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How to value Sky’s intangible assets?  Conceptual framework: working draft 
A Report prepared for Ofcom by Oxera 

Sky’s comments and queries 
 
 
 
This note sets out Sky’s comments and queries on the report prepared for Ofcom by 
Oxera entitled ‘How to value Sky’s intangible assets?  Conceptual framework: working 
draft’ (“the Report”) dated 18 February 2009. 
 
We have also commissioned comments on a number of issues raised by Oxera’s Report 
from Professor Paul Grout, of Bristol University, who is an expert in this area.   
Professor Grout’s note is attached at Annex 1.1  
 
1. We do not propose to comment in detail on Oxera’s “working draft”  
 
It is apparent that the Oxera Report provided to Sky was a very preliminary report.  
While we welcome the opportunity afforded by Ofcom to comment on the Oxera 
Report, its preliminary nature means that it is difficult for Sky to comment effectively on 
it at this stage.  The Report is perhaps best characterised as a discussion of many of the 
issues that would need to be addressed in order to: 
 
(a) apply a truncated IRR methodology to evaluate Sky’s profitability at both a firm 

level and line-of-business level; and 
(b) estimate the value of Sky’s ‘intangible assets’ at different points in time.   
 
In general, it is neither (a) determinative on these matters, typically simply proposing 
different options for addressing them, nor (b) complete in its discussion of the 
significant number of complex conceptual and measurement issues (some of which are 
outlined in the attached note from Professor Grout) raised by a proposal to undertake 
analysis of this nature.  In these circumstances, it is our view that it would be a more 
productive use of Sky’s resources, and ultimately of more assistance to Ofcom, to wait 
until Oxera has considered these matters in somewhat more detail. 
 
Equally, it would not appear to us to be a productive use of Sky’s resources (or of great 
assistance to Ofcom) to comment in detail on the numbers contained in the Oxera 
Report, as their preliminary nature (together with the unsophisticated methodology 
used by Oxera) mean that they are liable to change.  Accordingly, there is a risk that 
any comments we provided would be rendered redundant by changes that may occur 
subsequently – and, indeed, in view of the fact that Oxera have continued to work on 
this analysis over the past three months, are already likely to have occurred.  It would, 
in any case, be very difficult for us to comment on the numbers contained in the 

                                                 
1  In order to ensure that these comments were prepared with the same degree of independence 

and integrity as an expert would prepare a report in connection with litigation proceedings, 
Sky’s external legal advisers have engaged Professor Grout under the terms of the Civil 
Procedure Rules (“CPR”) and the protocol for instruction of experts, which provide for a duty of 
independence and an overriding duty to the court, above any obligation to those who have 
instructed them.  (See, in particular, Rule 35.3 of the CPR and paragraphs 4.1 and 4.3 of the 
Civil Justice Council’s Protocol for the Instruction of Experts to give evidence in civil claims.) 
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Report, as insufficient detail has been provided of how they are calculated to enable us 
to do so effectively. 
 
We note that, at our meeting on 30 April, Ofcom indicated that it may be prepared to 
provide Oxera’s final report to Sky in advance of publication of Ofcom’s forthcoming 
consultation document, on the basis that Sky’s comments on that report would be 
included in its response to Ofcom’s consultation document (and that publication of 
Ofcom’s consultation document would not be delayed by a need to take into account 
Sky’s comments on Oxera’s final report).    
 
It is our view that providing Sky with an opportunity to respond to Oxera’s final report 
before Ofcom completes work on its forthcoming consultation document would both be 
fairer and improve Ofcom’s ability to reach well-founded conclusions on which it could 
then consult, and that a desire on Ofcom’s part to adhere to its current procedural 
timetable should not take precedence over ensuring that the conclusions on which 
Ofcom consults are based on a proper appreciation of the weight that may be placed on 
Oxera’s final report.  Nevertheless, if the choices available to us are (a) receiving 
Oxera’s final report prior to the publication of Ofcom’s next consultation document, and 
(b) having to wait until the publication of Ofcom’s consultation document to receive it, 
we would clearly prefer the former. 
 
2. Ofcom’s earlier views on this type of analysis 
 
It is somewhat surprising that Ofcom has decided to commission a Report from Oxera 
on this issue, in view of Ofcom’s clear recognition in its Second Consultation Document 
of the likely unreliability of this type of analysis.  In relation to the truncated IRR 
approach Ofcom stated: 
 

“The analysis set out here shows that the results are highly volatile to different 
assumptions regarding the appropriate asset values and scope and the time period 
selected for analysis. Different but plausible approaches to estimating product line 
profitability and capital intensity can also impact the IRR result. The plausible range 
of outcomes is considerably broader than those presented here, particularly when 
the cumulative impact of multiple changes in assumptions is taken into account. 
Given the uncertainties over MEA values for a business that has invested 
considerably in its brand over a long period, and the particular circumstances in 
this case, Ofcom considers that a profitability assessment based on a truncated IRR 
approach is unlikely to yield a robust conclusion about Sky’s profitability.”2 
(Emphasis added) 
 

It is notable that the Oxera Report does not address this statement.  We note Ofcom’s 
assurance, provided at our meeting on 30 April, that, if Ofcom relies on such analysis in 
support of conclusions (whether preliminary or otherwise) in its next consultation, it 
will explain why its position has changed on this matter. 

