
 

 

OFCOM’S BUSINESS CONNECTIVITY MARKET REVIEW (“BCMR”) AND LEASED LINE 

CHARGE CONTROL (“LLCC”) CONSULTATIONS 

RESPONSE BY BSKYB (“SKY”) 

 

EXECUTIVE SUMMARY  

1. While anticipated increases in demand for higher value, high bandwidth leased 

line services may prompt further market entry in some areas where demand is 

most concentrated, this will be of limited benefit to Local Loop Unbundling 

(“LLU”) operators like Sky who also increasingly rely upon higher bandwidth 

circuits but on a far more geographically dispersed basis throughout the UK. On 

many of these routes BT will be the only viable wholesale supplier of LLU 

backhaul.  

 

2. Ofcom has concluded that BT has both a strong incentive and, absent price 

regulation, the ability to introduce excessive prices1. Therefore, Ofcom is 

proposing to impose a charge control on certain leased line services offered by 

BT including Ethernet services. However, there are some important weaknesses 

in the proposed design of this charge control: 

 

a) The broad basket structure affords BT too much scope to distort 

downstream competition by setting relatively higher prices for the 

wholesale backhaul products upon which its competitors in retail 

broadband markets rely and relatively lower prices for the backhaul services 

which it uses. To counter this, Ofcom should consider applying more sub-

baskets and aligning sub-caps more closely with the overall basket cap; 

 

b) The reallocation of £101m in costs from legacy (Traditional Interface 

Symmetric Broadband Origination, “TISBO”) services into the Ethernet 

basket has not been justified properly;  

 

c) An efficiency rate should be applied to forecast CAPEX, not just OPEX;  

 

                                                 
1            §11.16, BCMR, Ofcom. 
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d) A downward adjustment to Modern Equivalent Asset (“MEA”) costs is 

required to account for the enhanced functionality that is delivered by the 

newer product variants; 

 

e) Including geographic discounts in base year prices, as Ofcom proposes, 

could incentivise BT to withdraw these discounts or to introduce temporary 

discounts just prior to the next charge control; 

 

f) BT already has an incentive to migrate customers more quickly to new, 

more efficient services. Therefore, the proposed £43m ‘migration credit’ 

could be unwarranted; and 

 

g) Current year weighting is preferable in this instance because the prior year 

weighting mechanism proposed by Ofcom could result in BT earning higher 

returns than anticipated by applying relatively larger price reductions on 

services that are in structural decline (and not by being more efficient).  

 

3. Ofcom argues that a cost orientation condition is no longer necessary because its 

charge control design is sufficient to counter the risk of BT setting excessive 

prices2. However, the proposed charge control structure is little different to the 

previous leased line charge control where Ofcom also considered it appropriate 

to impose a cost orientation condition and where it provisionally has found that 

BT breached this condition by setting some prices that were too high3. 

 

4. There will be a regulatory lacuna between the old charge control and the new 

one. There are several options whereby consumers could be protected from 

excessive pricing during the increasingly common instances where charge 

controls have lapsed and new ones are yet to be implemented. These include 

maintaining a cost orientation remedy, an obligation on BT to offer network 

access on fair and reasonable terms including charges, introducing open-ended 

charge controls and brokering voluntary pricing agreements with BT that align 

more closely to Ofcom’s charge control proposals.  

 

5. Finally, Ofcom should provide further clarification that the LLU backhaul product, 

Ethernet Backhaul Direct (“EBD”), properly falls within the definition of ‘single 

service Ethernet’ in order to support its inclusion in the Ethernet basket. 

 

 

A. THERE IS LIMITED SCOPE FOR COMPETITION IN THE WHOLESALE SUPPLY OF LLU 

BACKHAUL IN MANY AREAS 

6. Sky is a large LLU operator providing residential broadband and telephony 

services. As such, Sky’s main interest in this market review relates to those 

wholesale leased line services that support the delivery of these retail products 

by connecting unbundled local exchanges to Sky’s core network. Today, the 

backhaul products that Sky purchases are predominantly Ethernet-based and fall 

                                                 
2  §1.16, LLCC, Ofcom.  

3  §1.8, Dispute between Cable & Wireless and BT about BT’s charges for Ethernet services, 23 February 2012, 

Ofcom. 



3 
 

within either the Alternative Interface Symmetric Broadband Origination 

(“AISBO”) market or the newly-defined Multiple Interface Symmetric Broadband 

Origination (“MISBO”) market. 

 

7. Sky requires increasing LLU backhaul capacity in order to keep pace with the 

rapid growth of both its broadband subscriber base and per subscriber usage 

levels. This trend is expected to continue during the period considered under this 

market review (2013 – 2016). As a result, Sky expects to continue to upgrade the 

capacity of its backhaul circuits to such an extent that increasingly it will become 

reliant on circuit bandwidths in excess of 1 Gigabit per second (“1Gb/s”).  

