
cumulatively for both adjustments.

%paragraphs 4.23 and 4.24 in the LLCC statement.

1% |||ustrative example: price adjustment on 1 October 2009 is 141, on 1 October 2010 is 110. The effective date of the decision
is 1 September 2010. Then the formula would be (110+{(-30/365)x(110-141)} =113

%Qur letter of 17 May 2010 as clarified by our letter of 20 May 2010.
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6.190. Accordingly, we first set out below Ofcom’s submissions on these issues, before
summarizing the salient points of the submissions received from the other parties.

Summary of Ofcom’s submissions

6.191. Ofcom adjusted its charge control model for the adjustments to the Tl basket for
21CN and SiteConnect (see paragraph 6.119)'°" and provided the calculations for
the impact on X of making adjustments for 21CN and SiteConnect which are set out
in Tables 6.3 and 6.4 below. When making this adjustment Ofcom assumed that the
corrections to 21CN and SiteConnect were applied on a pro-rata basis.

6.192. Ofcom’s calculations as set out in Table 6.3 assumed that the adjustments to 21CN
and SiteConnect would apply from the start of the charge control, ie it represented a
calculation of what the charge control would have looked like without the errors in
21CN and SiteConnect. The impact on X was as follows. **®

TABLE 6.3 3(c) adjustments required at the start of the price control

per cent
2009/10 2010/11 2011/12

X perLLCC 3.25 3.25 3.25
X after adjustment for 21CN 3.50 3.50 3.50
X after adjustment for

SiteConnect 3.50 3.50 3.50
X after both adjustments 3.50 3.50 3.50
X after all adjustments (ie 1.75 1.75 1.75

also adjusting for 2 Mbit/s

local ends)

Source: CC analysis of Ofcom data.

6.193. Ofcom’s calculation as set out in Table 6.4 showed what adjustments are required
now, considering that the charge control had already started. This was based on
adjusting the 2 Mbit/s local end price in its RPI-X charge control model on 1 October
2010 in such a way that the X in the final two years of the price control would equal
the X that Ofcom would have set had Ofcom not erred (as per Ofcom'’s first
calculation—see Table 6.3).'%

6.194. To do this, Ofcom assumed that average prices were brought into line with costs
(including a reasonable rate of return) by the end of the charge control period. Ofcom
also assumed that the X in the first year of the price control was the same as in the
original charge control model. For the purpose of calculating the adjustment to the
2 Mbit/s local end price Ofcom also assumed that the X in the last two years of the
price control was the unrounded X (see paragraph 6.182). The impact on X was as
follows.'*°

107

mng in Ofcom’s response on remedies, 28 May 2010.

Table 1 in Ofcom’ s letter ‘X calculations for CC’s proposed remedy scenarios’, 22/6/10.
1%9The X that Ofcom would have set had it not erred is the rounded number for X.
0T aple 2B in Ofcom’s letter ‘Xs based on CC's proposed remedies letter (22/6/10)'.
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TABLE 6.4 3(c) adjustments required at the end of year 1 of the price control

per cent Associated
reduction in 2 Mbit/s
local end price

£
2009/10 2010/11 2011/12 1 October 10
X per LLCC 3.25 3.25 3.25 -
X after adjustment for 21CN 3.25 3.50 3.50 21.26
X after adjustment for
SiteConnect 3.25 3.50 3.50 21.18
X after both adjustments 3.25 3.50 3.50 24.74
X after all adjustments (ie 3.25 1.75 1.75 116.76
also adjusting for 2 Mbit/s
local ends)

Source: CC analysis of Ofcom data.

Summary of C&W'’s submissions

6.195. C&W broadly agreed with our proposals as to how to approach remedying the 3(c)
errors, and with Ofcom’s methodology and data.*** In particular, C&W stated that
Ofcom’s adjustments to X were broadly in line with what they expected.*?

6.196. C&W commented on the materiality threshold that should apply for such an adjust-
ment. C&W considered that we should adopt the same methodological approach to
materiality as Ofcom adopted in the LLCC Statement, in particular not to exclude any
adjustments on the ground that they were immaterial or too small, but to apply the
rounding to the nearest quarter of a percentage point in the final calculation of the
value of X.'*3

Summary of BT’s submissions

6.197. BT was broadly supportive of our proposals of how to calculate the adjustments to
X."* However, BT argued that, since the errors in 21CN and SiteConnect were
small, they on their own should not impact the X in the RPI-X glide path.'*®

Summary of Verizon’s submissions

6.198. Verizon did not make any submissions

Assessment

6.199. Before turning to consider what consequential adjustments to the level of price
controls should be set for the 3(c) errors, we note first that certain of our observations
and determinations above in relation to the 2(aa) error apply in relation to the 3(c)
errors as well. In particular, we refer to paragraphs 6.173, 6.183 (to both of which we
refer further briefly below), and 6.186 to 6.187 (regarding reconciling the effective
date of this determination with the reference date of the charge control).

11814, §16, §17 in C&W's response on remedies, 28 May 2010, and Section 2 in C&W's response to our letter of 20 May 2010
on 4 June 2010.

125ection 3 in C&W’s response to our letter of 20 May 2010 on 4 June 2010.

13884 & 14 in C&W's response on remedies, 28 May 2010.

11492 in BT’s response to our Remedies Letter on 21 May 2010.

115¢3p in BT’s response on remedies, 28 May 2010.
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6.200. As to our decision, in paragraph 6.173, to follow as closely as possible what we
understand Ofcom would have likely done in its original LLCC Statement, we note
that C&W agreed with this approach, submitting that the same principles and
methodology (for example, the use of rounding) should be used for calculating the
adjustment to X as in the original charge control decision.

6.201. We have considered BT’s submission that the adjustments for 21CN and
SiteConnect were immaterial and therefore should not have an impact on X in the
light of this approach. To do so, we refer to Ofcom’s calculations for the impact on X
in Tables 6.3 and 6.4 above, in which Ofcom provided figures for both 21CN and
SiteConnect individually and cumulatively. On the basis of these figures, we reject
BT’s argument on this ground. These figures show that, applying Ofcom’s method-
ology of rounding to the nearest 0.25 per cent, the X would have increased on both
an individual and a cumulative basis. We therefore consider that the X in the RPI-X
glide path should be adjusted for both 21CN and SiteConnect.

6.202. However, in accordance with our determination in paragraph 6.183, we agree with
BT that the adjusted value of the X can only be finally determined once all adjust-
ments to the charge control have been made.'*°

6.203. With this in mind, we turn now to consider the matters specific to the consequential
adjustments for the 3(c) errors. We have already determined, in paragraph 6.52, the
level of the reduction which should be made to correct for the 3(c) errors.

6.204. Therefore, the first consequential adjustment to which we must turn our mind is the
calculation of the adjusted value of the X. This adjustment to the X reflects the fact
that, after making the reduction for 21CN and SiteConnect costs in accordance with
our determination of Reference Question 5(a) as it relates to the 3(c) errors (ie
reducing the end point of the glide path from point B to point D in Figures 6.1 to 6.3
above), the gradient of the glide path becomes steeper.*!’

6.205. However, we note that we also need to consider whether a further consequential
adjustment is required as a result of the fact that we are now a significant part of the
way through the first full year of the LLCC. The possible need for such an adjustment
arises from the fact that, as a result of the reduction B-D, the resultant notional glide
path A—D**® falls more steeply and therefore diverges from the actual glide path A-B
set by the LLCC. This divergence begins at the start of the charge control and, by
1 October 2010, means that we need to consider whether to make a one-off reduc-
tion to the current price of certain services in the Tl basket in order to bring the actual
glide path A-B into line with the new, corrected glide path A-D.

6.206. Tables 6.3 and 6.4, provided by Ofcom and set out above, show the steps by which
Ofcom has calculated the adjusted value of the X had Ofcom not erred and an
associated adjustment in the 2 Mbit/s local end price for the charge control to be
implemented now in the light of the fact that some of the charge control period has
elapsed.

6.207. We determine that Ofcom should make a further consequential adjustment to the
price of one or more services in the Tl basket in order to align the glide path with the
position which would have pertained had Ofcom not erred.

16566 also our comments in footnote 103.

""\We note that we are only considering the consequential adjustments for the 3(c) errors alone at this stage and, so, do not
consider the countervailing effect of the 2(aa) error adjustment on the glide path in making this observation.

“8The glide path A-D is not shown on our Figures 6.1 to 6.3 because they illustrate the cumulative effect of adjustments for
both the 2(aa) error and the 3(c) errors. But we refer here to the glide path which would be described by a line traced from point
A to point D on any of those diagrams.
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6.208.

6.209.

6.210.

6.211.

6.212.

We note that Ofcom, in the information provided to us, has worked on the basis that
the appropriate service in respect of which to make a one-off adjustment is 2 Mbit/s
local ends.

In our view, Ofcom'’s proposal to apply the additional adjustment to 2 Mbit/s local
ends represents the most pragmatic solution in effecting the relevant adjustments on
1 October 2010 for SiteConnect and 21CN. We take this position even though there
is no direct link between the 3(c) errors and an adjustment to 2 Mbit/s local end
prices. However, we favour applying the adjustment to the 2 Mbit/s local end service
for practical reasons because it is a price that is being adjusted in relation to
Reference Question 2aa and because it is used by BT and OCPs in a similar propor-
tion to the overall revenues.*™ It is therefore in our view the most reasonably practic-
able option available to us in the circumstances.

We are, however, conscious of the need to consider the relevant statutory tests when
determining how Ofcom should now remedy the errors we have identified. For this
reason, we have verified that the resulting price of 2 Mbit/s local ends after this
reduction and the one discussed above in relation to the 2(aa) error in paragraph
6.173 to 6.187 does not result in a price lower than DLRIC.

We also determine that the calculation of the adjustment to 2 Mbit/s local end prices
need to be calculated with reference to unrounded figures of X. We refer to our
comments in paragraph 6.182 in relation to our determination of the 2aa error, which
apply here as well.

In the light of these conclusions and on the basis of the data set out in Tables 6.3
and 6.5, we determine that the consequential adjustments to the X for the 21CN and
Site Connect reductions in final year charges are 3.50 per cent, both individually and
cumulatively. We further determine that the associated reduction in 2 Mbit/s local end
prices for for the 21CN and Site Connect reductions in final year charges are £21.26
and £21.18 respectively on an individual basis and £24.74 cumulatively.

Consequential adjustments to the level of price controls—4(a)(i), 4(a)(iii), 4(b)(i)

Assessment

6.213.

6.214.

6.215.

Given the nature of our finding of error in respect of the 4(a)(i), 4(a)(iii) and 4(b)(i)
errors, we determine that no consequential adjustments to the level of the price
controls is necessary. We expand briefly on our reasons for this conclusion below.

The 4(a)(i) and 4(a)(iii) errors relate to the level of common or non-marginal costs
which were allocated to PoHs. We did not find that the costs themselves had not
been incurred, only that they should not be used in the calculation of the price which
BT is allowed to charge for PoHs. The remedy in respect of these errors involves the
reallocation of the costs from PoHs to other services within the Tl basket. As such,
the remedy for these errors does not affect the overall level of costs of the Tl basket.
For these reasons, our remedies in relation to the errors identified in Reference
Questions 4(a)(i) and 4(a)(iii)) would not affect the charge control.

Our finding of error in relation to Reference Question 4(b)(i) related to Ofcom’s
decision to give a discretion to BT in deciding how to recover new PoH charges. The
4(b)(i) error therefore does not have any impact on the level of the price controls.

