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1. Introduction  

Background 

1.1 This report has been prepared by FTI Consulting LLP (“FTI Consulting”) for 

British Telecommunications plc (“BT”) in connection with Ofcom’s consultation, Review 

of BT’s cost attribution methodologies, Second Consultation, dated 14 November 2015 

(the “Second Cost Attribution Review” also referred to as the “Second CAR”).  

1.2 The Second CAR follows Ofcom’s earlier consultation, “First Cost Attribution Review” 

(also referred to as the “First CAR”1). FTI prepared a report (the “First FTI CAR Report”)2 

on the First CAR which BT submitted as part of its response to the First CAR 

consultation.  

Our instructions 

1.3 We have been instructed to review Ofcom’s approach to reviewing BT’s cost attribution 

methodologies and its proposed changes. 

1.4 In particular, we have been asked to consider the following aspects of the Second CAR: 

 Ofcom’s rejection of the Anchor Tenant principle used to allocate vacant space 

in exchange buildings. 

 Whether there are any categories of group overhead costs which should be 

allocated only to BT’s UK businesses only. 

 Ofcom’s proposed Previously Allocated Costs (“PAC”) allocation based used to 

allocate unattributable costs. 

 Ofcom’s proposed approach to allocating R&D costs. 

 Ofcom’s proposed approach to allocating restructuring costs. 

 Ofcom’s treatment of profits arising on sales of surplus assets. 

Sources of information 

1.5 In forming our conclusion we have reviewed: 

 Ofcom’s published decisions and consultations 

                                                           

 
1  Ofcom, Review of BT’s Cost attribution Methodologies, Consultation, 12 June 2015. 

2  FTI, Ofcom’s consultation on BT’s cost attribution methodologies - a report for BT, 13 August 

2015.  
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 UK Charge Control appeals determinations 

 Academic papers on activity based costing matters 

1.6 In addition we have discussed with relevant BT operating and financial staff the 

activities and costs associated with the cost categories which Ofcom is proposing to 

change. 

Restrictions 

1.7 This report has been prepared solely for the benefit of BT for the purpose described in 

this introduction. BT may also use the report to support other submissions, including to 

Ofcom, where relevant. It should not be used by any other party for any purpose or 

reproduced or circulated, in whole or in part, by any party without the prior written 

consent of FTI Consulting.  

1.8 FTI Consulting accepts no liability or duty of care to any person other than BT for the 

content of the report and disclaims all responsibility for the consequences of any 

person other than BT acting or refraining to act in reliance on the report or for any 

decisions made or not made which are based upon the report. 

Limitations to the scope of our work 

1.9 This report contains information obtained or derived from a variety of sources. FTI 

Consulting has not sought to establish the reliability of those sources or verified the 

information provided. No representation or warranty of any kind (whether express or 

implied) is given by FTI Consulting to any person (except to BT under the relevant terms 

of our engagement) as to the accuracy or completeness of this report. This report is 

based on information available to FTI Consulting at the time of writing of the report. We 

accept no responsibility for updating the report or informing any recipient of the report 

of any such new information. 

Structure of this report 

1.10 The remainder of this report is structured as follows: 

 In Section 2 we summarise our findings. 

 In Section 3 we discuss Ofcom’s rejection of the Anchor Tenant principle used to 

allocate vacant space in exchange buildings. 

 In Section 4 we identify which elements of BT’s Group Human Resources (“HR”) 

function should be only allocated to BT’s UK activities. 

 In Section 5 we consider Ofcom’s assessment that BT’s current approach to 

allocating unattributable costs using a ‘Pay and Assets’ base is appropriate. 

 In Section 6 we discuss Ofcom’s proposed approach to allocate unattributable 
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costs using a PAC allocation base. 

 In Section 7 we discuss Ofcom’s proposed approach to allocating research and 

development costs. 

 In Section 8 we discuss Ofcom’s proposed approach to allocating restructuring 

costs. 

 In Section 9 we assess Ofcom’s treatment of profits arising on sales of surplus 

copper and property assets. 
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2. Summary 

Ofcom’s rejection of the Anchor Tenant principle  

2.1 In the Second CAR, Ofcom rejects the Anchor Tenant principle used in BT’s current 

approach to allocating vacant space in exchanges based on the assumption that 

vacant space costs are only being incurred because of the need to house current 

Openreach assets.  Ofcom sets out four criteria to be met in order to demonstrate that 

the presence of Openreach equipment has caused BT to incur increased property 

costs: 

 BT was using a building that was larger than it needed; 

 moving to a smaller building would be cheaper; 

 the only reason BT could not move to the smaller, cheaper, building was the 

presence of Openreach equipment that in turn made that move impossible; and 

 absent that reason, BT would already be in the cheaper building and already 

incurring the lower costs.3 

2.2 We have reviewed BT’s plans for future exchange occupation and identified that 33% of 

vacant space costs meet Ofcom’s criteria. On that basis it is reasonable to apply the 

Anchor Tenant principle to [confidential]% of vacant space costs. (Further details in 

Section 3). 

UK specific group overhead costs  

2.3 Ofcom considers that “where BT can demonstrate that costs from these five [overhead] 

cost categories are only incurred to support UK activities and not overseas activities, 

then the attribution rule should reflect this.”4  

2.4 We have discussed the types of activities undertaken by a number of corporate 

functions with BT’s management, in order to assess whether the teams provide support 

only to BT’s UK activities. We have identified a number of teams within group functions 

which Ofcom regards as unattributable that solely support UK activities, including 

Group Regulatory Finance, Media Relations, and UK Public Affairs. However we do not 

consider that these teams are sufficiently material to warrant a disaggregated 

approach to cost attribution. 

2.5 We have also considered the work undertaken by BT’s Group HR function, which Ofcom 

proposes to allocate proportionately to global full time employees (“FTE”). In our view, 

                                                           

 
3  Second CAR: 5.52 

4  Second CAR: 4.108. 
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there are sufficiently large teams within BT’s Group HR function dedicated to BT’s UK 

business to warrant adjusting the attribution base for group HR. (Further details in 

Section 4). 

BT’s Pay and Assets allocation base 

2.6 Ofcom argues that BT’s current Pay and Assets base used to allocate overhead costs is 

inappropriate because: 

 Some costs allocated using the base can be causally attributed. 

 The base does not take account of all information and does not provide an 

objective attribution methodology for ‘unattributable’ costs. 

 BT has made errors in its application of the base. 

2.7 In the Second CAR, Ofcom explains that it considers: 

 “Contrary to BT’s view that costs in these categories are ‘unattributable’, we 

consider that some of the costs attributed using the Pay and ROA [Return on 

Assets] methodology can be causally attributed;  

 The Pay and ROA methodology does not take account of all information and 

does not provide an objective attribution methodology for ‘unattributable’ costs; 

and  

 There are errors in the way BT has applied its Pay and ROA methodology”5  

2.8 We agree that there are some cost categories which had been allocated using the Pay 

and Assets base for which a more cost causal approach could be identified, although 

we do consider that it is reasonable to apply a proportionality test to assess the impact 

of a disaggregated approach to allocation before increasing the complexity of the cost 

allocation system used to produce the regulatory financial statements (“RFS”). 

2.9 We disagree with Ofcom’s finding that BT’s Pay and Assets base does not take account 

of all information or provide an objective attribution of unattributable costs. Ofcom in 

particular argues that an objective attribution rule could either allocate costs over all of 

BT’s activities or allocate costs proportionately to previously allocated costs and that 

because the current methodology meets neither of these alternative requirements, it is 

not objective.   

2.10 Ofcom considers that non-pay costs such as property, contractors, television 

production costs and sports rights costs are ‘activities’ and their cost should be 

included in an attribution base.  We disagree with Ofcom’s view that non-pay costs 

                                                           

 
5  Second CAR: 4.50. 
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represent activities. BT’s cost allocation system is an activity based costing system in 

which ‘resources’ are allocated to ‘activities’ and then to services. Activities are the 

tasks or processes which transform resources into services. Activities can be provided 

by people or operational assets – by definition they cannot be provided by non-pay 

costs.6 On that basis we consider that BT’s Pay and Assets base does reflect all of BT’s 

activities. 

2.11 Ofcom considers that BT’s application of its Pay and Assets base contains two errors 

relating to the inclusion of capitalised pay in both the pay and assets components of 

the base and secondly the calculation of the cost of capital used to calculate the return 

on assets. We disagree with Ofcom that the inclusion of capitalised pay in both 

components of the base is an error. To the extent that the capitalised pay represents  

two distinct activities in the year – construction of an asset and operation of an asset, 

then it would be reasonable for both elements to be reflected in the base.  

2.12 We agree that it would be appropriate to apply the relevant cost of capital for different 

parts of BT’s business in calculating the return on assets. However, we also consider 

that in defining a base which reflects activities associated with staff and operational 

assets, it is helpful to identify an objective common metric to measure both types of 

activity. (Further details in Section 5). 