                                                 
2  Paragraph 155 of Annex 9 to Ofcom’s Second Consultation Document. 
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3. General concerns about Oxera’s approach 
 
We are concerned about the extent to which Oxera’s approach to the matters in its 
Report appears to be affected by a preconception that Sky holds a dominant position in 
a relevant market.  For example, in the first paragraph on page 11, Oxera state:  
 

“Sky may be able to acquire these rights at the price which exceeds the competitive 
price and earn the required rate of return due to its dominant position. At the same 
time, due to Sky’s dominant position, Setanta may only be prepared to pay below a 
competitive price.”    

 
We note that Oxera have, for many years, been employed as consultants by cable 
operators, including representing those companies in pursuing allegations of abuses of 
dominance by Sky.  There is clearly a significant risk that preconceptions arising from 
this long-standing association might be imported into what should be a wholly 
objective analysis. 
 
More generally, there appears to Sky to be a considerable disparity between the 
recommended approaches to the assessment of profitability set out in Oxera’s 2003 
paper for the OFT, and the approach to the assessment of Sky’s profitability that Oxera 
propose in the Report.  By way of example, contrary to the approach proposed in the 
Report, Oxera’s 2003 paper for the OFT: 
 
(a) stresses the need to use MEA values for assets when assessing excessive 

profitability; and 
(b) states that, for industries with “high intangibles and low fixed assets (e.g.  trading 

companies and knowledge-based sectors); or where it is not possible to allocate 
capital between lines of business”, and where estimation of MEA values for 
assets is difficult, the preferred approach is to “estimate ROS, gross margins or 
market valuations” and “benchmark against corresponding measures of 
comparator companies”3. 

 
We trust that the reasons for such differences in approach will be explained fully in 
Oxera’s final report.  
 
4. Erroneous statements and propositions 
 
The analysis in many parts of the Report is significantly deficient.  The Report includes 
many confused or erroneous statements and/or propositions in relation to relatively 
straightforward matters.   We provide, below, a number of examples.  We emphasise 
strongly that these are illustrative rather than exhaustive. 
 
• Errors and omissions in relation to potential comparator companies: a list of 

“potential comparators” operating in the “pay TV” industry includes, erroneously, 
ITV, five and Channel 4.   Sky, Orange (a subsidiary of France Telecom), Talk Talk 
and Tiscali are erroneously described as operating only at the retail level in “fixed 

                                                 
3  See figure 4.3. 
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telecommunications”.  Virgin Media does not appear at either the wholesale or retail 
level in relation to fixed telecommunications;4 

 
• Valuation of rights contracts:  Oxera argue that the value of rights contracts held by 

Sky should be estimated as the present value of expected future payments in 
relation to those contracts.5  Such an approach to valuation of these contracts for 
the purposes of a truncated IRR analysis is clearly erroneous;  

 
• The cash flows to be used in profitability analysis:  definition of the cash flows used 

to calculate rates of return is among the more straightforward issues in profitability 
analysis.  Yet the discussion of this issue at section 5.2 of the Oxera Report is both 
confused and, perhaps more importantly, erroneous.  For example, Oxera state: 

 
“In the context of economic profitability analysis, cash flows could be defined as 
cash flows to investors or as cash flows to the firm.  Both of these approaches 
should provide the same estimate of cash flows if applied correctly.”6 

 
 This proposition is highly confused.  It is wholly unclear what “cash flows to the 

firm” means in this context, and it is difficult to see – whatever it means – why such 
cash flows would be the same as cash flows to investors.  Oxera’s description of a 
firm’s cash inflows and outflows7 – a relatively straightforward concept – is equally 
confused. 

 
 Oxera then go on to state that the net cash flows to investors and government “can 

be employed in calculating the IRR of investments made in a company or activity”8.  
Such a proposition is – fairly obviously – fundamentally flawed.   The IRR of 
investments made in a company or activity is calculated using the cash flows 
attributable to the operation of a company or activity, which will rarely if ever be 
the same as net cash flows to investors and government.  It is of considerable 
surprise that Oxera put forward such a self-evidently flawed proposition, 
particularly in light of the fact that no such proposition appears in their study for 
the OFT on the measurement of profitability; 

 
• Identification of costs, revenues and net assets associated with particular lines of 

business within Sky:  all references to these issues in the Oxera Report appear to 
be based on an assumption that the estimation of profitability at a line-of-business 
level is straightforward – a matter of simply ‘mapping’ or allocating accounting 
information to the specified activities, or ‘excluding’ cash flows determined not to 
be relevant to the analysis.  In practice, however, Oxera fail to recognise that the 

                                                 
4  Table 4.3. 
5  Oxera state: “under the conservative scenario, programming content would be valued as the 

relevant contractual obligations in statutory accounts, which are estimated as the sum of expected 
future cash outflows.”  (Top of page 12.) 

