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Glossary of terms  

2003 Act: The Communications Act 2003. 

21CN: BT’s twenty first century network. 

BT: British Telecommunications’ plc whose registered company number is 1800000, and 
any of its subsidiaries or holding companies, or any subsidiary of such holding companies, 
all as defined by section 1159 of the Companies Act 2006. 
 

CAT Judgment: The Competition Appeal Tribunal’s judgment disposing of BT’s appeal 
again the PPC 2009 Determination: British Telecommunications plc v Office of 
Communication [2011] CAT 5, dated 22 March 2011. 

Court of Appeal Judgment: The Court of Appeal’s judgment in BT’s appeal of the CAT 
Judgment and the PPC Preliminary Issues Judgment: British Telecommunications plc v 
Office of Communications [2012] EWCA Civ 1051, dated 27 July 2012.  

CP: Communications provider. 

DSAC: Distributed Stand Alone Cost. 

Ethernet Disputes: Disputes between each of Sky, TalkTalk, Virgin Media, Cable & 
Wireless and Verizon and BT regarding BT’s charges for Ethernet services, Ofcom issued its 
Determinations on 20 December 2012  

FAC: Fully Allocated Cost. 

Gamma: Gamma Telecom Holdings Limited whose registered company number is 4287779, 
and any of its subsidiaries or holding companies, or any subsidiary of such holding 
companies, all as defined by section 1159 of the Companies Act 2006. 

HON: Hypothetical Ongoing Network. 

NCC 2009: Network Charge Control: Explanatory Statement and Notification of decisions on 
charge controls in wholesale narrowband markets Statement, published 15 September 2009.  

PPC Disputes: Determinations to resolve disputes between each of Cable & Wireless, Level 
3, Verizon, Virgin Media and COLT and BT regarding BT’s charges for partial private circuits, 
Ofcom issued Determinations on 14 October 2009 and 8 February 2013. 
 
RFS: Regulatory Financial Statement. 

SAC: Stand Alone Cost. 

SMP: Significant Market Power. 
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Section 1 

1 Summary  
1.1 This document (the “Provisional Conclusions”) sets out for comment the main 

elements of our provisional reasoning and assessment of the matters in dispute.   

1.2 This dispute, brought by Gamma Telecom Holdings Limited (“Gamma”) against 
British Telecommunications’ plc (“BT”) (collectively the “Parties”), relates to BT’s 
charges for Interconnection Extension Circuits (“IEC”s) in the period 1 October 2009 
to 30 September 2013 (the “relevant period”) (the “Dispute”). 

1.3 During the relevant period, BT was under an obligation to ensure that its charges for 
IECs were cost orientated pursuant to SMP Condition AAA3. Gamma alleges that BT 
has overcharged it on the basis that BT’s charges exceeded the Fully Allocated Cost 
(“FAC”) of providing the IEC services and were therefore not cost orientated. Gamma 
contends that BT should be ordered to repay the amount overcharged together with 
interest. 

1.4 BT disagrees with Gamma’s approach to assessing cost orientation and argues that 
the appropriate cost standard against which its charges should be assessed is the 
Distributed Stand Alone Cost (“DSAC”). BT asserts that its charges are cost 
orientated and does not believe it should be ordered to make repayments to Gamma.    

1.5 Ofcom accepted the Dispute for resolution on 27 January 2014, with the scope of 
determining whether BT has overcharged Gamma for IECs by failing to ensure that 
its charges were compliant with the requirement for charges to be cost orientated, 
pursuant to SMP Condition AAA3, over the relevant period. If BT overcharged 
Gamma, whether and how much BT should pay Gamma by way of adjustment.   

Ofcom’s provisional assessment of the matters in dispute 

1.6 In order to determine whether BT has overcharged Gamma for IECs over the 
relevant period, we have applied an analytical framework which is substantially the 
same as that set out in our cost orientation guidelines1 and which is consistent with 
the approach used in previous disputes concerning cost orientation.2 Broadly, the 
framework comprises four steps:    

                                                
1
 Cost Orientation review, see: http://stakeholders.ofcom.org.uk/binaries/consultations/cost-

orientation/summary/Cost_orientation.pdf. 
2
 Disputes between each of Sky, TalkTalk, Virgin Media, Cable & Wireless and Verizon and BT 

regarding BT’s charges for Ethernet services (the “Ethernet Disputes”). The Final Determination is 
available here: See:http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet-
services/annexes/Ethernet_FD.pdf. (the “Ethernet Final Determinations”). Determinations to resolve 
disputes between each of Cable & Wireless, Level 3, Verizon, Virgin Media and COLT and BT 
regarding BT’s charges for partial private circuits (the “PPC Disputes”). Ofcom issued Determinations 
in October 2009 see: 
http://stakeholders.ofcom.org.uk/binaries/consultations/draft_deter_ppc/PPC_final_determination.pdf 
(the “2009 PPC Final Determinations”). We also issued Determinations in February 
2013,see:http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet_services/statement/determi
nation.pdf (the “2013 PPC Final Determinations”). 
 

http://stakeholders.ofcom.org.uk/binaries/consultations/cost-orientation/summary/Cost_orientation.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/cost-orientation/summary/Cost_orientation.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet-services/annexes/Ethernet_FD.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet-services/annexes/Ethernet_FD.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/draft_deter_ppc/PPC_final_determination.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet_services/statement/determination.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet_services/statement/determination.pdf
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 Step 1: Has BT satisfactorily demonstrated that its relevant charges are 
compliant with SMP condition AAA3?  

 If we conclude BT has satisfactorily demonstrated compliance, no further action 
is required. If we conclude BT has not satisfactorily demonstrated compliance, 
we continue to Step 2. 

 Step 2: Are BT’s relevant charges nonetheless compliant with SMP condition 
AAA3?  

 Under Step 2 we first set out the data we use in undertaking our analysis.  

 We go on to compare BT’s charges with an appropriately calculated cost ceiling 
and identify any charges that exceed this cost ceiling. 

 Step 3: Ahead of reaching a conclusion on overcharging, we consider whether 
there are other factors which should be taken into account when assessing 
whether overcharging has taken place. 

 If we conclude BT has overcharged, we continue to Step 4. 

 Step 4: Should we require BT to make repayments and if so what level should 
the repayments be? 

Provisional conclusions  

1.7 Under Step 1 we consider the evidence put to us by BT and provisionally conclude 
BT has not demonstrated to our satisfaction that the charges were cost orientated for 
the relevant period. 

1.8 Under Step 2 we first set out the data which we use in undertaking the DSAC test. BT 
is required to publish each year detailed Regulatory Financial Statements (“RFS”). 
The data in the RFS forms the starting point of our analysis. In line with the wording 
of the cost orientation obligation we have undertaken separate analyses of each IEC 
charge. We have also considered whether to apply adjustments to BT’s RFS and 
conclude it is appropriate to make adjustments for the Hypothetical Ongoing Network 
in order to be consistent with the charge control. We also make an adjustment in 
relation to BT’s next generation network.   

1.9 After comparing the adjusted DSAC to BT’s charges, we find that the IEC Fixed 
Rental charge exceeds DSAC in 2010/11 by 0.74%. No other disputed charges 
exceeded DSAC in the dispute period. 

1.10 Under Step 3 we take account of other factors ahead of reaching our provisional 
conclusions.  Taking all these factors into account, we do not consider the analysis 
produces a result upon which we can reasonably be satisfied first, that BT did indeed 
charge over DSAC for the IEC Fixed Rental for 2010/11, and secondly, consequently 
as to the extent of any overcharge. 

1.11 As a result, we do not therefore propose to find that BT failed to comply with its cost 
orientation obligations, and in consequence, we do not go on to consider Step 4 of 
our analytical framework.   
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Structure of the remainder of this document 

1.12 In line with Ofcom’s Dispute Resolution Guidelines,3 this document sets out for 
comment the main elements of our provisional reasoning and assessment in relation 
to the matters in dispute. 

1.13 The introduction and background to this Dispute are set out in Section 2. In Section 
3 we set out our analytical framework. In Section 4 we apply our analytical 
framework and set out our analysis together with our provisional conclusions. In 
Annex 3 we set out details of the data we use in our analysis.  

Next steps 

1.14 Given the nature of the matters in dispute, we consider it appropriate to set a 
consultation period of 10 working days.4 Accordingly, the Parties and other interested 
parties have until 5pm on 8 April 2014 to comment on these Provisional 
Conclusions. 

1.15 After considering any comments received, Ofcom will make a final determination. 
Details of how to respond to these Provisional Conclusions are set out in Annexes 1 
and 2. 

                                                
3
 Dispute Resolution Guidelines, 7 June 2011. See: 

http://stakeholders.ofcom.org.uk/binaries/consultations/dispute-resolution-
guidelines/statement/guidelines.pdf. 
4
 In line with the Dispute Resolution Guidelines, 7 June 2011, we have considered whether to set a 

consultation period of up to 15 working days. Given the nature of this Dispute, we considered 10 
working days appropriate.  

http://stakeholders.ofcom.org.uk/binaries/consultations/dispute-resolution-guidelines/statement/guidelines.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/dispute-resolution-guidelines/statement/guidelines.pdf
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Section 2 

2 Introduction and background  

Issues in dispute 

Gamma’s submission 

2.1 Gamma submitted a dispute on 3 December 2013 (“Gamma’s dispute submission”)5 
regarding BT’s charges for IECs in the period 1 October 2009 to 30 September 2013. 
Gamma alleges that it has been overcharged by BT for IECs during the relevant 
period as BT failed to ensure that its charges were cost orientated, contrary to a 
significant market power (“SMP”) condition imposed on BT.6  

2.2 Gamma believes BT has overcharged it on the basis that BT’s charges for IECs have 
exceeded the FAC of providing the services, based on the cost information published 
by BT in its RFS. Gamma asserts that it had a legitimate expectation that Ofcom 
would examine BT’s compliance with the cost orientation SMP condition by using 
FAC, as this information is used by Ofcom in setting charge controls and is audited. 
Gamma also believes this approach would be consistent with previous decisions 
made by Ofcom.  

2.3 Gamma recognises that Ofcom’s approach to assessing compliance with the cost 
orientation SMP condition could instead begin with an assessment as to whether 
BT’s charges for IECs over the relevant period were above the DSAC of providing the 
services. However, Gamma claims it would be inappropriate for Ofcom to use DSACs 
as a measure to assess compliance in this case as the DSAC figures are unaudited 
and may have been incorrectly calculated. Gamma argues that BT is over recovering 
costs and that an assessment of charges compared to DSACs would allow BT to 
earn rates of return that were too high.  

2.4 Gamma alleges that regardless of the arguments put forward regarding BT’s 
compliance with the cost orientation SMP condition, certain actions and behaviours 
by BT in the setting and accounting of its charges are not fair and reasonable.  

2.5 Gamma alleges that BT has overcharged it by £[]
7 over the relevant period and that 

BT should be ordered by Ofcom to repay the amount overcharged together with 
interest. 

Comments from BT on Gamma’s submission  

2.6 We provided a copy of Gamma’s submission to BT on 7 January 2014. BT 
responded on 13 January 2014 with a number of observations concerning Gamma’s 
submission. BT made further comments on the issues Gamma raised in BT’s letter of 

                                                
5 
Subsequent to sending us a submission dated 3 December 2013, Gamma provided us with 

additional correspondence relating to the history of commercial negotiations between Gamma and 
BT. When we refer to Gamma’s submission dated 3 December 2013 we include the additional 
correspondence Gamma subsequently provided to us.  
6
 See paragraphs 2.23-2.30 below for details of the regulation imposed on BT in relation to IECs. 

7
 This figure is taken from Gamma’s response to our section 191 notice (page 2). In its submission 

dated 3 December 2013 Gamma alleged the overcharge was £[] (page 3).  
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3 February 2014. We summarise below the main points contained in both 
submissions from BT.   

2.7 BT does not accept that there is a dispute between the Parties as it believes Gamma 
has not demonstrated why FAC is the appropriate method by which compliance with 
the cost orientation SMP condition should be assessed. BT also believes it would be 
contrary to Ofcom’s duties in the Communications Act 2003 (the “2003 Act”) for 
Ofcom to accept the dispute for resolution.  

2.8 BT argues that DSAC (compared to price) is a well-established primary test by which 
Ofcom considers compliance with cost orientation SMP conditions. BT contends that 
the precedents referred to by Gamma have been superseded by more recent 
statements or incorrectly interpreted and applied.  

2.9 BT refers to Ofcom’s decisions in the PPC and Ethernet Disputes (as well as the 
ongoing appeal of the decision in the Ethernet Disputes) as evidence that DSAC is 
the appropriate cost standard by which compliance with a cost orientation SMP 
condition should be assessed. BT also believes that Gamma’s arguments have 
already been assessed by Ofcom in the Narrowband Market Reviews which 
concluded in September 2013 (“NBMR 2013”).8  

2.10 BT provided evidence to demonstrate why it believes that it has complied with its cost 
orientation SMP condition and we discuss this in Section 4.   

Dispute resolution  

Ofcom’s duty to handle disputes  

2.11 Ofcom has the power to resolve the following types of disputes referred to it by one 
or more parties:  

 a dispute relating to the provision of network access (section 185(1) of the 2003 
Act); 

 a dispute relating to entitlements to network access that a communications 
provider (“CP”) is required to provide by or under a condition imposed on him 
under section 45 of the 2003 Act between that CP and a person who is identified, 
or is a member of a class identified, in the relevant condition (section 185(1A) of 
the 2003 Act); and 

 a dispute between CPs, which is not an ‘excluded dispute’, relating to rights or 
obligations conferred or imposed by or under a condition set under section 45 of 
the 2003 Act or any of the enactments relating to the management of the radio 
spectrum (section 185(2) of the 2003 Act). 

2.12 Section 186(1) and (2) of the 2003 Act provides that where a dispute is referred to 
Ofcom in accordance with section 185, Ofcom must decide whether or not it is 
appropriate to handle the dispute. Section 186(3) provides that Ofcom must decide 
that it is appropriate for it to handle a dispute falling within section 185(1A) or section 

                                                
8
 Review of the fixed narrowband services markets: Statement on the proposed markets, market 

power determinations and remedies, see: http://stakeholders.ofcom.org.uk/binaries/consultations/nmr-
2013/statement/Final_Statement.pdf. 
 

http://stakeholders.ofcom.org.uk/binaries/consultations/nmr-2013/statement/Final_Statement.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/nmr-2013/statement/Final_Statement.pdf
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185(2) unless there are alternative means available for resolving the dispute which 
would be consistent with the requirements of section 4 of the 2003 Act and would be 
likely to result in prompt and satisfactory resolution. 

Comments on proposed scope  

2.13 Before accepting the dispute for resolution, we invited views from the Parties on what 
the proposed scope of the dispute might look like, in the event that we concluded that 
it was appropriate for us to handle the dispute.   