1905 TI Basket base year profitability—PPC principal workbook 20 06 09.xls”, tab “PPCs £m
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6.216. In the light of these conclusions, it is therefore unnecessary to consider further BT’s
suggestion that the calculation of the final value of X should be remitted to Ofcom, in
particular depending on the approach to the recovery of PoH costs. Given that our
remedies for PoH costs will not affect the X of the price control and, given that Ofcom
was readily able to provide calculations of the adjusted X, there is no need to refer
the calculation of X to Ofcom.

Determination

6.217. For the reasons given above, we determine that the consequential adjustments to the
level of the price controls set out in the following table should be made in respect of
the 2(aa) and 3(c) errors.

TABLE 6.5 Cumulative adjustments needed at the start of the price control
per cent  Associated reduction

in 2 Mbit/s local end
price

£
2009/10 2010/11 2011/12 1 October 09
X per LLCC 3.25 3.25 3.25 -
X after all adjustments 1.75 1.75 1.75 141.84

Source: CC analysis of Ofcom data.

TABLE 6.6 Cumulative adjustments needed at the end of year 1 of the price control

per cent Associated
reduction in 2 Mbit/s
local end price
£

2009/10 2010/11 2011/12 1 October 10
X per LLCC 3.25 3.25 3.25 -
X after all adjustments 3.25 1.75 1.75 116.76

Source: CC analysis of Ofcom data.

6.218. We set out in this table only the aggregate consequential adjustments taking account
of the 2(aa) error and both 3(c) errors and assuming that the date of the Tribunal
judgment is 1 October 2010. The calculation of the actual adjustment on the effective
date of the Tribunal’s decision will need to be performed by Ofcom (see paragraph
6.186 to 6.187). For details of the incremental adjustments relevant to each error or
combination of errors, see Tables 6.1 to 6.3 above in paragraphs 6.164, 6.166 and
6.192.

6.219. However, we draw to the Tribunal's attention the fact that the figures set out in
Tables 6.1 to 6.3 have not been reviewed by us. We therefore further determine that
Ofcom should be directed to perform an appropriate review of their calculations at the
time at which Ofcom comes to implement the Tribunal’s order.

6.220. For the further reasons give above, we determine that no consequential adjustments

to the level of the price controls should be made in respect of the 4(a)(i), 4(a)(iii) and
4(b)(i) errors.
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Reference Question 5(b)(ii)

6.221.

6.222.

6.223.

In this section, we consider what adjustments, if any, should be made to the un-
elapsed part of the price control in light of our determination at paragraphs 6.217 to
6.220 that the price controls during the elapsed period of the price control had been
set at inappropriate level.

Our determination in relation to this Reference Question is made on the assumption
that it may, having regard to the criteria in section 88 of the 2003 Act, be lawful and
appropriate to adjust the price control applicable during the unelapsed period in this
manner.

In addressing this Reference Question, we structure our determination in the same
way as we have done for our determination of Reference Question 5(b)(i).

Our initial proposals

6.224.

6.225.

We were conscious that there are numerous possible factors we could consider in
determining this Reference Question. We therefore asked the parties to submit their
comments on Reference Question 5(b)(ii) in our letter to the parties on 26 May 2010
(‘the 5(b)(ii)’ letter).

In particular, we asked for the parties’ comments on the following considerations:

(a) whether we should calculate any detriment (or benefit) which has occurred in the
elapsed period by reference to actual data or the original data in Ofcom’s charge
control model;

(b) whether the adjustments to the charge control during the unelapsed period
should be calculated by reference to updated forecasts or the original data in
Ofcom’s charge control model;

(c) whether the amount of any detriment (or benefit) during the elapsed period and
any adjustment to the unelapsed period should be calculated from the
perspective of the gains made by the supplier or from the perspective of losses to
individual customers;

(d) whether consequential decisions made on the basis of the errors in the original
LLCC statement (eg as to the alternative services purchased during the period
when the price of certain services was at an inappropriate level) should be taken
into account;

(e) if calculations should be based on actual data, updated forecasts or consequen-
tial decisions, how the relevant data should be procured;

(f) if the original data in Ofcom’s charge control model should be used, how, if at all,
any deviation from the actual detriment/benefit should be accounted for;

(9) how, if at all, we should allow for the fact that the effective date for determining
the dividing line between the elapsed and unelapsed period is by reference to the
date of the Tribunal’s judgment following our determination (a date which is
unknown, since it is not fixed by the 2003 Act or by court order), rather than our
final determination itself;

(h) whether any of the calculations should include an allowance for interest and, if
S0, on what basis any such interest should be calculated; and
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(i) what other considerations, if any, we should take into account in our decision.

Submissions from the parties

6.226. As a preliminary observation, we note that some of the parties’ submissions were in
our view directed primarily to the question of whether it was lawful or appropriate to
make an adjustment to the unelapsed period of the price control in consequence of
the price controls during the elapsed period had been set an inappropriate level.

6.227. In this regard, we refer to paragraph 6.125 above, in which we noted that Reference
Question 5(b)(ii) requires us to proceed on the assumption that it may be lawful and
appropriate to make such an adjustment during the unelapsed period. We therefore
explained that we regard it as neither necessary nor appropriate for us to seek to
determine the lawfulness or appropriateness of making such an adjustment.

6.228. Accordingly, we focus instead on those parts of the parties’ submissions which
address the matters we asked them to consider in our 5(b)(ii) letter.

Summary of C&W'’s submissions
6.229. C&W addressed the matters set out in paragraph 6.225 in the following terms.

6.230. In C&W'’s opinion, any calculations should be based on the data used in Ofcom’s
original charge control model.*?® C&W was of the view that the original dataset in
Ofcom’s charge control model (with corrections for the errors as per our determin-
ation) should be used to calculate the benefit to BT in the elapsed period and the
adjustment to the unelapsed period.*?* Consequential decisions as a result of the
error in the price control should not be taken into account in setting the charge
control going forward.'*

6.231. C&W confirmed that, in its view, the adjustment for any detriment (or benefit) in the
elapsed period should be calculated with reference to BT only. The benefit achieved
by BT in the elapsed period should accrue interest at the Oftel Interest Rate as
defined in BT’s Standard Interconnect Agreement just as would be the case with any
other retrospective adjustment of charges.*?®

6.232. C&W was further of the view that any adjustment to the unelapsed period of the
charge control must not lead to BT earning less than the marginal cost in any year of
the unelapsed period of the charge control.*** C&W referred to the Court of Appeal
judgment in the Calls to Mobile Appeals in this context.'* C&W later clarified that,
since the glide path was still downward sloping, it considered it unlikely that revenues
would fall below costs and it therefore regarded this point as a non-issue.'?

6.233. C&W'’s response as to the uncertainty of the date of the Tribunal decision was to
treat the elapsed period as expiring at the time of our determination.**’

120pesponse to §86Ai and 6Aii in C&W's response on 5(b)(ii), 2 June 2010.
2lResponse to §6Ai and 6Aii in C&W'’s response on 5bii, 2 June 2010.
'?’Response to §6Aiv in BT’s response on 5bii, 2 June 2010.

12%Response to §6C in C&W’s response on 5bii, 2 June 2010.

24Response to §6Aii in C&W'’s response on 5bii, 2 June 2010.
'Response to §6Aii in C&W'’s response on 5bii, 2 June 2010.

126571, line 12ff, in the Remedies Hearing transcript.

2’Response to §6C in C&W’s response on 5bii, 2 June 2010.
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6.234. C&W noted that BT had implemented a further increase to charges for 2 Mbit/s local
ends since the start of the charge control. C&W had no objection to reflect this price
increase in the adjusted price for 2 Mbit/s local ends going forward (provided it was
consistent with all requirements of the SMP conditions including sub-caps), but that
the starting charge for 2 Mbit/s local ends used in calculating the adjusted glide path
should be based on the 2 Mbit/s local end price before this price increase.*?®

Summary of Ofcom’s submissions

6.235. Ofcom provided us with an estimate for the impact on X that would result if an adjust-
ment to the unelapsed period of the charge control were to be made in order to
correct for the overpayment as a result of errors during the elapsed period. In other
words, the adjustments were calculated so that BT's revenues would be reduced in
the last two years of the control in order to compensate for overpayment in the first
year of the control.*®

6.236. For the purpose of calculating the new X, Ofcom reduced the 2 Mbit/s local end price
to a level where the overpayment in the elapsed period was recovered in the un-
elapsed period.*® In other words, the adjustment to the 2 Mbit/s local end price was
set so that the overall revenue accruing to BT throughout the charge control would be
the same as if the 2 Mbit/s local end prices had not been increased at the start of the
charge control. Ofcom further assumed that all adjustments would take place on
1 October 2010 and that the ROCE in the final year of the price control equalled the
WACC.™!

6.237. On the basis of these assumptions and certain assumptions regarding the interest
rate used, Ofcom provided the following indicative estimate for the adjustment to X.

TABLE 6.7 Required 5(b)ii adjustments at the end of year 1 of the price control
per cent Associated

reduction in 2 Mbit/s
local end price

£
2009/10 2010/11 2011/12 1 October 2010
X per LLCC 3.25 3.25 3.25 -
X after all adjustments * 3.25 —3.17 (rounded  -3.17 (rounded 316.01
to —3.25) to —3.25)

Source: CC analysis of Ofcom data.

*Table 3 in Ofcom’ s letter ‘X calculations for CC'’s proposed remedy scenarios’, 22/6/10.

6.238. The negative RPI adjustment in Table 6.7 above means that BT will be able to
increase average prices over the last two years of the price control, ie the RPI-X
price control becomes a RPI+X price control for the last two years.

6.239. Ofcom noted that in its calculations it had chosen to reduce the price for 2 Mbit/s
local ends, but that this would result in the 2 Mbit/s local end price falling below the
level of DLRIC, which would be undesirable.*

128
129
130

86 in C&W'’s response on remedies 28 May 2010.

p37, line 27ff, in the Remedies Hearing transcript.

p38, line 13ff, in the Remedies Hearing transcript.

131h2 of Ofcom’s Remedies Hearing slides on Reference Question 5(b)ii and p37, line 25, in the Remedies Hearing transcript.
132h38, line 27, and p38, line 18, in the Remedies Hearing transcript.
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6.240.

Ofcom suggested that a possible solution would be for BT to provide a proposal for
an alternative set of adjustments.**® Ofcom also stated that using alternative price
reductions would not have any significant impact on the value of the RPI-X per cent
calculated by reducing the 2 Mbit/s local end price.***

Summary of BT’s submissions

6.241.

6.242.

6.243.

6.244.

6.245.

6.246.

BT addressed the matters set out in paragraph 6.225 in the following terms.

In BT’s view, any calculations should be based on the data used in Ofcom’s original
charge control model.*®* Consequential decisions as a result of the error in the price
control should not be taken into account in setting the charge control going
forward.**®

BT disagreed that the purpose of an adjustment to the price control should be to
compensate customers for inappropriate conduct or behaviour by BT as the adjust-
ment was based on an error by Ofcom.™’ As a result, BT argued that any remedy
should be about setting correct regulated prices going forward based on total basket
revenues and costs and not about compensating customers, whether in aggregate or
individually.**® BT also argued that interest should therefore not be part of the
calculation of the appropriate adjustments to the charge control.**

BT's response as to the uncertainty of the date of the Tribunal decision was to
suggest that we calculate remedies up to the date of our determination and indicate
what methodology should apply for the period between that date and the Tribunal's
judgment.**°

BT submitted that since the start of the charge control, BT would have changed a

number of prices to comply with its charge control obligations and meet customer

demand (for example, BT has changed the 2 Mbit/s local end prices). Any calcula-
tions should take into account these price changes.**

Following C&W'’s observation (in paragraph 6.232) that any remedy must not lead BT
to earn less that marginal cost, BT also argued that Ofcom’s model should be
updated with current actual data and updated forecasts to ensure that BT did not
earn less than marginal cost.