6  Final paragraph on page 26. 
7  This is set out in the first paragraph on page 27. 
8  Final paragraph of page 27.  Oxera set out two different equations for measuring such net cash 

flows – equations 5.1 and 5.2 on page 27 of the Report.  They describe equation 5.2 as a 
measure of “cash flow to the firm”, though in practice – given that it simply represents a 
reformulation of equation 5.1 – it would simply measure net cash outflows to investors and 
government. 
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extent of common costs, revenues and net assets across Sky’s business activities 
means that it is likely that any estimates of the profitability of particular activities 
undertaken by Sky will be wholly dependent on whatever rules they adopt for such 
allocations.9  As a result, any such estimates are likely to have little or no evidential 
value. 

 
Oxera also appear to have a highly imperfect understanding of the different types of 
activities that relate to different notional lines of business within Sky – such as the 
differences between the activities performed by Sky in its capacity as a retailer of 
pay TV (and other) services, and that of a television broadcaster.  For example, it is 
hard to see what Oxera are referring to when they discuss “the wholesale element of 
Sky’s subscriber acquisition costs”10, and Oxera appear to have given no proper 
consideration to the treatment of platform-related activities; and   
 

• Oxera’s “conservative scenario”:  Oxera describe as a “conservative” approach to the 
calculation of a truncated IRR one in which the value of intangible assets is 
calculated as the “upper end of the range for the value of these assets”.  Given that, in 
a truncated IRR approach, closing intangible assets enter the calculation as a cash 
inflow, it is clearly the case that calculating the value of such assets as “the upper 
end of the range for the value of these assets” does not necessarily represent a 
“conservative scenario”.  Similarly, there is no obvious reason to believe that use of 
book values (or actual expenditures in the case of off-balance sheet intangible 
assets) for the valuation of assets will result in conservative estimates of IRRs. 

 
5. Queries 
 
We have two queries in relation to the report. 
 
(a) The terms of reference for the Report 
 
One of the more obvious issues raised by the Oxera Report is the disjunction between 
its title and its content.  In particular, it is plain that the content of the Report goes far 
beyond the issue of the development of a “conceptual framework” for “how to value 
Sky’s intangible assets”.  It would be helpful to understand the source of this disjunction 
– notably whether the Report is essentially mis-titled, or whether Oxera have gone 
beyond their brief in preparing the Report.    
 
We note that, at our meeting on 30 April Ofcom indicated that it was willing to provide 
Sky with the terms of reference for Oxera’s work.  We would appreciate it if Ofcom 
could do so. 
 
(b) Other related reports 
 
The Oxera Report refers to a number of other reports, which would appear to be closely 

                                                 
9  It is primarily for this reason that Sky does not itself account for different activities in this way; 

contrary to Oxera’s belief that “from a business perspective it would be appropriate to measure 
divisional profitability” (page 20), such measurement would serve no useful purpose, which is 
why Sky does not do it “from a business perspective”. 

10  First paragraph on page 25. 
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related to that report, but which have not been provided to Sky.  In order properly to 
appreciate the nature of Ofcom’s (and Oxera’s) analysis of these matters, it is 
appropriate that these reports are provided to Sky.   
 
Accordingly, could Ofcom please provide Sky with a copy of: 
 
(a) the report prepared by Analysys-Mason on cost allocation (referred to on pages 

23 and 28 of the Oxera Report); 
(b) Oxera’s review of Setanta’s profitability analysis (referred to on page 2 of the 

Oxera Report); and 
(c) any other reports prepared for Ofcom that relate to Sky’s profitability. 
 
 
 
Sky             May 2009 
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Annex 1 
 

Comments by Professor Paul Grout 
 

 
A brief note on the use of the truncated IRR methodology  

for assessing profitability 
 

Paul A. Grout 
 

11th May 2009 
 

1. Terms of Reference 

 
I have been asked to provide a high level response to the following questions: 

 

• Is the truncated IRR methodology likely to result in estimates of a firm’s 
profitability during the period over which the IRR is measured that potentially 
have a wide margin of error associated with them?  

• If the answer to question 1 is yes, could you please explain the key sources of 
margins of error associated with profitability estimates produced using the 
truncated IRR approach? 

• If the answer to question 1 is yes, would the use of “scenarios”, of the type 
proposed in the draft Oxera report for Ofcom, address effectively the 
possibility that there may be significant margins of error in IRR estimates 
produced using the truncated IRR approach? 