2.14 Our proposed scope considered whether the IECs over the relevant period were in 
breach of the cost orientation SMP condition AAA3 - Basis of Charges. In its dispute 
submission, Gamma also made some arguments concerning BT’s compliance with 
SMP condition AAA1(a) - Requirement to provide Network Access on reasonable 
request and questioned whether the IEC charges over the relevant period were fair 
and reasonable.  

2.15 We consider that the arguments Gamma raised in relation to SMP condition AAA1(a) 
were either more appropriately considered under SMP condition AAA3 or they were 
arguments which do not relate to the terms and conditions on which BT is providing 
network access (and are therefore outside the scope of SMP condition AAA1(a)). 

2.16 The Parties responded to us on 24 January 2014 with views on our draft scope. BT 
did not comment on the draft scope.9 Gamma acknowledged that the issues raised in 
relation to SMP condition AAA1(a) were intertwined with those raised in relation to 
SMP condition AAA3 and was content with the proposed scope so long as we 
considered all issues raised. In our letter to Gamma on 27 January 2014 we 
acknowledged Gamma’s response and noted our intention to consider all issues 
raised in the dispute submission. 

Accepting the Dispute for resolution 

2.17 Having considered Gamma’s dispute submission and subsequent comments made 
by both Parties, we were satisfied that the Dispute is a dispute between CPs within 
the meaning of section 185(1A) of the 2003 Act.10  

2.18 On 27 January 2014 we informed the Parties of our decision that it was appropriate 
for us to handle the Dispute for resolution in accordance with section 186(3) of the 
2003 Act. 

                                                
9
 BT noted its position is without prejudice to BT’s position on Gamma’s allegations and more general 

stance as to Ofcom’s powers and jurisdiction to resolve the dispute.  
10

 In its comments on Gamma’s dispute submission, BT argued that the parties were not in dispute as 
Gamma has failed to explain or provide any rationale for its views regarding that FAC is the relevant 
cost threshold to assess compliance with the SMP condition and that it had no opportunity to consider 
the arguments only now advanced by Gamma. BT also considered that accepting the dispute would 
be contrary to Ofcom’s duties in the 2003 Act. We consider that on the face of the referral and the 
comments provided on the referral, there appears to be a dispute between the parties that 
commercial negotiations have failed to resolve. We do not believe that accepting the dispute is 
contrary to our duties in the 2003 Act. 
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The scope of the Dispute 

2.19 On 28 January 2014 we published details of the Dispute, including the scope, on the 
Competition and Consumer Enforcement Bulletin part of our website. The scope of 
the dispute is: 

1) To determine whether BT overcharged Gamma by failing to ensure that charges 
for Interconnect Extension Circuits paid to BT by Gamma were compliant with SMP 
Condition AAA3 between 1 October 2009 and 30 September 2013.  

SMP Condition AAA3- Basis of charges requires that BT secure and be able to 
demonstrate to the satisfaction of Ofcom, that each and every charge offered, 
payable or proposed for Network Access covered by Condition AAA1(a) is 
reasonably derived from the costs of provision based on a forward looking long run 
incremental cost approach and allowing an appropriate mark up for the recovery of 
common costs including an appropriate return on capital employed.  

2) If BT overcharged Gamma for the charges, whether and how much BT should pay 
Gamma by way of adjustment.  

Interested parties  

2.20 Two stakeholders, Vodafone,11 and Verizon12 have expressed an interest in the 
Dispute. 

Services in dispute  

2.21 IECs are a type of interconnection circuit and enable CPs to connect to equipment at 
a BT exchange that is different to the one to which they are physically connected via 
an In Span Interconnect (“ISI”).13 An example of how IECs are used is shown at 
Figure 2.1 below: 

Figure 2.1 Illustration of how IECs are used  

 

                                                
11

 Vodafone Limited.  
12

 Verizon UK Limited.  
13

 For further information regarding IECs and other types of interconnect circuits see the NBMR 2013, 
see: http://stakeholders.ofcom.org.uk/binaries/consultations/nmr-2013/statement/Final_Statement.pdf, 
paragraphs 10.8-10.16.  
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2.22 IECs, like other interconnection circuits, fall within the “technical area”14 which forms 
part of the fixed narrowband telephony services that Ofcom regulates. 

Regulatory background  

2.23 In this sub-section we provide an overview of the regulation on IECs over the 
relevant period and details of the SMP condition relevant to this Dispute. 

2.24 On 15 September 2009 we concluded a review of the fixed narrowband services 
wholesale markets (“WNMR 2009”).15 In this review we considered the markets for 
the wholesale provision of fixed narrowband services. These markets relate to the 
supply of wholesale exchange lines, call origination, call termination and various 
conveyance and transit markets that provide connectivity across narrowband 
networks.  

2.25 We concluded that BT had SMP in the markets for wholesale fixed call origination 
and geographic call termination and imposed ex ante regulation on these services. 
We also concluded that interconnection circuits are a necessary facility for 
interconnection and that they should be regulated as a ‘technical area’ needed for the 
fulfilment of BT’s obligations under the remedies imposed in these SMP markets.  

2.26 On 15 September 2009 we imposed network charge controls (“NCC 2009”) as a 
remedy following our findings in the WNMR 2009.16 The NCC 2009 applied from 1 
October 2009 to 30 September 2013 (the same time frame as the relevant period in 
dispute). The NCC 2009 included new charge controls for interconnection services, 
grouped together into a basket, and IECs formed part of this basket.17  

2.27 The interconnection services basket (“ISB”) was subject to a charge control of 
RPI+3.75% over the duration of the charge control. The charge control was set on 
the basis that the aggregate charges for the ISB basket would, over the charge 
control period, be brought into line with an appropriate measure of the projected cost 
of providing those services. The costs used to set the control were derived from BT’s 
FAC data, after adjustments which Ofcom deemed appropriate to ensure that the 
control would allow charges to be set at economically efficient levels. 

2.28 In addition to the charge control, we also set a number of complementary obligations 
on BT in relation to Interconnection Circuits. These are set out in full in the WNMR 
2009. The relevant obligation for the purposes of the Dispute is the cost orientation 
condition:  

                                                
14 Interconnect services provide the physical connection between interconnected networks. They link 

the exchanges of two interconnecting CPs in order to enable traffic to pass between their networks. 
Interconnection circuits are a necessary facility for interconnection and hence are regulated as a 
‘technical area’ needed for the fulfilment of BT’s obligations under remedies imposed in SMP markets. 
15

 Statement on the markets, market power determinations and remedies including further 
consultation, published 15 September 2009. See: 
http://stakeholders.ofcom.org.uk/binaries/consultations/wnmr_statement_consultation/summary/main.
pdf. 
16

 BT’s Network Charge Control: Explanatory Statement and Notification of decisions on charge 
controls in wholesale narrowband markets Statement, published 15 September 2009 (“NCC 2009”. 
See: 
http://stakeholders.ofcom.org.uk/binaries/consultations/review_bt_ncc/statement/nccstatement.pdf.  
17

 Other services included in the interconnect circuit basket include: Customer Sited Interconnect 
(“CSI”), Intra Building Circuits (“IBC”), Rearrangements and ISI.   

http://stakeholders.ofcom.org.uk/binaries/consultations/wnmr_statement_consultation/summary/main.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/wnmr_statement_consultation/summary/main.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/review_bt_ncc/statement/nccstatement.pdf
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“Condition AAA3- Basis of Charges  

AAA3.1 Unless Ofcom directs otherwise from time to time, the Dominant Provider 
shall secure, and shall be able to demonstrate to the satisfaction of Ofcom, that each 
and every charge offered, payable or proposed for Network Access covered by 
Condition AAA1(a) is reasonably derived from the costs of provision based on a 
forward looking long-run incremental cost approach and allowing an appropriate 
mark up for the recovery of common costs including an appropriate return on capital 
employed. 

AAA3.2 For the avoidance of any doubt, where the charge offered, payable or 
proposed for Network Access covered by Condition AAA1(a) is for a service which is 
subject to a charge control under Condition AAA4, the Dominant Provider shall 
secure, and shall be able to demonstrate to the satisfaction of Ofcom, that such a 
charge satisfies the requirements of paragraph AAA3.1 above. 

AAA3.3 The Dominant Provider shall comply with any direction Ofcom may make 
from time to time under this Condition AAA3.” 

2.29 The requirements on BT relating to cost orientation have been set out as part of a 
number of policy consultations, statements and guidelines since 1997.18  

2.30 On 26 September 2013 we concluded the NBMR 2013 and set new network charge 
controls (and other obligations) which apply in the period following the relevant period 
of this dispute. 

Ofcom’s powers when determining a dispute  

2.31 Ofcom’s powers in relation to making a dispute determination are limited to those set 
out in section 190 of the 2003 Act. Except in relation to disputes relating to the 
management of the radio spectrum, Ofcom’s main power is to do one or more of the 
following:  

 make a declaration setting out the rights and obligations of the parties to the 
dispute (section 190(2)(a));  

 give a direction fixing the terms or conditions of transactions between the parties 
to the dispute (section 190(2)(b));  

 give a direction imposing an obligation on the parties to enter into a transaction 
between themselves on the terms and conditions fixed by Ofcom (section 
190(2)(c)); and  

 give a direction requiring the payment of sums by way of adjustment of an 
underpayment or overpayment, in respect of charges for which amounts have 
been paid by one party to the dispute, to the other (section 190(2)(d)).  

2.32 A determination made by Ofcom to resolve a dispute binds all the parties to that 
dispute (section 190(8)). 

                                                
18

 See, for example, Section 5 of the 2009 PPC Determination and Section 4 of the Ethernet Final 
Determinations.  
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Ofcom’s duties when determining a dispute  

2.33 When resolving a dispute under the provisions set out in sections 185 to 191 of the 
2003 Act, Ofcom is exercising one of its regulatory functions. As a result, when 
Ofcom resolves disputes it must do so in a manner which is consistent with both 
Ofcom’s general duties in section 3 of the 2003 Act, and (pursuant to section 4(1)(c) 
of the 2003 Act) the six Community requirements set out in section 4 of the 2003 Act, 
which give effect, amongst other things, to the requirements of Article 8 of the 
Framework Directive.19 In addition, we are aware of our duty,20 under section 4A(2) of 
the 2003 Act, to take account of all applicable recommendations issued by the 
European Commission under Article 19(1) of the Framework Directive.  

Information relied upon in resolving the Dispute  

Information from the Parties  

2.34 These Provisional Conclusions draw on the key information provided by the Parties. 
Firstly, from Gamma we have relied on:  

 Gamma’s dispute submission dated 3 December 2013; 

 Gamma’s letter of 15 January 2014;  

 Gamma’s email of 23 January 2014; 

 Gamma’s letter of 1 February 2014; and 

 Gamma’s response to our request for information under section 191 of the 2003 
Act dated 7 February 2014 (“Gamma s191 response”).21  

2.35 From BT we have relied on:  

 BT’s comments on Gamma’s dispute submission (sent on 13 January 2014); 

 BT’s email of 24 January 2014 (responding to our letter of 22 January 2014);  

 BT’s letter of 3 February 2014 (responding to our letter of 27 January 2014); and 

 BT’s responses to our requests for information under section 191 of the 2003 Act 
dated 13 and 27 February 2014 (the “BT s191 responses”).22  

Other information  

2.36 In reaching our Provisional Conclusions we have also had regard to other sources 
including previous relevant disputes23 and other relevant regulatory documents 

                                                
19

 Directive 2002/21/EC of 7 March 2002 (as amended). 
20

 In relation to resolving disputes, this duty is imposed on Ofcom pursuant to section 4A(1)(c) of the 
2003 Act. 
21

 Gamma responded to this request on 14 February 2014. 
22

 BT responded to the requests on 20, 25, and 28 February 2014 and 3 March 2014. In relation to 
BT’s response to Question 8 of the request dated 13 February 2014 dated 20 February 2014, BT sent 
emails on 24 and 26 February 2014 clarifying the information provided which we also rely on.  
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including charge controls (including NCC 2009) and cost orientation guidelines.24 We 
also rely on financial information provided by BT including BT’s RFS,25 BT’s Carrier 
Price List (“CPL”) as well as BT’s Additional Financial Information (“AFI”).26  

 

 

                                                                                                                                                  
23

 These include the PPC Disputes, and the Ethernet Disputes.  We note that the decisions of the 
Competition Appeal Tribunal (“CAT”) and Court of Appeal decision made in relation to the PPC 
Disputes Final Determinations, are also relevant. The CAT Judgment (“the CAT Judgment”)  is 
available here: http://www.catribunal.org.uk/files/1146_BT_Judgement_CAT5_220311.pdf 
 The Court of Appeal’s decision is available: Case no: C3/2011/1683 British Telecommunications plc v 
Office of Communications [2012] EWCA Civ 1051 (“Court of Appeal Judgment”) 
http://www.catribunal.org.uk/files/1146_BT_Judgment_of_the_Court_of_Appeal_270712.pdf. 
24

Cost orientation: Review. See: http://stakeholders.ofcom.org.uk/binaries/consultations/cost-
orientation/summary/Cost_orientation.pdf. 
25

 We note the reporting of financial data is a key regulatory requirement intended to enable Ofcom to 
ensure that BT complies with its cost orientation obligations. 
26

 BT’s AFI contains more detailed information than that which is contained in the RFS specifically 
with regard to the breakdown of cost information.  

http://www.catribunal.org.uk/files/1146_BT_Judgement_CAT5_220311.pdf
http://www.catribunal.org.uk/files/1146_BT_Judgment_of_the_Court_of_Appeal_270712.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/cost-orientation/summary/Cost_orientation.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/cost-orientation/summary/Cost_orientation.pdf
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Section 3 

3 Analytical Framework  

The analytical framework  

3.1 In this Section we set out our proposed analytical framework to determine whether 
BT’s charges in dispute were cost orientated pursuant to SMP Condition AAA3 over 
the relevant period.  

3.2 Our provisional view is that, given we are determining compliance with an SMP 
Condition the text of which is identical to that of the SMP Conditions in the 2009 PPC 
Determination, we should apply an analytical framework consistent with the one 
applied in that determination,27 and which is also based on cost orientation guidance 
issued by Oftel in 1997 and in 2001.28 

3.3 The approach we propose to adopt comprises the following steps:  

 Step 1: Has BT satisfactorily demonstrated that its relevant charges are 
compliant with SMP condition AAA3?  

 If we conclude BT has satisfactorily demonstrated compliance, no further action 
is required. If we conclude BT has not satisfactorily demonstrated compliance, 
we continue to Step 2. 

 Step 2: Are BT’s relevant charges nonetheless compliant with SMP condition 
AAA3?  

 Under Step 2 we first set out the data we use in undertaking our analysis.  

 We go on to compare BT’s charges with an appropriately calculated cost ceiling 
and identify any charges that exceed this cost ceiling. 

 Step 3: Ahead of reaching our conclusions we consider whether there are other 
factors which should be taken into account when assessing whether 
overcharging has taken place.  

If we conclude BT has overcharged, we continue to Step 4. 