 

8. Competitive conditions in most leased line markets remain largely unaltered 

since the last BCMR. Outside the West, East and Central London Area (“WECLA”), 

for example, BT’s market share (based on volumes) in the supply of AISBO is 

stable (67% now compared to 69% in 2007/8)4. This is likely to be a 

consequence of BT’s extensive network advantages and high barriers to entry and 

expansion due to substantial sunk costs and significant economies of scale and 

scope. 

 

9. Outside the WECLA, Ofcom considers that there is less scope for further entry but 

that, where there is scope, it is likely to be more pronounced for MISBO because 

these services are generally of higher value. This effectively reduces entry 

barriers and dilutes the benefits of scale and scope economies.  Outside of 

London, Ofcom is proposing a single Ethernet charge control basket that includes 

both AISBO up to 1Gb/s and a sub-set of MISBO known as ‘single-service 

Ethernet’ delivered over Wave Division Multiplexing (“WDM”). 

 

10. Any market power assessment today principally based on current market shares 

for high bandwidth services over 1Gb/s may not reflect adequately BT’s market 

power over the market review period. This is, in part, because of the likelihood of 

future increased demand for LLU backhaul above 1Gb/s on routes outside of the 

areas where higher bandwidth services typically have been concentrated today. 

Mostly, LLU backhaul links are required between an LLU operator’s core network 

and BT’s local exchanges located in suburban, residential areas throughout the 

UK. On many of these routes there will be little competition in the wholesale 

supply of LLU backhaul circuits. 

 

11. O fcom accepts this view. Ofcom states: 

 

“There are in fact a smaller number of exchanges (517) where there are 

two or more unique OCPs apparently present. This represents less than 

10% of all of BT’s local exchanges…Moreover, while CP presence is one of 

the necessary conditions for infrastructure-based competition in backhaul, 

we think that we need to be cautious in concluding that the apparent 

presence of two or more OCPs is sufficient...”5 

 

                                                 
4  §1.26, BCMR, Ofcom. 

5  §4.156 - §4.157, Ibid. 
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12. Therefore, BT’s market power in the provision of LLU backhaul circuits on certain 

routes is more entrenched than for some other leased line services. While 

increased demand for higher bandwidth backhaul circuits may improve the 

prospect of competitive entry in some areas, given that much of this demand will 

be focussed in geographically dispersed, suburban areas, there will remain many 

routes where BT will be the only viable supplier. 

 

B. OFCOM’S PROPOSED LEASED LINE CHARGE CONTROL 

 

13. Ofcom proposes to impose charge control remedies upon BT. In relation to 

Ethernet services outside the WECLA, Ofcom is proposing to adopt an MEA 

approach whereby the forecast level of costs at the end of the charge control 

period assumes that most Ethernet services are provided via BT’s newer suite of 

more efficient Ethernet services6. The combined effect of anticipated Ethernet 

volume increases and the MEA approach is that, provisionally, BT is required to 

reduce its aggregate prices for Ethernet services by RPI-12% per annum. 

 

14. Sky considers that an MEA-based approach to the design of the charge control is 

the most appropriate approach in this instance. In the case of Ethernet products, 

the modern equivalents are well established and are provided in large volumes. 

Indeed, some of these services (notably EBD and BTL) were launched by BT over 

four years ago. 

 

15. Notwithstanding that the MEA approach is the correct one here, there are some 

significant flaws with Ofcom’s proposed charge control design: 

 

a) The charge control basket, sub-baskets and sub-caps cannot prevent BT 

from setting prices in a way that distorts competition;  

 

b) The reallocation of £101m of (alleged) fixed and common costs from the 

TISBO basket to the Ethernet basket makes no allowance for changes in 

demand for Alternative Interface (“AI”) services, nor for other services that 

may also share the same resources and it incorrectly assumes that AI 

services utilise these common resources to the same extent as TI services; 

 

c) MEA costs should be reduced to account for the increased functionality of 

the new products compared to legacy Ethernet; 

 

d) The £43m ‘migration credit’ added to BT’s AISBO costs (and which it is 

entitled to recover) in order to fund switching to the newer Ethernet 

products may be unnecessary as BT already has an incentive to migrate 

customers off legacy products more quickly than anticipated by the charge 

control; 

 

e) An efficiency factor should be applied to CAPEX, not just OPEX; 

 

                                                 
6  Legacy Ethernet products include Backhaul Extension Services (“BES”) and Wholesale Extension Services 

(“WES”). BT’s new Ethernet services include Ethernet Backhaul Direct (“EBD”), Bulk Transport Link (“BTL”) 

and Ethernet Access Direct (“EAD”). 
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f) Including geographic discounts in base year revenue calculations could 

incentivise BT to unwind those discounts or to game future charge controls 

by introducing temporary discounts at the end of this charge control period; 

and 

 

g) Prior year weighting, whereby BT can comply with the charge control by 

applying price changes to services within the basket according to the 

relative weight of their revenues in the previous year, is inappropriate 

where there is such a clear trend of migration from legacy services to new 

ones. 