 
 
2. The proposed role for the truncated IRR.  
 
It is not possible to provide a good answer to these questions without knowing in 
advance what the truncated IRR is to be used for, since specific margins of errors may 
matter a great deal for some purposes but be far less of a problem for others.11  
 
The Oxera Draft is not clear on the precise question the truncated IRR analysis will be 
used to inform and there are no terms of engagement presented in the paper to clarify 
this.12 However, the foot of page 1 of the Oxera Draft does refer to ‘evidence of 
excessive profitability’ and 5.1 of the Draft also identifies the question ‘whether it is 
excessive or not’ in the context of reaching conclusions on the level of profitability. 
Of course, this still leaves open the question of what excessive profitability means in 
this context. I will return to the meaning of excessive profitability in some detail later. 
                                                 
11 I should add that this note focuses on a few significant sources of error. Highlighting all key sources 
of error is not possible in a brief note. 
12 I follow Ofcom’s terminology and refer to the Oxera (2003) paper “Assessing profitability in 
competition policy analysis” published by the OFT as the Oxera Paper. I refer to the Oxera (2009) 
working draft of February 18th 2009 as the Oxera Draft.  
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Annex 12 of Ofcom’s ‘Pay TV market Investigation: Consultation Document’ 
(Ofcom 18th December 2007) is more helpful in this regard. 1.1 of this Annex points 
out that ‘an analysis of pay TV price levels can be informed by looking at 
profitability’ and states that: 
 

‘Companies earning excess profits for a sustained period may constitute 
evidence of the exploitation of monopoly power through charging excessive 
prices to consumers’.  

 
Furthermore, in 1.2 Ofcom goes on to say: 
 

‘Ofcom has had regard to the OFT’s paper on “Assessing profitability in 
competition policy analysis”, of July 2003. This in turn offers an extract from 
the Competition Commission’s guidelines on market investigation references, 
which state that “a situation where, persistently, profits are substantially in 
excess of the cost of capital for firms that represent a substantial part of a 
market could be an indication of limitations in the competitive process”.’ 

 
I take this as a relatively clear statement of the main role that Ofcom, and hence 
implicitly Oxera, hope that the truncated IRR can play.13 However, the Oxera Draft 
and Ofcom papers also imply that there is an interest in comparing returns at the 
aggregate and disaggregate level, between different parts of Sky (e.g., wholesale 
provision of base and of premium content), and between different periods.  
 
Hence my core answers to the questions above are primarily to be taken in the 
following context:  
 

the truncated IRR is being used to help: 
 
(i) identify whether the levels of profitability are persistently substantially 

in excess of the cost of capital, which in turn is being used to signal the 
potential presence of monopoly power, and  

 
(ii) compare returns at the aggregate and disaggregate level, between 

different disaggregate activities and between different periods.   
 
 
3. Identifying two distinct sources of ‘error’ 
 
It is important to recognise that the problem is not just simply one of eliminating all 
the sources of error. This might achieve an accurate numerical estimate of an IRR in a 
particular context but this will not allow us to accurately conduct any of the exercises 
outlined at the end of the previous section. The reason is that the formal theoretical 
results regarding the IRR and truncated IRR answer a specific question, which 
unfortunately is not the relevant question for the problem at hand. This is a frequent 
problem in economics – we can work towards an ever more accurate answer to the 
                                                 
13 In the absence of a clear view of Oxera’s precise use of IRR (in the Oxera Draft), I also have regard 
in this note to the Oxera Paper. 
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wrong question but we must accept that we will only ever get a much rougher answer 
to the correct question.      
 
These formal theoretical results concerning the IRR and the cost of capital relate to 
whether a particular activity increases shareholder value. Specifically, if the IRR for 
an activity, suitably calculated, is above the cost of capital then the activity increases 
shareholder value relative to the situation where the activity is not undertaken.14 In the 
context of the truncated IRR, the formal result is that if for a specified period of time 
and a specific activity the truncated IRR, suitably calculated, is above the cost of 
capital then the activity has positive present value during this period. The central point 
is that these results relate only to whether the IRR or truncated IRR is above the cost 
of capital. In particular, they do not relate to the extent to which the IRR is above the 
cost of capital.  
 
But the relationship between IRR, cost of capital and present value outlined in the 
previous paragraph does not provide an answer to the question whether the level of 
profitability is persistently substantially in excess of the cost of capital (where the 
‘substantial’ should be interpreted as substantial enough to indicate potential 
monopoly power) or enable comparisons of profitability between different periods or 
different activities or levels of aggregation. In all these cases our concern is 
specifically related to finding out how large the level of profitability is.    
 
It is possible to address sources of margin for error when one is only concerned with 
identifying whether the IRR is above the cost of capital. This is discussed in Section 6 
(‘Textbook use of IRR’). It is also possible to address the problems that arise if one 
tries to measure the scale of profit or excessive profit and use this metric to compare 
different activities or the same activity at different points of time. This is addressed in 
Section 5 (Significant Excessive Returns). The former issue has received coverage 
both in Ofcom’s Pay TV market investigation consultations (18th December 2007 and 
30th September 2008) and in the Oxera Paper, whereas the latter has not been 
discussed by Ofcom and only hinted at in the Oxera Paper. The latter is conceptually 
more fundamental so it is convenient to deal with it first. However, before this it is 
useful to clarify terminology.   
 