                                                
27

 The framework applied in the 2009 PPC Determinations was upheld by both the CAT and the Court 
of Appeal in their respective judgments. We note also that the text of the SMP Conditions in the 
Ethernet and PPC Disputes are identical to the text of the SMP Condition in this dispute and that the 
Ethernet and PPC Disputes also applied a consistent analytical framework. In the Ethernet Final 
Determinations and the 2013 PPC Final Determinations our analytical framework comprised 3 Steps. 
As part of the Step 3, we went on to consider whether we should require BT to make repayments as 
we concluded BT overcharged for the services in the disputes. In our proposed analytical framework 
we propose to consider whether BT should make repayments (if we conclude BT have overcharged 
for the services in dispute) under Step 4 of our analytical framework. This re-formulation of the steps 
does not change the substance of the analytical framework.   
28

 The history of the cost orientation obligations and Ofcom’s analysis as to why the approach 
adopted in these disputes is appropriate for assessing cost orientation is set out in considerable detail 
in the determinations to resolve the Ethernet and PPC Disputes. We do not consider that it is 
necessary to set out this analysis again here but consider that the reasoning set out in those 
determinations is equally applicable here. 
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 Step 4: Should we require BT to make repayments and if so what level should 
the repayments be? 

3.4 The four steps are set out in more detail below. We then discuss the Parties views on 
the appropriate analytical framework as well as our views on the issues they raise.   

Step 1: Has BT satisfactorily demonstrated that its relevant charges 
are compliant with SMP condition AAA3?   

3.5 In line with the wording of SMP condition AAA3, under Step 1 of our test we consider 
whether BT has demonstrated to our satisfaction that each and every relevant charge 
was reasonably derived from the costs of provision based on a forward looking LRIC 
approach and allowing an appropriate mark up for the recovery of common costs 
including an appropriate return on capital employed.  

3.6 Should the evidence put to us by BT demonstrate to our satisfaction that each and 
every relevant charge was cost orientated, in line with SMP condition AAA3, no 
further analysis would be required and we would conclude that no overcharging had 
taken place.  

3.7 As regards how BT may demonstrate its charges are cost orientated (since the 
obligation is first and foremost for BT to be able to demonstrate its compliance with 
the cost orientation condition to the satisfaction of Ofcom), the CAT confirmed that it 
is open to BT to demonstrate its compliance in whatever way it chooses, as long as it 
is to Ofcom’s satisfaction:  

“It is, in the first instance, for BT to decide how to allocate common costs. Were BT to 
do so “appropriately” then – provided this was capable of demonstration to the 
satisfaction of OFCOM – we do not consider that it would be open to OFCOM to 
impose upon BT an alternative method of allocating common costs, even if that were 
also an “appropriate” method.”29 

3.8 If on the other hand the evidence put to us by BT does not demonstrate to our 
satisfaction that each and every relevant charge was cost orientated, we continue to 
Step 2 of our analytical framework.   

3.9 We invited BT to demonstrate that the relevant charges were compliant with SMP 
condition AAA3 and discuss BT’s response and our views on the evidence provided 
by BT in Section 4.  

Step 2: Are BT’s relevant charges nonetheless compliant with SMP 
condition AAA3?  

3.10 If BT fails to satisfactorily demonstrate that its charges were cost orientated, it does 
not automatically follow that they were not cost orientated or that BT has 
overcharged Gamma for IECs. Rather the onus falls on Ofcom to assess whether the 
charges were cost orientated or not and whether Gamma has been overcharged.  

                                                
29

 See Paragraph 2.49 of the CAT Judgment. 
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The DSAC test 

3.11 As part of Step 2, we consider whether each and every relevant charge was 
nevertheless cost orientated. We assess this by comparing the relevant charges with 
their DSAC to identify any charges exceeding DSAC (the “DSAC test”).  

3.12 We consider DSAC to be the appropriate primary cost benchmark to use in 
assessing whether relevant charges are cost orientated. DSAC is a cost measure 
related to the Stand Alone Cost (“SAC”) of a component.30  

3.13 Ofcom’s use of DSAC as its primary cost benchmark for the purposes of assessing 
cost orientation was considered extensively in the appeal of Ofcom’s 2009 
Determinations of the PPC Disputes as well as in the Ethernet Disputes.  

3.14 The reasons why we consider DSAC to be the most appropriate cost benchmark are 
the same as the reasons we have set out previously. The DSAC approach reflects 
the practical application of underlying economic theory, recognising the major 
conceptual and practical challenges of implementing SAC/combinatorial tests. In 
addition we consider that the DSAC strikes an appropriate balance between the 
desire to provide BT with the incentives and flexibility to both reduce costs and 
efficiently recover common costs, and the desire to protect consumers and 
competition from either harmful or anti-competitive charges that could arise from 
boundless pricing flexibility.31  

3.15 The use of DSAC in the context of cost orientation reflects the need for a regulatory 
balance to be struck between: 

3.15.1 providing the regulated firm with enough pricing flexibility to recover its 
costs, including its common costs, in an economically efficient manner; and 

3.15.2 ensuring that this flexibility is sufficiently bounded to prevent the regulated 
firm from exploiting its market power to set anti-competitive, exploitative or 
otherwise unreasonable charges.32 

3.16 We see no reason why DSAC is not appropriate cost standard for the services in this 
dispute.   

3.17 We give significant weight to the DSAC test in reaching any conclusion on 
overcharging which we consider in Step 3.  

Appropriate data for assessing cost orientation  

3.18 In order to identify the appropriate DSAC data for the purposes of assessing cost 
orientation, we have had regard to the established framework which we applied in the 
Ethernet Disputes in deciding on the adjustments that should and should not be 
applied to the IEC DSAC figures published in BT’s RFS for the relevant period.  

                                                
30

 For further explanation, see, for example, Annex 11 od the 2009 PPC Final Determinations and 
Annex 6 of the Ethernet Final Determination Annex 6 (which sets out further information on the 
relevant cost measures).  
31

 See, for example, the 2009 PPC Final Determinations, paragraphs 5.56 and 5.112 and Ethernet 
Final Determinations paragraph 9.27. 
32

 Ethernet Final Determinations, paragraph 9.120. 
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3.19 We recognise that adjustments might lead to undesirable consequences. We 
consider it important that Ofcom and CPs can rely on the reported allocation 
methodology in BT’s RFS and retrospective changes to cost allocation that materially 
affect a large number of services risk undermining confidence in BT’s RFS.33   

3.20 Therefore, for an adjustment to be applied under Ofcom’s framework, it needs to 
satisfy one of the following necessary conditions:34 

3.20.1 The adjustment corrects an error in BT’s published RFS; or 

3.20.2 It corrects a methodology that is obviously inappropriate for the purpose of 
resolving the dispute. 

3.21 If so, the adjustment also needs to satisfy the following additional necessary 
condition: 

3.21.3 With the available evidence, it is reasonably practical to implement the 
proposed adjustment to the published data in a way that properly 
addresses the error or inappropriate methodology.  

3.22 If the necessary conditions are satisfied, Ofcom will then take into account the 
following considerations:35 

3.22.1 Does the proposed adjustment retrospectively alter the financial data on 
which Ofcom relied in previous regulatory decisions, including for services 
outside the scope of the dispute? 

3.22.2 Does accepting the revised data create inappropriate incentives for BT to 
produce appropriate and accurate regulatory financial statements in the 
future?  

3.23 Whether it is appropriate to make an adjustment or not depends on the specific 
circumstances of the change in costs and the regulatory decision in question. We will 
therefore consider whether to make each of the proposed adjustments to BT’s 
financial data on the facts of the Dispute, taking into account the conditions and 
considerations set out above. We do this in Section 4.  

Step 3. Ahead of reaching a conclusion on overcharging how does 
consideration of the following factors affect our analysis? 

3.24 In Step 3, we ensure that we do not apply the DSAC test (Step 2) in a mechanistic 
way.36  

3.25 We consider  the following additional factors ahead of reaching conclusions on 
overcharging:37  

                                                
33

 Ethernet Final Determinations, paragraph 11.34. 
34

 Ethernet Final Determinations, paragraphs 11.39.1 to 11.39.3.  
35

 Ethernet Final Determinations, paragraphs 11.39.4 to 11.39.5.  
36

 This approach is consistent with that which we have applied in the 2009 PPC Final Determination 
(and which was upheld in both the CAT and Court of Appeal Judgments), and the Ethernet and PPC 
Disputes. 
37

 See, in this respect, the factors we took into account in the 2009 PPC Final Determinations and the 
Ethernet and PPC Disputes.  
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3.25.1 The magnitude and duration by which the charges exceeded DSAC: 
We recognise that the DSACs of an individual service can vary from year to 
year, meaning that an unchanged charge that was below DSAC in one year 
might be above DSAC the following year.38 If BT is able to demonstrate that 
it could have reasonably expected its charges to be cost orientated at the 
time it set them, we might consider that such charges above DSAC were 
nonetheless cost orientated. Our consideration of the magnitude and 
duration for which a charge exceeds DSAC is widely cast and can include 
consideration of market factors. Any arguments that a charge above DSAC 
does not constitute overcharging needed to be specific and evidence-
based, and BT is normally best placed to provide that evidence.39  

3.25.2 Whether, and the extent to which charges exceeded DSAC also 
exceeded FAC: We consider that a comparison of revenues to FAC is a 
useful cross-check on the DSAC test. Evidence of revenues significantly 
exceeding FAC, where they also exceed DSAC, may corroborate a 
conclusion of overcharging.40  

3.25.3 The rate of return on capital employed (ROCE): We consider that BT 
earning ROCE substantially above the appropriate cost of capital over the 
Relevant Period provides additional evidence in support of a finding of 
overcharging.41 Equally, if the ROCE was similar to the cost of capital this 
might indicate that overcharging had not occurred. We consider the 
appropriate benchmark against which to compare the returns BT earned is 
the established ‘rest of BT’ weighted average cost of capital (“WACC”).42 

The established ‘rest of BT’ WACC was 11.0% in 2009/10 and 2010/11, 
9.7% in 2011/12 and 2012/13.43   

3.25.4 Whether, if a charge is above DSAC, BT has provided evidence that 
demonstrates that it could have reasonably expected its charges to be 
cost orientated when setting its relevant charges: We note that there 
are other factors which could be relevant, such as, whether BT experienced 
complexity in forecasting costs such that despite its best endeavours, its 
charges exceeded DSAC. However we believe that for this, the burden of 
proof is on BT, and therefore (following a failure of the DSAC test) it is up to 
BT to submit evidence to support this argument. Only if we were sufficiently 
satisfied that BT had demonstrated that it could not have reasonably set 
charges below DSAC, would we take it into consideration as part of our 
assessment. 

3.26 The specific factors to be taken into account, and the weight of consideration to be 
given to each, depends on the facts of the Disputes which we consider in Section 4.  

                                                
38

 See, for example, Ethernet Final Determinations, paragraphs 9.179 to 9.180. 
39

 See, for example, Ethernet Final Determinations, paragraphs 9.183 and 9.225 to 9.227. 
40

 See, for example, Ethernet Final Determinations, paragraphs 9.184 and 9.228. 
41

 Ethernet Final Determinations, paragraph 9.229. 
42

 Ethernet Final Determinations, paragraphs 9.230 to 9.242. 
43

 2009 NCC, paragraph A2.67. 
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Step 4: Should we require BT to make repayments and if so what 
level should the repayments be?  

3.27 If we conclude BT has overcharged Gamma for the relevant charges we apply Step 
4. In Step 4, we need to establish whether we should require repayments and if so 
how much.  

3.28 Where Ofcom makes a determination of the proper amount of a charge in respect of 
which amounts have been paid by one of the Parties to the other, section 190(2)(d) of 
the 2003 Act gives us the power to give a direction. This would be enforceable by the 
party to whom the sums are to be paid, requiring the payment of sums by way of an 
adjustment of an underpayment or an overpayment. In reaching any decision on 
repayments we will be guided by our statutory duties and Community obligations 
under sections 3 and 4 of the 2003 Act. We will also take account of the findings of 
the CAT and Court of Appeal in relation to the 2009 PPC Disputes.  

The Parties views  

3.29 The Parties have made representations regarding what they consider to be the 
appropriate analytical framework which we now discuss.  

Gamma’s views  

3.30 In its dispute submission, Gamma makes two main claims concerning the appropriate 
cost benchmark to be used in assessing BT’s compliance with SMP condition AAA3. 
These are discussed in turn below, together with the main arguments set out to 
substantiate the two claims.  

DSAC is unaudited and unsuitable as a cost orientation metric  

Exceptional total cost recovery 

3.31 Gamma argues that “if DSAC is deemed to be the appropriate standard for this 
[appropriate mark up for common cost recovery], then BT would be afforded a 
common cost recovery of over £5bn per year in a couple of years in the disputed 
charge control, compared to substantially less under FAC.”44 Gamma goes on to 
assert that “[t]he sheer enormity of this difference at the global level suggests that the 
unaudited common cost allocations in DSAC in the RFS are fundamentally flawed; 
DSAC and FAC at this level of comparison should be commensurate if common cost 
allocations are accurate in either regime.”45 

High ROCE relative to WACC 

3.32 Gamma highlights that BT’s ROCE in the case of interconnect circuits was almost 
40% in 2013, and states that “[s]ince the actual ROCE far exceeds the Weighted 
Average Cost of Capital (“WACC”), this is a strong sign that BT has over-recovered 
costs and it provides a prima facie case that Gamma should be compensated for this 
over-recovery.”46 

                                                
44

 Gamma dispute submission, page 13.  
45

 Gamma dispute submission, page 13-14. 
46

 Gamma dispute submission, page 14. 
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3.33 Gamma notes that interconnect circuits are part of a legacy network and that on this 
basis, BT has already recovered the costs for the assets and that in effect they are 
fully depreciated. Gamma highlights that the average DSAC across all markets for 
interconnect circuits increased by 21% between 2010 and 2013, and that this goes 
against its expectation that a legacy network should have falling costs over time. 
Gamma states that the evidence suggests that BT is incurring inefficient costs. 

3.34 Taking these points, Gamma believes that BT is earning a ROCE which is too high 
and that BT may have set excessive charges historically by depreciating assets too 
quickly.  Gamma goes on to note that because BT has not renewed the network 
assets, customers face inefficient costs of repair, “it is not fair and reasonable [for BT] 
to incur inefficient Operating Expense passed on to its wholesale customers by virtue 
of cash-cowing assets in the ground”.47 Gamma goes on to explain that BT is 
incurring higher costs of repair as a result of maintaining infrastructure that should be 
renewed and that this is demonstrated through the Mean Capital Employed (MCE) 
and the ROCE. 