 

16. We address each of these points below. 

 

(a) The Ethernet charge control basket is too broad 

 

17. As noted above, Sky is concerned predominantly with the operation of the 

Ethernet basket as it buys wholesale Ethernet circuits in order to connect its LLU 

equipment housed within BT’s local exchanges to its core network. The services 

included within the proposed Ethernet charge control basket are the connection 

and rental of: 

 

a) Wholesale low bandwidth AISBO services (up to and including 1Gb/s) 

outside the WECLA; 

 

b) Ethernet services (above 1Gb/s) outside the WECLA;  and 

 

c) Ethernet ancillary services (excluding Excess Construction Charges). 

 

18. In addition to the overall basket cap (RPI – 12% p.a.), Ofcom proposes two 

further constraints on prices for services within the basket: 

 

a) A sub-basket on interconnection (RPI – 12%); and 

 

b) Sub-cap on all other charges (RPI – RPI). 

 

19. Sky notes that the proposed Ethernet charge control basket is actually broader in 

some respects than the 2009 – 2012 charge control for AISBO. For example, the 

new control basket includes single service Ethernet above 1Gb/s and some 

ancillary services – both of which are outside of the previous main AISBO charge 

control basket7.  

 

20. Such a broad basket could promote allocative efficiency by conferring upon BT 

the ability to recover relatively more common costs from services where demand 

is most inelastic and less from services with more elastic demand8. Moreover, 

this pricing flexibility could be used by BT to facilitate the efficient migration from 

legacy Ethernet products to new ones. 

                                                 
7   However, AISBO in the WECLA is now proposed to be excluded. 

8  As a large portion of these common costs are sunk, allowing their recovery may not be statically efficient per 

se but, in preserving  investment incentives in BT’s network, could promote dynamic efficiency. 
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21. These benefits, however, need to be weighed against the risks of BT using such 

pricing flexibility to favour its own downstream retail business, thereby distorting 

downstream retail competition.  

 

22. There is a significant risk of such distortions arising.  This is principally because 

BT uses different types of backhaul circuits than those used by its downstream 

rivals, such as Sky and TalkTalk (EBD and BES)9.  Accordingly, BT has a strong 

incentive to set high prices for such services and low prices for those used by BT 

Retail, while complying with the overall charge cap.  

 

23. Although Ofcom explicitly recognises this risk, it proposes no longer to apply a 

separate sub-cap on BES services (as it does in the current LLCC). It argues that 

the RPI – RPI sub-cap that applies to all services in the Ethernet basket (other 

than interconnection services): 

 

“..will be sufficient to protect BES customers. The sub-cap will ensure that 

no price will increase in nominal terms, and so will protect BES customers 

against any price increases in their services, whilst providing Openreach 

with a certain degree of flexibility to balance charges and recover costs in 

the way that it judges to be efficient.”10 

 

24. There are two flaws with Ofcom’s argument.  

 

25. First, BES customers need protection from excessive prices, not rising prices. 

Ofcom repeatedly conflates the two issues. BES prices could be falling and still be 

excessive.  

 

26. Second, BT does not have an incentive to introduce efficient pricing per se but, 

instead, has an incentive to maximise profits. Sometimes these incentives may be 

aligned but, in the case of LLU backhaul, they are not. BT has an incentive to 

distort competition in retail broadband markets by maintaining relatively higher 

prices for BES and EBD. 

  

27. In principle, the application of sub-caps and sub-baskets could mitigate these 

risks.  As discussed in the report by Alix Partners commissioned by the UK 

Competitive Telecommunications Association (“UKCTA”)11, however, this is not 

the case.  As noted by Alix Partners:  “under an illustrative scenario for the Ethernet 

basket relative prices could change by over 45% over the charge control period”12 

even with these sub-caps and sub-baskets in place. 

 

                                                 
9  According to BT’s 2012 Regulatory Financial Statements (Section 7.9, Current Cost Financial Statements for 

2012 including Openreach Undertakings, BT - 

http://www.btplc.com/Thegroup/RegulatoryandPublicaffairs/Financialstatements/2012/RFS_2012.pdf) there is 

little or no internal consumption of EBD and BES. 

10  §6.55, LLCC, Ofcom. 

11  Economic Analysis of Ofcom’s Leased Line Charge Control – Final Report, Alix Partners, August 30th 2012. 

12  §1.12, Ibid. 

http://www.btplc.com/Thegroup/RegulatoryandPublicaffairs/Financialstatements/2012/RFS_2012.pdf
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28. Similarly, while the retention of a cost orientation obligation (discussed further in 

Part C, below) would also mitigate the risk of BT setting prices that distort 

downstream competition, it would not be sufficient to address that risk. 

 

29. Accordingly, Sky agrees with Alix Partners’ recommendation13 that Ofcom should 

consider options that further reduce the scope for BT to introduce market-

distorting prices such as: 

 

a) Creating separate baskets for services facing materially different levels of 

competition or for services that are predominantly purchased by external 

customers; 

 

b) Applying sub-baskets to more services upon which BT is less reliant itself; 

and 

 

c) Aligning sub-caps more closely to the overall basket cap (i.e. closer to RPI – 

12% than the currently proposed RPI-RPI). 