 
4. The meaning of excessive returns 
 
As indicated the theoretically robust role of the IRR is concerned with the 
implications that follow from a situation where the IRR is above the cost of capital, 
particularly with regard to investment decisions.15 The definition of the IRR given by 
the Competition Commission in the glossary to the Commission’s Classified 
Directory Advertising Services case emphasizes this point: 
 

Internal Rate of Return: The discount rate which gives an NPV of zero. It is 
calculated in investment appraisal to calculate the return earned on capital 
invested in a project. A project is a good investment proposition if its IRR is 
greater than the WACC.  

                                                 
14 I am abstracting from some technical problems here (such as multiple IRRs). 
15 See, for example, Brealey, Myers and Allen (2006) for an introduction to the role of the IRR.  
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It is not obvious that this is particularly helpful in the investigation that Ofcom are 
making. For potential abuses or as an indication that there may be monopoly power 
one is not interested in the fact that the firm is earning a small return higher than the 
cost of capital. Since earning the cost of capital is the minimum consistent with non-
exit then one would expect to see some persistent deviations from the cost of capital. 
The main interest is whether the difference is sufficiently “excessive” to be useful as 
an indicator that there may be a problem in a market or, in a jurisdiction where 
excessive pricing itself is considered an abuse, that profitability indicates that the 
pricing levels may themselves be excessive.  
 
So it makes sense to separate out a situation where we are simply saying that the IRR 
is above the cost of capital from one where we are making a statement that the return 
may be excessive. Throughout this paper I will use the terminology excessive return 
to imply profitability that is substantially in excess of the cost of capital. Of course, 
what is substantial, and hence excessive, may depend on the question. For example, if 
one is looking for an excessive return as a signal of the potential presence of 
monopoly power then this might be different from an excessive return that is a signal 
of a specific pricing policy that might constitute an abuse (in jurisdictions where 
excessive pricing is abusive).  
  
There appears to be some confusion, however, between Ofcom’s requirements and 
relevant concept of excessive and that used by Oxera.  
 
As indicated above, Ofcom cite a reference from the Competition Commission which 
identifies the notion of excessive as relating to ‘a situation where, persistently, profits 
are substantially in excess of the cost of capital’. Indeed, this view has been explicitly 
stated by Oftel in the past: “Profit levels which consistently and substantially lie 
above the cost of capital can be considered excessive.”(Effective Competition Review 
of the UK Mobile Industry”, Oftel, February 2001). As I will show later it must then 
be appreciated that IRR analysis has to be treated with great caution to inform an 
answer of this type. 
 
In contrast, Oxera appear to adopt the traditional (essentially project appraisal) view 
of the role of the IRR. That is, Oxera appear to define any return above the cost of 
capital, no matter how small, as excessive in the competition law sense (implying that 
in any analysis to show excessive returns Oxera only need identify whether the IRR is 
above the cost of capital).  
 
Oxera make it clear in paragraph 1.45 of the Oxera Paper that excessive implies 
evidence either of a possible abuse of competition law or indicative of possible 
monopoly power:  

 
A profitability assessment using the IRR methodology described in this paper 
can therefore be useful as one competition indicator, among others, for the 
following types of competition analysis:  

 
• to analyse, based on past data, whether an individual firm has 

market power, or whether competition in a market with few 
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suppliers is effective. The market power assessment can be of 
relevance to any Competition Act 1998 case. Assessing the 
degree of competition in an oligopolistic market can be of 
relevance to any merger case or market investigation under the 
Enterprise Act 2002, and 

 
• to analyse, based on past data, whether a dominant firm has 

been charging excessive prices — thus allowing it to make 
excessive profits — in breach of the Chapter II prohibition of 
the Competition Act 1998. 

 
 
In paragraph 1.38 Oxera makes it clear that they see the relevant definition of 
excessive to be any return greater than the cost of capital: 
  

If, using a range of plausible allocation methods, the estimated IRR is 
consistently above the benchmark cost of capital then the competition 
authority can be confident that the evidence points to excessive profits. 
Indeed, if the estimated IRR exceeds the cost of capital even on the basis of 
stand-alone cost, this can be taken as prima facie evidence of excessive profits. 

 
In footnote 17 Oxera make the same point again: 
 

Using the MEA gives the correct answer that the IRR exceeds the cost of 
capital. This would be indicative of excessive profits, entry barriers or market 
power. 

 
Simailarly at paragraph 4.29  
 

An NPV greater than zero would be an indication of excessive profitability 
(see Box 4.2 for other applications of the NPV test). 

 
and  at paragraph 6.11  
 

If costs are allocated on the basis of FDC, and the estimated IRR exceeds the 
cost of capital, this can be taken as an indication of excessive profitability. 

 
A similar argument is used at paragraph 4.20 with regard to low profits: 
 

 If returns are below the cost of capital, this can be taken as an indication of 
excessively low profits. 
 