3.35 Finally, Gamma puts forward that it is not fair and reasonable for BT to enjoy 
supernormal profits “purely by virtue of the regulatory construct unrealistically using a 
“hypothetical on-going network” (HON) with theoretical time horizon”.48  

Relative volatility of DSAC 

3.36 Gamma argues that “the Average Price to DSAC ratio is a flawed measure if the 
DSAC cannot be measured correctly. If the cost of the components that form the 
service cannot be estimated robustly or there is difficulty in estimating the proportion 
of shared costs that should be distributed to the service, then DSAC will be an 
unreliable measure.”49 

3.37 Gamma goes on to argue that BT’s RFS show that the DSAC has been significantly 
more volatile than the average price for all services, and that for most services, the 
average price has been constant across the four year period considered, whereas 
the DSAC varies considerably. Gamma concludes that; “[t]he volatility of DSAC 
suggests that it cannot be measured reliably. As a result, common costs may not 
have been attributed correctly and may have been over-recovered. More importantly, 
prices for each service cannot be set using DSAC, both because it cannot be 
measured reliably and because it would lead to price instability. Therefore we have 
serious doubts about the merits of DSAC as a cost orientation measure in this 
case.”50 

3.38 Gamma argues that the DSAC has been increasing relative to the LRIC of the 
services in dispute and that “Once adjusting for obvious effects such as wage 
inflation etc, such a divergence between them can only be because either this legacy 
product is attracting more common cost legitimately (which as it is a legacy product 
we find nearly impossible to believe) or the basis of allocation is changing. We have 
no visibility of this basis of allocation or the justifications, nor do we have the certainty 

                                                
47

 Gamma dispute submission, page 9. 
48

 Gamma dispute submission, page 10. 
49

 Gamma dispute submission, page 17. 
50

 Gamma dispute submission, page 17. 
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of an audit to suggest any such changes are fair and reasonable and therefore can 
only assume the contrary.”51

  

3.39 Gamma notes that “the sum of the DSACs for regulated products, by definition, 
should add up to the sum of the costs of the regulated estate”.52  

3.40 Gamma argue that “FAC takes longer to calculate because of the allocation of 
common costs is far more methodical- virtually time and motion based”. Gamma 
goes on to assert that it does not believe that any such fair and reasonable logic has 
been used in apportioning common costs in BT’s declared DSACs, leading to the risk 
of cross subsidising between products.53 

Only an application of FAC is compliant with Ofcom’s statutory objective of 
consistency 

3.41 Gamma believes BT’s audited FAC should be used as the cost benchmark for 
assessing cost orientation, from the standpoint of consistency with the 2009 
narrowband market review and other Ofcom/Oftel decisions. 

3.42 Gamma argues that Ofcom has a statutory requirement to promote regulatory 
certainty through consistency with its previous decisions. In this regard, Gamma lists 
a number of instances where it believes that regulators have favoured FAC as a cost 
orientation measure.54 Gamma notes; “[s]hifting to DSAC (or any other measure for 
that matter) in light of all of this is not, in our respectful submission, compliant with 
Ofcom’s statutory duties given that FAC has been used for nigh-on 30 years in 
interconnect circuits, including in the 2009 network charge control statement.”55 

3.43 Gamma contends that; “the application of DSAC would be “mechanistic” leading to 
the very “injustices” the CAT sought to guard against in the Partial Private Circuits 
(“PPC”) case,” and that “only the audited FAC can be used to resolve this case”.56 

Other arguments put forward by Gamma57  

Charge controls  

3.44 Gamma also contends that it is not fair and reasonable to assume that compliance 
with a charge control is de facto compliance with cost orientation obligation.58 
Gamma refers to the ‘flip flopping’ case59 where Telefonica argued charges were not 
fair and reasonable despite the target being compliant with the charge control. 
Gamma notes that this case is different as BT is subject to fair and reasonable and 

                                                
51

 Gamma dispute submission, page 17-18. 
52

 Gamma dispute submission, page 16. 
53

 Gamma dispute submission, page 16. 
54

 Gamma refers to the following past decisions: Mercury Dispute (1985), Mercury Dispute (1993), 
License (1995), Narrowband Market Reviews (1997-2009), Openreach charge controls (2009), 
Wholesale Narrowband Market Reviews (1997-2009).  
55

 Gamma dispute submission, page 18. 
56

 Gamma dispute submission, page 3. 
57

 As noted in Section 2, in their dispute submission,Gamma makes a number of points regarding 
BT’s charges not being fair and reasonable. We have discussed these above as they seem to relate 
to BT’s compliance with the cost orientation condition.  
58

 Gamma dispute submission, page 10.  
59

 See: http://stakeholders.ofcom.org.uk/binaries/consultations/draft-o2-vodafone-
h3g/statement/Flip_flopping_final_deter.pdf.  

http://stakeholders.ofcom.org.uk/binaries/consultations/draft-o2-vodafone-h3g/statement/Flip_flopping_final_deter.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/draft-o2-vodafone-h3g/statement/Flip_flopping_final_deter.pdf
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cost orientation obligations and that the local call advantage60 is perpetuated as BT is 
allowed too much pricing freedom in this case. 

Repayments 

3.45 Gamma’s dispute submission includes a request that we require BT to repay any 
overcharge as identified together with interest at the revised Oftel Interest rate.   

BT’s views  

Role of the DSAC test in assessing compliance with cost orientation conditions   

3.46 In its responses to Gamma’s dispute submission, BT states that “since 1997, Ofcom 
has consistently referenced the first order test or primary test of whether a charge on 
an individual service satisfies the basis of charges condition as being whether the 
charge falls between a floor based on long-run incremental costs (LRIC) and a ceiling 
based on distributed stand-alone cost (DSAC).”61 

3.47 BT describes precedents, which it believes establish DSAC as the first order cost 
orientation test dating from Oftel Guidelines (1997) to the Cost Orientation Review 
(2013). During this timeframe BT refers to the PPC Disputes and the CAT Judgment 
in respect of the 2009 PPC Final Determinations. BT also argues that Gamma’s 
arguments have already been assessed by Ofcom through the NBMR 2013.62  

BT’s RFS 

3.48 BT also addresses Gamma’s allegation that data from BT’s RFS is not a reliable tool 
to assess cost orientation. BT notes that “Ofcom has considered the RFS is the best 
available information to use in fulfilling its regulatory functions… Gamma’s comments 
on the RFS shows Gamma’s little understanding of how BT prepares its RFS: BT’s 
RFS are prepared on the basis of BT’s incurred costs and the values are reconciled 
to BT’s Statutory Accounts which are subject to an external audit. The figures in the 
accounts reflect the accounting policies of BT Group and meet the required 
appropriate accounting standards.”63  

Repayments 

3.49 BT argues that Ofcom has no power to impose on BT the repayment of charges that 
were paid without dispute, on the basis and for the reasons set out in BT’s appeal of 
the Ethernet Disputes. BT contends “Ofcom has no power to impose any specific 
obligations on BT requiring the repayment of charges that were set and paid without 
a dispute being raised with Ofcom.”64 BT notes that Gamma did not raised the 

                                                
60 The local call advantage refers to a situation where a CP may suffer a cost disadvantage in 
handling local calls when compared to BT. Ofcom addressed the local call disadvantage in 2004 
through the introduction of the Carrier Pre-selection Same and Adjacent DLE option (“CPS SAD”), 
see: http://stakeholders.ofcom.org.uk/binaries/consultations/cps_option/statement/cps_stmnt.pdf. 
Gamma has not articulated how or why it believes the local disadvantage is being perpetuated and 
we do not consider Gamma’s submission on this point further here. 
61

 BT letter 13 January 2014, page 2.  
62

 BT letter 3 February 2014, pages 4-7. 
63

 BT Letter 3 February 2014, page 7. 
64

 BT letter, 3 February 2014, page 7. Specifically, BT refer to Ground 5 of BT’s notice of appeal of 20 
February 2013. Case 1205/3/3/13 BT v Ofcom, Case 1206/3/3/13 C&WW, Virgin, Verizon v Ofcom 
and case 1207/3/3/13 Sky, TalkTalk v Ofcom. 

http://stakeholders.ofcom.org.uk/binaries/consultations/cps_option/statement/cps_stmnt.pdf
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dispute during the relevant period: the dispute post-dates the period by up to four 
years. BT’s view is that Ofcom has no power to make directions for repayment in 
such cases.  

3.50 Further, BT argues that Ofcom does not have the power to impose an obligation on 
BT requiring repayment of charges in respect of a cost orientation condition that was 
not in force at the time the dispute was raised with Ofcom.65 BT notes that Gamma 
raised the dispute with Ofcom on 3 December 2013, whilst BT’s cost orientation 
obligation for the services in dispute had been removed by Ofcom in the 2013 NBMR 
which took effect from 1 October 2013. 

3.51 Third, BT notes that even if Ofcom has the power to order repayments it would be 
inappropriate for it to exercise its discretion to do so in this case. BT notes that prior 
to 21 June 2013, there had been no suggestion from Gamma that the relevant cost 
ceiling for cost orientation of IEC services could be anything different than DSAC, “to 
change the ceiling retrospectively would be impermissible”.66 

3.52 Finally, BT notes that were BT ordered to make any repayments, the interest rate 
should be calculated on the basis of the contractually agreed interest rate in place at 
the time of the alleged over-charge, the Oftel interest rate.67 

Our views  

3.53 We address below the points Gamma raise and structure our discussion against the 
two main claims Gamma makes (as set out at paragraphs 3.30-3.43 above).  

3.54 As BT’s comments support our proposed application of the DSAC test in assessing 
compliance with the cost orientation obligation, and BT’s comments regarding the 
use of BT’s RFS in our assessment also support our proposed approach, we do not 
consider BT’s comments on these points further in this section. We discuss the points 
BT raises in relation to possible repayments in paragraphs 3.80-3.82. 

We consider DSAC is suitable as a cost orientation metric  

Exceptional cost recovery 

3.55 As we set out above, we consider DSAC to be the appropriate primary cost 
benchmark to use in assessing whether relevant changes are cost orientated. We do 
not consider that, in practice, BT is able to set all its prices at DSAC and still meet its 
charge control obligations. We note that the primary constraint on cost recovery on 
BT is the charge control, not the DSAC ceilings on individual service prices. The 
charge control obligations sit across a variety of services and markets. These 
controls ensure that BT’s prices, on average (across all services) do not exceed the 
charge control. While for any individual service BT can price up to the cost orientation 
‘ceiling’ (i.e. DSAC), it cannot do this for all services and still meet its charge control 
obligation (except in the unlikely event that the cost orientation ceiling falls below the 

                                                
65 BT notes these arguments have been developed in Part A of BT’s amendments to its 
notice of appeal and application to amend its Notice of Appeal submitted on 29 November 2013 in the 
Ethernet appeal. Case 1205/3/3/13 BT v Ofcom, Case 1206/3/3/13 C&WW, Virgin, Verizon v Ofcom 
and case 1207/3/3/13 Sky, TalkTalk v Ofcom. 
66

 BT Letter 3 February 2014, page 8. 
67

 BT letter 3 February 2014, page 8-9. 
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charge control limit).68 BT’s compliance with its charge control obligations are not 
within the scope of the Dispute. The claim that, if BT priced all services at DSAC it 
would over-recover costs, is not relevant to the appropriateness of the DSAC test. 

3.56 We next address Gamma’s view that, it is not fair and reasonable for BT to enjoy 
supernormal profits “purely by virtue of the regulatory construct unrealistically using a 
“hypothetical on-going network” (“HON”)”. We note that the HON adjustment in the 
charge control aimed to ensure BT was able to maintain its network on an ongoing 
basis. Not including such adjustments in the charge control would have meant BT’s 
forecast cost base for the charge control would not have allowed BT to sufficiently 
recover its existing costs and necessary investments to maintain an ongoing network. 
The decision to make a HON adjustment in the 2009 NCC was taken at the time that 
we published the 2009 NCC statement. The merits or demerits of including a HON 
adjustment in the 2009 NCC are outside the scope of this dispute. However, we 
address the HON adjustment in more detail in Section 4. 

Level of ROCE relative to WACC 

3.57 Gamma suggests that BT enjoyed high rates of ROCE for interconnect circuits in 
2013, and that this “is a strong sign that BT has over recovered its costs”. While we 
recognise that the ROCE may provide corroborative evidence as to whether 
overcharging has occurred where charges exceed DSAC( which is why we consider 
it in Step 3 of our analytical framework), a high ROCE does not itself indicate that 
charges are not cost orientated since a number of factors can result in a high ROCE 
for a particular service. Most obviously, given that BT has flexibility to vary its charges 
for different services, it may be that BT makes a lower ROCE on some products (by 
charging a lower price, near the cost orientation floor), but makes higher ROCE on 
others (by charging a higher price, close to the cost orientation ceiling). This is a by-
product of the flexibility BT is afforded under the cost orientation obligation.  

3.58 Whilst the ‘X’ in a RPI-X charge control is usually set so as to bring forecast ROCE 
for the basket of services into line with WACC by the end of the charge control, actual 
ROCE can diverge from WACC for a number of reasons. For example, if BT has 
efficiently reduced its costs, we would expect ROCE to increase. This is an incentive 
we give BT in the charge control and is one of the reasons why we prefer RPI-X to 
rate of return control. 

3.59 A “high” ROCE might also not be an indicator of over-charging if the accounting rate 
of return was distorted. There might a number of reasons for this: (i) asset re-
valuation, in the form of holding gains;69 and/or (ii) the presence of highly-depreciated 
assets and the regulator has decided that it is appropriate to set the charge control 
on a different cost basis (for example, making a HON adjustment). For these 

                                                
68

 Regarding Gamma’s statement that “the sum of the DSACs for regulated products, by definition, 
should add up to the sum of the costs of the regulated estate”, this is not correct, since DSACs 
include allocations of ‘all service’ common costs, therefore adding together DSACs of regulated 
products across the entire regulated estate would lead to over-recovery of these costs. 
69

 BT’s RFS are reported using Current Cost Accounting (“CCA”) rather than Historic Cost Accounting 
(“HCA”). CCA differs from HCA because assets are valued by reference to their current replacement 
cost rather than the price originally paid for them. If the replacement cost of an asset increases during 
the year this will give rise to a holding gain in the RFS, while a decrease in the replacement cost of an 
asset will lead to a holding loss. As well as being reflected in the balance sheet, these holding gains 
and losses are also reflected in the Profit & Loss account. A holding gain in a given period would 
decrease costs for that period, while a holding loss would increase costs. (See Ethernet, Final 
Determinations, paragraph 13.237). 
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reasons, we do not agree with Gamma, that a high ROCE is evidence of ‘prima facie’ 
overcharging. 

3.60 We also note that the regulatory regime, including the use of cost orientation 
obligations, does not seek only to avoid over-recovery of costs; rather it seeks to 
strike a balance of considerations, of which over-recovery may only be one.    

3.61 Gamma alleges that “evidence suggests that BT is incurring inefficient costs”, noting 
that “average DSAC across all markets for interconnection circuits, increased by 21% 
between 2010 and 2013, and this goes against [Gamma’s] expectation that a legacy 
network should have falling costs over time”.  We note that DSAC is a unit cost 
measure, and while total costs may fall, unit costs could increase, as a result of 
falling volumes. 

3.62 While increases in DSAC could be investigated during a cost orientation assessment, 
such increases are not directly indicative of inefficiently incurred costs.  