Ofcom’s proposed ‘Previously Allocated Costs’ base 

2.13 Ofcom’s proposed allocation base for costs for which no cost causal attribution basis 

exists is a previously allocated costs (“PAC”) base which is defined as cash spent 

during the year on the basis that this represents “all the activities undertaken by BT”.7 

BT’s calculation of cash spent includes pay costs, non-pay operating costs and capital 

expenditure. 

2.14 We consider that Ofcom’s proposed approach suffers from a number of flaws: 

 Firstly, as discussed in paragraph 2.10 above, non-pay operating costs do not 

represent activities. Ofcom recognises this in respect of one category of costs – 

payments to other licensed operators, which it considers are not “proportionate 

to the activities involved”8  and should therefore be excluded from the base. 

 Secondly, cash spent on capital expenditure does not reflect an ‘activity’. The 

costs of the activity relevant to capital expenditure are those associated with 

                                                           

 
6  To the extent that pay costs are included in contractor costs, the Pay and Assets base should 

reflect this. 

7  Second CAR: 4.95. 

8  Second CAR: 4.88. 
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planning, procuring and installing the relevant equipment, and these would be 

captured in a pay and assets base.  

 Thirdly, we understand from BT that in its regulatory reporting system, REFINE, 

capital expenditure is not allocated directly to individual services, and that in 

order to implement Ofcom’s proposed allocation base would involve a significant 

amount of work.  

 Fourthly, Ofcom argues that a valid approach to allocating unattributable costs 

would be to allocate them in proportion to previously allocated costs. However, 

Ofcom’s proposed approach excludes two categories of costs which should be 

included in a previously allocated costs base - depreciation and cost of capital.  

2.15 In conclusion, we do not think that Ofcom’s proposed PAC allocation base for 

unattributable costs achieves either of Ofcom’s stated criteria for such a base to 

reflecting all of BT’s activities, or allocate costs in proportion to previously allocated 

costs. (Further details in Section 6). 

Ofcom’s proposed approach to allocating research and development costs 

2.16 Ofcom is proposing that research and development costs which are speculative or 

related to possible new products could ‘reasonably’ be attributed to residual markets.9  

2.17 We disagree with Ofcom’s proposed approach for two reasons. 

 Firstly, it is clear that at least some of BT’s R&D which is ‘speculative’ or related 

to new products is likely to support services which are, or could be, subject to 

charge controls (for example, the ‘Access Network research’ referred to by 

Ofcom relates to the development of G.Fast, a technology to deliver increased 

speeds over the regulated copper access network). 

 Secondly, given that these costs are, by definition, unattributable to existing 

services, it would seem reasonable to apply a consistent approach to that 

applied to other unattributable corporate overhead costs. 

2.18 In our view it would be reasonable to allocate general research and development using 

the same approach as all other unattributable costs. (Further details in Section 7). 

Ofcom’s proposed approach to allocating restructuring costs 

2.19 In Ofcom’s consultation on leased line charge controls and dark fibre pricing, Ofcom is 

proposing that restructuring costs incurred by BT’s group functions should not be 

allocated to leased line produces on the basis that the costs are not forward looking or 

                                                           

 
9  Second CAR: 4.130. 



14 December 2015 

Non-confidential 

 

Ofcom’s review of BT’s cost attribution methodologies – second consultation 9 

relevant to leased line services.10 

2.20 We disagree with Ofcom’s proposed approach for two reasons.  

 Firstly, whilst we agree that including exceptional ‘one-off’ costs in the base year 

of charge control cost calculation in full in each year of cost forecasts used to 

set prices in a charge control is likely to overstate costs, Ofcom’s proposed 

approach risks under-recovery. A reasonable approach therefore would be to 

incorporate them on an amortised basis over the period of the charge control.  

However, for a number of reasons, the question of how to treat one-off costs is a 

matter for charge control cost forecasts, not the RFS: 

 Costs in the RFS should be allocated on a consistent basis whether they 

are routine, or ‘one-off’. 

 An assessment of what constitutes ‘one-off’ needs to be taken on a 

case by case basis, and whether a particular cost category is routine, or 

‘one-off’ may vary from time to time. 

 Secondly, we disagree with Ofcom’s argument that the restructuring costs are 

not relevant to leased line services. To the extent that these costs reduced 

future costs of group functions or otherwise increased the efficiency or 

effectiveness of group functions then it would be reasonable for a proportion of 

the costs to be recovered from all parts of BT’s business which benefit from the 

group functions.  

2.21 We therefore suggest that group restructuring costs are allocated using the same 

methodology as other unattributable group overhead costs. If, in the context of a 

charge control review, Ofcom considers that costs are ‘one-off’ and should not be 

included in full, in forward looking cost forecasts, then the charge control forecasts can 

be adjusted to reflect this. However, this is an adjustment which should be made on a 

case-by case basis in each charge control, and not included as a cost attribution 

methodology applied to all group restructuring costs in the RFS. (Further details in 

Section 8). 

Ofcom’s proposed treatment of profits arising on sales of surplus assets 

2.22 Ofcom proposes that profits arising on disposal of property and copper assets should 

be allocated to current users of similar assets. 

2.23 This proposed approach is inconsistent with Ofcom’s previous position on the 

                                                           

 
10  Ofcom, Business Connectivity Market Review – Annexes: Leased lines charge controls and dark 

fibre pricing, 12 June 2015, paragraphs A7.53 to A7.58. 
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treatment of windfall gains and losses in charge controls. Ofcom has previously stated 

that windfall gains and losses should be excluded when assessing forward looking 

costs to set regulated prices. Ofcom’s Regulatory Accounting Principles (“RAPs”) of 

‘Consistency with previous regulatory decision’ and ‘Consistency of the Regulatory 

Financial Statements as a whole and from one period to another’ require its previous 

approach to windfall gains and losses to also be applied to profits arising on the sale of 

property and copper assets, both in the RFS and in charge controls. 

2.24 (Further details in Section 9). 
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3. Ofcom’s rejection of the Anchor Tenant principle  

Introduction 

3.1 In this section we discuss Ofcom’s proposed treatment of the costs associated with 

vacant space in BT’s exchanges. 

Current methodology 

3.2 The cost of BT’s exchanges is allocated on the basis of floor space occupancy. A first 

order allocation is made on the basis of space occupied by individual lines of business. 

Occupied space is then allocated to individual plant groups associated with different 

types of equipment. All vacant space in exchange buildings with a main distribution 

frame (“MDF”) is allocated proportionately to the plant groups associated with 

Openreach assets: MDF, cable chambers and local loop unbundling (“LLU”).11  

3.3 The rationale for allocating the costs of vacant exchange space to Openreach assets 

reflects BT’s view that the reason BT does not move to smaller exchange buildings to 

avoid the costs associated with vacant space is that it “[recognises] the prohibitive 

costs and disruption to services of re-housing MDF and cable chambers in order to 

reduce the size of the operational building portfolio”12. In other words, BT is not able to 

avoid the costs associated with vacant space by moving to smaller exchange buildings 

because the high costs of moving the existing copper network mean that it is 

uneconomic to do so. The copper based services are therefore an ‘Anchor Tenant’ of 

BT’s current exchange buildings which it has to continue to serve with the current 

property portfolio.   

First CAR 

3.4 In the First CAR consultation, Ofcom’s view of BT’s Anchor Tenant principle used to 

allocate vacant space was as follows:  

Operational buildings with an MDF 

 Where there is vacant space in an operational building containing an MDF the 

allocation of all vacant space is consistent with Openreach “being the anchor 

                                                           

 
11  BT, Accounting Methodology Document, 31 July 2015, page 66. 

12  Ofcom, First CAR: 9.55. 
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tenant within these buildings”13; and 

 The result of this approach is that all vacant space in such buildings is allocated 

to Openreach, an approach which Ofcom “don’t disagree”14 with and thus no 

change was proposed in the First CAR. 

Operational buildings without a Main Distribution Frame  

 In operational buildings without an MDF the anchor tenant principle has less 

relevance and implies “Openreach should not be the sole recipient of vacant 

space.”15 

Second CAR  

3.5 In the Second Consultation, Ofcom stated that: 

“in light of stakeholders’ responses, we now consider that this [Anchor 

Tenant] principle is inappropriate and propose an alternative attribution 

rule”16  

3.6 Ofcom considers that the costing method adopted by BT implies that vacant space in 

operational buildings with an MDF “has a cost to BT equal to the costs it has allocated 

to that space and that cost has been caused by Openreach”17 However Ofcom believes 

that BT has not been able to demonstrate that this is the case.  