Thus the Oxera view of what proof is required for excessive returns differs from 
Ofcom’s stated position. However, the position is made rather less straightforward 
since Oxera appear to contradict their main position and at times seem to recognise 
the problems that may arise when attempting to define excessive as a situation where 
the truncated IRR is above the cost of capital. For example, in paragraph 7.8 Oxera 
state: 
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In an investment appraisal, therefore, an activity would only be undertaken if 
the rate of return at least covers the cost of capital (see paragraphs 3.3–3.8). 
Profit levels cannot be considered excessive if they are required to compensate 
investors for the risk they assume. Only rates of return on invested capital that 
are significantly above the cost of capital may be indicative of excessive 
profits. 

 
and at paragraph 8.11: 
 

Once the competition authority is satisfied that the profitability estimates are 
robust, and that their divergence from the relevant benchmark is statistically 
significant, the question of economic significance arises - how excessive is 
excessive; by how much must the measure differ from the benchmark? A 
clearcut answer to this question cannot be given - it depends partly on the 
statistical robustness of the estimates. 

 
5. Significant Excessive Returns  
 
On the assumption that shareholders are interested in maximising returns then, other 
things equal, they would like the company to adopt projects that create the greatest 
present value for the company. In a perfect capital market this would maximize the 
value of the firm. Theoretically, in the absence of real option values and similar 
complications, the shareholders would like to adopt any investment that increases the 
present value of the business. The formal theoretical analysis of the IRR is concerned 
with this question, and hence whether the IRR is greater than or less than the cost of 
capital.  
 
An important point follows from the above, namely that the theoretical underpinnings 
of the use of the IRR are not geared to help in identifying whether the return is 
significantly above the cost of capital or not, and also whether it is persistently 
significantly above.  Indeed, there is no general relationship to answer this problem so 
one has to exercise great caution in attempting to use the IRR to inform whether 
returns and prices are substantially above competitive levels. The problems that arise 
with trying to identify excessive returns are made clear in the following example, 
converted from examples in Grout and Zalewska (2008a,b). This also helps to 
highlight some circumstances when it is a significant problem.  
 
Consider a company involved in a rental relationship with customers where most 
costs are upfront. Supplying a customer has an upfront cost of €100 for the company 
to buy and deliver a piece of equipment to the customer and then a small ongoing 
cost. Expected net revenues from rental are €68 a year which are paid by users 
directly to the company each year. Assuming that the cost of capital is 5% and using 
the IRR as the measure of profitability, then the company has an IRR of 68.0% on a 
customer that retains the item for 15 years.  
 
The company need not operate in this way. It is providing a service to customers and 
is engaging in a long term financial arrangement with them. One activity is the 
provision of a service and the other is financial and so it would not be strange if the 
company decided to focus separately on the two activities. It may, for example, wish 
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to use the financial arm to build a base for the sale of other financial activities, 
insurance, etc., to these clients.   
 
Now consider what happens if the company operates as two separate activities – one 
operating as a provider of rental equipment and the other either operating as a finance 
collection and investment arm or outsourcing this in a competitive finance market. 
For this purpose assume that all money collected by the finance collection and 
investment activity (or its outsourced partner) is held within that activity and invested 
in an asset of similar risk to the rental revenues, i.e., at the cost of capital, and paid to 
the rental equipment activity at the point of termination of the customer’s contract. 
This is, of course, only one of many ways that the activities could interact.  
 
The finance collection activity makes no profit from this activity since it collects 
money, invests it and then transfers all of this money. The present value of the rental 
activity is identical to that of the original single unit firm. Furthermore, the price that 
customers pay is identical in the two cases so if there is any consumer detriment it 
will be the same. Also the share price of the company will be identical whether it 
operates as a single activity or these two separate activities. The reason is that the 
structural change is purely an internal organizational change and an associated 
accounting change.  
 
There is, however, one fundamental difference. This is that the IRR of the rental 
activity is not 68%. It is 18.1%. That is, if the firm has two activities the IRR is 
significantly less than four times the cost of capital but if the firm operates as a single 
entity the IRR is almost 14 times the cost of capital.   
 

   Table 1  
 Contract life “Twin activity” IRR  “Single activity” IRR  
 2 17.9% 32.5%  
 4 27.0% 65.4%  
 7 24.9% 67.4%  
 15 18.1% 68.0%  
 
Table 1 gives the single activity and twin activity IRRs for a few examples of 
different contract lengths. The IRR as a single number is not helpful here in 
identifying excessive return since it can change enormously depending on how the 
company is structured.   
 
It is worth pointing out that a contract that has very small present value will not 
display much change in IRR between the single and twin activity model. In contrast, 
as the share price of the company becomes more positive the IRR becomes far more 
sensitive to the alternative ways of operating in the market. So the problem we have 
identified here is not so big when the IRR is very close to the cost of capital. But, 
given that the focus is on excessive return, the IRR will not be equal to the cost of 
capital in cases of interest. The implication is that these problems can only be side 
stepped if the sole concern is whether the IRR is greater than the cost of capital. As 
soon as one wishes to address issues of excessive returns these problems arise.  
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This example has been presented to display how simple changes in internal 
organization and accounting procedures can have a major effect on the IRR. The 
example is also useful to show what happens when we hold organization structure 
constant but change the contract life. Clearly, since the activity concerns a single set 
up cost and an ongoing rental in return, the longer the customer rents the equipment 
then the more profitable this is for the company. However, as the example shows, the 
IRR may fall as the customer becomes more profitable for the company. Indeed the 
example shows that the twin activity IRR and the single activity IRR can move in 
opposite directions as the contract length increases.  
 