Summary of Verizon’s submissions

6.247.

Verizon did not make any submissions on these matters.

Assessment

6.248.

In order to determine Reference Question 5(b)(ii), we need to decide on the size of
the one or more reductions in the price of services in the Tl basket which would
provide an appropriate adjustment to the price control for the unelapsed period to

133
134

p40, line 4, in the Remedies Hearing transcript.
p38, line 28, in the Remedies Hearing transcript.

1%5Response to §86Ai and 6Aii in BT's response on 5bii, 2 June 2010.

136

Response to §6Aiv in BT's response on 5bii, 2 June 2010.

1¥7Response to §6Aiii in BT’s response on 5bii, 2 June 2010.
1%8Response to §6Aiii in BT’s response on 5bii, 2 June 2010.
%Response to §6D in BT’s response on 5bii, 2 June 2010.
1%2esponse to §6C in BT's response on 5bii, 2 June 2010.
“IResponse to §6E in BT's response on 5(b)(ii), 2 June 2010.
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6.249.

6.250.

6.251.

6.252.

6.253.

6.254.

6.255.

reflect the fact that the price control during the elapsed period was set an inapprop-
riate level for the reasons we have determined in Reference Questions 2(aa) and
3(c) (and the related parts of Reference Questions 5(a) and 5(b) (including sub-
paragraph 5(b)(i)). These reductions are depicted in Figure 6.3 above by the line E-F
(ie a reduction greater than the reduction E—-G which we discussed in paragraphs
6.176 to 6.179 above). As a consequence of this reduction E—F, it will also be
necessary to calculate the resultant glide path F-D.

We set out below, in subparagraphs 6.257 to 6.265, what we consider to be the
appropriate parameters to use in calculating this remedy for Reference Question
5(b)(ii), taking into account the parties’ submissions in response to our 5(b)(ii) letter
and in subsequent correspondence.

Preliminary observation

However, as a preliminary observation, we note that we have not found it easy to
resolve the tension we have found to exist between, on the one hand, the require-
ment in Reference Question 5(b)(ii) that we proceed on the assumption that it may,
having regard to the criteria in section 88 of the 2003 Act, be lawful and appropriate
to make the further 5(b)(ii) adjustment and, on the other hand, the need to identify the
parameters within which we should proceed to calculate what that adjustment should
be.

This tension arises where there are two or more alternative bases on which we could
proceed in setting a given parameter for our approach in calculating the relevant
adjustment. We refer, by way of example, to the consideration noted above in para-
graph 6.225(c), ie whether any adjustment should be calculated from the perspective
of the gains made by the supplier or from the perspective of losses to individual
customers.

The decision as to which alternative we should choose in relation to a particular para-
meter should logically depend on a prior decision as to the legal basis on which we
are making the relevant adjustment. In the case of the example in paragraph
6.225(c), we would suggest that the decision would depend on whether the legal
rationale for making such an adjustment were to compensate purchasers or to dis-
gorge profits made by the supplier or some other reason. In our view, the criteria in
section 88 of the 2003 Act are likely to inform which of these legal rationales for
making the relevant adjustment should apply.

However, since we are instructed to proceed on the assumption that such an adjust-
ment is lawful having regard to the criteria in section 88 of the 2003 Act, in our view it
is not for us to seek to explore the reasons why it is lawful. Consequentially, we have
not made the logically prior decision as to the legal basis on which we are making the
relevant adjustment.

Whether this tension has any practical impact in this appeal will depend on whether
the Tribunal determines that it is lawful and appropriate to make the 5(b)(ii) adjust-
ment and, if so, whether the parameters we have used in calculating that adjustment
can be reconciled with the legal basis on which the Tribunal determines that that
adjustment was lawful and appropriate.

We did not consider it reasonably practicable in the time available to provide what
could have been myriad alternative calculations for the 5(b)(ii) adjustment to allow for
all the possible permutations of the parameters set out below, which is what would
arguably have been necessary in order to anticipate all possible outcomes of the
Tribunal’s judgment on the 5(b)(ii) issue.
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6.256.

6.257.

6.258.

6.259.

6.260.

6.261.

6.262.

6.263.

In the event that the Tribunal considers that the parameters we have applied in calcu-
lating the 5(b)(ii) adjustment are incompatible with its finding on the legality and
appropriateness of such an adjustment, we would respectfully invite the Tribunal to
refer a supplementary question to us which we will then seek to determine with the
benefit of the Tribunal's judgment on the point.

Parameters used in calculating the 5(b)(ii) adjustment

We now turn to set out the parameters we have applied in calculating the 5(b)(ii)
adjustment with these preliminary observations in mind. (For the avoidance of doubt,
the order of the paragraphs below is not intended to reflect exactly the order in
paragraph 6.225 above.)

First, we determine that the adjustment to the price control for the unelapsed period
should be calculated so that BT is projected to earn the same amount of revenue in
the three years of the charge control as if Ofcom had not erred (ie the revenues as
determined under Reference Question 5(b)(i)). We regard this as consistent with the
general purpose of Reference Question 5, ie to correct for the errors we have
identified.

Secondly, in our view, the detriment (or benefit) that has occurred in the elapsed
period and the necessary adjustments to the controls during the unelapsed period
should be calculated by reference to the original data in Ofcom'’s charge control
model. None of the parties disagreed with this approach. We consider that using
actual data would require a significant amount of additional data to be collected
including a significant amount of estimates; and we do not consider that it would have
been reasonably practicable or proportionate to do so in the time available. Further-
more, this conclusion is consistent with the guiding principle that we should follow
what we understand would have been Ofcom’s approach to the extent possible—a
principle which we identified in paragraphs 6.173 and 6.174 and which we adopted
for the reasons set out in paragraphs 6.144 to 6.146.

In arriving at the conclusion in paragraph 6.259 that we should use Ofcom’s original
data, we are conscious that we have thereby not accepted the following argument
advanced by BT. Following C&W'’s observation (in paragraph 6.232) that any remedy
must not lead BT to earn less that marginal cost, BT argued that Ofcom’s model
should be updated with current actual data and updated forecasts to ensure that BT
did not earn less than marginal cost.

We consider it preferable to use Ofcom’s original data, despite BT's argument, for the
following reasons. First, given that marginal cost is likely to be lower than DLRIC, we
consider it unlikely that BT will earn less than marginal cost. Secondly, it would not in
our view be reasonably practicable for us to determine Reference Question 5(b)(ii) if
we were to attempt to obtain new actual data.

However, if it were decided that the 5(b)(ii) adjustment should be made, we would
recommend that the numbers should be audited by Ofcom before doing so. We are
conscious of the need to ensure that the resulting charge control must comply with
the relevant statutory tests. Since we are not in a position to assess the underlying
data fully in the present circumstances, it would be necessary for Ofcom to do so in
order to be satisfied that there was power under the 2003 Act to set such a condition.

Thirdly, we determine that the amount of any detriment (or benefit) in the elapsed
period and any adjustment to the unelapsed period should be calculated with
reference to BT as the supplier only, using Ofcom’s charge control model. Again, we
note that none of the parties disagreed with this approach. In our view, collecting
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6.264.

6.265.

6.266.

6.267.

6.268.

data for individual customers would be disproportionate and not reasonably
practicable. Furthermore, we also considered that implementing a remedy for
individual customers would deviate from the original LLCC charge control that only
imposed a condition on BT, without any reference to individual customers.

Fourthly, we do not consider that consequential decisions made on the basis of the
errors in the original LLCC Statement should be taken into account when calculating
the appropriate remedy for Reference Question 5(b)(ii). Once again, we note that
none of the parties suggested that consequential decisions should be taken into
account. It would be disproportionate and not reasonably practicable to collect the
required data to make such an adjustment. In any event, it would inconsistent with
our decision in paragraph 6.263 to focus on the consequential decisions of cus-
tomers, having decided that we should calculate the adjustment by reference to BT
as supplier rather than its customers.

Fifthly, we are of the view that interest should be applied to the amount of overcharg-
ing in the elapsed period for the purpose of calculating the remedy for Reference
Question 5(b)(ii). We consider it appropriate to make an adjustment for interest for
three reasons: (a) BT would otherwise have the benefit of overcharging in the
elapsed period for a longer period of time than it would have the detriment of lower
prices in the unelapsed period; (b) our assumption is that an adjustment to the un-
elapsed period is lawful and appropriate; and (c) this decision accords with our
decision (in paragraph 6.258 and in the other paragraphs referred to there) that the
remedy should put BT in the position over the three years of the charge control as if
Ofcom had not erred.

We determine that the interest rate that should apply is the appropriate Oftel Interest
Rate as defined in BT's Standard Interconnect Agreement as suggested by C&W
(which currently is LIBOR plus 3/8 per cent'*?). We consider this rate to follow most
closely what we understand Ofcom would be likely to have done in the circum-
stances. In any event, we consider it the most reasonably practicable approach to
give effect to this remedy by adopting an NPV-neutral approach using the interest
rate described above as the discount factor.

Sixthly, we turn to consider how to reconcile the effective date of this determination
with the reference date for the charge control pricing periods. In this regard, we note
that C&W and BT suggested that the remedy should be calculated with reference to
the date of our determination. However, since Ofcom’s charge control model calcu-
lates the charge control on an annual basis, we did not consider this a reasonably
practicable approach.

We therefore find that the adjustments to the charge control under this Reference
Question 5(b)(ii) should be referred to Ofcom to calculate in the event that the
Tribunal decides that the 5(b)(ii) adjustment should be implemented. Ofcom’s
calculation will need to provide an adjustment to the unelapsed period to take into
account the overpayment in the elapsed period. To effect this adjustment Ofcom will
need to calculate the new X for the unelapsed period and the required adjustment to
the 2Mbit/s local end price on the effective date when the tribunal hands down its
decision. Ofcom should be required to recalculate a 2Mbit/s local end price
adjustment and the new X such that the revenues in the final year of the price control
are the same as they would have been had Ofcom not erred and that the NPV of the
total revenues for BT in the adjusted charge control are equal to the NPV of the
charge control had Ofcom not erred. We note that the actual X for the year in which

“2www.ofcom.org.uk/static/archive/oftel/publications/pricing/ntsd0901. htm.
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6.269.

6.270.

6.271.

the Tribunal's decision occurs may be a weighted average of the old and the new X.
We set out below one methodology which we believe would achieve this, but should
Ofcom agree with the parties a simpler solution, that would be acceptable:

(a) calculate the size of the error (ie the revenue that has accrued to BT in the
elapsed period less the revenues that it would have earned had Ofcom not erred)
by reference to Ofcom’s charge control model using the actual date of the
Tribunal decision;

(b) then in order to calculate the new X and the 2Mbit/s price adjustment, taking into
account that Ofcom’s charge control model is based on annual calculations,
Ofcom will need to apply a two stage process: first to calculate the new X and
adjustment to the 2Mbit/s price as at the 1 October 2010 and then extrapolate
these results to the effective date of the decision of the tribunal:

(i) The calculation of the new X and 2 Mbit/s local end price adjustment as at 1
October 10 should be calculated (using Ofcom’s charge control model) with
reference to the overpayment calculated in subparagraph a) above (ie to
assume that the overpayment calculated in subparagraph a) occurred
throughout the first year of the charge control) and the associated new X and
adjustment to 2Mbit/s local end price adjustment occurred on 1 October
2010). This calculation should be performed on a NPV-neutral basis,
assuming that the total NPV of (the recalculated revenues and the revenues
for the elapsed period combined) are equal to the NPV of the revenues in the
corrected Ofcom model. The discount rate to be used should be the Oftel
Interest Rate;

(ii) then pro rata the X and the 2 Mbit/s price adjustments for the date and year in
which the decision falls using the methods set out in paragraph 6.186; and

(c) request BT to submit a proposal for the necessary price adjustments.