3.7 Ofcom set out four criteria to be met in order for the argument that the presence of 

Openreach equipment causes BT to incur increased property costs to hold: 

 BT was using a building that was larger than it needed; 

 moving to a smaller building would be cheaper; 

 the only reason BT could not move to the smaller, cheaper, building was the 

presence of Openreach equipment that in turn made that move impossible; and 

 absent that reason, BT would already be in the cheaper building and already 

                                                           

 
13  Ofcom, First CAR: 9.56. 

14  First CAR: 9.67. 

15  First CAR: 9.56. 

16  Second CAR: 5.43. 

17  Second CAR: 5.51. 
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incurring the lower costs.18 

3.8 However Ofcom believes that BT has not fulfilled these criteria for the following 

reasons:  

 BT would still be using some of these buildings and Openreach equipment may 

not be the only barrier to exit;19 

 BT’s attribution methodology is not a good measure of the cost that may be 

caused by remaining in the buildings with Openreach equipment;20 

3.9 Further Ofcom believes that the Anchor Tenant principle is based on two assumptions: 

 BT would have vacated all exchanges had it not been for the Openreach 

equipment; and 

 The costs and difficulty of moving cables and MDF facilities would be the 

deciding factor for each and every exchange.21 

3.10 Ofcom appears to doubt that these assumptions have been met because it seems 

unlikely “BT would have vacated all exchanges with vacant space already or would 

plan to do so, even in the medium to long term.”22 

3.11 The cost of remaining in the current buildings is debated by Ofcom which states that 

“Given that some spare capacity is likely (or even desirable) in any operational 

building, it is not clear that vacant space can be said to cause costs”23, adding that it 

does not consider the hypothetical cost saving can be reliably estimated by pro-rating 

the current property cost between used and vacant space, even where it could be 

shown BT would have vacated, but for the Openreach equipment.24 Hence Ofcom 

states: 

                                                           

 
18  Second CAR: 5.52 

19  Second CAR: 5.53. 

20  Second CAR: 5.53. 

21  Second CAR: 5.54. 

22  Second CAR: 5.55. 

23  Second CAR: 5.59. 

24  Second CAR: 5.60. 
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“We do not therefore consider that Openreach can be said to have caused 

the proportion of the costs of operational buildings that BT has attributed to 

the empty space in those buildings. Absent evidence to the contrary it 

therefore seems that the Anchor Tenant principle is not causal because it 

attributes the proportion of costs that BT has allocated first to vacant space 

solely to Openreach.”25 

3.12 Ofcom therefore propose that vacant exchange space in buildings with an MDF is 

allocated in proportion to utilised space. 26 

Assessment of Ofcom’s proposed approach 

3.13 In this section we explain why the majority of BT’s exchange buildings meet the test 

that Ofcom sets out in paragraph 3.7: 

 the exchange is larger than needed by BT; 

 moving to a smaller exchange building would be cheaper; 

 the only reason BT could not move to a smaller, cheaper, building was the 

presence of Openreach equipment that in turn made that move impossible; and 

 absent that reason, BT would already be in the cheaper building and already 

incurring the lower costs. 

3.14 We consider each of these elements of the test below. 

BT was using a building that was larger than it needed 

3.15 The average amount of vacant space at BT’s exchanges with an MDF is 

[confidential]%.27  

Moving to a smaller building would be cheaper  

3.16 Nearly all of the exchange buildings occupied by BT are leased from Telereal under long 

term leases which typically run to [confidential]. We understand that lease payments 

are based on market values for comparable buildings. 

3.17 All other things being equal, the rental cost of a smaller building would be lower than a 

larger building. 

                                                           

 
25  Second CAR: 5.64. 

26  Second CAR: 5.70. 

27  FTI calculation based on data provided by BT. 
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3.18 Ofcom argues that 

 “we have no evidence that the property cost would reduce in proportion to 

the size of the building.”28 

and 

“We do not therefore consider that Openreach can be said to have caused 

the proportion of the costs of operational buildings that BT has attributed to 

the empty space in those buildings. Absent evidence to the contrary it 

therefore seems that the Anchor Tenant principle is not causal because it 

attributes the proportion of costs that BT has allocated first to vacant space 

solely to Openreach.”29 

3.19 Ofcom’s argument appears to be that because the reduction in costs of moving to a 

smaller building is not necessarily proportional to the reduction in space, using the 

proportion of vacant space to total space to calculate the cost of the vacant space is 

not a robust approach and therefore not cost causal. 

3.20 In our view, assuming that commercial property costs are proportional to floor space is 

reasonable. The price of property is typically quoted in terms of £ per square foot. For 

which in all other respects are directly comparable (e.g. a similar location, with similar 

facilities), it is reasonable to expect a comparable price per square foot for buildings of 

approximately the same size. 

3.21 Furthermore, for many of BT’s exchanges, if BT did not need to house the Openreach 

assets related to the copper network, no exchange building would be needed at that 

location. Equipment could either be housed in another exchange building or in street-

side cabinets. 

3.22 BT is currently planning a move to an all IP network which would involve it migrating 

customers off the PSTN network. When that happens, the only significant copper based 

services would  be ADSL broadband, which is expected to increasingly migrate to VDSL, 

which does not need the e-side copper as it is primarily provided by FTTC technology. 

3.23 BT has stated that: 

“Our goal is that by 2025 all our voice customers will be served using an IP 

to the premises solution, and will migrate off the traditional telephony 

platform.”30 

                                                           

 
28  Second CAR: 5.61. 

29  Second CAR: 5.64. 

30  BT, Q3 2014/15 Results Conference Call Transcript 30 January 2015, page 6. 
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3.24 When BT has migrated customers off the PSTN, it will have a need for around 

[confidential] network nodes and [confidential] points of presence (“POP”). This would 

mean that around [confidential] exchange buildings would become redundant (with the 

exception of any remaining need to house ADSL equipment). 

3.25 For most of the redundant exchange buildings, the question of whether a smaller 

building would be cheaper, or how much cheaper is simple – the entire cost of the 

property could be saved as exchanges could be closed with network equipment either 

being moved to a network node of POP or housed in street-side cabinets.  

3.26 A number of very small exchange buildings (typically the size of a small garage) in rural 

areas supporting 1,000 or less subscribers) which are not IP nodes or POP locations 

will also be retained because the site may be used to house a radio mast or the cost 

saved from vacating the property do not outweigh the costs of moving equipment to a 

street-side cabinet.  

The only reason BT could not move to a smaller, cheaper, building was the presence 

of Openreach equipment that in turn made that move impossible 

3.27 The costs associated with moving the equipment in an exchange related to the existing 

copper network mean that in all exchanges the costs of moving the equipment means 

that a move is uneconomic. 

3.28 BT is continually appraising opportunities to vacate exchange buildings in prime 

locations in order to benefit from the profit sharing arrangements under the Telereal 

lease. However, the high costs of relocating the copper network to another exchange 

building, which BT use a benchmark cost of £[confidential] per line.   

Absent that reason, BT would already be in the cheaper building and already 

incurring the lower costs. 

3.29 As discussed in paragraphs 3.22 to 3.26, BT is currently planning to migrate its PSTN 

services to an IP platform and expects to do so by 2025. The only factor delaying this 

migration is the need to maintain current copper based services: ADSL and PSTN. Once 

that migration off the copper network has been completed, BT will vacate the 

redundant exchanges. It is therefore clear that absent the presence of Openreach 

equipment, BT would be in a position to vacate the redundant exchange buildings and 

reduce costs. 

3.30 As described in paragraph 3.24, BT’s current plans envisage that following migration of 

the PSTN network to an IP platform, it will not need the majority of its exchange 

buildings to support its services and expects to be able to vacate most exchange 

buildings. 

3.31 We have estimated that of [confidential]% of vacant space costs is incurred in those 

exchanges which BT expects to vacate by 2031 when it has no need to house MDF or 
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other E-side copper network related equipment. 

3.32 On this basis we consider that [confidential]% of the costs of vacant space at BT’s 

exchanges meet the criteria Ofcom sets out in paragraph 3.7 and should therefore be 

allocated to Openreach assets in accordance with the Anchor Tenant principle.  

Consistency with other cost attribution methodologies 

3.33 Ofcom’s primary argument for its proposed approach is consistency in treatment of 

costs of vacant space in other buildings, other under-used and redundant assets31 

3.34 Ofcom argues that the Anchor Tenant principle is inconsistent with other attribution 

methodologies. In particular: 

 The Anchor Tenant principle is a ‘historic’ approach to cost causality which is 

inconsistent with approaches Ofcom takes to other assets.32 

 The Anchor Tenant principle is inconsistent with the attribution of costs of other 

underused or redundant assets.33 

 The Anchor Tenant principle is inconsistent with Ofcom’s proposed approach to 

the allocation of sales proceeds relating to core and backhaul copper, and 

property.34  

3.35 Ofcom states that an allocation of costs based on the original use of the asset appears 

to be inconsistent with the approach to allocating other asset costs. However, the 

Anchor Tenant Principle is not backward-looking – it is forward looking. It is based on 

the fact that it is the current and future need for copper based services that is causing 

the costs of vacant space to be incurred.   