Thus the IRR is enormously sensitive to the way that the company chooses to 
structure its business and internal accounting structures. So two companies that are 
basically engaged in identical activities and have identical share valuations may be 
perceived as earning radically different levels of excessive return if the IRR or 
truncated IRR are used as measures. Note, that scenarios as envisaged by Oxera are 
no help in this issue. Indeed it is possible that they may make things worse. Factors 
such as when payments are made for content may have significant effect on a 
truncated IRR. Two alternative payment options may have almost identical 
implications for profitability but this does not mean that the impact on the IRR or 
truncated IRR will be the same. Clearly it makes no sense to interpret differences in 
the IRR brought about by choices such as these as indicative of differences in market 
power.  
  
The reason is that the IRR or truncated IRR is not equipped to deal with this question 
and without careful interpretation can provide potentially very misleading answers. It 
does not perform well when asked to determine whether the profitability is 
significantly above the cost of capital. But for potential abuses or for use as an 
indication that there may be monopoly power one is not interested in the fact that the 
firm is earning a small return higher than the cost of capital. Since earning the cost of 
capital is the minimum consistent with non-exit then one would expect to see some 
persistent deviations from the cost of capital. Indeed there are many reasons why one 
would expect the truncated IRR to be persistently above the cost of capital in a normal 
market without any competitive concerns arising. Examples include: the IRR would 
equal the cost of capital in a perfectly competitive market but the conditions that 
define such a market are unlikely to exist in any real market; the cost of capital is 
derived from stock market data (where entry and exit is easy, all assets are valued, 
etc.) so one has to be careful when applying this to a company’s assets; innovations 
may pay off in the window of measurement; option values affect the required rate of 
return, etc.  
 
This section has shown that the IRR is likely to be highly prone to error if one tries to 
identify whether the return is persistently significantly above the cost of capital. This 
is mainly because it is not ‘designed’ for this purpose. Scenarios as identified within 
the Oxera draft do not improve the situation. Cases when the IRR could be 
particularly unreliable include where companies are engaged in many activities and 
the competition concern is focused on a sub part of the business, when firms engage 
in significant outsourcing and leasing arrangements, and when tangible and intangible 
assets can be developed in different ways. These difficulties appear to be particularly 
relevant to Sky and need to be recognised.  
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6. The textbook use of IRR 
 
As indicated the formal theoretical results of the IRR relate to its ability to identify 
whether shareholder wealth can be expected to increase when an activity is 
undertaken. This depends on whether a suitably calculated IRR is equal to or above 
the cost of capital. In this section we consider the difficulties, and hence margins for 
error, that can arise even when using the IRR in this context.  
 
The IRR of an activity is defined as the discount rate which provides a zero present 
value if it is used to discount investment costs and cash flows of the activity. Of 
course, it is often the case that it is not practical to discount all the cash flows of a 
business or activity. A company may have been in place for decades and the 
shareholders may intend for it to remain so indefinitely so a full discounted cash flow 
is impossible to achieve. Hence there is interest in looking at the IRR that relates to 
specific segments of the life of an activity. Such an IRR is referred to as a truncated 
IRR.  
 
Note, an obvious but important point is that the truncated IRR can only be informative 
of what is happening during the segment to which it applies. Hence it cannot be used 
to answer what is happening about the whole life of the activity. Thus for competition 
purposes its role is limited.  
 
The truncated IRR for an activity during a specific segment of time is the IRR applied 
to (i) cash flows over that period and (ii) any change in asset values that arise between 
the opening and closing period. Given appropriate asset valuation, which I consider 
below, a theoretical relationship exists between the truncated IRR and the present 
value of the activity over the period in question. The theoretical relationship is that if 
the truncated IRR is greater than the cost of capital then the activity has a positive 
present value across that segment of time.  This is the truncated analogue of the result 
mentioned above for the full IRR earlier. It is obvious that the truncated IRR runs foul 
of all the problems identified in the previous section if one wants to use the truncated 
IRR to consider whether there has been a substantial excessive return in the relevant 
segment.  
 
This theoretical relationship only holds if assets are valued in a very specific way. 
Namely assets must be valued by what are sometimes referred to as deprival value or 
value to owner principles. Essentially it is that the assets are valued based on how 
much is lost if the owner is deprived of them. What this value is in any particular case 
depends on the precise position of the company: 
 

• If the cost of replacing the asset now, i.e., the value of a modern equivalent 
asset (MEA), is less than the present value of the cash flows generated by the 
asset then the deprival value is the MEA value since if the owner is deprived 
of the asset it will be worthwhile purchasing a MEA rather than forgoing the 
future profit. 
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• If the present value is more than what could be realised by disposing of the 
asset (net realisable value (NRV)) but is less than the MEA value then the 
deprival value is the present value since the asset will not be replaced if the 
owner is deprived of it and it is the present value of the asset that is lost. 