 

(b) The reallocation of (alleged) fixed and common costs from TISBO to Ethernet 

 

30. Use of TISBO services is declining while use of Ethernet services is anticipated to 

continue to grow. While Ofcom considers that some of the forecast increase in 

Ethernet circuit volumes will be a result of substitution from older TISBO services, 

it does not consider that it is appropriate to include TISBO and Ethernet services 

in the same product market. 

 

31. As a result, in a similar vein to its approach to the previous LLCC, Ofcom proposes 

to reallocate £101m of fixed and common costs (made up of £46m capital costs 

and £55m operating costs) from the TISBO basket to the Ethernet basket. This 

reallocation is justified by Ofcom on the basis that, although there are certain 

fixed and common costs - such as capital (land, buildings, ducts and fibre), and 

operating (finance, billing, general management, personnel and administration) - 

that are shared between TISBO and Ethernet services, this is not properly 

reflected in BT’s financial accounts. Ofcom argues that, without the adjustment, 

TISBO unit costs would be too high and Ethernet unit costs too low14. 

 

32. Ofcom’s adjustment is calculated by estimating how much of the relevant (shared 

with Ethernet) fixed and common costs in the TISBO basket would need to be 

reallocated in order to maintain TISBO unit capital costs at their 2010/11 level. 

 

33. The effect of this reallocation is to reduce the level of the required price 

reductions under the proposed Ethernet charge control from RPI – 17.5% to RPI – 

12% and to reduce the level of required price increases under the TISBO charge 

control from RPI + 18.75% to RPI + 3.25%15. 

 

                                                 
13  §1.17, Alix Partners, op cit. 

14  §5.165 - §5.178, LLCC, Ofcom.  

15  §A5.268, Ibid. 
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34. Ofcom’s approach is flawed because: 

 

a) The common cost reallocation is made only to Ethernet services and not to 

any other services that also make use of these common resources; 

 

b) It is unreasonable to expect TISBO unit capital costs to remain constant in 

the face of a structural decline in volumes. Some loss of scale economies 

should be expected;  

 

c) Ethernet services, being more efficient, would make relatively less use of 

the resources in question (duct, fibre, accommodation and so on); and 

 

d) No account is taken of the change in demand for Ethernet services over the 

relevant period (i.e. not all of the decline in TISBO volumes will be 

attributable to substitution by Ethernet and nor will all the increase in 

Ethernet volumes relate to substitution from TISBO). 

 

35. Compared to how Ofcom approaches common cost sharing when it sets the 

charge controls for WLR and LLU (which share common costs but are also in 

separate markets), the adjustment here is unsophisticated and likely to be 

inaccurate. A more appropriate method for allocating common costs between 

TISBO and Ethernet would be one which properly reflects changes in the volumes 

of all services that use the common resource (not just TISBO service volumes) and 

which accounts for differences in usage factors between these services. 

 

36. In its current proposals for charge controls for leased lines, Ofcom places great 

store in encouraging efficient migration to modern services. Allocating too much 

common cost from TISBO to Ethernet will undermine these objectives. 

 

(c) MEA costs should be adjusted downwards to reflect only the functionality available 

from the legacy service 

 

37. Ofcom accepts that the newer Ethernet products on offer from Openreach have 

superior levels of functionality compared to their legacy equivalents16. Equally, 

Ofcom also accepts that its MEA-based cost forecasts could be reduced so that 

only the costs required to deliver the same level of functionality that is available 

from the legacy products is recovered through the charge control17. 

 

38. However, Ofcom elects not to make an adjustment on the basis that, in its view, 

(i) any adjustment would be small relative to the overall cost of the service, (ii) it 

is too difficult to calculate and (iii) its model anticipates low legacy circuit 

volumes by the end of the charge control period. 

 

39. Ofcom’s arguments do not stand up to scrutiny: 

 

                                                 
16  §6.76 - §6.78, Ibid.  

17  §6.82, Ibid. 
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a) It is commonly accepted practice that abatements should be made under a 

MEA approach – indeed Ofcom has rejected calls for MEA-based charge 

control modelling in the past, in part, because it was not practicable, in its 

opinion, to estimate the level by which MEA costs should be reduced18; 

 

b) Ofcom says that the adjustment would be small (without providing any 

evidence to support this view) but at the same time says it is too difficult 

calculate. If Ofcom considers it to be small then it should provide reliable 

evidence to support its claim; and 

 

c) It is irrelevant whether there are any legacy products volumes at the end of 

the charge control period. The MEA cost is abated to reflect only the 

functionality of the legacy service irrespective of whether any legacy 

services remain in service.  

 

40. Ofcom’s approach effectively requires BT’s customers to pay for the additional 

functionality inherent in the newer products whether they want it or not. Ofcom’s 

approach means that prices will be higher than they should be and will 

encourage gold-plating by BT in the future as it will be able to recover the 

additional costs of providing further functionality irrespective of whether its 

customers require it or not. 