As part of step (c) above, Ofcom should stipulate that BT's proposal should be in line
with Ofcom’s suggestion in paragraph 6.240 and with the requirement that no price
adjustment should leave prices outside the DLRIC/DSAC range, as to which see
Ofcom’s comments in paragraph 6.239. Ofcom should also require BT to use as a
benchmark for its proposal the change in revenue that would result if the price adjust-
ment were done solely by adjusting 2 Mbit/s local end prices.

We would also remit to Ofcom the task of assessing and approving this alternative
price adjustment.

Seventhly, we note that BT and C&W submitted that changes in prices by BT since
the start of the charge control should be taken into account in setting the remedy. We
consider that any changes in prices since the start of the charge control should be
reflected in a change of the same absolute amount to the adjusted prices that result
from implementing this remedy.
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6.272.

Calculations of the 5(b)(ii) adjustment

In response to a request, Ofcom helpfully provided us with a calculation of the
appropriate remedy for Reference Question 5(b)(ii), using the parameters outlined
above. The new indicative X in the charge control shown in Table 6.8 below.**®

TABLE 6.8 Required 5(b)ii adjustments at the end of year 1 of the price control

per cent Associated
reduction in 2Mbit/s
local end price
£

2009/10 2010/11 2011/12 1 October 10
X perLLCC 3.25 3.25 3.25 -
X after all adjustments * 3.25 -3.17 -3.17 316.01
(rounded (rounded

10-3.25)  t0-3.25)

Source: CC analysis of Ofcom data.

*Table 1 in Ofcom’ s letter ‘X calculations for CC'’s proposed remedy scenarios’, 22/6/10.

6.273.

6.274.

6.275.

The adjustment to the 2 Mbit/s local end price is a reduction of £316.01. However, as
stated in paragraph 6.2, Ofcom should ask BT for a proposal how the 2 Mbit/s local
end price adjustment can be replaced with other price adjustments should the

2 Mbit/s local end price adjustment result in a price below DLRIC.

We emphasise that this figure is only indicative and based on the assumption that the
relevant date for calculating the elapsed and unelapsed periods of the charge control
is 1 October 2010. The actual date for calculating these periods will be the effective
date of our determination (ie the date of the Tribunal’s judgment on this appeal). It is
not possible to use for the purposes of adjusting this 5(b)(ii) figure the same
methodology as set out at paragraph 6.187, where we explained how to adjust the
figures provided in our determination for the 5(b)/5(b)(i) adjustments to allow for the
difference between the assumed date of 1 October 2010 and the actual date once
known. In the case of the 5(b)(ii) adjustment, the actual date has a broader impact
on the relevant calculations: it affects both the elapsed and unelapsed periods and
hence the amount of the adjustment and the impact on the X. For this reason, it will
be necessary for Ofcom to calculate the actual total adjustment required and the
actual impact on the X once the actual effective date is known.

For this reason, we have not sought in Appendix C to provide a summary of the
different permutations of the effect of each error or combination of errors. If, in the
event of a successful challenge to part of our determination, the Tribunal ultimately
disposes of the case by making one or more of the adjustments set out in our
determination but not others, it will be necessary for Ofcom to take this into account
when calculating the actual figures relevant to the determination of Reference
Question 5(b)(ii).

Determination

6.276.

For the reasons given above and having regard to the considerations and assump-
tions set out in Reference Question 5(b)(ii), we determine that the size of the
additional consequential adjustment to the level of the price control applicable during

“*See paragraph 6.236.
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6.277.

6.278.

the unelapsed period would need to be calculated once the effective date of our
determination is known (ie the date of the Tribunal's judgment on this appeal).

For the additional reasons set out above, we further determine that the matters
referred to in paragraphs 6.248 to 6.6 should be remitted to Ofcom to assess in the
event that the Tribunal decides to make such an additional consequential adjustment
to the level of the price control applicable during the unelapsed period.

Furthermore, we note the reservations we have expressed above regarding the un-
usual circumstances surrounding the determination of this Reference Question and,
in particular, our comments in paragraphs 6.250 to 6.256 above. In the light of these
circumstances, we would respectfully invite the Tribunal to refer any supplementary
guestion to us that it feels necessary and appropriate following its consideration of
our determination of the current Reference Questions, which we will then seek to
determine with the benefit of the Tribunal's judgment or guidance.
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APPENDIX A

Reference from the Competition Appeal Tribunal
to the Competition Commission

IN THE COMPETITION
APPEAL TRIBUNAL Case No: 1112/3/3/09

BETWEEN:

CABLE & WIRELESS UK

Appellant
— supported by —
VERIZON UK LIMITED
Intervener

—V—
OFFICE OF COMMUNICATIONS
Respondent
—supported by —
BRITISH TELECOMMUNICATIONS PLC

Intervener

REFERENCE OF SPECIFIED PRICE CONTROL MATTERS
TO THE COMPETITION COMMISSION
16 DECEMBER 2009

1. Having regard to:
(A) the Leased Lines Charge Control Statement and Notification issued by the
Office of Communications (“*OFCOM”) dated 2 July 2009 (the “LLCC
Decision”);

(B) the price controls set by:

0] Condition G4, TISBO up to and including 8 Mbit/s, in Schedule 1 to
Annex 9 of the LLCC Decision (“Condition G4");
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(i) Condition GG4, TISBO above 8 Mbit/s up to and including 45 Mbit/s,
in Schedule 2 to Annex 9 of the LLCC Decision (“Condition GG4");

(iir) Condition GH4, TISBO above 45 Mbit/s up to and including 155
Mbit/s, in Schedule 3 to Annex 9 of the LLCC Decision (“Condition
GH4™;

(iv) Condition HH4, AISBO up to and including 1 Gbit/s, in Schedule 4 to
Annex 9 of the LLCC Decision (“Condition HH4"); and

(v) Condition H4, Trunk, in Schedule 5 to Annex 9 of the LLCC Decision
(“Condition H4").

© the Notice of Appeal (“the Notice of Appeal”) dated 2 September 2009 lodged
by Cable & Wireless UK (“C&W?”) in Case 1112/3/3/09 challenging certain
aspects of the setting of Conditions G4, GG4, GH4, HH4 and H4 and the
statement therein that the appeal relates exclusively to specified price control
matters within the meaning of Rule 3(1) of the Competition Appeal Tribunal
(Amendment and Communications Act Appeals) Rules 2004 (the “2004
Rules™);

(E) the Defence filed by OFCOM on 16 November 2009; and

(3] the Statements of Intervention and supporting evidence filed by each of the
Interveners on 30 November and 1 December 2009

the Tribunal, pursuant to Rule 3(5) of the 2004 Rules and section 193 of the
Communications Act 2003 (the “2003 Act”), hereby refers to the Competition
Commission for its determination the specified price control matters arising in this
appeal.

2. By this reference the Tribunal orders the Competition Commission to determine the
following questions:

Question 1

Whether the price controls imposed by Conditions G4, GG4, GH4 and H4 on
British Telecommunications plc (“BT”) have been set at a level which is
inappropriate because OFCOM erred in failing to take the utmost account of
the EC Leased Lines Recommendation® in setting starting prices for digital
private circuit network elements (“DPCN Services”) for the reasons set out in
paragraphs 37 to 45 of the Notice of Appeal.

Question 2

Whether the price controls imposed by Conditions G4, GG4, GH4 and H4 on
BT have been set at a level which is inappropriate because OFCOM erred in
setting starting charges for DPCN Services and 2 Mbit/s Local Ends in one or
more of the following respects:

'European Commission’s Recommendation of 29 March 2005 on the provision of leased lines in the European Union, part 2 -
pricing aspects of wholesale leased lines part circuits, 2005/268/EC (the “EC Leased Lines Recommendation”) published at OJ
2005 L83/52.
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(a) OFCOM erred in:

(i) that the price increases go beyond what is necessary for individual
services to be priced above Ofcom’s view of distributed long run
incremental cost (“DLRIC”) for the reasons set out in paragraph 49 of
the Notice of Appeal;

(i) concluding that the price increases were necessary to avoid BT
earning a return on capital employed (“ROCE”") on the TI Basket below
its weighted average cost of capital (“WACC?") for the reasons set out
in paragraphs 49 to 51 of the Notice of Appeal;

(b) OFCOM erred in adjusting some prices and not others within the Tl
Basket for the reasons set out in paragraphs 52 to 56 of the Notice of Appeal;

(c) OFCOM erred in its assessment of the DLRIC for the DPCN Services and
2 Mbit/s Local Ends because it should have made further and/or different
adjustments to the figures used in its costs model for the reasons set out in
paragraphs 57 to 60 of the Notice of Appeal;

(d) OFCOM erred in setting the price increases to starting charges for the
reasons set out in paragraphs 61 to 66 of the Notice of Appeal.

Question 3

Whether the price controls imposed by Conditions G4, GG4, GH4, H4 and
HH4 on BT have been set at an inappropriate level because OFCOM erred in
estimating BT's efficient costs and associated revenues for leased line
services in one or more of the following respects:

(a) OFCOM erred in its use of BT's regulatory financial statements for the
reasons set out in paragraphs 72 to 77 of the Notice of Appeal;

(b) OFCOM erred in its adjustments to BT's reported costs and revenues for
DPCN Services for the reasons set out in paragraphs 83 to 103 of the Notice
of Appeal,

(c) OFCOM erred in the allocation of costs to the services subject to the
Conditions for the reasons set out in paragraph 104 of the Notice of Appeal,

(d) OFCOM erred in the calculation of the relevant cost of capital for the
reasons set

out in paragraphs 105 to 107 of the Notice of Appeal.

Question 4

Whether OFCOM erred in the setting of the point of handover charges in Part
1 of Annex C to the price controls imposed by Conditions G4, GG4, GH4 and

H4 on BT in one or more of the following respects:

(a) OFCOM erred in deciding not to set the charges on Local Ends used by
BT but only on those used by BT's competitors:

(i) OFCOM erred in its use of BT’s estimate of the costs to be

recovered by the charges for the reasons set out in paragraphs 110 to
111 of the Notice of Appeal,
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(i) OFCOM erred in not treating promotion of competition as its
primary objective and/or erred in its assessment of what the promotion
of competition would require for the reasons set out in paragraph 112
of the Notice of Appeal,

(iif) OFCOM erred in setting point of handover charges that are
discriminatory, inefficient and/or which distort competition for the
reasons set out in paragraphs 113 to 116 of the Notice of Appeal;

(iv) OFCOM erred in its assessment of its “six principles of cost
recovery” for the reasons set out in paragraphs 117 to 121 of the
Notice of Appeal;

(b) OFCOM erred in deciding to set the same charges on synchronous digital
hierarchy and plesiochronous digital hierarchy points of handover:

(i) OFCOM erred in giving BT the discretion it did as to future charges
for points of handover for the reasons set out in paragraphs 122 to
128 of the Notice of Appeal,

(i) OFCOM erred in setting charges that are inefficient and
discriminatory for the reasons set out in paragraphs 129 to 132 of the
Notice of Appeal.