3.36 In relation to Ofcom’s consideration of consistency with the treatment of spare or 

redundant assets, a consistent approach would involve taking a forward-looking coast 

causal assessment approach in both cases. 

 A forward-looking cost causal approach for vacant exchange space cost 

indicates that the cost of vacant space is being ‘caused’ by either the anchor 

tenant associated with the asset, or all users in aggregate. 

 A forward-looking cost causal approach to allocation of spare duct or fibre 

capacity would allocate the total cost of the asset over all users equally unless, 

                                                           

 
31  Second CAR: 5.70. 

32  Second CAR: 5.66. 

33  Second CAR: 5.66. 

34  Second CAR: 5.66. 
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as is the case when the anchor tenant principle is being applied to vacant space, 

there is evidence that the costs associated with spare capacity are only being 

incurred in order to support a particular service. This is not the case with spare 

duct or fibre. 

 As discussed in Section 9, a consistent application of Ofcom’s previous 

approach to windfall gains or losses would require that they are not allocated to 

regulated services. 

3.37 In summary, applying the Anchor Tenant Principle to allocate vacant exchange costs is 

not inconsistent with other cost allocation methodologies for on-going costs in the RFS. 

Rather it does represent a forward looking approach, which is consistent with the cost 

recovery principles of Cost Causation, Distribution of Benefits and Effect on 

Competition.   
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4. UK specific group overhead costs  

Introduction 

4.1 In this section, we consider Ofcom’s proposed approach to allocating corporate 

overheads costs to BT’s overseas businesses. 

Second CAR 

4.2 In the Second CAR, Ofcom stated that: 

“In principle we agree that where BT can demonstrate that costs from these 

five cost categories are only incurred to support UK activities and not 

overseas activities, then the attribution rule should reflect this. However, the 

information we have received from BT so far indicates that almost all Group 

functions included in AG112 support both UK and overseas operations, 

although the amount of work related to overseas operations may fluctuate 

year to year and some specific sub-teams may focus exclusively on UK 

operations. Given this, we consider it is appropriate to include the cost of 

overseas operations in the PAC attribution rule.”35  

4.3 We have discussed the types of activities undertaken by a number of corporate 

functions with BT’s management, in order to assess whether the extent to which the 

teams provided support only to BT’s UK activities. We have identified a number of 

teams within group functions which Ofcom regards as unattributable that solely 

support UK activities, including Group Regulatory Finance, Media Relations, and UK 

Public Affairs. However we do not consider that these teams are sufficiently material to 

warrant a disaggregated approach to cost attribution. 

4.4 We have also considered the work undertaken by BT’s group HR function, which Ofcom 

proposes to allocate proportionately to full time employees (“FTE”). In our view, there 

are sufficiently large teams dedicated to BT’s UK business to warrant adjusting the 

attribution base for group HR.  

Human resources teams relating solely to BT’s UK businesses 

4.5 BT’s Group HR team have identified two large teams which exclusively support UK staff. 

These are teams involved in Deployment (who manage the process of redeploying staff) 

and HR services (who undertake HR activities such as processing pre-employment 

checks, employment contracts, managing cases associated with low attendance, 

performance, grievances and discipline). 

                                                           

 
35  Second CAR: 4.108. 
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4.6 Table 1 below provides a breakdown of BT Group HR teams by OUC, showing the 

number of staff which the team consider work exclusively on UK staff matters. 

Table 1:  HR function (November 2015) 

OUC  Supporting UK 

and overseas 

businesses 

Exclusively 

supporting UK 

businesses 

Exclusively 

supporting 

overseas 

businesses 

CH Group HR Director [0-10]   

CHA 

Sales Profession 

Lead [0-10]  

 

CHD 

Wellbeing, Inclusion, 

Safety & Health [10-50]  

 

CHF Group HR [10-50]   

CHG Reward [10-50]   

CHJ 

Workforce 

Management [10-50]  

 

CHJ1 Deployment UK only  [50-100]  

CHL M&A [10-50]   

CHN 

Leadership, Insight 

& Apprentices [100-150] 

  

CHR HRS GS population   [150-200] 

CHR  

HRS UK supporting 

teams  

[350-400]  

CHS Employee Relations [10-50]   

CHT Redeployees [0-10]   

TOTAL  [350-400] [400-450] [150-200] 

Source: BT36 

4.7 It would be reasonable to reflect the allocation of HR costs in proportion to FTE based 

in a way that reflects the geographic workload of different HR teams as shown in Table 

1 above. 

4.8 We have also considered whether there is a higher level of HR support provided within 

BT’s overseas LoBs, as opposed to BT’s group HR function, which would support a 

different allocation of the group HR function.  A large proportion of human resources 

                                                           

 
36  BT analysis 30 November 2015 
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function for BT’s overseas businesses is undertaken locally, and not by BT’s central HR 

function which primarily services BT’s UK businesses. 

4.9 This is reflected in the number of staff employed in HR functions within BT’s lines of 

business (“LoB”) as set out in Table 2 below. 

Table 2:  HR ratios (2014/15) 

Line of Business LoB Human 

Resources FTE 

Number of 

Employees 

Number of LoB 

Employees per 

LoB HR FTE 

BT Consumer [10-50] 6,200 [150-200] 

BT Business [100-150] 8,000 [50-100] 

BT Global Services [300-350] 18,100 [50-100] 

BT TSO [50-100] 22,000 [200-250] 

BT Wholesale [0-10] 1,500 [150-200] 

Group Functions [1,000-1,500]   

Openreach [10-50] 32,700 [1,000-1,500] 

Total [1,500-2,000]   

Source:  FTI calculations, BT37,38 

4.10 The high number of HR FTE employed directly by BT Global Services (300-350), which 

undertakes the vast majority of BT’s overseas business, is attributed to the large 

number of overseas staff employed locally by BT Global Services and serviced by local 

HR teams. [confidential]% of BT Global Services staff are based outside of the UK39.  

4.11 We understand that the HR functions undertaken by the UK based LoB functions 

primarily relate to LoB specific training and  operational planning. The differences 

between numbers of UK LoB HR staff can be attributed to the level and pace of 

organisational change at a particular point of time. UK LoB HR functions do not include 

staff recruitment processing and other HR process driven activities which are 

undertaken at a Group level. 

4.12 It is clear therefore that overseas recruited staff do not generate the same workload for 

                                                           

 
37  Employee numbers Email from BT to FTI dated 11 September 2015; Employee numbers page 54 

BT Annual Report 2014/15. 

38  The number of Group HR FTE of [1,000-1,500] includes [250-300] staff who are attributed to the 

Flexible Resource Unit and Career Transition Staff – staff who are in the process of being 

reassigned to different business units – source – BT.  

39  BT Annual Report 2015 page 55. 
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Group HR as UK staff. 

4.13 We therefore recommend that the allocation base used to allocate group HR costs on 

the basis of FTE reflects the dedicated UK work undertaken by some teams. 

 

5. BT’s Pay and Assets allocation base  

Introduction 

5.1 In this section we consider Ofcom’s assessment that BT’s current cost attribution 

methodology for unattributable costs, a Pay and Assets Base is inappropriate on the 

basis that it fails to meet the Regulatory Accounting Principle of Objectivity.  