 

(d) The £43m migration credit  

 

41. Under the proposed Ethernet charge control, Ofcom has forecast that most 

services will have migrated from the legacy products to the modern equivalents 

by the end of the period (2015/16). The charge control requires aggregate prices 

to reduce by RPI – 12% per annum. The required price reductions are mainly a 

function of both increased scale economies as Ethernet service volumes continue 

to grow and the relative cost efficiency of the new Ethernet products. 

 

42. Therefore, should BT exceed the rate of migration to the new products 

anticipated under Ofcom’s charge control model, its costs will be lower and it will 

earn additional profits. 

 

43. In spite of this incentive, Ofcom is proposing to allow BT to recover a £43m 

‘migration credit’ from the Ethernet basket. This credit has been calculated by 

simply multiplying the number of legacy Ethernet circuits that are assumed to 

migrate to the newer variants by the cost of installing the new equipment. Ofcom 

argues that, were it not to apply this credit, then BT may not be able to recover 

its costs (and that a new entrant would also incur similar costs). In applying the 

credit, Ofcom states: 

 

“we propose to take the migration credit into account by assuming that 

legacy Ethernet customers migrate evenly over the course of the charge 

control. As a result, the migration credit will be applied by subtracting our 

                                                 
18  §3.43 Proposals for WBA charge control, 20 January 2011, Ofcom - 

http://stakeholders.ofcom.org.uk/binaries/consultations/823069/summary/condoc.pdf 

http://stakeholders.ofcom.org.uk/binaries/consultations/823069/summary/condoc.pdf
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estimate to the forecasted revenues at the end of the charge control in 

2015/16.” 19  (Emphasis added) 

 

44. While it is not immediately apparent exactly how Ofcom has applied the credit in 

the charge control model, it is clear that the adjustment to the final year 

revenues should be around £14m and not the full £43m. This is because only one 

third of migrations (and therefore migration costs) will occur in the final year of 

the control. We recommend that Ofcom makes this clear in its final statement 

and model. 

 

45. Moreover, while Sky accepts that it may be appropriate to allow the recovery of 

migration costs as they could be similar to the costs that a new entrant would 

incur, there are some weaknesses in Ofcom’s approach: 

 

a) by allowing full recovery of all migration costs, Ofcom has fully insulated BT 

from the risk of technological change (a risk for which it is already 

rewarded through its cost of capital); 

 

b) BT has already introduced discounting to its customers to encourage 

migration to new products. Significant migration has already occurred and 

could be expected to continue irrespective of whether the migration credit 

is applied. The cost of funding these existing discounts and the migrations 

they incentivise need not be included in the migration credit (which could 

instead recover only the cost of additional migrations over above the 

migration run rate that would be anticipated to occur over the charge 

control period anyway); and 

 

c) BT may use the credit to fund discounts on the services upon which it is 

more reliant or where it faces greater levels of competition. For example, 

BT purchases relatively more WES than BES so may provide larger 

incentives for migration from WES to EAD. 

 

46. The combination of the incentive on BT to migrate customers more quickly to 

newer products and allowing BT to recover all its forecast migration costs 

suggests that the migration credit is too high. Furthermore, it will exacerbate the 

issues that arise from the broad charge control basket in that BT will have further 

flexibility to focus price discounts in such a way as to favour its downstream retail 

operations. 

 

47. Given the above, Ofcom should reconsider whether any migration credit is 

required at all and, if so, whether the appropriate value is lower than the full cost 

of migrations (£43m). In addition, were it to continue to apply a migration credit, 

Ofcom may consider it appropriate to provide guidance as to how BT should 

apply incentive discounts in a non-discriminatory manner.  

 

 

 

                                                 
19  §A5.237, LLCC, Ofcom. 
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(e) An efficiency factor should be applied to CAPEX 

 

48. An RPI – X charge control typically includes allowance for forecast reductions in 

costs over the charge control period.  Such cost reductions may arise due to 

savings in operating expenditure (“OPEX”) and/or capital expenditure (“CAPEX”). 

 

49. In the proposed charge control for the Ethernet basket, Ofcom proposes to depart 

from its normal charge control method and apply an efficiency factor only to 

OPEX.  Ofcom argues that its MEA approach obviates the need to apply any 

efficiency factor to CAPEX20,  Ofcom’s rationale for this approach is as follows: 

 

“Aspects relating to efficiencies in capex are already taken into account 

through our use of the MEA approach and asset price changes: 

 

 Our MEA approach to modelling Ethernet services involves 

assumptions on the use of the most efficient available technology to 

deliver the services in question. Under this approach, we propose to 

shift our modelling of costs from being based in the costs of legacy 

services to being entirely based on the costs of new Ethernet 

services; and 

 

 Our asset price changes take account of changes in the valuation of 

certain assets such as copper and duct.”21 22 

 

50. Sky considers that Ofcom is incorrect to not apply any efficiency to CAPEX for 

three reasons: 

 

a) First, it implicitly assumes that the newer Ethernet products are the MEA by 

the end of the charge control period, not now. However, Ofcom does not 

ascribe to this view elsewhere when justifying its MEA-based approach. The 

newer Ethernet products have been available for some time and have 

already been sold in large volumes. It is clear that they are the MEA today, 

not in three years’ time; 

 

b) Second, frontier shift efficiency is continual so that what is seen as the MEA 

today will no longer be efficient in the future; and 

 

c) Third, Ofcom’s approach incorrectly assumes that BT’s CAPEX related to its 

newer Ethernet products is the most efficient (i.e. there is no further ‘catch-

up’ required).  