Question 5

Having regard to the fulfilment by the Tribunal of its duties under section 195
of the 2003 Act and in the event that the Competition Commission determines
that OFCOM erred in relation to any of the above questions, the Competition
Commission is to include in its determination:

(a) clear and precise guidance as to how any such error found should be
corrected; and

(b) insofar as is reasonably practicable, a determination as to any
consequential adjustments to the level of the price controls indicating:

(i) what price controls should have been set in the LLCC Decision had
OFCOM not erred in the manner identified by the Competition
Commission; and

(ii) if the price controls set in the LLCC Decision have, during the
elapsed period of the price control been at an inappropriate level, and
on the assumption that it may, having regard to the criteria in section
88 of the 2003 Act, be lawful and appropriate to adjust the price
control applicable during the unelapsed period, what adjustments to
that part of the price control should be made, if any.

The Competition Commission is directed to determine the issues contained in this
reference by 30 June 2010. The Competition Commission shall notify the parties to
this appeal of its determination at the same time as it notifies the Tribunal pursuant to
section 193(3) of the 2003 Act.

Should the Competition Commission require further time for making its determination
it should notify the Tribunal and the parties so that the Tribunal may decide whether
to extend the time set out in the previous paragraph.
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5. There shall be liberty to apply for further directions.

Vivien Rose

Made: 16 December 2009

Chairman of the Competition Appeal Tribunal Drawn: 16 December 2009

Amended reference from the Competition Appeal Tribunal

IN THE COMPETITION
APPEAL TRIBUNAL

BETWEEN:

to the Competition Commission

Case No: 1112/3/3/09

CABLE & WIRELESS UK

Appellant
—supported by —
VERIZON UK LIMITED
Intervener

—v—
OFFICE OF COMMUNICATIONS
Respondent
—supported by —
BRITISH TELECOMMUNICATIONS PLC

Intervener

ORDER

UPON reading the application dated 29 March 2010 by Cable & Wireless UK to amend the
Tribunal’'s Order dated 16 December 2009 referring to the Competition Commission the
specified price control matters raised in the appeal

AND UPON each of the parties and the Competition Commission providing their consent to

the application
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IT 1S ORDERED THAT:

1. The Tribunal’'s Order of 16 December 2009 be amended as shown by the underlined text
in the Schedule to this Order

2. There be liberty to apply

Vivien Rose

Made: 30 March 2010

Chairman of the Competition Appeal Tribunal Drawn: 30 March 2010

SCHEDULE

1. Having regard to:

(A)

(B)

(©)

(E)
(F)

(G)

the Leased Lines Charge Control Statement and Notification issued by the
Office of Communications (“*OFCOM”) dated 2 July 2009 (the “LLCC
Decision”);

the price controls set by:

0] Condition G4, TISBO up to and including 8 Mbit/s, in Schedule 1 to
Annex 9 of the LLCC Decision (“Condition G4");

(i) Condition GG4, TISBO above 8 Mbit/s up to and including 45 Mbit/s,
in Schedule 2 to Annex 9 of the LLCC Decision (“Condition GG4");

(iii) Condition GH4, TISBO above 45 Mbit/s up to and including 155
Mbit/s, in Schedule 3 to Annex 9 of the LLCC Decision (“Condition
GH4™);

(iv) Condition HH4, AISBO up to and including 1 Gbit/s, in Schedule 4 to
Annex 9 of the LLCC Decision (“Condition HH4"); and

(v) Condition H4, Trunk, in Schedule 5 to Annex 9 of the LLCC Decision
(“Condition H4").

the Notice of Appeal (“the Notice of Appeal”) dated 2 September 2009 lodged
by Cable & Wireless UK (“C&W") in Case 1112/3/3/09 challenging certain
aspects of the setting of Conditions G4, GG4, GH4, HH4 and H4 and the
statement therein that the appeal relates exclusively to specified price control
matters within the meaning of Rule 3(1) of the Competition Appeal Tribunal
(Amendment and Communications Act Appeals) Rules 2004 (the “2004
Rules”);

the Defence filed by OFCOM on 16 November 2009; and

the Statements of Intervention and supporting evidence filed by each of the
Interveners on 30 November and 1 December 2009; and

the Reply filed by C&W on 28 January 2010 (the “Reply”)

the Tribunal, pursuant to Rule 3(5) of the 2004 Rules and section 193 of the
Communications Act 2003 (the “2003 Act”), hereby refers to the Competition
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Commission for its determination the specified price control matters arising in this
appeal.

2. By this reference the Tribunal orders the Competition Commission to determine the
following questions:

Question 1

Whether the price controls imposed by Conditions G4, GG4, GH4 and H4 on
British Telecommunications plc (“BT") have been set at a level which is
inappropriate because OFCOM erred in failing to take the utmost account of
the EC Leased Lines Recommendation? in setting starting prices for digital
private circuit network elements (“DPCN Services”) for the reasons set out in
paragraphs 37 to 45 of the Notice of Appeal.

Question 2

Whether the price controls imposed by Conditions G4, GG4, GH4 and H4 on
BT have been set at a level which is inappropriate because OFCOM erred in
setting starting charges for DPCN Services and 2 Mbit/s Local Ends in one or
more of the following respects:

(a) OFCOM erred in:

(i) that the price increases go beyond what is necessary for individual
services to be priced above Ofcom’s view of distributed long run
incremental cost (“DLRIC") for the reasons set out in paragraph 49 of
the Notice of Appeal;

(i) concluding that the price increases were necessary to avoid BT
earning a return on capital employed (“ROCE") on the TI Basket below
its weighted average cost of capital (“WACC?") for the reasons set out
in paragraphs 49 to 51 of the Notice of Appeal,

(aa) OFCOM erred in permitting increases in starting charges for the reasons
set out in paragraphs 12 to 29 of the Reply:

(b) OFCOM erred in adjusting some prices and not others within the Tl
Basket for the reasons set out in paragraphs 52 to 56 of the Notice of Appeal;

(c) OFCOM erred in its assessment of the DLRIC for the DPCN Services and
2 Mbit/s Local Ends because it should have made further and/or different
adjustments to the figures used in its costs model for the reasons set out in
paragraphs 57 to 60 of the Notice of Appeal;

(d) OFCOM erred in setting the price increases to starting charges for the
reasons set out in paragraphs 61 to 66 of the Notice of Appeal.

Question 3

Whether the price controls imposed by Conditions G4, GG4, GH4, H4 and
HH4 on BT have been set at an inappropriate level because OFCOM erred in

European Commission’s Recommendation of 29 March 2005 on the provision of leased lines in the European Union, part 2 -
pricing aspects of wholesale leased lines part circuits, 2005/268/EC (the “EC Leased Lines Recommendation”) published at OJ
2005 L83/52.
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estimating BT’s efficient costs and associated revenues for leased line
services in one or more of the following respects:

(a) OFCOM erred in its use of BT's regulatory financial statements for the
reasons set out in paragraphs 72 to 77 of the Notice of Appeal;

(b) OFCOM erred in its adjustments to BT’s reported costs and revenues for
DPCN Services for the reasons set out in paragraphs 83 to 103 of the Notice
of Appeal,

(c) OFCOM erred in the allocation of costs to the services subject to the
Conditions for the reasons set out in paragraph 104 of the Notice of Appeal;

(d) OFCOM erred in the calculation of the relevant cost of capital for the
reasons set

out in paragraphs 105 to 107 of the Notice of Appeal.
Question 4

Whether OFCOM erred in the setting of the point of handover charges in Part
1 of Annex C to the price controls imposed by Conditions G4, GG4, GH4 and
H4 on BT in one or more of the following respects:

(a) OFCOM erred in deciding not to set the charges on Local Ends used by
BT but only on those used by BT’'s competitors:

(i) OFCOM erred in its use of BT’s estimate of the costs to be
recovered by the charges for the reasons set out in paragraphs 110 to
111 of the Notice of Appeal;

(ii) OFCOM erred in not treating promotion of competition as its
primary objective and/or erred in its assessment of what the promotion
of competition would require for the reasons set out in paragraph 112
of the Notice of Appeal;

(iii) OFCOM erred in setting point of handover charges that are
discriminatory, inefficient and/or which distort competition for the
reasons set out in paragraphs 113 to 116 of the Notice of Appeal;

(iv) OFCOM erred in its assessment of its “six principles of cost
recovery” for the reasons set out in paragraphs 117 to 121 of the
Notice of Appeal;

(b) OFCOM erred in deciding to set the same charges on synchronous digital
hierarchy and plesiochronous digital hierarchy points of handover:

(i) OFCOM erred in giving BT the discretion it did as to future charges
for points of handover for the reasons set out in paragraphs 122 to
128 of the Notice of Appeal,

(i) OFCOM erred in setting charges that are inefficient and

discriminatory for the reasons set out in paragraphs 129 to 132 of the
Notice of Appeal.

A8



Question 5

Having regard to the fulfilment by the Tribunal of its duties under section 195
of the 2003 Act and in the event that the Competition Commission determines
that OFCOM erred in relation to any of the above questions, the Competition
Commission is to include in its determination:

(a) clear and precise guidance as to how any such error found should be
corrected; and

(b) insofar as is reasonably practicable, a determination as to any
consequential adjustments to the level of the price controls indicating:

(i) what price controls should have been set in the LLCC Decision had
OFCOM not erred in the manner identified by the Competition
Commission; and

(ii) if the price controls set in the LLCC Decision have, during the
elapsed period of the price control been at an inappropriate level, and
on the assumption that it may, having regard to the criteria in section
88 of the 2003 Act, be lawful and appropriate to adjust the price
control applicable during the unelapsed period, what adjustments to
that part of the price control should be made, if any.

The Competition Commission is directed to determine the issues contained in this
reference by 30 June 2010. The Competition Commission shall notify the parties to
this appeal of its determination at the same time as it notifies the Tribunal pursuant to
section 193(3) of the 2003 Act.

Should the Competition Commission require further time for making its determination
it should notify the Tribunal and the parties so that the Tribunal may decide whether
to extend the time set out in the previous paragraph.

There shall be liberty to apply for further directions.
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APPENDIX B

Leased lines—technology and pricing

Introduction

1.

Leased lines are products purchased by business customers to connect their various
business premises together.

Leased line services that involve transmission with capacity below 2 Mbit/s are
referred to as DPCN. These services are typically delivered using a separate plat-
form from other leased line services.

Leased line services that are sold to end users are referred to as retail private circuits
(RPCs) when delivered by BT or OCPs. Partial private circuits (PPCs) are a whole-
sale version of leased lines that are provided by BT Wholesale to OCPs (and to the
retail divisions of BT) that can be used to create RPCs or other business connectivity
services. PPCs include circuits with capacity below 2 Mbit/s (DPCN) and circuits of

2 Mbit/s and above.

DPCN technology came into service around 30 years ago and has lower capacity
and resilience than other PPC technologies that were introduced later. PPC technolo-
gies of sub-2 Mbit/s are being phased out over the next eight years or so.

PPCs over 1 Mbit/s are generally delivered over two technologies, the older PDH
(plesiochronous digital hierarchy) and the newer SDH (synchronous digital
hierarchy).

In this note, we use C&W as an example of an OCP and ‘Bank A’ as an example of a
business customer purchasing a leased line from it. We will further assume that
Bank A purchases a link between its headquarters and its ATM machines. For
illustration we will assume in some cases that the service Bank A is purchasing is

2 Mbit/s and in other cases that it is a DPCN service. These differences will be
signposted.

Bank A purchases a DPCN product that links its ATMs with its headquarters. Thanks
to this leased line product, Bank A’'s ATMs can communicate with Bank A’s central
systems and final consumers can use those ATMs to withdraw cash or carry out
other basic financial transactions.