First CAR 

5.2 In the First CAR, Ofcom argued that BT’s existing Pay and Assets base used to allocate 

otherwise unattributable costs was inappropriate because: 

 Given the scale of the otherwise unattributable costs Ofcom would not expect a 

single allocation rule to provide the most objective or causal basis for allocating 

these costs. We would expect to see different sub categories of costs with 

different cost drivers.40  

 BT’s choice of the Pay and ROA methodology indicated that BT considered that 

some of the costs are driven by people and some are driven by assets. 41  

 BT’s use of the Pay and ROA methodology appears to be based on an 

assumption that on average all of these costs are caused equally by asset value 

and people rather than an assessment of all available data to determine the 

most appropriate attribution methodologies. 42  

 As it is possible to break these cost categories into smaller categories, we 

considered that the attribution rules should be determined on a more granular 

basis. 43 

                                                           

 
40  First CAR: 8.36   

41  First CAR: 8.37   

42  First CAR: 8.37   

43  First CAR: 8.37   
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5.3 In the First FTI Report we explained that: 

 The question of whether many cost categories can reasonably be aggregated 

into a single allocation pool is a matter of practicality, not principle. In practice, 

corporate overheads represent only 4% of BT’s total operating costs, and so it is 

not unreasonable to apply a single cost driver to these costs. Furthermore, 

applying a single attribution methodology to this aggregated pool is more 

objective, transparent and consistent than applying a range of different 

subjective measures to individual categories.44 

 In our view, BT’s current methodology for allocating corporate overheads using a 

base of factorised pay and assets was incorrectly assessed by Ofcom on cost 

causality grounds. These costs are incurred at a corporate level and are ‘caused’ 

by the entirety of BT’s business in a general way. It is not meaningful to seek a 

cost causality relationship between these cost categories and individual parts of 

BT’s business, or individual services. All apportionment methodologies which 

allocate these costs across all products in a reasonable way are equally valid, 

and Ofcom had not demonstrated why the current approach was ‘clearly 

inappropriate’. 45 

 Ofcom’s explanation of why it considered the rules in the existing methodology 

were not cost causal or objective was not clear. In particular, Ofcom did not 

explain why it rejected the current base for costs for which there is no cost 

causal driver. In our view the current allocation cannot be criticised on cost 

causality grounds and Ofcom had failed to explain why the current base fails 

Ofcom’s objectivity test for these cost categories.46  

Second CAR 

5.4 In the Second CAR, Ofcom explains that it considers: 

 “Contrary to BT’s view that costs in these categories are ‘unattributable’, we 

consider that some of the costs attributed using the Pay and ROA methodology 

can be causally attributed;  

 The Pay and ROA methodology does not take account of all information and 

does not provide an objective attribution methodology for ‘unattributable’ costs; 

and  

 There are errors in the way BT has applied its Pay and ROA methodology”47  

5.5 We consider each of these arguments below.  

                                                           

 
44  First FTI Report: 4.11 to 4.15 
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Assessment of Ofcom’s findings 

The Pay and Assets base had been applied to attributable cost categories 

5.6 Ofcom has identified a number of overhead cost categories which are currently 

allocated using BT’s Pay and Assets base, but which Ofcom considers could be 

allocated using a cost causal attribution base. For example, Ofcom considers that cost 

causal allocation bases can be applied to insurance and HR costs. 

5.7 In the First FTI report we explained that there were advantages of applying an 

aggregated approach to allocation of overheads,48 but that if Ofcom was to adopt its 

proposed granular approach to cost allocation, then there were a number of Ofcom’s 

proposed allocation methodologies for which a more cost causal alternative could be 

found (in particular in relation to insurance costs).49 

5.8 We note that Ofcom is now proposing to apply a number of the alternative attribution 

bases we identified in the First FTI Report.  

5.9 We agree that there are some cost categories which had been allocated using the Pay 

and Assets base for which a more cost causal approach could be identified, although 

we do consider that it is reasonable to apply a proportionality test to assess the impact 

of a disaggregated approach to allocation before increasing the complexity of the cost 

allocation system used to produce the regulatory financial statements (“RFS”). 

                                                           

 
45  First FTI Report: 4.16 to 4.20 

46  First FTI Report: 4.21 to 4.33 

47  Second CAR: 4.50. 

48  First FTI Report: 4.14. 

49  First FTI Report: Section5. 
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The Pay and Assets base does not take account of all information and is not 

objective  

5.10 Ofcom argues that: 

“We agree with BT that it is not always possible to causally attribute costs 

from these five categories because it may be difficult to identify specific 

activities that caused the costs to be incurred. In such cases, we consider 

that an objective attribution rule would need to take account of all available 

information and we consider that such a rule could i) attribute these costs 

across all of BT Group’s activities or ii) attribute these costs in proportion to 

those that can be causally attributed.”50 

“BT’s Pay and ROA methodology does not appear to achieve either of these 

aims because i) it does not reflect all of BT Group’s activities and ii) it 

attributes a significantly greater share of costs to regulated services than 

might be expected if the costs were attributed in proportion to those that can 

be causally attributed.”51 

5.11 Ofcom argues that because the Pay and Assets base does not include a range of non-

pay costs such as property, contractors, television production costs and sports rights 

costs, it does not represent all of BT’s activities.52 There are two flaws in Ofcom’s 

approach: 

 Non-pay operating costs are not ‘activities’. 

 All of BT’s activities are reflected in a Pay and Assets base. 

Non-pay operating costs are not ‘activities’ 

5.12 Ofcom’s assumption that non-pay operating costs such as property costs, contractors, 

television production costs and sports rights costs represent activities is inconsistent 

with the generally accepted approach to defining activities in the context of an activity 

based costing system. At a very simple level an activity based costing system includes 

three components: resources, activities and outputs. 

5.13 For example, one definition of activity based costing is 

                                                           

 
50  Second CAR: 4.54. 

51  Second CAR: 4.55. 

52  Second CAR: 4.56.  
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“An approach to the costing and monitoring of activities which involves 

tracing resource consumption and costing final outputs. Resources are 

assigned to activities, and activities to cost objects based on consumption 

estimates. The latter utilise cost drivers to attach activity costs to outputs”53 

5.14 In an activity based costing system there is a clear distinction between resources, or 

inputs the business consumes which typically include, staff costs, raw material and 

other goods and services. Activities are the processes by which a business consumes 

resources to produce goods and services.  For example definitions of activity include: 

“any discrete task that an organization undertakes to make or deliver a 

product or a service”54 

“activities are a group of tasks in the same function that are governed by the 

same driver and same intensity of resource consumption.” 55;  

“an event, task or unit of work with a special purpose”56,  

“a number of connected tasks relating to, for example, order administration 

or quality control.”57 

5.15 At a simple level, an activity based costing system can be summarised as shown in 

Figure 1 below. 

                                                           

 
53  CIMA – Activity Based Costing – Topic Gateway Series No.1, 

http://www.cimaglobal.com/Documents/ImportedDocuments/cid_tg_activity_based_costing_no

v08.pdf, p3 

54  The activity based cost hierarchy, production policies and firm profitability, Ittner, Larcker and 

Randall, University of Pennsylvania (1997), p 2.  

55  Source: Institute of Management Accountants (US), Statements on Management Accounting, 

Strategic Cost Management – Implementing Activity-Based Costing, 2006, 

www.imanet.org/.../Implementing%20Activity%20Based%20Costing.pdf, p 4. 

56  Cost Accounting, Rajasekaran and Lalitha, Pearson Education, 

https://books.google.com/books?isbn=813173207X, p 279 

57  Handbook of Financial Planning and Control, Greenwood, 2002, 

https://books.google.com/books?isbn=0566083728, p 163. 

http://www.cimaglobal.com/Documents/ImportedDocuments/cid_tg_activity_based_costing_nov08.pdf
http://www.cimaglobal.com/Documents/ImportedDocuments/cid_tg_activity_based_costing_nov08.pdf
http://www.imanet.org/.../Implementing%20Activity%20Based%20Costing.pdf
https://books.google.com/books?isbn=813173207X
https://books.google.com/books?isbn=0566083728
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Figure 1: Activity based costing system 

 

 

Source: http://maaw.info/Chapter7.htm 

5.16 It is clear therefore that resources (including non-pay operating costs) are not activities. 

On that basis, the current Pay and Assets base cannot be criticised for not reflecting 

the ‘activity’ represented by non-pay operating costs. We consider this issue further in 

Section 6, which reviews Ofcom’s proposed alternative approach to allocating 

unattributable costs using a base which includes non-pay operating costs.   

5.17 Moreover, business activities which use resources are undertaken by people or 

operational assets. Therefore, Ofcom’s stated objective of identifying an allocation rule 

which allocates unattributable costs on a basis which reflects “all of BT Group’s 

activities”58 will be met by an allocation base which reflects the utilisation of staff and 

operational assets of the business – e.g. BT’s Pay and Assets base. 

All of BT’s activities are reflected in its Pay and Assets base   

5.18 Given that an activity means some form of value adding process or task represented by 

staff or asset utilisation, it is clear that the activities associated with non-pay input 

costs will be included in a pay and assets base as all activities or tasks will involve an 

input of staff or asset in the activity by which they are associated with goods or services 

sold. 

5.19 For example, the pay or asset which represents the relevant activity for the non-pay 

costs which Ofcom considers represent activities are shown in Table 3 below. 

                                                           

 
58  Second CAR: 4.54. 
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Table 3:  Non-pay costs and related activities 

Non-pay 

operating 

cost 

Related activity Related pay or asset category 

Property  Building maintenance, 

equipment operation. 

Staff or assets accommodated 

in property. 

Television 

productio

n costs 

 Planning, procuring and 

broadcasting content. 

Staff costs associated with 

buying and broadcasting 

productions. 

Sports 

rights 

costs 

 Planning, procuring and 

broadcasting rights. 

Staff costs associated with 

buying and broadcasting those 

rights. 

Contractor 

costs 

 To the extent contractor costs 

represent labour inputs then 

they should be included in a 

Pay and Assets base. 