3.63 Gamma asserts that it is not fair and reasonable to assume that compliance with a 
charge control is de facto compliance with a cost orientation obligation. We agree. 
The charge control and the cost orientation obligation are distinct and there are 
different tests for compliance with each. However, they are complementary 
obligations and therefore need to be applied in a consistent way. This is relevant for 
our assessment of HON adjustments (see paragraphs 4.32-4.41), since failing to 
include HON adjustments in our cost orientation assessment would in our view be 
inconsistent with how the charge control was designed. 

3.64 Gamma also argues that “it is not fair and reasonable [for BT] to incur inefficient 
Operating Expense passed on to its wholesale customers by virtue of cash-cowing 
assets in the ground”.70 We note that the charge control was constructed to reflect 
forward looking efficient prices (which would not be achieved if based purely on 
heavily depreciated asset values). BT would only benefit from higher costs of repair if 
these had been reflected in the charge control, at the same time as capital employed 
had been uplifted to a steady state level. 

3.65 Gamma argues that in addition to economies of scale, BT also enjoys economies of 
scope, learning and time which should lower the DSAC that BT is allowed to recover. 
We accept that DSAC should reflect efficient costs (this is consistent with the NCC 
guidelines). However, we would not expect the factors cited by Gamma to be a 
significant source of cost reductions over time in the case of a long-established 
product such as IECs. When setting the 2009 charge control, Ofcom took into 
account expected reductions in costs (potentially due to these, as well as other 
factors) over the control period. Once the cap is set, BT bears the costs of any failure 
to reduce costs as quickly as expected and, conversely, benefits from higher profits if 
it is able to reduce costs by more than expected. In this way, the RPI-X mechanism 
gives BT good incentives to reduce costs. We do not consider that the timepath of 
actual costs indicates that costs have risen due to inefficiency, and we also do not 
agree that BT should be required to earn no more than its cost of capital at an 
aggregate level.71  

                                                
70

 Gamma dispute submission, page 9. 
71

 Gamma also mentions concerns it has regarding potential cross-subsidisation, noting BT’s recent 
diversification into Premier League football. We note that in principle, the SAC test is an appropriate 
test for whether one service could be said to be cross-subsidising others, and the DSAC test is a 
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3.66 Furthermore, if Gamma was correct that BT’s DSACs reflect inefficiently incurred 
costs, we might expect to see that total costs had risen faster than volumes, resulting 
in increases in unit costs. On the other hand, if volumes were falling, unit costs could 
still increase without indicating that BT was operating inefficiently, due to the loss of 
economies of scale. Of course we should also bear in mind that other exogenous 
factors can also affect outturn costs, so even if costs had risen, this would not 
necessarily indicate that BT had been inefficient. In fact, we find that both volumes 
and costs have declined since 2009, and faster than expected. In the light of this, we 
do not regard the timepath of BT’s costs as evidence of inefficiency. 

Relative volatility of DSAC 

3.67 We disagree with Gamma’s argument that volatile DSAC figures over time indicate 
that “DSAC cannot be measured correctly”. DSAC can change over time for a 
number of reasons such as methodological changes to common cost allocation, 
asset revaluation and holding gains and losses. These factors are also applicable to 
other cost measures, such as FAC, which we discussed in the 2013 Cost Orientation 
Consultation document. We noted in that document that “[s]everal stakeholders have 
suggested that DSAC is not a robust approach to costs, because DSAC values in 
BT’s RFS fluctuate too much from year to year. However, comparable variation is 
also often observed in the RFS’s FAC values, which may be explained by the fact 
that BT’s LRIC model, used to calculate DSACs, uses the FAC values as inputs. This 
is therefore not a criterion that would clearly justify selecting FAC over DSAC.” We 
went on to say that data suggests that; “the variation in cost measures [FAC vs. 
DSAC] is largely similar for a given product”.72 

3.68 Gamma goes on to state that; “BT’s RFS shows that the DSAC has been significantly 
more volatile than the average price”.73 We consider that comparing DSAC/price 
ratios is likely to be inappropriate in this case due to BT’s decision to keep charges 
constant over the relevant period.  

3.69 We note that while the DSAC may vary (for any number of reasons), it is at BTs 
discretion to set charges however it wishes, provided it meets its regulatory 
obligations (such as charge control and cost orientation). The fact that BT may 
choose to keep charges constant, or alternatively to vary them significantly over time, 
indicates nothing about the volatility or reliability of DSAC. The flexibility for BT to 
vary charges (or not) is one of the stated aims of the cost orientation obligation, and 
this decision will have no bearing on how the DSAC varies over time.  

We do not consider that only an application of FAC is compliant with Ofcom’s 
statutory objective of consistency 

3.70 We do not consider that the previous decisions that Gamma cites in support of its 
view that FAC and not DSAC is compliant with Ofcom’s statutory duties support its 
position. Prior to 1997, Oftel set BT’s charges on an ex post basis using FAC. Given 
the use of a single cost standard to set all charges, it was reasonable to use FAC in 

                                                                                                                                                  
practical alternative to the SAC test plus combinatorial assessments. Moreover, as the DSAC ceiling 
operates within the overall basket price constraint, which was set on an FAC basis, and in 2009 (well 
before any BT foray into sports rights was on the horizon), Gamma’s concern appears unfounded.  
72

 Cost Orientation review, see: Cost Orientation review, see: 
http://stakeholders.ofcom.org.uk/binaries/consultations/cost-
orientation/summary/Cost_orientation.pdf, paragraphs 3.73 to 3.74. 
73

 Gamma dispute submission, page 17. 

http://stakeholders.ofcom.org.uk/binaries/consultations/cost-orientation/summary/Cost_orientation.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/cost-orientation/summary/Cost_orientation.pdf
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order to avoid over- or under-recovery of costs overall. As all charges were set 
individually by Oftel, BT had no flexibility to vary relative charges to recover common 
costs in an efficient way. As a consequence, under a regime where all charges are 
benchmarked to a single cost standard, setting all charges at FAC may be very 
inefficient, because of its rigidity, intrusiveness and poor incentives for cost control.  

3.71 The lack of incentives to control costs was one of the reasons that Oftel took the 
decision in 1997 to move from a regime of annual determinations based on out-turn 
HCA FAC to a Network Charge Control. The NCC introduced a RPI-X control on 
three baskets of charges (including the ISB), within which charges could vary 
between DLRIC and DSAC.  

3.72 With regards to the 2009 NCC, (which covered the period of the Dispute) while the ‘X’ 
controlling the average charge for the basket was set on a FAC basis (to ensure an 
appropriate level of cost recovery overall) this does not mean that each and every 
charge had to be set at FAC. Prices within the basket could be flexed (within 
appropriate bounds) to allow more efficient recovery of common costs without 
resulting in over-recovery overall. Setting a charge ceiling of FAC, within a charge 
control basket based on FAC, would not provide flexibility to allow BT to recover 
common costs efficiently, and in addition would violate the ‘fair bet’ principle since BT 
would be forced to charge at whatever is lower between forecasted and actual cost.74  

3.73 When introducing the NCC regime in 1997, Oftel published guidelines to explain how 
the new system would operate. These guidelines also covered how cost orientation 
would be assessed. Both the 1997 and 2001 NCC Guidelines explain that DSAC is 
an effective first order test for the likelihood of exploitative charging (even if it is not 
determinative). This statement recognises that economic harm is normally expected 
to follow from charges above DSAC and suggests that pricing of the service under 
investigation at DSAC will usually be a reasonable counterfactual in investigations.75   

3.74 We set out in detail in the Ethernet Final Determinations (with reference to the CAT 
Judgment) why FAC should not be the starting point for assessing the cost 
orientation of each and every charge. We highlighted the following (as well as other) 
factors:76 

 charges set at FAC would only be the welfare optimising price in a limited number 
of special cases;  

 the CAT explicitly noted (in the CAT Judgment)77 that, it would not have been 
appropriate for Ofcom to have used FAC as the primary benchmark for its testing 
of compliance with a cost orientation obligation because of its lack of flexibility:  

 “Had BT decided to meet its cost orientation obligations under Condition H3.1 by 
using FAC, then we consider that this would have been an appropriate approach 
for BT to adopt, and one that OFCOM would not have been able to challenge 
had it been adopted. But, of course, its very inflexibility is the reason why BT 

                                                
74

 If actual FAC was higher than anticipated in the (forward looking) charge control, BT would (in order 
to comply with the charge control) be required to charge at the forecasted charge control level, 
thereby not fully recovering its incurred costs. Alternatively if BT’s actual costs were lower than 
forecasted in the charge control, BT would have to charge at that lower rate to remain ‘cost 
orientated’; which reduces incentives for BT to efficiently reduce costs. 
75

 We also make these points in Ethernet Final Determinations, paragraph 10.68. 
76

 Ethernet Final Determinations, paragraph 9.110. 
77

 CAT Judgment, paragraph 286(2).   
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would not have adopted it. Had Ofcom sought to use FAC as the test for BT’s 
compliance with Condition H3.1, then we consider that this would not have been 
an appropriate course, for precisely the same reason.”; 

 it is unlikely to be reasonable or beneficial for every charge within the basket to 
be set at FAC. One of the reasons for setting a basket control rather than setting 
charge controls for each individual product is to allow greater flexibility in how BT 
recovers common costs from different charges.  

3.75 Gamma argues in its dispute submission that “the application of DSAC would be 
“mechanistic” leading to the very “injustices” the CAT sought to guard against in the 
Partial Private Circuits (“PPC”) case”.78 We disagree. The approach we have set out 
above,79 and the steps of which it comprises, is designed to mitigate against any 
such mechanistic approach. 

3.76 In respect of the Narrowband Market Reviews (1997-2009) as well as the WNMR 
2009, the passages quoted by Gamma in its dispute submission are taken out of 
context. They in actuality refer to the way the ‘X’ is set at the basket level in a charge 
control, and not at the level of individual charges. As noted above, ‘X’ is usually set to 
bring charges into line with a projection of FAC but there is no implication that 
individual charges should be at FAC, as is clear from the NCC guidelines. 

3.77 With regards to the 2009 Openreach charge controls, Gamma is incorrect in saying 
that cost orientation applied to the core rental services; it applied only to the ancillary 
services which were not subject to individual charge ceilings.80 In addition, Metallic 
Path Facilities (“MPF”) rental was excluded from the cost orientation condition, and 
was instead subject to individual charge controls based on FAC, with a Regulatory 
Asset Value (“RAV”) adjustment,81 and not as part of a basket.82  

3.78 As there is precedent that has established the DSAC test as an appropriate first test 
for assessing compliance with SMP conditions requiring cost orientation, we consider 
that it should form an integral part of our assessment of whether or not BT’s charges 
were cost orientated in this Dispute. 

3.79 Gamma has not raised any new arguments from those previously considered by 
Ofcom. We therefore remain of the view, for the reasons summarised above and set 
out in more detail in the Ethernet Final Determinations, that DSAC remains the 
appropriate cost standard for us to use when assessing BT’s compliance with the 
cost orientation obligation.  

Repayments  

3.80 Taking the three main arguments BT raises with regards to repayments, we consider 
section190(2)(d) of the 2003 Act provides us with the appropriate powers to order 

                                                
78

 Gamma dispute submission, page 3. 
79

 As mentioned above, this approach was endorsed by both the CAT and Court of Appeal 
Judgments. 
80

 ‘A new pricing framework for Openreach’, 22 May 2009, paragraph 2.4. See: 
http://stakeholders.ofcom.org.uk/consultations/openreachframework/statement/ 
81

 The RAV adjustments are used to generate harmonised valuations of the pre-1997 (Historic Cost Accounting 

based) duct and copper assets and the post-1997 (Current Cost Accounting valued) assets.   
82

 ‘A new pricing framework for Openreach’, 22 May 2009, paragraph 7.72. 

http://stakeholders.ofcom.org.uk/consultations/openreachframework/statement/
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repayments. We do not consider that the fact Gamma raised the dispute after the 
relevant period affects our powers.83  

3.81 Further, we consider we have jurisdiction to consider disputes arising from 
obligations imposed by SMP services conditions that are no longer in force. We note 
that although the cost orientation condition is no longer in place, the dispute concerns 
the period 1 October 2009 to 30 September 2013 when the cost orientation condition 
was in place.  

3.82 Finally, with regards to BT’s arguments that prior to 21 June 2013 there was no 
suggestion the relevant cost ceiling could have been anything but DSAC, given we 
assess compliance with the obligation by first considering DSACs, an approach 
which BT supports, we do not need to consider BT’s arguments on this point further. 

                                                
83 With regards repayments, BT and Gamma also raise points regarding the award of interest on any 

repayments. Should we be required to undertake Step 4, we would consider whether and what level 
of interest should be awarded in this case.  
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Section 4 

4 Analysis and provisional conclusions  

Applying our analytical framework  

4.1 In this Section we set our assessment of the issues in dispute by applying the 
analytical framework set out in Section 3. Against each Step as relevant, we set out 
our provisional view of the issues in dispute. We conclude the Section by setting out 
our provisional conclusions as to whether BT has overcharged Gamma for IECs in 
the relevant period and set out our assessment of our provisional view with our 
statutory duties and Community obligations. 

Step 1: Has BT satisfactorily demonstrated that its relevant charges 
are compliant with SMP condition AAA3?   

Introduction 

4.2 In applying Step 1, we consider whether BT has demonstrated to our satisfaction that 
each and every relevant charge was reasonably derived from the costs of provision 
based on a forward looking LRIC approach and allowing an appropriate mark up for 
the recovery of common costs including an appropriate return on capital employed, in 
accordance with the SMP condition AAA3.  

4.3 We asked BT to explain why, in its view, its IEC charges over the relevant years were 
compliant with its cost orientation obligation. In this sub-section we set out BT’s 
response and our assessment of BT’s explanation.  

BT’s views  

4.4 BT submits84 that it was compliant with the cost orientation obligation in relation to its 
charges for IECs over the relevant period on the basis of a comparison of the 
charges for IEC connections and IEC rental (both fixed and per kilometre) with the 
DSACs for those services that were published in the RFS in each of the years in 
dispute.85 BT also compares the charges with the restated DSACs that were 
published in each following year.86  

4.5 In Figures 4.1 to 4.3 below we set out the information provided by BT.87 This shows 
that, on the basis of the published data, the charges for all three IEC services were 
below DSAC in all years, with the exception of the IEC Fixed Rental for 2010/11 
which was 5% above DSAC. When the restated data are considered,88 all IEC 
charges were below DSAC for the entire period of the Dispute.  