This note also focuses only on the charges that are levied on an annual basis (so-
called fixed charges) and per km charges. It ignores the one-off connection charges
as they are not part of the appeal.

Definitions of the key terms

9.

The following defines some of the terms used by the parties when describing the
leased line transmission. For graphic representation, see Figure 1:

(a) Trunk = the core of BT’s network, everything that is not a terminating segment; it
offers high capacity transmission (a ‘motorway’).

() Trunk from an engineer’s viewpoint = the infrastructure that links different Tier
1 nodes together.
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o Tier 1 Node = a part of BT's network defined by a set of equipment where

transmission can change direction. Historically (before Ofcom’s Business
Connectivity Market Review, BCMR 2008), the network connecting Tier 1
Nodes was considered to be trunk and the network leading up to Tier 1
Nodes was considered to be terminating segment.

(i) Trunk from a pricing viewpoint = the infrastructure that links two aggregation
nodes together.

Aggregation Node = a Tier 1 node or group of proximate Tier 1 nodes that
was designhated by Ofcom as an ‘aggregation node’ following the BCMR
2008. It serves to define trunk for pricing purposes.

(b) Terminating segment = everything that is not a trunk; lower capacity transmission
than the trunk (‘A and B roads’).

() Terminating segment = Local end + Backhaul.

Local end = the wire from Bank A’s premises to the nearest BT Local
Serving Exchange (LSE), a link dedicated to Bank A, lowest capacity (a ‘B
road’).

Backhaul from an engineer’s perspective = network connecting LSE to a
Tier 1 Node, higher capacity than local end (an ‘A road’).

Backhaul from a pricing perspective = network connecting LSE to a Tier 1

Node and network connecting one Tier 1 Node to another if both Tier 1
nodes are considered to be part of the same Aggregation Node.
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FIGURE 1
BT's network

HSBC ATM

Aggregation Node
Local End
HSBC ATM 3 Backhaul Tier 1 Trunk :
Backhaul Tier 1 Aggregation
Local End LSE Node Node — g(gTiegr 1)
Node
HSBC ATM A Backhaul
Q Trunk Trunk Trunk
Aggregation
(Tier 1)
Local End
Local End Local End Backhaul Node
HSBC ATM HSBCATM  HSBC ATM
Local End Local End Local End
HSBC ATM HSBCATM  HSBCATM
Source: CC, revised by the parties.
10. It is also important to understand the meaning of the terms ‘main link’ and ‘point of

handover’ (PoH):

(a) Main link (BT) = the network that exists between the LSE nearest the origination
of the transmission (in our case Bank A ATM) and the LSE nearest the destin-
ation of the transmission (in our case Bank A’s headquarters). See Figure 2.

(b) Main link (C&W) = the network that exists between the LSE nearest the origin-
ation of the transmission (in our case Bank A ATM) and the part of BT's infra-
structure where C&W connects to BT, ie point of connection. See Figures 4
and 5:

() Main link = backhaul and in some cases also trunk.

(i) Note also that the definition of the main link is slightly different for DPCN
circuits than for higher speed circuits. In the case of DPCN circuits the main
link is between the LSE (co-located with an ENA') and the DXC? that is
closest to the point of connection (connected via a DPCN bearer) whereas for

'An ENA is an Equipment Network Access point and is described in paragraph 38 below.
A DXC is a Digital Cross Connect and is described in paragraph 38 below.

B3



higher speed circuits it extends to the part of BT’s infrastructure where C&W
actually connects to BT.

(c) PoH = the equipment that C&W (and OCPs in general) needs in order to connect
to BT’s network. As we explain in paragraph 19 below, C&W needs to connect to
BT’s network if it is to provide leased line services because it may not have the
‘last mile’ of BT's network:

(i) C&W connects via a fibre wire that leads from its own infrastructure to the
nearest BT node that is SDH technology enabled. This is because PoH is
normally carried out using SDH transmission (but there are also legacy PoHs
that are based on the older PDH technology and use nodes that are not SDH-
enabled, though the charging is still based on the location of the nearest
SDH-enabled node). It is noteworthy that such an SDH-enabled BT node is
located in a BT exchange which BT and C&W often refer to as an ‘LSE’. This
can create confusion as to where C&W actually needs to connect to BT's
network and what an LSE is. For clarification on this issue, see paragraphs 11
to 14.

(i) PoH = the infrastructure linking C&W'’s point of presence to a point of
connection in the BT’s network:

e Point of Presence (PoP) = the beginning of C&W'’s network.

¢ Point of Connection (PoC) = the beginning of BT’s network.

Does C&W connect its network to an LSE or a Tier 1 node?

11.

12.

13.

14.

To clarify where a PoH connection is made, the parties to this appeal have jointly
made clear that OCPs can connect to any SDH-enabled node (also referred to as a
BT exchange) and do not specifically need to connect to a Tier 1 node. LSE is a
generic term, used loosely to describe a ‘building with BT infrastructure’ and there-
fore an ‘LSE’ and a ‘BT Serving Exchange’ are interchangeable terms.

The position on nodes is that in all BT has about 5,600 buildings with communica-
tions equipment in them. In general terms, each one can be considered to have PDH
equipment in it (it is a PDH node) and each one acts as an LSE. A subset of about
1,800 of these buildings also contain SDH equipment (they are also SDH nodes)
which are further subdivided into Tier 1 nodes, Tier 2 nodes and Tier 3 nodes.

OCPs can have a PoH into any of these 1,800 SDH nodes. BT has indicated that
OCPs as a whole currently interconnect at 205 different SDH nodes and of these 50
are Tier 1 nodes.

We therefore understand that an LSE can be both the place where OCPs connect to
BT's network through a PoH (these LSEs have to have an SDH-enabled node inside)
and a place where local ends from customer premises are aggregated. We also
understand that not all LSEs are able to do both, but some can.

BT's provision of leased lines to business customers

15.

Assuming for simplicity a non-DPCN service, when Bank A purchases a leased line
service from BT, it purchases a transmission through BT’s network that is depicted
with a thick red line in Figure 2.
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FIGURE 2

A leased line product provided by BT to Bank A
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Source: CC, agreed by the parties.
16. If C&W wants to provide leased line services to Bank A, it has to be able to assemble

the necessary individual wholesale service elements in order to provide the same
service as provided by BT.

17. C&W has its own trunk network. However, in most cases it does not have the dedi-
cated lines leading up to Bank A’s (or any other customer’s) premises. This part of
the network is often called in the telecommunications industry the ‘last mile’.

18. In practice, OCPs like C&W do have fibre connections into some customer premises.
The likelihood of the OCPs having their own fibre will be greater where the premises
are located in key business districts of large cities and where the aggregate demand
for circuits (total capacity of all circuits into the premises) is large. In the 2008 BCMR,
Ofcom found that in central London there were sufficient OCP fibre connections to
find an area of Central and East London that was effectively competitive for circuits of
45 Mbit/s and above.

19. In an example like this, the total capacity of all the circuits at the head office is high
and therefore if the head office is close to the OCP’s own network it will aim to
connect it using its own fibre; however, the ATMs will nearly always be connected
using BT'’s ‘last mile’ of the network and it would not be economically efficient for
C&W or any other OCPs to replicate it. C&W has to purchase access to this part of
BT's infrastructure. Sometimes C&W needs to purchase a little more than just the
last mile. That will depend on the layout and density of its network and how close to
the particular ‘last mile’ it is located.

20. Ofcom’s powers to impose certain regulatory obligations originate from the EC

Framework Directive 2002/21/EC and the Communications Act 2003. Under these
provisions, where an undertaking has significant market power, Ofcom must impose
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21.

22.

appropriate specific regulatory conditions relating to network access.? Potentially
relevant conditions can be, for example, an obligation on the dominant provider to
provide access to the relevant network, a non-discrimination obligation, a require-
ment on the dominant provider to publish certain information for the purpose of
securing transparency, a cost orientation obligation and also a charge control.

The regulatory obligation for BT to provide PPCs arises from the finding of significant
market power in certain wholesale leased lines markets. Ofcom concluded in the
Business Connectivity Market Review Statement (the BCMR Statement) that BT has
SMP in Traditional Interface Symmetric Broadband Origination (TISBO) markets at
various bandwidths and trunk services at all bandwidths. Ofcom therefore imposed a
number of SMP obligations, including cost orientation and non-discrimination obliga-
tions. In addition, Ofcom concluded that, in principle, BT should be subject to charge
controls for the above markets and imposed a charge control obligation in the Leased
Lines Charge Control (LLCC) Statement.

On the basis of the above, BT has to grant access to certain parts of its infrastructure
in a transparent, cost-oriented and non-discriminatory way. In accordance with its
non-discrimination obligation, BT has to price the individual wholesale services that
C&W (and an OCP) has to purchase at the same level as BT would charge its own
downstream division in the form of transfer prices.

C&W’s provision of leased lines to business customers

23.

24,

25.

Figure 3 below depicts a situation where C&W'’s network is located (at both ends)
very near Bank A premises (ie C&W is located near the nearest LSE to Bank A) and
the nearest LSE to Bank A also has an SDH-enabled node that allows for PoH. We
do not know how usual this configuration is but think that this situation must be likely
in large conurbations such as London.

The fact that C&W connects to the nearest LSE to Bank A means that it does not
require any backhaul or trunk. This means that C&W does not purchase any main
link (ie backhaul and, when required, trunk—see paragraph (b) for the definition of
the main link). As there is no main link, there is no requirement to pay a per km
terminating segment charge.

The thick red line in Figure 3 depicts the individual wholesale service elements that
C&W assembles in order to provide a PPC-based service to Bank A (whether an
RPC or other business connectivity service, such as a VPN). The dashed green line
shows where C&W'’s own network starts. Everything above this line represents
individual wholesale service elements that C&W has to purchase from BT. This is a
theoretical routing, and in practice the signal may travel in a different fashion. Figure
3 shows a symmetrical situation at both ends of the leased line. However, in practice
conditions at the two ends (ie the ATM end and headquarters end) can be different.

®Certain conditions are referred to in the Access Directive 2002/19/EC. However, the regulatory mechanism under which
conditions have been imposed on BT in this case derives from the Framework Directive.
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FIGURE 3

A leased line product provided by C&W to Bank A
(no trunk or backhaul required, ie no main link)
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Source: CC, agreed by the parties.

26. Bank A is not one with an SDH-enabled node in it or, at least, not an SDH-enabled
node where C&W has a PoH. The backhaul that C&W has to purchase forms part of
the main link. In practice, this means that C&W will have to pay a fixed main link
charge and a per km charge for the backhaul it is using. In addition, it will have to pay
a local end fixed charge for the local end it is using.

27. The thick red line in Figure 4 depicts the individual wholesale service elements that
C&W assembles in order to provide a PPC-based service to Bank A (whether an
RPC or other business connectivity service, such as a VPN). The dashed green line
shows where C&W'’s own network starts. Everything above this line represents indi-
vidual wholesale service elements that C&W has to purchase from BT. This is a
theoretical routing, and in practice the signal may travel in a different fashion. It
should also be noted that Figure 4 shows a symmetrical situation at both ends of the
leased line. However, in practice, conditions at the two ends (ie the ATM end and
headquarters end) can be different.
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FIGURE 4

A leased line product provided by C&W to Bank A (no trunk required)
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Source: CC, agreed by the parties.

28. Figure 5 below depicts a situation where C&W requires both backhaul and trunk from
BT as its nearest infrastructure is located some distance away from Bank A. The
backhaul and trunk that C&W has to purchase forms part of the main link.