 

Where contractors are creating 

assets, then those assets would 

attract an allocation of 

overheads costs in a Pay and 

Assets base. 

To the extent contractor costs 

represent labour inputs then 

they should be included in a 

Pay and Assets base. 

 

Where contractors are creating 

assets, then those assets would 

attract an allocation of 

overheads costs in a Pay and 

Assets base. 

Source: FTI 

5.20 We consider therefore that the relevant activities associated with all of BT’s non-pay 

costs are included in a pay and assets base. 

BT’s Pay and Assets base is not proportionate to previously allocated costs  

5.21 Ofcom comments that 

“An attribution rule that excludes non-pay costs tends to attribute more costs 

to regulated markets because the proportion of non-pay costs that relate to 

regulated markets is typically lower than the equivalent proportions for pay 

costs and capital costs.”59  

5.22 Ofcom appears to be arguing that the Pay and Assets rule does not meet the regulatory 

Accounting Principle of Objectivity because an objective allocation rule could be one 

which “attribute[s] these costs in proportion to those that can be causally attributed.”60 

                                                           

 
59  Second CAR 4.58. 

60  Second CAR 4.54. 
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5.23 Ofcom’s proposal is then to use cash costs as a basis for defining a Previously 

Allocated Costs base: 

“We therefore consider it is appropriate to take a broader view of the 

‘activities’ of BT and to attribute costs with no causality using a rule that 

reflects what BT has spent its money on during the year.”61 

5.24 However, if Ofcom’s objective is to “attribute[s] these costs in proportion to those that 

can be causally attributed,” then it is not clear why Ofcom does not include all costs, 

including capital costs (depreciation and return on capital employed) as included in the 

widely accepted ‘equi-proportionate mark-up (“EPMU”) approach to cost mark-up.62 

There are errors in the application of BT’s Pay and ROA methodology  

5.25 Ofcom states that BT has made two errors in its application of the Pay and Assets base: 

 Capitalised pay is included twice 

 An incorrect cost of capital is applied63 

5.26 Ofcom notes that as capitalised labour costs are included in both the pay and asset 

component of the Pay and Asset base in the year the costs are incurred, and that: 

“Since capitalised pay tends to attribute more cost to regulated markets 

than current pay, including it twice in the attribution rule risks creating a bias 

towards attributing costs to the regulated markets and we therefore consider 

it breaches the Objectivity principle.”64 

5.27 Capitalised pay costs contribute two distinct activities – the construction of an asset, 

and the subsequent utilisation of that asset. In principle, to the extent that both of 

these activities take place in the same year, it would be reasonable to reflect both of 

them in the cost allocation base.  

5.28 In the case where the capitalised pay relates to an asset which is not operational 

during the year the pay cost is incurred, we would not expect the assets component of 

the attribution base to include the assets under construction as they do not represent 

an ‘activity’.  

                                                           

 
61  Second CAR 4.78. 

62  Where regulated prices are based on an incremental measure of cost plus a mark-up for 

common costs, the mark-up is typically calculated on an EPMU basis which allocates common 

costs in proportion to the incremental cost of each service. 

63  Second CAR: 4.59. 

64  Second CAR: 4.60. 
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5.29 The application of the cost of capital in the Pay and Assets base provides a measure of 

the cost associated with the use of that asset. We agree with Ofcom that in principle, 

BT’s stated approach should include the appropriate allowed return on capital 

employed to calculate the return on assets used in the Pay and Assets base. 

Summary 

5.30 In summary, Ofcom’s assessment that BT’s Pay and Assets base is inappropriate 

because it does not take account of all information and does not provide an objective 

attribution methodology for ‘unattributable’ costs is unfounded. 
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6. Ofcom’s proposed ‘Previously Allocated Costs’ base 

Introduction 

6.1 In this section we consider Ofcom’s proposal to use an allocation base of cash spent 

during the year as a measure of ‘previously allocated costs’ to allocate costs for which 

no cost causal attribution basis exists. 

Ofcom’s proposed previously allocated Costs Base 

6.2 Ofcom’s proposed allocation base for costs for which no cost causal attribution basis is 

cash spent during the year: 

“we consider that costs with no causality should be attributed in accordance 

with all the activities undertaken by BT… we consider that this should be 

represented by what BT has spent its money on during the year”65 

6.3 Ofcom then defines its Previously Allocated Costs (PAC) base as follows: 

“Costs should be attributed pro-rata to any cost category (e.g. activity group, 

plant group, residual) that has previously received an allocation of one or 

more of the following: i) [Line of business] current pay costs, [Line of 

business] ii) non-pay costs (excluding POLOs, other operating income and 

software capitalisation credits) iii) [Line of business] capital expenditure at 

the relevant level and sequencing of the cost allocation system. The pro-rata 

attribution to each cost category should be based on the total cost in the 

cost category relating to i), ii) and iii) as a proportion of the total cost of i), ii) 

and iii) at the relevant level and sequencing of the cost allocation system. 

This definition of PAC excludes all transfer charges.”66 

6.4 In addition, Ofcom states that: 

“In principle we agree that where BT can demonstrate that costs from these 

five cost categories are only incurred to support UK activities and not 

overseas activities, then the attribution rule should reflect this.”67 

6.5 We consider overheads incurred in relation to BT’s overseas activities in section [..] 

                                                           

 
65  Second CAR: 4.95. 

66  Second CAR: 4.110. 

67   Second CAR: 4.108. 
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Cash spend does not reflect ‘activity’ 

 
6.6 Ofcom considers that:  

“we consider that the activities of BT are appropriately represented by the 

amount of money spent by BT during the year”68  

6.7 However, as described in paragraphs 5.12 to 5.17  the ‘activity’ of a firm relates to the 

processes, or tasks, by which a firm adds value.  

6.8 Using cash as a measure of activity has a number of flaws which means that it is a poor 

indication of activity. In particular: 

 The cost of non-pay operating cost does not reflect a business activity. 

 Capital expenditure does not reflect a business activity. 

 Cash spent on intangible assets does not reflect a business activity.  

Non-pay costs per se are not ‘activities’ 

6.9 As discussed in paragraphs 5.12 to 5.17, non-pay costs per se do not represent 

activities; rather it is the associated activities of staff and operational assets which 

represent the activities relating to those non-pay costs. 

6.10 Ofcom recognises that the cost of some non-pay costs are not proportional to the level 

of activity associated with the cost: 

“We do not consider that the size of POLOs is proportionate to the activities 

involved in passing these receipts through and we therefore agree with BT 

that non-pay costs should exclude POLOs.”69  

6.11 The same argument can in principle be applied to all non-pay operating costs. 

Examples of other significant non-pay operating cost categories for which the cash 

spend does not represent an activity include sports rights and goods resold. These are 

discussed below. 

Sports rights costs  

6.12 Sports rights are acquired through competitive auctions. The level of these costs 

therefore depends on the perceived resale value of the relevant content for BT as well 

as for other bidders. The value of sports rights has increased dramatically in recent 

                                                           

 
68  Second CAR: 4.92. 

69  Second CAR: 4.88. 
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years, as recognised by Ofcom.70 These changes cannot reasonably be linked to the 

amount of activity associated with acquiring the rights. This in itself suggests that sport 

rights costs represent an unsuitable cost allocation driver. 

6.13 Moreover, rights costs are incurred only in case BT places a winning bid. This in turn 

depends on the bids of rival bidders. BT has no incentive to submit bids that BT does 

not believe will be successful. There is therefore no direct link between BT’s activity 

(which is independent of the auction result) and the sports rights costs actually 

incurred (or not incurred if BT fails to win the auction). Sports rights costs are therefore 

not only a poor proxy for activity, they are verifiably unrelated to the level of activity and 

do not meet the standard for causality. 

6.14 Rights costs are hence very significant and of a binary nature whereby costs will be very 

high if BT wins a rights auction and insignificant if BT fails to win. Considering the 

significant level of these costs, the results of rights auctions may therefore significantly 

impact the amount of overheads reported both within the reporting area including BT 

Sport and in other parts of BT’s business, all else equal. Sports rights costs should 

therefore be excluded from any overhead allocation base. 

Goods bought for resale 

6.15 A significant proportion of non-pay operating costs relates to goods bought for resale 

and includes items such as consumer equipment such as routers and TV set-top boxes. 

6.16 These costs do not represent a business activity. The business activities related to 

these costs are the relevant costs of the procurement team, stores, distribution and, 

where relevant, installation. These activities are all captured in a Pay costs allocation 

base. The activities associated with the cost of goods bought for resale are therefore 

included in the existing Pay and Assets base. 