 
• If the NRV is greater than the present value but less than the MEA value then 

the deprival value is NRV since if the owner is deprived of the asset then it 
will not be replaced and it is the NRV that is lost. 

 
The above can be summarised as: 
 

Deprival value  =  min [MEA value, max (PV, NRV)] 
 
In the latter case the NRV is greater than PV but less than MEA. This implies that the 
company can make more money by disposing of the asset than continuing to use it 
and will not replace it with a modern asset once the existing asset is disposed of. In 
this case shareholder value is maximised by terminating the activity and so it is the 
first two examples above that are relevant for an ongoing enterprise. Therefore, to 
calculate the truncated IRR for an activity, one needs to either look at the change in 
present values between the opening and closing periods or the change in MEA. 
Calculating changes in present values for an activity is likely to be hard and subject to 
error. Similarly, particularly in the context of intangible assets, calculating the change 
in MEA is also likely to be prone to error since there is unlikely to be any market in 
intangible assets.  
 
It is worth emphasising that if there is any element of learning in the process of 
developing intangible assets then we have to be cautious in inferring anything from 
the truncated IRR process even if one could estimate the intangible MEA perfectly 
accurately for the following reason. Given an element of learning by doing then the 
MEA value of any intangible asset is likely to be immediately less than the original. A 
truncated IRR that includes the initial investment period will then show declining 
deprival value since the MEA value (i.e., repeating the process but with the initial 
experience) will be less than the original intangible. Here the decline of the deprival 
value will offset the cash flows. Once the segment of time chosen for investigation 
fails to include all of the period of the investment in the intangible then the decline in 
deprival value for the relevant period will be less than the total decline in deprival 
value. It follows that the truncated IRR for this segment is likely to be greater than the 
cost of capital. This conveys no information about monopoly power in any 
meaningful sense. In addition, since this situation immediately is concerned with a 
truncated IRR in excess of the cost of capital, any attempt to address how much it is in 
excess is prone to the difficulties that have been identified in the previous section. 
 
Furthermore, the use of scenarios is unhelpful to deal with the problem. Given that 
even with ‘perfect valuation’ the truncated IRR is virtually guaranteed to be greater 
than the cost of capital by the very nature of the learning by doing when investing in 
the intangible asset, then it is not clear what can be gained by looking at different 
scenarios.  
 



 17

The truncated IRR is likely to be particularly sensitive to errors in asset valuations 
when short periods of time are under investigation. This suggests it makes sense to 
put more weight on longer segments of time but these may be less representative of 
the period in question. In general, determining the appropriate deprival value for 
intangible assets is likely to be hardest when looking at disaggregated evidence. The 
discussion in the previous section has also shown that dealing with disaggregate 
evidence is likely to cause particular problems for the calculation of an informative 
IRR since there are more likely to be different choices of organisational structure, 
accounting, interaction with other parts of the business and other businesses, etc., 
which may have marginal impact on profitability but can impact significantly on the 
IRR or truncated IRR.    
 
In addition to standard measurement issues regarding intangible assets there are some 
conceptual issues which may have significant implications for truncated IRR 
calculations. The Oxera Draft argues that cost based approaches to the valuation of 
Sky’s intangible assets are better than value based approaches. However, in this 
market some of the intangible assets are renewed at regular intervals (notably rights to 
content) and the value of the intangibles cannot be viewed as exogenous to the 
process. If the valuation of intangibles is cost based then there is a problem that 
estimated cost based values for some intangibles could be used as inputs to regulatory 
decisions. But if the regulatory decision affects the cost then circularity can emerge. 
This suggests that cost based valuations are not guaranteed to be appropriate.   
 
 
7. Conclusions 
 
This paper has provided a brief response to three questions. I have indicated why the 
truncated IRR methodology is likely to result in estimates of a firm’s profitability 
during the period over which the IRR is measured that potentially have a wide margin 
of error associated with them and that the use of “scenarios”, of the type proposed in 
the Oxera Draft, do not address effectively the possibility that there may be significant 
margins of error in IRR estimates produced using the truncated IRR approach. I have 
given examples of problems that can arise and in particular have emphasised the 
distinction between using the IRR or truncated IRR in the traditional way and using 
the IRR and truncated IRR to assess if a firm earns a significant amount more than the 
cost of capital.  
 
The latter is a source of difficulty that has not received much consideration in the 
current Ofcom process yet is probably the most important obstacle in interpreting 
truncated IRR figures to infer potential presence of monopoly power. One has to be 
wary of reading too much into even large differences between the truncated IRR and 
the cost of capital. There are two immediate consequences. First, in addition to 
calculating the truncated IRR carefully it is essential that the numbers are interpreted 
carefully. Simple mechanical procedures are very misleading. Second, any judgement 
about excessive profitability should not be based on truncated IRR analysis alone but 
should be considered alongside alternative approaches.  
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