 

                                                 
20  In recent years, BT and, specifically, Openreach has achieved efficiency levels considerably higher than the 

level proposed for this charge control. We also note that, while Ofcom has redacted BT’s own efficiency 

forecasts, they appear to be higher than the level proposed by Ofcom. As such, there is a case for Ofcom to 

select an efficiency factor nearer to the top of its range (2% - 5%) as opposed to the mid-point. 

21  §6.158, Ibid. 

22  Clearly, copper asset price changes have no bearing on the Ethernet services basket as the relevant Ethernet 

products are provided on fibre only. We assume this is an error in drafting by Ofcom. 
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51. Accordingly, we consider that Ofcom should apply an efficiency factor to CAPEX as 

well as OPEX. 

 

(f) Treatment of geographic discounts in starting prices 

 

52. While Ofcom (correctly) proposes to exclude geographic discounts from counting 

towards compliance with the charge control, it is also proposing to include 

current geographic discounts offered by BT in its calculation of starting prices. 

The level of starting prices dictates the required level of price reductions over the 

charge control period. 

 

53. In rejecting the inclusion of geographic discounts when assessing charge control 

compliance, Ofcom argues correctly that: 

 

“..any such discounts would need to be self-financing – for example, by the 

increase in customer volumes such discounts may generate.”23 

 

54. Ofcom explains that, should current geographic discounts be excluded from 

starting prices and those same discounts were to continue throughout the charge 

control period, then there would be a risk that BT would earn returns below its 

cost of capital. This is because the required reduction in prices would have been 

calculated by reference to gross prices, not the net prices that BT was actually 

charging after discounts. To glide gross prices to forecast costs (Fully Allocated 

Costs, “FAC”) at 2015/16, prices would need to fall by further than they would in 

order to glide net prices to FAC. 

 

55. By including current geographic discounts in starting prices, the value of “X” is 

reduced (i.e. the glide path is flatter and required price reductions are smaller). 

As Ofcom highlights24, a weakness with this approach is that, should BT remove 

(or reduce) these discounts during the charge control period without materially 

affecting volumes, then it could earn more than its cost of capital. However, 

Ofcom considers the risk to be limited because, in part, it assumes that the 

geographic discounts in place are beneficial to BT so that it will have an incentive 

to maintain them. 

 

56. While noting some of the benefits associated with Ofcom’s approach, Sky 

considers that the risk of BT removing discounts during the charge control period 

may be higher than Ofcom asserts. Ofcom’s assumption that BT will have an 

incentive to maintain its geographic discounts because they are “aimed at 

increasing demand and generating higher revenues or are in response to geographic 

competition”25 is based on an incorrect view that the case for applying discounts 

is static when, in fact, it is likely that conditions will alter over the course of the 

charge control period such that the discounts may no longer change demand and 

revenues in the same way as the intensity of competition fluctuates. 

 

                                                 
23  §4.127, Ibid. 

24  §4.138, Ibid. 

25  §4.142, Ibid. 
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57. In Sky’s view, it is unreasonable to assume that the current suite of geographic 

discounts will remain in place unaltered through to 2015/16.  

 

58. A further risk that arises from Ofcom’s approach is that, if BT concluded that 

Ofcom would include any geographic discounts in its calculation of starting prices 

in subsequent charge controls, then it could introduce temporary discounts just 

prior to the base year and then remove (or reduce) those discounts shortly after 

the charge control period starts in order to earn higher returns. 

 

(g) Prior year weighting vs. current year weighting 

 

59. Ofcom is adopting a prior year weighting mechanism to the charge control. 

Weighting mechanisms are used to calculate how the price changes for individual 

services within a basket contribute to the overall aggregate price change across 

that basket and, hence, whether prices were compliant with the charge control. 

Under prior year weighting, each service within the basket is given a weight that 

is calculated by reference to the proportion of total basket revenues that are 

generated by that service in the previous year.  

 

60. An alternative to prior year weighting is to use current year weighting whereby 

the weight given to the price changes for an individual service within the basket 

is based on the proportion of basket revenues that that service generates in the 

current year.  

 

61. Current year weighting is superior theoretically because it ensures that the 

weighting given to price changes for a service within the basket in any year 

properly reflects the contribution that service makes to aggregate basket 

revenues in the same year. The weakness with prior year weighting is that the 

weights from the previous year may no longer be reflective of the basket revenue 

contribution that service makes in the current year.  