 

                                                           

 
70  Review of the pay TV wholesale must-offer obligation, Statement, 19 November 2015, paragraph 

3.29: “In the most recent Premier League auction (in February 2015), the live rights for the 

2016/17-2018/19 football seasons were sold for £5.136bn, which is a 70% increase on the 

rights for the 2013/14-2015/16 football seasons (sold for £3.018bn). 
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Capital expenditure does not reflect activity 

6.17 Ofcom’s has included capital expenditure in its  PAC attribution base on the basis that:  

“we consider that the activities of BT are appropriately represented by the 

amount of money spent by BT during the year, which, in terms of capital 

costs, is reflected by capital expenditure rather than depreciation or ROA.”71  

6.18 Ofcom stated that it agrees with TalkTalk’s view: 

“that where Ofcom had used a rule of ‘total costs’ to attribute certain 

overheads, it would be more appropriate to use capital expenditure rather 

than depreciation. TalkTalk said that this was because the effort from 

management and support functions is more likely to be associated with new 

asset purchases than the value of old assets, particularly assets such as 

duct which are likely to require very minimal input.”72  

6.19 There are a number of arguments against using capital expenditure as a measure of 

‘activity’ for the purposes of allocating unattributable costs: 

 Capital expenditure per se does not reflect a business activity 

 Capitalisation issues 

 Practicability 

Capital expenditure per se does not reflect a business activity 

6.20 As discussed above an ‘activity’ represents some task or process. In the context of 

capital expenditure, that activity is represented by the time spent by staff planning, 

procuring and installing the equipment. The actual amount spent on capital 

expenditure does not represent an activity and is therefore likely to be a poor basis on 

which to measure activity. 

Need to capitalise overheads 

6.21 If overheads are allocated to capital expenditure, then consistency of treatment of 

costs would require that the overhead costs would be capitalised and depreciated over 

the life of the asset in line with the treatment of the capital expenditure. If this was not 

the case then for costs allocated to capital expenditure on assets during construct (and 

used to deliver regulated products) would not be recoverable – because no services 

would be provided during the period the assets were under construction.  

                                                           

 
71  Second CAR: 4.92. 

72   Second CAR: 4.24. 
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Practicability 

6.22 Finally, we understand from BT that its regulatory reporting system, REFINE, capital 

expenditure is not allocated directly to individual services, and that in order to 

implement Ofcom’s proposed allocation base would involve a significant amount of 

work.  

Intangible assets are not an activity 

6.23 BT will from time to time spend money on intangible assets. In particular, for example, 

BT’s planned acquisition of EE is likely to involve BT acquiring goodwill, spectrum 

licences, customer base and an investment in an associated company, all of which 

represent intangible assets.  

6.24 In its definition of the PAC base set out in 6.3 above, Ofcom does not refer to cash 

spent on intangible assets. We note that in BT’s annual report, expenditure on 

intangible assets is included in the heading of ‘Capital expenditure.’73 

6.25 In our view, the arguments against including cash spent on acquiring intangible assets 

in the Previously Allocated Costs base are similar to those relating to cash spent on 

tangible assets: they do not represent an activity. The relevant activity associated with 

the intangible asset will be reflected in pay and tangible asset activities. Some 

examples of intangible assets and the relevant associated pay and tangible asset 

activities assets are set out in Table 4 below.  

                                                           

 
73  BT Annual Report, 2015, page 157. 
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Table 4:  Intangible assets and related activities 

Non-pay 

operating 

cost 

Related activity Related pay or ‘use of asset’ 

category 

Spectrum 

licence 

 Planning, procuring and 

subsequently operating 

network. Operation of related 

network assets. 

Staff involved in these 

activities. 

Network assets. 

Goodwill 

arising on 

acquisition 

 All other assets acquired in 

transaction.  

All other assets acquired in 

transaction. 

Customer 

base 

 Provision of services to those 

customers and customer 

retention activities. 

Most pay and asset costs of the 

relevant pert of the business. 

Investment 

in associate 

company 

 Management time spent 

managing relationship, 

operations. 

Pay costs of staff associated 

with asset. 

Source: FTI 

 

6.26 The examples shown in Table 4 indicate that the activities associated with spend on 

intangible assets such as licences, goodwill and investments are reflected in pay and 

‘use of asset’ costs 
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7. Ofcom’s proposed approach to allocating research and development 

costs 

Introduction 

7.1 In this section we consider Ofcom’s proposed approach to allocating research and 

development (“R&D”) costs. 

Second CAR 

7.2 Ofcom notes that some R&D at BT comprises of research and innovation programmes 

designed to benefit existing products, developing new products and improve overall 

efficiency (i.e. are not product-specific). Ofcom comments that:  

“The nature and mix of the research and innovation undertaken is likely to 

differ year to year. For these reasons, associating all of the costs of TSO 

Research and Innovation with a specific activity for the purpose of cost 

attribution is difficult”74  

Ofcom therefore makes the following proposals:  

 Where research and innovation is directly associated with/intended for 

existing products, costs should be allocated using Ofcom’s proposed 

previously allocated costs base.75 

 Where research and innovation is speculative/related to possible new 

products then the costs could ‘reasonably’ be attributed to residual markets.76  

Assessment of Ofcom’s proposed approach 

7.3 Ofcom’s proposal to distinguish between R&D aimed at existing and future products is 

unreasonable for a number of reasons. 

7.4 Firstly, it is clear that at least some of BT’s R&D which is ‘speculative’ or related to new 

products is likely to support services which are, or could be, subject to charge controls. 

For example, the ‘Access Network research” referred to by Ofcom relates to the 

development of G.Fast, a technology to deliver increased speeds over the regulated 

copper access network. In this case the customer group most likely to benefit from this 

R&D will be current consumers of regulated copper services who require higher speed 

                                                           

 
74  Second CAR: 4.128. 

75  Second CAR: 4.129. 

76  Second CAR: 4.130. 
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broadband in the future. Allocating the entire cost of this R&D to residual markets is 

inconsistent with ‘Distribution of Benefits’ principle of cost recovery which Ofcom 

typically applies when considering cost recovery. This principle states that costs should 

be recovered from those customers who benefit from a cost being incurred.77 

7.5 In relation to the R&D work which it proposes are allocated to residual markets, Ofcom 

states that: 

“There might be a separate question about how these costs are recovered by 

BT in relevant charge controls, but this is not a question that we consider 

here”78    

7.6 It is not clear what Ofcom means by this. The R&D costs in question are treated as 

operating costs in the year they are incurred – they are not capitalised. If Ofcom is 

referring to the possibility that future services which benefit from this R&D might be 

regulated, then it is not clear how these costs would be recovered in the future charge 

controls Ofcom is referring to. These R&D costs are treated as operating costs and 

expensed in the year they are incurred. If Ofcom is suggesting that it would allow BT to 

include these historical costs when determining costs for the purpose of setting future 

prices, then it would be helpful for this to be made clear. 

7.7 Secondly, given that these costs are, by definition, unattributable to existing services, it 

would seem reasonable to apply a consistent approach to that applied to other 

unattributable corporate overhead costs. 

  

                                                           

 
77  For example, Ofcom, Provision of Technical Platform Services Guidelines and Explanatory 

Statement 21 September 2006 Paragraph 3.8. 

78  Second CAR: Footnote 117. 
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8. Ofcom’s proposed approach to allocating restructuring costs 

Introduction 

8.1 Ofcom considers the allocation of Restructuring Costs in Annex 7 to Ofcom’s 

consultation on Leased line charge controls and dark fibre pricing (“2015 LLCC 

Consultation”).79 These costs relate primarily to leaver and property exit costs.80 

8.2 We discuss Ofcom’s alternative allocation proposals and their justification below. 

Ofcom’s reasoning 

8.3 Ofcom considers that: 

“This restructuring cost does not appear to be forward looking. These costs 

were primarily for leavers and property and network rationalisation activities 

and were part of a ‘group wide’ programme, neither of which appear relevant 

to the business connectivity market.” 81 

 “The [] of leaver costs allocated to business connectivity market services 

is additional to the leaver costs of [] which are included within the wages 

and salaries costs” which “represented a ‘normal’ level of leaver costs that 

might be associated with a company like BT (and which we should take into 

account in the charge control)”;82 and 

“the [] of ‘group restructuring’ leaver costs are more ‘one-off’ in nature”.83  

8.4 On this basis, Ofcom proposes to “exclude all of the additional restructuring costs (over 

and above the [] ‘normal’ leaver payments)”.84 

Assessment of Ofcom’s reasoning 

8.5 In our view, Ofcom’s proposed approach is unreasonable for a number of reasons: 

                                                           

 
79  Ofcom, Business Connectivity Market Review – Annexes: Leased lines charge controls and dark 

fibre pricing, 12 June 2015. 

80  2015 LLCC Consultation, paragraph A7.56. 

81  2015 LLCC Consultation, paragraph A7.56. 

82  2015 LLCC Consultation, paragraph A7.57. 

83  2015 LLCC Consultation, paragraph A7.57. 