4.6 BT explains that to set its charges below the DSAC ceiling, it can only rely on the 
DSAC of the previous year. Whilst the 2009/10 DSAC for IEC Fixed Rentals was 

                                                
84

 BT Letter, 3 February 2014, pages 2-4.  
85

 See Annex 3 Table A3.1, where we summarise relevant data from the RFS, as originally reported, 
i.e. before any restatement, disaggregation and adjustments. 
86

 BT may change its approach to accounting during a year. If material, BT will restate the prior year 
results on a basis consistent with the new approach.  
87

 BT also provided DSAC/Price ratio which is not set out in the charts.  
88

 The restated data is labelled “Re DSAC” in Figures 4.1-4.3. 
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substantially above BT’s 2009/10 IEC Fixed Rentals rates, DSAC fell substantially 
from 2009/10 to 2010/11, to an extent that BT claims it could not have anticipated. BT 
goes on to explain that its total HCA costs fell by 5% in this period yet the IEC FAC 
fell by nearly 25%, leading to a corresponding fall in the DSAC that was significantly 
more than would be expected from the movement in overall costs. In conclusion, BT 
argues that the overcharge was minor and for one year only, and it was in any event 
removed as a result of the RFS restatement. BT concludes on this basis that it was 
compliant with its cost orientation obligation.  

Figure 4.1: Wholesale IEC Fixed Rental 

 

Figure 4.2: Wholesale IEC Rental – per km  
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Figure 4.3: Wholesale IEC Connection  

  

Ofcom’s views  

4.7 BT makes two main arguments as to why its IEC charges were cost orientated in the 
relevant period. First, BT argues that the restated DSAC data demonstrates that 
charges were below DSAC and second, it argues that even if the original DSAC data 
are used, BT could not have anticipated that costs would fall between 2009/10 and 
2010/11 such that the charge would now fall above DSAC.  

4.8 Our approach to any restatement of BT’s RFS, is set out in Section 3. We only 
accept a re-statement if it either: a) corrects an error; or b) corrects a methodology 
that was obviously inappropriate for the purpose of resolving the Dispute. In its 
response to us,89 BT did not provide sufficient explanation and justification for us to 
accept that the restated accounts corrected errors or an obviously inappropriate 
methodology. For example, BT did not provide further explanation regarding why its 
total HCA costs fell by 5% in this period yet the IEC FAC fell by nearly 25%. 

4.9 Following our further investigation, and discussed in more detail below, BT did 
provide us with some explanation90 regarding the movement in costs however these 
changes do not appear to be exogenous or totally unpredictable. The changes 
appear to result from BT’s own initiative in changing a cost allocation method. 

Provisional view on Step 1 

4.10 Based on the analysis, our provisional view is that BT has not demonstrated to our 
satisfaction that each and every charge in dispute is cost orientated. As a result we 
go on to undertake Step 2 and Step 3 of our analytical framework below.  

                                                
89

 BT Letter, 3 February 2014. 
90

 BT’s response to s191 notice dated 13 February 2014, Question 5. 
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Step 2: Are BT’s relevant charges nonetheless compliant with SMP 
condition AAA3?  

Introduction 

4.11 In applying Step 2, we go on to consider whether BT’s relevant charges are 
nonetheless compliant with SMP condition AAA3. We do this by comparing the 
relevant charges with the corresponding DSAC to identify any charges exceeding 
DSAC.91  

4.12 Ahead of undertaking the DSAC test we first consider the relevant data set to use in 
our analysis. Our discussion on this is structured as follows; first we discuss the IEC 
charges in dispute, we go on to discuss which set of BT’s RFS we should use in our 
analysis. Next, we consider whether we should make any adjustments to BT’s RFS in 
our analysis and then we set out the results and impacts of our proposed 
adjustments. We conclude the section by setting out the results of our analysis under 
Step 2.  

IEC Charges 

4.13 SMP Condition AAA3 requires that “each and every charge” be cost orientated. We 
observe from BT’s Carrier Price List (CPL) that there are three separate charges that 
BT levies for IEC services: (i) an IEC Connection charge, (ii) an IEC Fixed Rental 
charge, and (iii) an IEC Rental (per km) charge.  

4.14 In undertaking our assessment under Steps 2 and 3, we look at cost information from 
BT’s RFS, including DSAC, FAC and DLRIC data. In its RFS, BT reports the unit 
FAC for IEC services in combination with Intra-building Circuits (“IBC”), as an IBC 
must be purchased with each IEC. As BT reports data for IEC services in aggregate 
with data for the IBCs, we have needed to disaggregate the data for IEC services 
from the combined figures in order to carry out our analysis.92  

4.15 IECs are not the only interconnect services that require an IBC to be purchased with 
them. In-Span Interconnect (“ISI”) services also require an IBC. As a consequence, 
BT reports FAC (and DLRIC and DSAC) information for IBCs on a stand-alone basis. 
In deriving financial data for IEC circuits, we understand that the IBC element is 
equal to the ISI/IBC variant; and that the IEC element is equal to the total reported in 
RFS less the IBC element.93  

4.16 In its submission to us94 Gamma notes that it “built the majority of its Digital Local 
Exchange network in and around [], therefore is not currently disputing anything 
regarding connection costs; expenditure in [] was relatively immaterial on new 
connections”. Gamma goes on to confirm it is disputing BT’s cost orientation 
regarding the IECs Fixed (per kilometre) and the Fixed Rental charge. Therefore, for 
the purposes of resolving this dispute we assess BTs charges in relation to IEC Fixed 
Rentals and IEC Rental per km. 

                                                
91

 See Section 3 for our assessment of why we consider the DSAC test the appropriate test for Step 
2. 
92

 We understand that the IEC per km service has no IBC element. 
93

 See Annex 3 Table A3.2, where set out data regarding disaggregation: revenue, DSAC and any 
excess of revenue over DSAC. 
94

 Response to s191 notice, Question 1. 
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Which set of BT’s RFS should we use over the relevant period? 

4.17 BT has considerable freedom as to the methodology that it uses to calculate the data 
that is published each year in its RFS. To enable meaningful comparisons to be 
made, BT is required to also report the prior year’s data. BT may therefore make 
changes to the way in which it calculates and/or reports its data in a year that impact 
on the comparability of the current and prior year results in the RFS. The reasons for 
these changes may include for the implementation of market reviews, improvements 
to disclosure of information, changes in methodologies and to correct for errors. If 
these changes are material then BT will restate the prior year results using the same 
approach.  

4.18 Over the relevant period of the Dispute, BT’s RFS for the financial years 2010/11, 
2011/12 and 2012/13 contained restated data for the prior year. In line with the 
analytical framework set out in Section 3, we consider the restatements made by BT 
in each of the three years and assess whether it is appropriate for us to use the 
restated data or the data that were originally published, for the purposes of resolving 
the Dispute.  

2009/10 

4.19 In the 2010/11 RFS, BT made a number of changes that impacted the comparability 
of that year’s results to those in 2009/10. As a result, in some cases BT restated the 
2009/10 numbers.95  

4.20 For IEC services, the restatement had no impact on FAC, however it did increase the 
Connection DSAC and reduce the fixed Rental DSAC across IECs (as well as IBCs).  

4.21 Ofcom explored the reasons for BT’s restatement of 2009/10 data as part of the 
Ethernet Disputes.96 We found that “having reviewed the LRIC R&P in conjunction 
with the detailed outputs of BT’s DSAC calculations, we were not able to identify any 
inconsistencies in either the calculation of the LRICs and FCCs for split cost 
categories or how the FCCs are distributed to those categories”.97 As a 
consequence, Ofcom concluded that it was not appropriate to use the restated data. 

4.22 BT has not provided sufficient evidence to justify using the restated data according to 
the framework set out in Section 3, or to counter the reasoning laid out in the 
Ethernet Dispute. As a consequence, we propose not to use the restated 2009/10 
numbers to resolve the Dispute. 

2010/11 

4.23 During 2011/12 BT carried out a review of how costs were attributed to Interconnect 
services, to evaluate whether the methodologies being used to allocate costs to the 
interconnect circuit services were correct. BT explained to us that during this review it 
found some methodological “errors” in the way costs were allocated. Due to the 
significant scale of impact to Interconnect services, BT was required to re-state the 
2010/11 RFS. The total impact was to remove £6m of costs from Interconnect 
services and add this into the Traditional Interface Symmetric Broadband Origination 
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 BT’s Current Cost Financial Statements for 2011 including Openreach Undertakings – Page 17 
Section 4 Basis of Preparation. 
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 Ethernet Final Determinations, paragraphs 12.48 to 12.64. 
97

 Ethernet Final Determinations, paragraph 12.62. 
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(“TISBO”) market. However, the effect for the services in dispute was different: in 
particular, for IEC Fixed, the change in the combined cost attributed increased the 
costs of IEC Fixed. 

4.24 As part of our information gathering ahead of our Provisional Conclusions we asked 
BT for further explanation regarding the 2010/11 restatement. In its section 191 
response, BT explained that four corrections were made to the methodology. These 
related to: 

4.24.1 Capital Exchange costs; 

4.24.2 Circuit provision; 

4.24.3 Private Circuits Megastream; and  

4.24.4 Interconnect costs and Plesiochronous Digital Hierarchy (“PDH”) and 
Synchronous Digital Hierarchy (“SDH”) costs.  

4.25 We understand from BT that these changes were implemented together such that the 
impact of the four changes can only be assessed in aggregate.  

4.26 After careful consideration of the information available, we have not been persuaded 
that the changes made were necessary in order to correct errors or to correct an 
obviously inappropriate methodology. As a result we have not used the numbers in 
the restated accounts in our analysis. 

4.27 Even if one or more of the restatements had been regarded as correction of an error, 
BT stated that it could not disaggregate the effect of the four changes at paragraph 
4.24 above, and this would have made it impractical to make an appropriate 
adjustment to correct an individual error or errors. Even then, there would still have 
been a concern about adverse incentive effects of accepting the restatements. 

2011/12 

4.28 In its 2012/13 RFS, BT made two methodology changes from the previous year. The 
first change related to the allocation of vacant space in telephone exchanges. The 
second, which related to a review of cost drivers within the new Technology Services 
& Operations (“TSO”) organisation (merger of BT Innovate & Design (“BTID”) and BT 
Operate units), changed the allocation methodology of BT TSO Operating costs.98 

4.29 For the purposes of undertaking our analysis, given that the original and the restated 
RFS figures for 2011/12 do not produce different outcomes to our analysis (in terms 
of whether charges exceed DSAC), we do not need to conclude whether it is 
appropriate for us to use the restated figures or not. 

Adjustments 

4.30 In order to ensure that the data we are using can be relied upon and is appropriate 
for determining the Dispute, we consider that there are two categories of adjustments 
that may need to be made to the relevant FAC and DSAC figures from BT’s RFS: 
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4.30.1 Revisions to reflect the costs of a Hypothetical Ongoing Network, since this 
is consistent with the basis on which the NCC 2009 was set; and 

4.30.2 Revisions that were applied in the context of the PPC and Ethernet 
Disputes that may also be appropriate in this Dispute. 

4.31 We discuss each in turn.  

NCC 2009: Hypothetical Ongoing Network  

4.32 In setting the 2009 NCC, we made a number of adjustments in order to model the 
costs of an HON rather than simply basing the control on cost data from BT’s RFS.99  
The cost model was hypothetical in that it assumed that the capital costs (i.e. 
depreciation and cost of capital employed) and operating costs of the network were 
at the levels that would be expected if the network were to be maintained and 
operated efficiently on a continuing basis into the future. By contrast, many of the 
assets in BT’s actual network were heavily depreciated, even though they may have 
had significant economic life remaining. Hence, in the absence of the HON 
adjustments, the charge control might have been set to require charges that were too 
low to promote sustainable investment and maintain incentives for entry. The HON 
adjustments were made to ensure that prices did not fall below a sustainable level 
due to the presence of heavily depreciated assets. 

4.33 Since BT’s RFS does not make these adjustments, we gave consideration to whether 
we should ourselves make HON adjustments, for the purposes of resolving this 
Dispute.  

4.34 In the 2009 NCC model we made a number of adjustments to the cost data derived 
from BT’s RFS data so that they approximated more closely to the costs of an HON, 
including: 

4.34.1 adjusting the value of the assets; and 

4.34.2 revising depreciation charges in relation to the adjustment in asset values. 

4.35 For the purposes of resolving this dispute, we gave due regard to the principles 
established in both PPC and Ethernet Disputes on making RFS adjustments. As 
such, we consider that we should only make the HON adjustment, if to do so would 
be to correct either an error or an obviously inappropriate methodology. 

4.36 We do not consider BT’s omission of HON adjustments when preparing the RFS to 
be an error. However, we consider that not making HON adjustments would result in 
the application of an inappropriate methodology for the purposes of resolving this 
Dispute. We consider HON adjustments are necessary to ensure consistency 
between the measure of the costs used in setting the charge control and in assessing 
compliance with the cost orientation SMP condition. We consider that consistency is 
necessary because cost orientation is complementary to the charge control – it is 
intended to allow an appropriate degree of flexibility to vary individual charges whilst 
the charge control constrains average charges for the relevant basket(s) of services. 
Using an inconsistent methodology to determine DSAC would then result in an 

                                                
99

 We responded to similar arguments in relation to whether we should have applied a HON in setting 
the 2009 NCC. In resolving this Dispute it is not appropriate for us to re-consider this issue. 



Provisional Conclusions: Dispute between Gamma and BT concerning BT’s charges for IECs 

36 

inappropriate constraint on BT’s pricing flexibility which could prevent BT from setting 
economically efficient prices.  

4.37 As noted above, the setting of the 2009 NCC involved the modelling of a HON, which 
we would regard as one example of a forward looking long-run incremental cost 
approach. Therefore, for the purposes of consistency with the charge control and to 
reflect the obligation imposed by the cost orientation SMP condition for BT’s charges 
to be “reasonably derived from the costs of provision based on a forward looking 
long-run incremental cost approach…”, we consider that HON adjustments should 
also be made for the purpose of this dispute. 

4.38 We therefore believe that failing to make HON adjustments would be clearly and 
obviously inappropriate for the purposes of resolving this Dispute, and therefore 
consider that for the purposes of resolving the Dispute we should make HON 
adjustments, both for the DSAC in Step 2, and in any other factors we consider (in 
Step 3) such as ROCE. 

4.39 We have therefore also considered the other conditions we have set out for making 
adjustments in the analytical framework, which are that: 

4.39.1 The adjustment should completely correct for the inappropriate 
methodology; 

4.39.2 It should be practical to make the adjustment properly; and 

4.39.3 The adjustment should not result in the retrospective alteration of financial 
data used in other regulatory decisions or adversely affect incentives for BT 
to produce an accurate RFS. 

4.40 We consider that it is practical, using data from the charge control review, to make 
the adjustment in such a way as to correct for the inappropriate methodology and will 
not conflict with other regulatory decisions. As the HON adjustment reflects an Ofcom 
decision, not a BT adjustment, there is no adverse effect on BT’s incentives. We 
have therefore provisionally concluded that we should take account of the HON 
adjustment in our analysis.   

4.41 In applying the HON adjustment we deem it appropriate to reflect the position of 
Ofcom in 2009 when preparing the 2009 NCC. Therefore we propose to use the 
NRC/GRC ratios and assets lives  detailed in the 2009 NCC model. The 
methodology used can be found in detail in Annex 2 of the NCC 2009.  

Ethernet and PPC Disputes revisions 

4.42 As part of the Ethernet and PPC disputes, Ofcom made a number of adjustments to 
BT’s published data. Of these adjustments, we consider that the following may be 
relevant to our analysis: Transmission equipment, excess construction charges 
(“ECC”s), Payment Terms and its next generation network. 