 

62. This weakness with prior year weighting becomes more significant if the change 

in basket revenue contributions is both large and predictable (as is the case with 

the Ethernet basket where there is a structural shift in demand from legacy 

Ethernet to the modern equivalents). In these circumstances, the regulated firm 

will be aware that the price changes it applies to a service will be given a (prior 

year) weight which will not reflect its current contribution to aggregate returns.  

 

63. On the other hand, where the shares of basket revenues which are attributable to 

each service within that basket are relatively stable from year to year, then this 

weakness of prior year weighting is less important. In fact, prior year weighting 

under these conditions may be preferable because the weights are known earlier 

in the current year so that the regulated firm can plan some of its price changes 

with more certainty that it will comply with the price control. With a current year 

weighting mechanism, however, there will have to be an end-of-year 

reconciliation to ascertain the actual weights and a subsequent ‘truing up’ to 

amend prices further. 

 

64. Where the contribution each service makes to the overall basket revenue is 

expected to change significantly each year and where that change is predictable, 
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it would be inappropriate to use prior year weighting. Under such conditions, 

prior year weighting would allow BT too much scope to earn excessive returns by 

applying relatively larger price reductions to services which are in decline and 

relatively smaller reductions to services which are growing.  

 

65. In the case of the Ethernet basket, there is a predictable and large scale 

migration from legacy services to new ones. While noting that BT’s incentive to 

apply larger price reductions to services in decline will be tempered by its 

incentive to migrate customers more quickly to newer growing services, Sky 

considers that Ofcom should use current year weighting in this instance. 

 

C. REMOVAL OF THE REQUIREMENT THAT CHARGES ARE COST ORIENTATED  

 

66. Ofcom has proposed that the current requirement that BT’s charges for leased 

lines must be cost orientated should be removed. 

 

67. Sky is profoundly concerned by this proposal.  Ofcom’s principal justification is 

that the price control is sufficient to protect Openreach’s customers from 

overcharging26.   This proposition appears to have no regard at all to the fact that 

Ofcom has found that BT has set excessive charges for services within the 

previous AISBO basket charge control.  Of the eight full years that the cost 

orientation remedy has been in place, Ofcom provisionally has concluded this 

year that BT has breached it for six of those years27, most recently in 2010/11. 

There is, therefore, clear, reliable evidence that a broadly specified charge 

control is not sufficient to protect customers from overcharging by BT. 

 

68. Ofcom does not explain how the new control will be any better at preventing 

excessive charging than the current control (where overcharging has occurred). 

In fact, as we point out above28, the new basket is broader and Ofcom itself 

considers that both the new and current controls are similar: 

 

“Our proposed basket structure for Ethernet services is similar to the one 

currently in place (see Table 6.2 below). The LLCC 2009 also incorporated a 

relatively broad basket with a number of sub-caps.” 

 

69. Sky notes that the RPI – RPI sub-cap cannot prevent excessive pricing, it can 

merely ensure that prices do not rise in nominal terms. 

 

70. In short, there are compelling grounds for the view that a cost orientation 

remedy should be retained. 

 

 

                                                 
26  §1.16, Ibid. 

27  Provisional Determination of a dispute between Cable & Wireless and BT about BT’s charges for Ethernet services, 

23 February 2012, Ofcom - http://stakeholders.ofcom.org.uk/binaries/consultations/prov-deter-cw-bt-

ethernet/summary/provisional-condoc.pdf. Draft Determinations to resolve disputes between each of Sky, 

TalkTalk and Virgin Media and BT regarding BT’s charges for Ethernet services, 9 February 2012, Ofcom - 

http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet-services/summary/Ethernet-services.pdf.  

28  §19. 

http://stakeholders.ofcom.org.uk/binaries/consultations/prov-deter-cw-bt-ethernet/summary/provisional-condoc.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/prov-deter-cw-bt-ethernet/summary/provisional-condoc.pdf
http://stakeholders.ofcom.org.uk/binaries/consultations/ethernet-services/summary/Ethernet-services.pdf
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D. INTERIM PRICING 

  

71. The previous leased line charge control expired before the new one started. BT 

has made voluntary pricing commitments for the interim.  This is not the first 

time that a new charge control has not been implemented in time. The current 

LLU and WLR charge controls commenced a year after the end of the previous 

controls29. 

 

72. The EU Framework requires that market reviews are now conducted every three 

years as opposed to four30. This puts further pressure on Ofcom to implement 

new charge controls in a timely fashion. Should Ofcom continue to maintain the 

practice of fully reviewing markets, running charge control consultations 

sequentially thereafter and then imposing definitive end-dates to those charge 

controls, it is highly probable that there will be more instances where 

communication providers and consumers are left in a regulatory lacuna where 

there is no formal protection from excessive pricing in the interim. 

 

73. During the LLU and WLR charge control consultation phase, it was apparent that 

the interim pricing was higher than would have been the case under the 

proposed charge control.   