84  2015 LLCC Consultation, paragraph A7.57. 
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 Ofcom has not demonstrated that the costs it is disallowing are ‘one-off’ in 

nature, and the evidence would suggest otherwise 

 Even if the costs were ‘one-off’ there is no need to adopt a separate treatment in 

the RFS.  

 Users of regulated services will benefit from the reduced costs resulting from 

these restructuring costs and so the ‘benefits’ cost recovery principle would 

suggest that the costs should be allocated to these services. 

8.6 We consider these points below.  

One-off nature of restructuring costs  

8.7 Ofcom appears to be making a distinction between  a ’normal’ level of costs which 

should be included in the calculation of costs to be used in a charge control and ‘one-

off’ costs which should not be included. 

8.8 We note that Ofcom has not provided any analysis to substantiate its assumption that 

the costs are ‘one-off’ in nature. Rather, the evidence suggests that these costs can be 

expected to recur. In BT’s 2014 Annual Report discussing the restructuring costs which 

Ofcom considers ‘one-off’, BT states: 

“We expect further restructuring costs of around £200m in 2014/15.”85 

8.9 We therefore consider that Ofcom is wrong to assume that these costs were one-off in 

nature, and not adjusted its attribution methodology on the basis that they were one-

off. 

Relevant costs 

8.10 Ofcom also argues that the group restructuring costs should be excluded because 

“These costs were primarily for leavers and property and network 

rationalisation activities and were part of a ‘group wide’ programme, neither 

of which appear relevant to the business connectivity market” 86 

8.11 We understand that the group restructuring costs which Ofcom is proposing to allocate 

wholly to residual markets include: 

 Costs associated with severance payments made to staff working in group 

functions ([£0-10m]). 

 Costs of staff previously working in group functions assigned to BT’s ‘Career 

                                                           

 
85  BT, Annual Report, 2014, page 63. 

86  2015 LLCC Consultation, paragraph A7.56. 
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transition Centre), awaiting redeployment ([£0-10m]). 

 Property and other costs (legal costs, consultancy costs, systems development 

costs and other general administration costs) ([£10-50m]). 

8.12 To the extent that these restructuring activities reduced future costs of group functions 

or otherwise increased the efficiency or effectiveness of group functions then it would 

be reasonable for a proportion of the costs to be recovered from all parts of BT’s 

business which benefit from the group functions. On that basis the allocation base 

used to allocate corporate overheads would be a reasonable base to apply. 

Amortisation of relevant one-off costs  

8.13 Finally, we consider that it would be unreasonable for Ofcom to completely disallow 

relevant ‘one-off’ costs simply because the cost is not expected to be incurred in future 

years.  

8.14 In that case, a reasonable approach would be to amortise the cost in the base year of 

the charge control forecasts over the period of the charge control, enabling the 

recovery of efficiently incurred costs. 
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9. Ofcom’s proposed treatment of profits arising on sales of surplus 

assets 

Introduction 

9.1 In this section we consider Ofcom’s proposed treatment of proceeds from the sale of 

surplus assets. In particular, Ofcom has proposed to change BT’s methodology for 

allocating the profits or losses which arise from: 

 Sales of buildings that are no longer required (sales of property); and 

 Sales of copper recovered from BT’s network (sales of copper).  

9.2 We discuss Ofcom’s alternative allocation proposals and their justification below. 

Sale of surplus property 

9.3 BT’s current approach is to allocate proceeds from property to the retail residual 

business.87 

9.4 Ofcom now proposes that:88 

 “BT must identify the type of building that the profits or losses from disposal 

relate to”; and 

 “allocate these disposal proceeds in the same way that the underlying costs for 

similar properties are allocated”. 

9.5 In reaching this conclusion, Ofcom: 

 dismisses the argument made by BT in response to the First CAR that Ofcom’s 

“proposed approach is inconsistent with the treatment of pension deficit 

payments and deafness claims in charge controls” on the basis that Ofcom is 

concerned cost attribution rather than recovery;89  

 considers that “if a building is sold that has only been used to provide regulated 

services we would expect the sales proceeds only to be attributed to regulated 

                                                           

 
87  Second CAR: 6.14. 

88  Second CAR: 6.44. 

89  Second CAR: 6.31. 
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services”;90 and 

 considers that BT’s current allocation methodology is not “consistent with the 

treatment of sales of other assets such as the sales of copper from the access 

network”.91 Ofcom also notes that the allocation is not consistent with the 

treatment of vacant space in buildings.92 

Ofcom is concerned with cost attribution and not cost recovery 

9.6 In our view, it is unreasonable for Ofcom to dismiss cost recovery issues when 

considering cost attribution methodologies in the RFS. Costs in the RFS are the primary 

source of information for determining forecast costs which are used to set regulated 

prices, and also assess prices against costs on an ongoing basis.  

9.7 When considering how to attribute a particular cost, it would not be logical for Ofcom to 

ignore cost recovery principles and determine a cost attribution methodology in a 

regulatory finance cost attribution review only to immediately change it in a subsequent 

charge control assessment. 

9.8 The need to consider cost recovery principles is implied by Ofcom’s RAP of’ Consistency 

with previous regulatory decisions’. For example, in the First FTI Report, we provided 

the following extract from Ofcom’s review of pension costs, in which Ofcom disallowed 

the costs of pension deficit payments from the costs included in calculating regulatory 

charges on the basis that: 

“In general, as stated earlier, we do not reflect experience gains or losses in 

price controls. For example, in the case of fixed assets, BT generally bears 

the risk of unanticipated changes in asset prices which create holding gains 

or losses.”93  

“we do not think that taking retrospective action in response to new 

information is conducive to efficient investment incentives over time. This 

means that whilst we may update our assumptions or methods of valuation, 

we do not make adjustments for potential over or under recovery during past 

control periods.”94 

9.9 In considering the treatment of property sales in this CAR, Ofcom’s Regulatory 

                                                           

 
90  Second CAR: 6.32. 

91  Second CAR: 6.33. 

92  Second CAR: 6.14. 

93  Ofcom, Pensions Review, Statement 15 December 2010, Paragraph 5.15. 

94  Ofcom, Pensions Review, Statement 15 December 2010, Paragraph 5.19. 
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Accounting Principles of ‘Consistency with regulatory decisions’ and ‘Consistency of the 

Regulatory Financial Statements as a whole and from one period to another’ require 

Ofcom to consistently apply the approach taken to windfall gains in previous charge 

controls.  

9.10 On that basis, Ofcom should treat profits arising on sale of a property as a windfall gain 

and not allocate any of the costs to regulated services in the RFS or in charge control 

costs calculations. 

Sale of surplus copper 

9.11 BT’s current approach is to allocate the proceeds of sale of copper from the core and 

backhaul network to the wholesale residual business.95 

9.12 Ofcom now proposes that: 

 “BT must attribute all sales of core and backhaul copper in the same way that 

the costs of backhaul and core fibre cables are attributed”;96 and 

 “that BT must attribute the costs of the Openreach Copper Recovery team to 

plant groups in the same proportion as it attributes the sales of copper”.97 

9.13 It seems prima facie appropriate to align the allocation of the costs of the team 

recovering surplus copper to the allocation applied to the profits of the sale of surplus 

copper. However, Ofcom’s reasoning for the allocation of sales of surplus copper is 

flawed, as discussed below. Ofcom argues that: 

 “Where possible there should be a consistent approach for the treatment of 

redundant assets including sales of property and sales of copper”;98 

 “These cables [backhaul and core copper] would have been used to provide 

regulated services in the past: some of their costs would have been attributed to 

these services. Attributing all the sales to non-regulated services does not 

therefore seem appropriate”;99 and 

 “This approach of attributing costs on the basis of similar assets within the 

network would also be consistent with the treatment of other spare or 

                                                           

 
95  Second CAR: 6.20. 

96  Second CAR: 6.46. 

97  Second CAR: 6.47. 

98  Second CAR: 6.36. 

99  Second CAR: 6.38. 
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redundant assets”.100 

9.14 We discuss Ofcom’s arguments on consistency below. 

Consistency with approach to property sales  

9.15 We agree with Ofcom that a consistent approach should be applied to the treatment of 

sales of copper and property. However, as discussed in paragraph 9.9, Ofcom’s RAPs 

of ‘Consistency with regulatory decisions’ and ‘Consistency of the Regulatory Financial 

Statements as a whole and from one period to another’ requires any gains arising on 

disposal of assets to be excluded from regulated services in the RFS and calculations 

of costs in charge controls. 

Consistency of treatment of other redundant assets 

9.16 As discussed in paragraph 3.36, we consider that Ofcom’s previous treatment of 

windfall losses means that a different approach to their treatment in the RFS is 

required compared to treatment of other cost types. 

 

                                                           

 
100  Second CAR: 6.39. 