Transmission Equipment and ECCs 

4.43 Firstly, turning to transmission equipment, as part of the Ethernet Disputes, we found 
that there was a mis-match between revenues and costs in the RFS for 2009/10.100 
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We corrected for this in the Ethernet Disputes. We considered whether we may need 
to make such an adjustment in this Dispute for transmission equipment. 

4.44 In respect of IECs (and IBCs), BT confirmed to us that in contrast to Ethernet 
services, only BT network equipment is used. The reporting of transmission 
equipment within BT’s network equipment in the RFS does not lead to a mismatch 
between revenue and costs. We do not therefore need to apply an adjustment of this 
nature in resolving this Dispute. 

4.45 Secondly, with regard to ECCs, in both the Ethernet and PPC Disputes101 we made 
an adjustment to remove these costs. We considered whether we may need to make 
an adjustment in this Dispute for ECCs. In respect of IECs (and IBCs), BT informed 
us that it did not include any ECC costs or MCE in the IEC (and IBC services). We do 
not therefore need to apply an adjustment of this nature in resolving this Dispute. 

Payment Terms 

4.46 In its RFS, BT estimates its working capital related to debtors, for all its services, 
based on the payment period in days (being the period between when the costs are 
incurred and the receipt of the revenue). 

4.47 In the Ethernet Disputes,102 we replaced the RFS estimates of debtors with estimates 
that reflected the contractual payment terms offered to customers and BT’s billing 
cycle. This had less than a 1% impact on DSAC in those cases. The approach 
adopted there was consistent with the approach taken in the 2009 PPC 
Determinations and the 2009 Lease Lines Charge Control Statement.103 

4.48 In the NCC 2009 however no adjustment was made for payment terms. To remain 
consistent with the NCC 2009, it would not be appropriate for us to make the 
adjustment here, for the Interconnect services in this Dispute.  

21CN 

4.49 21CN refers to a new “21st Century network” that was being built by BT during the 
Relevant Period. Services using the new network were gradually deployed, however 
the services in this Dispute did not use the network (we refer to such services as 
legacy services).104 

4.50 During the first two years of the Relevant Period, 2009/10 and 2010/11, some of the 
capital and operating costs incurred by BT in relation to 21CN were attributed to 
legacy services. In the Ethernet105 and PPC Disputes we made two adjustments in 
relation to 21CN costs: (1) an adjustment to remove costs directly attributable to 
21CN; and (2) a further adjustment to remove certain costs related to the overheads 
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for 21CN. The reason for removing these costs was that 21CN network was not used 
in providing these services. 

Adjustment to remove costs directly attributable to 21CN  

4.51 As explained above regarding the HON adjustment, we used the principles 
established in the PPC and Ethernet Disputes (as set out in Section 3), in order to 
decide whether we should adjust the RFS data. 

4.52 We do not consider that BT’s inclusion of the 21CN costs constituted an error, but we 
do consider that it was an inappropriate methodology, since it did not match costs 
with the services provided. 

4.53 In terms of the other considerations for making adjustments as set out at paragraph 
4.39, this adjustment is reasonably practicable to make because BT was able to 
provide the information needed to make the adjustment. The adjustment, if made, 
would completely correct for the inappropriate methodology (subject to materiality, as 
discussed below for the 21CN overhead adjustment).  

4.54 We do not consider that the 21CN adjustment would alter the financial data upon 
which we have relied in previous regulatory decisions. We do not consider that 
making the 21CN adjustment will create inappropriate incentives for BT to produce 
appropriate and accurate regulatory financial statements in the future, since this is an 
adjustment that Ofcom is making, rather than one that BT has proposed. 

4.55 We therefore propose to make this adjustment in resolving this Dispute. 

4.56 In order to make this adjustment, BT provided an analysis of the proportion of total 
21CN costs that were truly specific to 21CN in 2009/10 and 2010/11 (no 21CN costs 
were allocated to IEC services in dispute after 2010/11).  

Adjustment to remove 21CN overheads 

4.57 We have also considered whether we should make a further adjustment to remove 
the overheads apportioned on the basis of 21CN Mean Capital Employed (“MCE”) to 
the services in dispute. 

4.58 In the Ethernet and PPC Disputes, we considered the Competition Commission’s 
(“CC”’s) reasoning in the LLCC appeal that “a reduction in MCE as a result of the 
[direct] 21CN adjustment should have been followed by an adjustment to the 
overheads that were allocated on the basis of MCE”. Since in those disputes we 
were making an adjustment which reduced the 21CN costs and MCE allocated to the 
services in dispute, the overhead allocation could have been potentially affected. The 
CC noted that in the case of the TISBO market, the adjustment should have been 
£3.5m. 

4.59 In considering whether we should make an adjustment in this case, we gathered 
information from BT regarding an estimate of the 21CN overhead costs that had 
been allocated on the basis of MCE, within the Interconnect services market, for 
2009/10 and 2010/11. 

4.60 Based on the level of 21CN overhead costs provided by BT, which was small, we 
estimate that were we to make the adjustment it would lead to less than a 0.5% 
reduction in DSAC. We consider the time and resource required in order arrive at a 
more precise percentage reduction below 0.5% would be disproportionate to the 
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outcome. The impact of the adjustment on DSAC, and on our provisional view as to 
whether BT has charged above DSAC for any of the relevant services, would, in our 
judgment (when all other adjustments and their cumulative impact are taken into 
account), appear to be immaterial. 

Results and impact of the adjustments 

4.61 As discussed in the sub-section above, we have concluded that it is appropriate for 
us to make two adjustments to BT’s RFS data, one reducing FAC that is associated 
with directly attributable 21CN costs and one increasing FAC in relation to the HON.  

4.62 In this sub-section we first show the combined impact of these adjustments, which is 
a net increase in FAC. We go on to explain how we apply the adjustments to DSAC.  

Impact of adjustments to FAC  

4.63 The result of these adjustments is first shown in terms of their impact on FAC. The 
overall impact of these is set out in Tables 4.1 and 4.2. The total increase in FAC for 
the services and years in dispute shown in Table 4.1, is £5.6m. These are also set 
out in Annex 3, Table A3.3.  

Table 4.1 Increases in FAC as a result of the adjustments in £m (for each disputed 
service in the CPL in the period 2009/10 to 2012/13) 

  2009/10 2010/11 2011/12 2012/13 

IEC Fixed Rental 
0.49 0.59 1.04 1.29 

IEC rentals - per km 
0.74 0.31 0.39 0.76 

Table 4.2 Increases in FAC as a result of the adjustments % (for each disputed service 
in the CPL in the period 2009/10 to 2012/13) 

  

2009/10 2010/11 2011/12 2012/13 

IEC Fixed Rental 
11.16% 17.90% 30.14% 46.20% 

IEC rentals - per km 
18.60% 9.63% 13.76% 24.23% 

 

Applying FAC adjustments to DSAC 

4.64 The adjustments described above relate to BT’s FAC figures for the disputed 
services. The next step is to translate these adjustments into changes to BT’s figures 
for DSAC.  

4.65 Given how BT’s LRIC model works, the impact on DSAC of an adjustment to FAC 
depends on a number of factors.106  

4.66 Identifying precisely how much DSAC would change, for a given adjustment to FAC, 
is not a simple matter. One potential approach might be to ask BT to re-run its FAC 
and DSAC models, taking into account the adjustments. This would need to be 
undertaken for the whole of BT, which would be a detailed, complex and time 
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consuming task, which we do not consider would be practicable or proportionate in 
the context of resolving this Dispute in four months. 

4.67 Therefore, as we did for the Ethernet Disputes, we have adopted what we consider to 
be a more practicable and proportionate approach.   

4.68 For the purposes of this Dispute, we propose to translate the 21CN FAC adjustment 
to a DSAC adjustment, on the same basis as we adopted in the Ethernet Disputes.107 
We have therefore applied the DSAC/FAC ratio which is 1.66 for 2009/10 and 1.58 
for 2010/11.108  

4.69 There was no HON adjustment in the Ethernet or PPC Disputes and therefore these 
disputes provide no direct precedent for this dispute. The HON adjustment is also of 
a different nature to most of the adjustments considered in the Ethernet and PPC 
Disputes. Rather than moving costs between components in the same increment, the 
HON adjustment actually introduces additional cost to the same component. It is also 
an adjustment that is not made by BT in preparing the RFS; therefore we cannot look 
to BT’s regulatory financial reporting data for evidence of its effect. We have 
therefore considered how we might best make this adjustment. 

4.70 As we explained in the Ethernet Disputes, we consider that, having made an 
adjustment to the FAC, we would typically expect the DSAC to change by an amount 
between the absolute change in FAC (such that a £1m increase in FAC translates to 
a £1m increase in DSAC) and the proportional amount (such that, for example, a 
10% increase in FAC translates to a 10% increase in DSAC).  

4.71 An adjustment equal to the absolute amount could be appropriate if it could be shown 
that the DSAC/FAC ratio were equal to 1 which would mean the service would 
receive no allocation of common costs. This is the case for some support or 
operational costs in BTs LRIC model, but cost categories associated with capital 
items, such as those impacted by the HON adjustment, typically have DSAC/FAC 
ratios exceeding 1. We therefore do not consider that this would be an appropriate 
basis for estimating the impact on DSAC of the HON adjustment. 

4.72 A DSAC adjustment that was proportional to the FAC adjustment could be 
appropriate, if it could be shown that the HON adjustment would only affect the IEC 
Fixed component (and no other Core109 components) and that the common costs 
were to remain unchanged.110  However, in the circumstances here in this dispute, as 
explained above, we are making the HON adjustment in order to be consistent with 
the NCC 2009. Within this charge control, there were two other markets (also in the 
Core increment) where we also applied a HON adjustment: call origination and call 
termination. Our view is that to be consistent with NCC 2009, we should also 
consider that some of the components supporting call origination and call termination 
services would also change. This means that the conditions outlined above at the 
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start of this paragraph, i.e. no other Core components being affected and common 
costs remaining unchanged, do not hold here. Therefore, we would not expect a 
DSAC adjustment that was proportional to the FAC adjustment. 

4.73 We therefore consider that the appropriate adjustment to make is between the 
absolute and the proportional adjustments in magnitude. For such adjustments in the 
Ethernet Disputes we took the average of: (i) the impact on DSAC when applying the 
absolute adjustment to FAC; and (ii) the impact on DSAC when applying the 
proportional adjustment to FAC.  In the Ethernet Disputes, we called this a “50/50 
approach”; we propose to adopt the same approach here. 

4.74 In Table 4.3, we show the results for the total market (comprising all external 
purchasers including but not limited to Gamma) for IEC Fixed Rental after applying 
the 21CN adjustment (on a proportional approach) and the HON adjustment on each 
of the three approaches (absolute, proportional and 50:50) discussed above.  

Table 4.3 Revenues compared to DSAC after adjustments (market values shown) 

 
2009/10 2010/11 2011/12 2012/13 

Revenue/DSAC % 
    

Absolute  91.71% 104.23% 63.16% 66.35% 

Proportional 84.88% 97.48% 54.96% 53.76% 

50:50 88.17% 100.74% 58.77% 59.40% 

Revenue less DSAC £’s 
(only positive values shown)   

  

Absolute  - £243k - - 

Proportional - - - - 

50:50 - £44k - - 

 

Provisional view on Step 2: the DSAC test  

4.75 We now set out our provisional results of the DSAC test. The DSAC test is the 
comparison of BT’s external revenues against DSAC for the IEC services in dispute, 
after we have made a number of adjustments to BT’s published RFS data.  

4.76 We have provisionally found that for one service, IEC Fixed Rental, in one year in 
dispute, 2010/11 external revenues exceeded external DSAC by 0.74% (shown in 
Table 4.4 below) which translates to £3.64 per circuit.  

Table 4.4 Average external revenues as a percentage of external DSAC 

  

2009/10 2010/11 2011/12 2012/13 

IEC Fixed Rental 
88.17% 100.74% 58.77% 59.40% 

IEC rentals - per km 
62.61% 79.30% 64.16% 60.31% 
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Step 3. Ahead of reaching a conclusion on overcharging how does 
consideration of the following factors affect our analysis? 

Introduction 

4.77 In Step 3, we ensure that we do not apply the DSAC test (Step 2) in a mechanistic 
way. We believe the following additional factors should be taken into account ahead 
of us reaching conclusions on overcharging:  

4.77.1 the magnitude and duration by which the charges exceeded DSAC;  

4.77.2 whether, and the extent to which, charges that exceeded DSAC also 
exceeded FAC;  

4.77.3 the rate of return on capital employed; and  

4.77.4 Whether, if a charge is above DSAC, BT has provided evidence that 
demonstrates that it could have reasonably expected its charges to be cost 
orientated when setting its relevant charges. 

4.78 Given the results of the DSAC test as set out in Step 2, noting the instance of the 
charge for IEC Fixed Rental in 2010/11 exceeding DSAC, we now proceed to our 
assessment of the other factors. The data on which we base our assessment is 
shown in Table 4.5 below.  

Table 4.5 IEC Fixed Rental analysis  

 

2009/10 2010/11 2011/12 2012/13 

Revenue less DSAC  
- 44,193 - - 

External Price/DSAC 
88.17% 100.74% 59% 59% 

External revenue/FAC 
141% 154% 125% 134% 

ROCE  
34% 40% 22% 26% 

WACC  
11.0% 11.0% 9.7% 9.7% 

 
4.79 In consideration of the magnitude and duration by which charges exceeded DSAC, 

we observe that the IEC Fixed Rental charge exceeded DSAC for only one of the 
four years in dispute, and by only a marginal amount (0.74%) which equates to 
£44,193 at the market level. Of this, £[]relates to Gamma. In the three other years, 
the price/DSAC ratio was significantly below 100%; ranging between 59% and 88%. 
The fact that the ratio exceeded 100% in one of the four years indicates the result 
was transient, though this is not by itself sufficient for us to conclude that the charge 
was cost orientated in that year.  

4.80 The magnitude and duration by which the charge exceeded DSAC represents a small 
proportion of Gamma’s claim, which was that BT overcharged it by £[] for IEC 
services over four years.  

4.81 We also note that BT made no alterations to the price it charged for IEC Fixed Rental 
over the period 2009/10 to 2011/12. The cause of the charges to be above DSAC in 
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2010/11 was a fall in cost to a level below BT’s maintained price level, and not an 
increase in price.  

4.82 We observe that in all years of the charge control, prices significantly exceeded FAC, 
with the ‘price/FAC’ ratio varying from 125% to 154% across the four years. Since 
revenues exceed FAC, as well as exceeding DSAC, this would corroborate any 
conclusion of overcharging.  Accordingly, we would not conclude that BT had not 
overcharged on the basis that prices are below FAC. 