29. The thick red line in Figure 5 depicts the individual wholesale service elements that
C&W assembles in order to provide a PPC service to Bank A. The dashed green line
shows where C&W'’s own network starts. Everything above this line represents indi-
vidual wholesale service elements that C&W has to purchase from BT. Please note
that this is a theoretical routing, and in practice the signal may travel in a different
fashion.

30. Finally, Figure 5 does not show a symmetrical situation, although at both ends C&W
needs to purchase trunk. We made this distinction to illustrate some of the different
situations under which C&W may need to purchase some trunk from BT. In particu-
lar, it is possible that the Tier 1 node to which C&W connects through the PoH can be
in itself an aggregation node.

B8



FIGURE 5

A leased line product provided by C&W to Bank A (trunk required)
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Source: CC, agreed by the parties.

31. Following from the right-hand side of Figure 5, Figure 6 provides more detail as to
what charges C&W needs to pay in order to be able to assemble that particular end
of the PPC service for Bank A. We note that since the right-hand side and left-hand
side of Figure 5 involve both trunk and backhaul, the pricing elements that C&W wiill
have to pay for the left-hand side part of the service will be analogous.

32. The PPC product that C&W purchases is divided into three fixed charges: local end
fixed charge, main link fixed charge and PoH fixed charge. In addition, C&W has to
pay a per km charge for trunk and the terminating segment (ie local end and back-
haul). In addition, C&W has the option to purchase ‘enhanced maintenance’ on the
circuit which provides a higher standard of care and repair. Enhanced maintenance
charges take the form of a fixed ‘per circuit’ charge plus a ‘per km’ charge calculated
from the length of the main link.

33. As we have noted in paragraph 8, these are not the only charges that C&W has to

pay. C&W also incurs connection charges. However, since these charges are not
subject to the appeal, we do not propose to go into any detail about these charges.
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34. For PPCs of 1 Mbit/s and above (ie those that are not provided using the DPCN), the
length of the main link for pricing purposes is calculated as the straight-line distance
between the LSE to which the customer is connected and the LSE where the BT end
of the PoH is located.

35. The length of main link that is considered to be terminating segment and trunk seg-
ment is calculated by a formula described in Appendix A (section 11) of BT's PPC
Product Handbook:
www.btwholesale.com/pages/downloads/service_and_support/contractual_informatio

n/docs/ppcoffer.
FIGURE 6
PPC pricing faced by C&W
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Source: CC, revised by the parties.

DPCN

36. DPCN is an older type of transmission technology that was originally developed for
voice transmissions.

37. DPCN is also a term describing those leased line products with capacity of less than
1 Mbit/s.

38. Unlike the remainder of leased lines, DPCN use equipment network access points
(ENA) located within the LSE and digital cross connects (DXC). DXCs are also often
referred to as DPCN nodes. It is noteworthy that ENAs are located at LSEs, but DXC
nodes are not always co-located with Tier 1 Nodes.

39. The DPCN network does not have a trunk hierarchy and is connected through
2 Mbit/s links between DXCs.

40. However, the 2 Mbit/s links connecting together the DXCs can sometimes be physi-
cally routed over trunk and terminating segment in the same way as PPCs (eg
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41.

following the routing DXC—aggregation node—aggregation node—DXC to take
advantage of the large pipes between aggregation nodes). Similarly, since pricing of
DPCN products follows the pricing formula devised for PPCs, a trunk segment is
defined for DPCN pricing purposes without regard to the actual routing of the DPCN
circuits.

Figure 7 shows the product that BT assembles in order to provide a DPCN service to
Bank A.

FIGURE 7

A DPCN product provided by BT to Bank A
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Source: CC, agreed by the parties.

42.

43.

Figure 8 shows the equivalent product that C&W would provide. The thick red line
depicts the individual wholesale service elements that C&W assembles in order to
provide a DPCN service to Bank A. The dashed green line shows where C&W'’s own
network starts. Everything above this line represents individual wholesale service
elements that C&W has to purchase from BT. This is a theoretical routing, and in

practice the signal may travel in a different fashion. In particular, BT may use its PPC
trunk for transmission.

Moreover, pricing of DPCN products is different from this theoretical routing. DPCN
pricing is based on the pricing model used for other PPC products and adapts the
Tier 1 node pricing to the conditions of the DPCN technology. The pricing of DPCN
products will be further explained in the following section.
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FIGURE 8

A DPCN product provided by C&W to Bank A

BANK A BANK A

ATM Local End Local End O headquarters

ENA ENA

(' (at LSE) (at LSE)
2 Mbit/s link 2 Mhit/s link
DXC DXC
2 Mhit/s link I I 2 Mbit/s link
BT's
network DXC DXC
q 2 Mbit/s bearer I 2 Mbit/s bearer
LSE LSE
_ Tier 1 Tier 1
Point of Node Node
Handover < (SDH enabled) (SDH enabled)
Point of Handover
\ infrastructure
Point of Point of
presence presence
C&W’s
network
Transmission
€ through C&W's
\ network

Source: CC, agreed by the parties.

Pricing of DPCN products

44, As explained above, DPCN products are priced according to the PPC model, which
means that trunk is defined on the basis of the location of aggregation nodes. For all
PPCs, including DPCN circuits, the pricing is done according to ‘catchment’ areas of
aggregation nodes irrespective of what nodes are used in the physical routing. In
practice, the UK is divided into a set of aggregation node areas within which DXC
nodes falls. If C&W needs to use two DXC nodes in different aggregation node
areas, the distance between the two DXCs will be paid for as trunk. Conversely, if the
two DXC nodes are within the same aggregation node area, the distance between
them will be charged as terminating segment (backhaul).

45, We understand that there are 103 DXC nodes within BT's DPCN network but only 69
are used for pricing purposes.

46. In addition, as with other PPC products, where C&W needs to use either backhaul
and, sometimes, trunk (ie the case depicted in Figure 9), C&W will have to pay a
fixed main link charge (as the main link is composed of backhaul and trunk) and a
per km charge for trunk and terminating segment (ie the main link distance). Further-
more, C&W has the option to buy enhanced maintenance which is paid for with a
fixed ‘per circuit’ charge and a ‘per km’ charge based upon the length of the main
link.
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47.

48.

network <

Unlike other PPC products, C&W will have to pay a special fixed and per km charge
for the DPCN bearer it uses. The DPCN bearer is the infrastructure running between
the SDH node where the PoH is connected and the nearest DXC node. The price for
the DPCN bearer is published in section B8.01 of BT Wholesale Carrier Price List
which covers PoH and BT has indicated that the revenues are accounted for in the
PoH market. However, the bearer itself provides a connection between the PoH and
the DXC using BT's SDH or PDH network and the costs are included under 64 kbit/s
distribution (ie main link rather than PoH).

Finally, as before, the thick red line in Figure 9 depicts the individual wholesale
service elements that C&W needs to assemble in order to provide a DPCN service to
Bank A. Please note that as we explained in paragraph 39, the DPCN technology
does not have a physical trunk as it does not aggregate above 2 Mbit/s. However, as
we mentioned in paragraph 42, in practice, BT may use the same trunk as used for
other PPCs to transmit the DPCN signal across its network.

FIGURE 9

DPCN pricing v DPCN theoretical routing faced by C&W
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49.

50.

Figure 10 is based on the right-hand side of Figure 9 and provides more detail as to
what charges C&W needs to pay in order to be able to assemble a DPCN service for
Bank A (ie one end of the service).

In particular, the DPCN product that C&W purchases is divided into four fixed

charges: local end fixed charge, main link fixed charge, DPCN bearer fixed charge
and PoH fixed charge. In addition, C&W has to pay a per km charge for trunk, the
terminating segment (ie backhaul) and the bearer. Further, C&W has the option to
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51.

52.

53.

54.

buy enhanced maintenance which is paid for with a fixed ‘per circuit’ charge and a
‘per km’ charge based upon the length of the main link.

In the case of DPCN circuits, the total length of the main link is measured as the
straight line from the LSE to which the customer is connected (which is where the
ENA is located) to the DXC which is nearest to the PoH. This distance is further split
between trunk and terminating segment according to the rules described in Appendix
A (section 11) of the PPC product handbook.

Contrary to leased lines with capacity of 2 Mbit/s and above, when C&W purchases
DPCN leased lines, it will also have to pay for a bearer. C&W pays two charges for
the bearer, a fixed charge and a per km charge. This part of the infrastructure, that is
called the DPCN bearer in the NoA, would fall under ‘main link’ in the case of leased
lines with capacity of 2 Mbit/s and above.

As a result of this, the length of the main link will often be different in the case of a
DPCN circuit and a higher-speed circuit even if the circuits themselves are between
exactly the same two locations. By way of an example, for a circuit connecting a cus-
tomer in Poole where the nearest DXC (at least for charging purposes) is located in
Salisbury:

(a) If the OCP has a PoH at the same LSE in Poole that connects the customer, then
they could purchase a higher-speed PPC and avoid the need to buy a main link.
However, a DPCN circuit must at least go to Salisbury, so that dictates the mini-
mum length for the main link. If the OCP chooses to take the circuit at its Poole
PoH, then it must also buy a bearer back from Salisbury to Poole. Alternatively, if
the OCP also has a PoH in, or closer to, Salisbury, it can use that and reduce the
length of the bearer.

(b) If the OCP’s closest PoH is at a (hypothetical) LSE between Poole and Salisbury
that does not have a DXC—since there are 1,800 SDH nodes but only 69 DXCs
for charging purposes—then it will need to buy a main link to Salisbury and then
a DPCN bearer backtracking to the hypothetical LSE. For a higher-speed PPC, it
could simply buy a shorter main link from Poole to the hypothetical LSE.

(c) If the OCP’s closest PoH to Poole is in Salisbury (at the same LSE where the
DXC is located), then the main link length would be the same for a DPCN circuit
and a higher-speed PPC, as in both cases it would be measured between the
same two LSEs.

As we have noted in paragraph 8, these are not the only charges that C&W has to

pay. C&W also incurs connection charges. However, since these charges are not
subject to the appeal, we do not go into any detail here about them.
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FIGURE 10

DPCN pricing faced by C&W
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Point of Handover

55.

56.

57.

Lastly, we describe the infrastructure required for a PoH connection. PoH requires a
multiplexor on both sides, BT and C&W. The multiplexors used by BT and C&W are
ordinary add drop multiplexes (ADMs) which are used across the BT network and are
not unique to PoH.

There are two configurations of PoH, in-span handover (ISH) and in-span handover
extension where C&W provides some infrastructure, and customer-sited handover
(CSH) where BT provides the entire handover infrastructure. Figure 11 provides a
graphic illustration of the different technologies.

PoHs can use either PDH or SDH technology. PDH is the older, less efficient tech-
nology and SDH is a newer, more efficient technology. New PoHs ordered by OCPs
specifically for PPCs are always SDH. Where old PDH handovers remain in use, they
are always CSH.
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FIGURE 11
Types of PoH according to who provides the infrastructure
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APPENDIX C

All permutations for the correction of the errors in Reference Question 5(b)(i) and 5(b)

TABLE 1 Reference Question 5(b)(i): Adjustments required at the start of the price control (all permutations)

per cent Associated
reduction in 2 Mbit/s
local end price

£
2009/10 2010/11 2011/12 1 October 09

X per LLCC 3.25 3.25 3.25 -
X after reversal of 2 Mbit/s

local end price adjustment 1.50 1.50 1.50 141.84
X after adjustment for 21CN 3.50 3.50 3.50 -
X after adjustment for

SiteConnect 3.50 3.50 3.50 -
X after both 3(c) adjustments

(21CN and SiteConnect) 3.50 3.50 3.50 -
X after adjustment for 21CN

and 2 Mbit/s local ends 1.75 1.75 1.75 141.84
X after adjustment for

SiteConnect and 2 Mbit/s

local ends 1.75 1.75 1.75 141.84
X after all adjustments 1.75 1.75 1.75 141.84

Source: CC analysis of Ofcom data.