 

74. Sky recommends that Ofcom explores other options for ensuring that there is 

always regulatory protection on pricing once a charge control expires (on the 

assumption that a new one is expected to commence sometime afterwards). 

 

75. Maintaining a cost orientation remedy would provide some protection during the 

interim31.  Further, Ofcom could consider whether it has the flexibility to impose 

open-ended charge controls that remain in place until the next one is ready to be 

implemented. As a charge control is designed to glide prices to forecast FAC at a 

specific point in time, some consideration would need to be given to how the 

charge control could operate beyond this point. There are a variety of options to 

consider including: 

 

a) Price freezes (or RPI – RPI); 

 

b) Continuation on the glide path i.e. apply the same annual aggregate price 

reductions as were required in the final year of the control; or 

 

c) Only apply the efficiency factor to costs (effectively ignoring all other factors 

such as volume effects). 

 

76. A further option could be that Ofcom and BT agree voluntary pricing 

commitments that are more reflective of the latest information on costs and their 

                                                 
29  Charge control review for LLU and WLR services – Statement, 7 March 2012, Ofcom - 

http://stakeholders.ofcom.org.uk/binaries/consultations/wlr-cc-2011/statement/statementMarch12.pdf.  

30  Article 16 of the Framework Directive (as amended). 

31  However, basing cost oriented prices on Distributed Standalone Cost (“DSAC”) could result in aggregate 

prices being too high across a basket of services absent a charge control. Fully Allocated Cost (“FAC”) would 

be a more appropriate benchmark under those circumstances. 

http://stakeholders.ofcom.org.uk/binaries/consultations/wlr-cc-2011/statement/statementMarch12.pdf
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likely trajectory over the next charge control period. This information would be in 

the public domain already as part of Ofcom’s charge control consultation process 

and could be viewed as the best available data at the time.   

 

77. Moreover, we note that Ofcom, under the proposed obligation for BT to provide 

network access on reasonable request on fair and reasonable terms, explicitly 

excludes ‘charges’ from the requirement. Even if there were no lacuna between 

charge controls, Sky can see no justification for excluding charges from this 

condition. Their omission would effectively signal that BT’s charges need not - or 

are not expected to – be fair and reasonable, which would appear at odds with 

the identified risks of BT’s Significant Market Power and, hence, the basis for 

imposing condition in the first place.  However, the likelihood that there will be  

further periods where charge controls have lapsed and the next ones have yet to 

start merely reinforces the case for explicitly including charges in the condition. 

 

E. MARKET DEFINITIONS 

 

78. While Sky considers that Ofcom over-emphasises32 the significance of the 

equipment cost differential that, in part, informs its position that there are 

separate AISBO and MISBO markets33, Sky’s main concern with Ofcom’s approach 

is that the MISBO market definition ‘overlaps’ with AISB0 so that it is not 

apparent whether or not identical leased line Ethernet services would fall into 

both markets. Specifically, Ofcom’s approach to product market definition is such 

that it remains unclear exactly how ‘single service Ethernet’ products delivered 

over WDM will be regulated.  

 

79. Ofcom defined MISBO as: 

 

“services with bandwidth greater than 1Gb/s, and services of any 

bandwidth delivered with WDM equipment at end-users’ premises.”34  

(Emphasis added)  

 

80. Ofcom also proposes to apply a charge control remedy to only a subset of MISBO 

services described as ‘single-service Ethernet products’ which it states is: 

 

“a charge control limited in scope to single-service Ethernet products only, 

and excluding services delivered with WDM equipment at the customers’ 

premises.”35 (Emphasis added) 

 

                                                 
32   §3.235 – 3.242, BCMR, Ofcom.  

33  Sky considers that 10Gb/s optical equipment costs are likely to be around five times higher than 1Gb/s 

equipment (not nine times as alleged by Ofcom). Moreover, because both optical and Ethernet equipment 

costs are falling while the other circuit cost elements (duct, fibre, labour and so on) are not, the role 

equipment costs play in the overall circuit cost differential is less important. Therefore, there is a less-

pronounced step-change in the overall cost of >1Gb/s circuits compared to lower bandwidths, thus, 

indicating a broader product market definition than proposed by Ofcom. 

34  §1.14 Ibid.  

35  §12.75 LLCC, Ofcom.  
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81. However, EBD is a backhaul service which is WDM-based but also appears to be 

single-service Ethernet. Ofcom, correctly, included EBD within the scope of the 

proposed charge control condition36 but there remains a continuing lack of clarity 

over whether it would fall properly into the category of ‘services delivered with 

WDM equipment at the customers’ premises’ (in this case, the LLU operator’s co-

mingling area in a BT exchange). 

82. Sky recommends that Ofcom, in its final statement and in addition to the legal 

instrument itself, makes it clear that EBD is a single-service Ethernet product 

and, as such, is intended to be included within the Ethernet charge control.  

 

Sky   October 2012  

                                                 
36  Page 156, Section 2, Annex to Condition 5.3 Controls of the Ethernet Services Basket, Leased Lines Charge 

Control, LLCC, Ofcom. 