4.83 We have also considered BT’s ROCE as part of our analysis. We note that at the 
time of setting the charge control, we considered that the appropriate benchmark 
against which to compare BT’s returns earned, is the established ‘rest of BT’ 
WACC.111 The ‘rest of BT’ WACC was 11.0% in 2009/10 and 2010/11, 9.7% in 
2011/12 and 2012/13.  Whilst we consider that BT’s ROCE for the Fixed Rental 
service in 2010/11 of 40% could be seen as relatively high, it is possible for BT to 
achieve these levels of ROCE and still maintain charges below DSAC. We note that 
the ROCE in other years of the dispute is lower (ranging from 22% to 34%) for Fixed 
Rental. We also note that ROCE for the interconnection circuits, the basket level 
upon which the charge control is set, was 20.5% in 2010/11, and that this return is 
prior to any adjustments regarding the HON (if we were to adjust the ROCE to reflect 
the HON this would serve to decrease the ROCE).  

4.84 We consider that a cost orientation test based on FAC would be especially 
inappropriate when combined with a charge control set to allow recovery of expected 
FAC at the level of the basket. It is explicitly and intentionally the case in an RPI-X 
regime, where the cap is set to allow recovery of a projection of FAC including a 
reasonable rate of return (usually the WACC), that charges can be (significantly) 
above outturn FAC, and the outturn rate of return can be significantly above the 
WACC. In addition, one or more individual charges in a basket may be above FAC so 
that costs can be recovered in the most efficient way. At the level of the charge 
control basket, it is necessary to allow average charges to exceed outturn FAC in 
order to preserve incentives for productive efficiency (cost minimisation) and is the 
key reason why RPI-X regulation is preferred to rate of return control. Given this, it 
would defeat the object of the control (flexibility to allow efficient pricing and 
incentives to reduce costs) and would conflict with the principles which Ofcom applies 
when setting charge controls. The fair bet principle means that BT is allowed the 
opportunity, on a forward-looking basis, to recover efficient costs including the cost of 
capital,112 whilst the principle of no retrospection means that charges are not 
subsequently adjusted to remove any excess profits or collect additional revenue in 
the event that actual costs differ from those forecast at the time the control was set.  

4.85 Finally, whilst we note that BT did not increase the price charged for IEC Fixed 
Rental over the period 2009/10 to 2011/12, equally we also note that BT has not 
provided evidence that, in our view, would demonstrate the level of uncertainty and 
forecasting error to have been such that, despite its best endeavours, BT was unable 
to set the IEC Fixed Rental charge below DSAC.    

                                                
111

 2009 NCC, paragraph A2.67. 
112

 As noted in Section 3, setting a ceiling of outturn FAC, within a charge control basket based on 
projected FAC, would violate the ‘fair bet’ principle since BT would be forced to charge at the lower of 
forecast and actual cost. 
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Provisional view on Step 3  

4.86 In Step 2, we provisionally concluded that the Fixed Rental charge exceeded the 
adjusted DSAC by 0.74% in 2010/11. 

4.87 In Step 3, we have applied a number of further factors to help us assess whether we 
consider that BT has failed to comply with the cost orientation obligation. In light of 
this assessment, we have also had regard to: 

4.87.1 the isolated incidence of any potential overcharge; 

4.87.2 the limited period over which any potential overcharge would have 
occurred; and importantly; and 

4.87.3 the small percentage range by which the DSAC may have been breached. 

4.88 Taking all these factors into account, we do not consider the analysis produces a 
result upon which we can reasonably be satisfied, first, that BT did indeed charge 
over DSAC for the IEC Fixed Rental for 2010/11, and secondly, consequently as to 
the extent of any overcharge. 

4.89 As a result, we do not therefore propose to find that BT failed to comply with its cost 
orientation obligations, and in consequence, we do not go on to consider Step 4 of 
our analytical framework.  

Assessment of consistency of Ofcom’s provisional view with our 
statutory duties and Community obligations 

4.90 As discussed in Section 2, Ofcom is obliged to handle disputes that fall within section 
185(1A) of the Act unless there are alternative means available for resolving the 
dispute. We concluded that it is appropriate for us to handle the dispute and therefore 
accepted the dispute for resolution on 27 January 2014. 

4.91 As part of our analysis, we have also considered our general duties in section 3 of 
the Act and also the six Community requirements set out in section 4 of the 2003 Act, 
which give effect, among other things, to the requirements of Article 8 of the 
Framework Directive. We consider that our provisional assessment and proposals 
are consistent with these duties.113 

4.92 In setting out our provisional assessment, we have also kept in mind our duty under 
subsection 3(3)(a) of the 2003 Act to ensure that our regulatory activities are, among 
other things, transparent, accountable, proportionate and targeted only at cases 
where action is needed and to other principles of best regulatory practice. In 
particular, this document sets out the Parties’ arguments and the reasoning that 
underpins our provisional assessment, and the Parties will have an opportunity to 
comment on this in advance of our final determination of the Dispute. 

  

                                                
113

 We have also had regard to our duty, under section 4A(2) of the 2003 Act, to take account of all 
applicable recommendations issued by the European Commission under Article 19(1) of the 
Framework Directive. 
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Annex 1 

1 Responding to the provisional conclusions 

How to respond 

A1.1 Ofcom invites written views and comments on the issues raised in this document, to 
be made by 5pm on 8 April 2014. 

A1.2 We would be grateful if you could assist us by completing a response cover sheet 
(see Annex 2), to indicate whether or not there are confidentiality issues.  

A1.3 For larger consultation responses - particularly those with supporting charts, tables 
or other data - please email melanie.everitt@ofcom.org.uk attaching your response 
in Microsoft Word format, together with a response coversheet. 

A1.4 Responses may alternatively be posted or faxed to the address below: 
 
Melanie Everitt 
4th Floor 
Competition Group 
Riverside House 
2A Southwark Bridge Road 
London SE1 9HA 
 
Fax: 020 7783 4109 

A1.5 Note that we do not need a hard copy in addition to an electronic version.  

A1.6 It would be helpful if you can explain why you hold your views and how Ofcom’s 
proposals would impact on you. 

Further information 

A1.7 If you want to discuss the issues raised in this document, or need advice on the 
appropriate form of response, please contact Melanie Everitt on 020 7783 4340. 

Confidentiality 

A1.8 In line with our Dispute Resolution Guidelines114, as part of publishing a final 
determination, Ofcom may publish non-confidential versions of responses. If you 
think your response should be kept confidential, can you please specify what part or 
whether all of your response should be kept confidential, and specify why. Please 
also place such parts in a separate annex.  

A1.9 If someone asks us to keep part or all of a response confidential, we will treat this 
request seriously and will try to respect this. For the avoidance of doubt, Ofcom 
does not regards submissions on legal or regulatory policy to be confidential and 

                                                
114

 Dispute Resolution Guidelines - Ofcom’s guidelines for the handling of regulatory disputes (June 
2011). See: http://stakeholders.ofcom.org.uk/binaries/consultations/dispute-resolution-
guidelines/statement/guidelines.pdf 
  

http://stakeholders.ofcom.org.uk/binaries/consultations/dispute-resolution-guidelines/statement/guidelines.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/dispute-resolution-guidelines/statement/guidelines.pdf
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any such submissions will normally be disclosed publicly. Further, Ofcom will 
sometimes be required to publish/disclose information marked as confidential in 
order to meet legal obligations. 

A1.10 Please also note that copyright and all other intellectual property in responses will 
be assumed to be licensed to Ofcom to use. Ofcom’s approach on intellectual 
property rights is explained further on its website at 
http://www.ofcom.org.uk/about/accoun/disclaimer/. 

Next steps 

A1.11 Ofcom intends to publish a determination by 23 May 2014. 

A1.12 Please note that you can register to receive free mail updates alerting you to the 
publications of relevant Ofcom documents. For more details please see: 
http://www.ofcom.org.uk/static/subscribe/select_list.htm.  

 

http://www.ofcom.org.uk/about/accoun/disclaimer/
http://www.ofcom.org.uk/static/subscribe/select_list.htm
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Annex 2 

2 Response cover sheet 
A2.1 In the interests of transparency and good regulatory practice, we will publish all 

responses in full on our website, www.ofcom.org.uk. 

A2.2 We have produced a coversheet for responses and would be very grateful if you 
could send one with your response (this is incorporated into the online web form if 
you respond in this way). This will speed up our processing of responses, and help to 
maintain confidentiality where appropriate. 

A2.3 Publishing responses before the period for comment closes can help those 
individuals and organisations with limited resources or familiarity with the issues to 
respond in a more informed way. Therefore Ofcom would encourage respondents to 
complete their coversheet in a way that allows Ofcom to publish their responses 
upon receipt, rather than waiting until the period for comment has ended. 

A2.4 We strongly prefer to receive responses via the online web form which incorporates 
the coversheet. If you are responding via email, post or fax you can download an 
electronic copy of this coversheet in Word or RTF format from the ‘Consultations’ 
section of our website at www.ofcom.org.uk/consult/. 

A2.5 Please put any parts of your response you consider should be kept confidential in a 
separate annex to your response and include your reasons why this part of your 
response should not be published. This can include information such as your 
personal background and experience. If you want your name, address, other contact 
details, or job title to remain confidential, please provide them in your cover sheet 
only, so that we don’t have to edit your response. 

 
 
 

http://www.ofcom.org.uk/
http://www.ofcom.org.uk/consult/


Provisional Conclusions: Dispute between Gamma and BT concerning BT’s charges for IECs 

48 

BASIC DETAILS  

Title of provisional determination:         

To (Ofcom contact):     

Name of respondent:    

Representing (self or organisation/s):   

Address (if not received by email): 

 
CONFIDENTIALITY  

Please tick below what part of your response you consider is confidential, giving your 
reasons why   

Nothing                                               Name/contact details/job title              
 

Whole response                                 Organisation 
 

Part of the response                           If there is no separate annex, which parts? 

If you want part of your response, your name or your organisation not to be published, can 
Ofcom still publish a reference to the contents of your response (including, for any 
confidential parts, a general summary that does not disclose the specific information or 
enable you to be identified)? 

 
DECLARATION 

I confirm that the correspondence supplied with this cover sheet is a formal response that 
Ofcom can publish. However, in supplying this response, I understand that Ofcom may need 
to publish all responses, including those which are marked as confidential, in order to meet 
legal obligations. If I have sent my response by email, Ofcom can disregard any standard e-
mail text about not disclosing email contents and attachments. 

Ofcom seeks to publish responses on receipt. If your response is 
non-confidential (in whole or in part), and you would prefer us to 
publish your response only once the period for comment has ended, please tick here. 

 
Name      Signed (if hard copy)  
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Annex 3 

3 Data used in Analysis in Step 2 

Excess of revenue over DSAC: Before disaggregation and 
adjustments 

Table A3.1 All Wholesale IEC services as reported in the RFS. 

 2009/10 2010/11 2011/12 2012/13 

Revenue per RFS £m 
        

   External Wholesale IEC connections 0.44 0.25 0.46 0.04 

   External Wholesale IEC fixed rentals 8.12 7.12 6.68 6.60 

   External Wholesale IEC rentals - per km 7.87 6.89 6.20 5.89 

DSAC per RFS £m 
  

  

   External Wholesale IEC connections 2.49 1.94 0.98 0.06 

   External Wholesale IEC fixed rentals 10.64 6.80 10.41 9.70 

   External Wholesale IEC rentals - per km 11.16 8.15 8.87 8.37 

Revenue less DSAC £m     

   External Wholesale IEC connections (2.06) (1.70) (0.52) (0.02) 

   External Wholesale IEC fixed rentals (2.52) 0.32 (3.74) (3.10) 

   External Wholesale IEC rentals - per km (3.29) (1.25) (2.66) (2.48) 

Revenue/DSAC %     

   External Wholesale IEC connections 17.51% 12.63% 47.03% 64.04% 

   External Wholesale IEC fixed rentals 76.33% 104.68% 64.10% 68.02% 

   External Wholesale IEC rentals - per km 70.50% 84.63% 69.98% 70.38% 

Note: IEC connections are not disputed 
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Excess of revenue over DSAC: After disaggregation and  before 
adjustments 

Table A3.2 Disputed IEC services disaggregated to each and every charge level. 

 
2009/10 2010/11 2011/12 2012/13 

Disaggregated Revenue per RFS £m         

   IBC fixed rentals 1.29 1.13 1.06 1.12 

   IEC fixed rentals 6.83 5.99 5.62 5.48 

   IEC rentals - per km 7.87 6.89 6.20 5.89 

Disaggregated DSAC per RFS £m 
  

  

   IBC fixed rentals 3.40 1.59 2.56 2.73 

   IEC fixed rentals 7.24 5.21 7.85 6.97 

   IEC rentals - per km 11.16 8.15 8.87 8.37 

Revenue less DSAC £m         

   IBC fixed rentals (2.11) (0.46) (1.50) (1.61) 

   IEC fixed rentals (0.41) 0.78 (2.24) (1.49) 

   IEC rentals - per km (3.29) (1.25) (2.66) (2.48) 

Revenue/DSAC %         

   IBC fixed rentals 37.90% 71.04% 41.35% 41.03% 

   IEC fixed rentals 94.36% 114.93% 71.52% 78.60% 

   IEC rentals - per km 70.50% 84.63% 69.98% 70.38% 

Note: IBC services are not disputed 
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Excess of revenue over DSAC: After disaggregation and  
adjustments 

Table A3.3. Disputed IEC services after cost adjustments for 21CN directly attributable 
costs and the HON.  

  2009/10 2010/11 2011/12 2012/13 

Revenue per RFS £m         

   IEC fixed rentals 6.83 5.99 5.62 5.48 

   IEC rentals - per km 7.87 6.89 6.20 5.89 

Adjusted DSAC £m 
  

  

   IEC fixed rentals 7.75 5.94 9.56 9.22 

   IEC rentals - per km 12.57 8.69 9.67 9.77 

Revenue less adjusted DSAC £m     

   IEC fixed rentals (0.92) 0.04 (3.94) (3.74) 

   IEC rentals - per km (4.70) (1.80) (3.47) (3.88) 

Revenue/DSAC %     

   IEC fixed rentals 88.17% 100.74% 58.77% 59.40% 

   IEC rentals - per km 62.61% 79.30% 64.16% 60.31% 

 

Impact to FAC: After disaggregation and  adjustments 

Table A3.4 Impact of the FAC adjustments to the disaggregated services. 

  2009/10 2010/11 2011/12 2012/13 

FAC per RFS £m         

   IEC fixed rentals 4.37 3.29 3.45 2.79 

   IEC rentals - per km 3.96 3.25 2.85 3.14 

Adjustments to FAC £m 
  

  

   IEC fixed rentals 0.49 0.59 1.04 1.29 

   IEC rentals - per km 0.74 0.31 0.39 0.76 

Adjusted FAC £m     

   IEC fixed rentals 4.85 3.88 4.49 4.07 

   IEC rentals - per km 4.69 3.57 3.24 3.90 

Adjustments to FAC %     

   IEC fixed rentals 11.16% 17.90% 30.14% 46.20% 

   IEC rentals - per km 18.62% 9.61% 13.74% 24.28% 

 

  