TABLE 2 Reference Question 5(b): Adjustments required at the end of year 1 of the price control (all permutations)

per cent Associated
reduction in 2 Mbit/s
local end price

£
2009/10 2010/11 2011/12 1 October 10

X per LLCC 3.25 3.25 3.25 -
X after reversal of 2 Mbit/s

local end price adjustment 3.25 1.50 1.50 110.21
X after adjustment for 21CN 3.25 3.50 3.50 21.26
X after adjustment for

SiteConnect 3.25 3.50 3.50 21.18
X after both 3(c) adjustments

(21CN and SiteConnect) 3.25 3.50 3.50 24.74
X after adjustment for 21CN

and 2 Mbit/s local ends 3.25 1.75 1.75 113.63
X after adjustment for

SiteConnect and 2 Mbit/s

local ends 3.25 1.75 1.75 113.33
X after all adjustments 3.25 1.75 1.75 116.76

Source: CC analysis of Ofcom data.
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2 Mbit/s

2003 Act

2004 Rules

21CN

64 kbit/s

Access Directive

ADM

AFS

AISBO

Backhaul

Bandwidth

BCMR

BT

BT Sol
BTW
C&W

Calls to Mobiles
Appeal

CcC

Glossary

2 Megabits per second. One particular bandwidth available for
PPCs. Also used generically to refer to all PPCs having a band-
width of 2 Mbit/s.

Communications Act 2003.

Competition Appeal Tribunal (Amendment and Communications Act
Appeals) Rules 2004 (S| 2004 No 2068).

BT's 21st Century Network programme.
64 kilobits per second. The lowest bandwidth DPCN PPC available.
Also used generically for multiples of 64 kbit/s services (eg 512 kbit/s

services) up to a maximum of 1024 kbit/s services. See also DPCN.

Directive 2002/19/EC on access to, and interconnection of, elec-
tronic communications networks and associated facilities.

Add drop multiplexer (see also MUX).

Additional Financial Statements—unaudited financial statements
prepared by BT and designed to provide further, more detailed,
information in addition to the RFS.

Alternative Interface Symmetric Broadband Origination.

Carriage of traffic from an exchange to a central point: transmission
links used to connect local exchanges to each other and/or the core
network.

This is the measure of the maximum capacity of a data link in the
network. It indicates the speed at which information can be trans-
ferred. In digital systems, it is measured in bits per second (Bit/s).
Business Connectivity Market Review. Ofcom’s review, undertaken
in 2008, of the retail leased lines, wholesale symmetric broadband
origination and wholesale trunk segments markets.

British Telecommunications Plc.

BT’'s Statement of Intervention dated 1 December 2009.

BT Wholesale.

Cable & Wireless UK.

The judgment of the Competition Appeals Tribunal in relation to the
price control matters in 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), [2009] CAT 11 (Judgment: Disposal of the Appeals).

Competition Commission.
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CCA

Copper access
network

Copper line

Copper loop

Core

Cost causation

Cost orientation

CP

CSH

DAM

Defence

DLRIC

DPCN

DPCN Bearer

DPCN Services

DSAC

Current cost accounting—an accounting convention, where assets
are valued and depreciated according to their current replacement
cost.

The part of the access network formed from pairs of copper wires
bundled together into cables which are then laid in ducts, carried
overhead on poles or directly buried into the ground.

An individual pair of copper wires.

A copper line usually used to refer to the metallic path between the
exchange and the customer premises.

The part of the network used for high-capacity long-distance switch-
ing and transmission.

One of the six principles of cost recovery set out in the Monopolies
and Mergers Commission 1995 report Telephone number portability:
a report on a reference under section 13 of the Telecommunications
Act 1984. It implies that costs should be recovered from those
whose actions cause the costs to be incurred at the margin.

Obligation set in the Business Connectivity Market Review under
section 87 of the Communications Act 2003. It requires BT to keep
prices within reasonable bounds. Ofcom’s guidelines state that a
first order test of cost orientation is whether the charge in question
falls between DLRIC and DSAC.

Communications provider. A generic term used to describe all
market participants in the leased lines market, ie OCPs and BT.

Customer-sited handover. This is a PoH where the interconnection
between an OCP’s network and BT’s network occurs at the OCP’s
premises.

Detailed Attribution Methodology.
Ofcom’s Defence document dated 16 November 2009.

Distributed long-run incremental cost. This is estimated by defining a
broader increment of a product group, and then adding to the LRIC
of an individual product within that product group a share of the intra-
group common Costs.

Digital private circuit network. An older form of Tl network used to
handle lower bandwidth PPCs available in increments of 64 kbit/s
from 64 kbit/s to 1024 kbit/s. Used generically to refer to all PPCs
having a bandwidth of less than 2 Mbit/s. These are also known as
‘sub 2 Mbit/s’ services or just ‘64 kbit/s’ or ‘n x 64 kbit/s’ services.

A 2 Mbit/s line used to deliver DPCN circuits from a BT DPCN Node
to the POC of an OCP.

See DPCN.

Distributed stand-alone costs: DSAC is estimated by adding to the
DLRIC a proportion of costs which are common across all product
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ECRF

FAC

Framework
Directive

FRG

ISH

Kbit/s

Leased line

LLCC

LLCC Statement

Local end

LRIC

LSE

M/bits

Main link

groups. In conceptual terms it can be viewed as being SAC exclud-
ing a proportion of core common costs.

European Common Regulatory Framework.

Fully allocated cost—an accounting approach under which all the
costs of a company are distributed applying the principle of cost
causality between its various products and services, including a
reasonable rate of return. The FAC of a product or service may
therefore include some common costs that are not directly attribut-
able to the service.

Directive 2002/21/EC on the common regulatory framework for elec-
tronic communications networks and services.

Finance and Regulation Group (within the CC).

In-span handover. This is a PoH where the interconnection between
an OCP’s network and BT’s network occurs in between the OCP’s
and BT'’s premises.

Kilobits per second. A measure of speed of transfer of digital infor-
mation. There are 1,000 kbits in 1 Mbit.

A permanently connected communications link between two
premises dedicated to the customer’s exclusive use, providing dedi-
cated transmission capacity between customer sites, which can be
used to carry voice, data and video traffic.

Leased Lines Charge Control. The current regime of charge control
regulation applying to wholesale leased lines.

Ofcom'’s decision on charge control regulation applying to wholesale
leased lines. The latest LLCC Statement, published in July 2009,
covers the period October 2009 to September 2012 and is the
subject of this appeal.

The dedicated link that connects the third party customer premises
and BT’s local exchange. This can be provided using either copper
or fibre pairs depending on the distance and speed required by the
customer.

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.

Local Serving Exchange. This is the building where a third party
customer is connected to the wider BT (or OCP) network.

Megabits per second. A measure of speed of transfer of digital
information.

This provides dedicated transmission capacity between the local

exchange and the OCP’s POC with BT’s network. The main link can
be a mix of terminating segment and trunk network transmission.
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MCE

MCT Determination

MUX

NoA

Node

NRA

OCP

Ofcom

Oftel

PDH

POC

PoH

PPC

PPC Dispute

Mean capital employed.

The CC’s determination on mobile phones termination charges,
2009: www.competition-
commission.org.uk/appeals/communications_act/mobile_phones_de
termination.pdf.

Multiplexer: a device that carries out multiplexing, a process where
multiple analog message signals or digital data streams are com-
bined into one signal over a shared medium.

C&W Notice of Appeal dated 2 September 2009.

A node or exchange is part of BT’s hierarchical network at which
transmission paths are connected. Nodes or exchanges are identi-
fied in a series of ‘tiers’ (Tier 1 Nodes currently being at the highest
level of the hierarchy).

National Regulatory Authority.

Other communications provider. A generic term used to refer to CPs
other than BT.

Office of Communications.

Office of Telecommunications: a government department set up
under the Telecommunications Act 1984 to promote competition and
maintain the interests of consumers in the UK telecommunications
market. On 28 December 2003 the duties of Oftel were inherited by
Ofcom, which was the result of a consolidation of the British tele-
communication and broadcasting regulators.

Plesiochronous digital hierarchy. An older method of digital transmis-
sion used before SDH.

Point of connection. A point where one CP interconnects with
another CP for the purposes of connecting their networks to third
party end-customers in order to provide services to those end-
customers.

Point of handover. This is a high-capacity link consisting of a bearer
fibre typically carrying multiple circuits, which connects PoH equip-
ment in the BT exchange and the OCP’s premises.

Partial private circuit. A PPC involves a local end linking the cus-
tomer premises to an LSE and then further transmission between
the LSE (via either terminating segment alone or a combination of
terminating segment and trunk) to the PoH delivering the circuit to
the POC of the OCP.

A dispute referred to Ofcom by certain OCPs under section 185 of
the 2003 Act about whether BT had overcharged them for certain
PPC services (in particular, trunk services) between June 2004 and
September 2008.
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QoS

RBS Backhaul

Reply

RFS

ROCE

SAC

SDH

SG&A

SiteConnect

Sol
SMP

Sub 2 Mbit/s
services

Terminating

segments (of leased

lines)

Tl basket

Tier 1 Node

TISBO

Tl Services

Tribunal

Quiality of service.

Radio base station backhaul circuit: a circuit provided by BT that
connects a mobile CP’s base station to the mobile CP’s mobile
switching centre. It is essentially analogous to a PPC.

C&W'’s Reply dated 28 January 2010.

Regulatory financial statements. Audited financial statements that
BT is required to produce and publish each year to comply with its
regulatory obligations.

Return on capital employed.

Stand-alone cost: the cost which would be incurred by an efficient
provider of a product as a single product company. In a multi-
product firm, the SAC of a product group is a sum of the LRIC of that
product group and all of the costs which are common to that product
and the other products produced by the firm.

Synchronous digital hierarchy. A method of digital transmission
where transmission streams are packed in such a way to allow
simple multiplexing and de-multiplexing and the addition or removal
of individual streams from larger assemblies.

Sales, General & Administration—typically used as a category of
costs.

SiteConnect is a somewhat more comprehensive service than RBS.
It uses RBS and other non-PPC services as inputs.

Statement of Intervention.
Significant market power.

A generic term used to refer to all DPCN circuits and services.

All PPC services excluding trunk.

The basket of TISBO (ie terminating segment including local ends)
services and trunk services subject to Ofcom’s LLCC Statement.

A tier in BT's SDH network that denotes a network of nodes covering
areas of high population or which are otherwise important. These
nodes are connected by very high-capacity line systems. Tier 1
Nodes currently are at the highest level of the hierarchy.

Traditional Interface Symmetric Broadband Origination.

Services included in the Tl basket.

Competition Appeal Tribunal.
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Trunk segments

Verizon
Verizon Sol
VPN

WACC

The part of the PPC service that represents the transmission
between certain Tier 1 Nodes.

Verizon UK Limited.
Verizon’'s Statement of Intervention dated 30 November 2009.
Virtual private network.

Weighted average cost of capital.

Glos6



	Chapter 1 Introduction Excised
	Chapter 2 Ground A Question 1
	Chapter 3 Ground B Question 2 Merged
	Chapter 4 Ground C Question 3 Merged Excised
	Chapter 5 Ground D Question 4 Merged Excised
	Chapter 6 Remedies Question 5
	Appendix A The reference
	Appendix B Leased lines - technology and pricing
	Appendix C
	Glossary

