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1.  Executive summary  

 
BT has a number of comments on Ofcom’s revised proposals for Points of Handover (POH) prices. 
These mainly reinforce the view from our March response that the use of a bottom up model 
significantly underestimates actual costs incurred and demonstrates that such models are highly 
dependent on the assumptions made. This contrasts with the use of published, activity based costs 
prepared on a FAC basis which are consistent with those used by Ofcom to set other charges 
controls.  For example: 
 

• We show that the proposed two thirds reduction in support costs (compared with the January 
consultation) seriously underestimates costs.  This is true in comparison to costs actually incurred 
and compared with other reasonable methods for calculating support costs.  

• Engineering costs have been underestimated as Ofcom has focused only on direct costs with no 
allowance for supervision, training or leave.  Within the bearer maintenance costs, no allowance 
has been made for the cost of repairing damaged fibre, nor for any of the cost of stores and 
materials used in maintaining the bearer. 

• The network management cost estimates are based on taking the final data point of a time series 
rather than the conventional approach of taking an average. This artificially depresses costs and 
is not sound practice. 

Ofcom also proposes shifting from using a nominal to a real Weighted Average Cost of Capital 
(WACC). Yet all the costs in the model are in nominal terms and such a shift would be inconsistent 
with Ofcom’s approach in its other charge controls to treat variables consistently either in nominal or 
real terms. We do not think the proposed approach is methodologically sound.  

Correcting for these amendments coupled with our other comments in this response would take 
prices to at least the top of Ofcom’s range, with recovery of costs of £3.4m representing the absolute 
minimum. BT should also be free to set prices to comply with its RPI-X cap within the existing 
constraints and sub caps.  There is no need to add another sub cap for POH services.  

We support a number of other Ofcom proposals, including price increases and decreases being made 
simultaneously. There is no justification for an asymmetric approach to price changes which would be 
disproportionate and discriminate in favour of certain players. We also welcome Ofcom’s correction of 
a number of errors in the previous model and consultation.  

The remainder of this document responds to Ofcom’s consultation questions. 
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2   Responses to Ofcom’s consultation questions 

Q1: Do you agree with our revised proposals for the capital costs, in particular the annual rental 
charges for duct and fibre? If not, please explain why and provide alternative data.  

 
We believe that there are key areas where Ofcom has underestimated capital costs including the 
annual rental charges for duct and fibre.  
 
• The maintenance costs of the bearers appears to focus solely on the cost of reinstating and 

repairing the duct, but does not consider the costs incurred in repairing the fibre within the duct.  
There are therefore a number of activities and costs which are missing from the estimation of the 
bearer maintenance costs, including: 

o Customer service support and engineering effort expended in locating the fault within the 
bearer. (These costs would normally be included in the support costs, but Ofcom’s 
estimate appears to include product management costs only). 

o Opening up the relevant cable joints, removing the damaged section of fibre, and 
replacing the section with new fibre.  This will require the opening of at least two joints 
within the fibre cable, the removal of the section of damaged cable, the re-splicing of the 
new fibre and the testing of each fibre.  Damaged access fibre is likely to require 
complete replacement. 

o The stores cost of the replaced fibre and duct. 

o Where there is a fault in the access fibre end, a new blown fibre will need to be provided. 

o The cost of the travelling to attend to the fault (both in terms of labour time and the travel 
cost itself). 

• BT’s data shows that, if only direct costs associated with fibre maintenance are included, the 
direct incremental costs of fibre maintenance are around 80% of the depreciation cost.  Indirect 
costs amount to a similar amount, meaning that BT’s estimate of the fibre maintenance costs 
includes only around 50% of the fully allocated cost of this activity, a figure that is consistent, if not 
more conservative than Ofcom’s estimate of other costs as a proportion of FAC.  Ofcom’s cost 
estimate for the maintenance of the spine fibre used to provide CSH and ISH is therefore 
considerably under-estimated due to the failure of the bottom up cost model to identify all the 
relevant costs incurred in maintaining the fibre bearers.   

• Ofcom should also continue to use a nominal WACC rather than shift to using a real terms 
WACC. This is explained more fully in our response to question 4.  

 
Q2: Do you agree with our revised approach and estimates for the operational costs, in particular the 
network management costs associated with POHs? If not please explain why and provide alternative 
data.  
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We have a number of comments on Ofcom’s estimates of operational costs: 
 
• Basing the estimate of network management costs on the last year in a time series is not a sound 

approach. BT provided 3 years’ worth of data on the percentage of operational costs represented 
by network management and Ofcom has taken the last data point rather than the average based 
on a ‘hunch’ by other CPs that a figure of 23% is too high. As Ofcom says “No CP has been able 
to provide a robust alternative estimate of the level of purely incremental cost.” We don’t think 
such an approach is good regulatory practice. In the absence of evidence from other CPs, Ofcom 
should use the accepted approach of using an average.    

• By using £55 as the hourly engineering rate, Ofcom has estimated direct costs only and made no 
allowance for overheads such as supervision, training or leave entitlements. This typically 
reduces the number of days an engineer is able to work in the field from 250 days per year to 200 
days per year, which increases the unit cost by a factor of 20%.  A further adjustment is needed to 
allow for employees’ National Insurance and pensions contributions which increases the total 
hourly cost. BT maintains that the cost included by Ofcom is considerably lower than the external 
benchmark cost in BT’s price list for comparable work and is therefore an under-estimate of the 
true cost incurred.   

Q3: Do you agree with our revised estimate for the support costs associated with POHs? If not please 
explain why.  

No, we disagree with Ofcom’s proposal to cut the number of FTEs by two thirds from three to one as 
this is not supported by the evidence. In response to the consultation, two CPs commented that they 
thought support costs equivalent to 3 FTEs was too high, but this was not accompanied by any 
evidence.  

In BT’s experience, SG&A costs are  frequently observed to be around 10% of turnover. For POH, 
this would amount to £300k to £400k, consistent with Ofcom’s original January estimate. Ofcom 
appear to have included only the costs of product management, with other costs not considered.  
These other costs include: 

• Sales and Account Management costs 

• Customer service, including: 

o Fault handling 

o Provisioning 

o Cessation 

o Migrations and re-designation 

o Other customer support 

• Billing including invoicing, cash collection and dealing with billing queries 

• Commercial finance 

• Legal  

• Regulatory costs, and 

• Systems development costs. 
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There are virtually no benefits of economies of scale in these activities as many of these costs are 
event driven or driven by the number of different products on the price lists which require activity to 
adjust on an annual basis.  Each entry on the price list requires a similar amount of work to update it, 
so this activity is typically driven by the number of price list entries.  A large proportion of the PPC 
price list relates to Point of Handover services. 

There are other management support costs aside from the direct costs incurred when e.g. making 
prices changes to Points of Handover. For example: 

• Sales and product managers meet with customers’ forums and bi-laterally with some customers 
to explain changes and obtain product development feedback. 

• Management accounts are prepared for PPCs including POH by the commercial finance team. 

• Compliance with charge controls is established and reported to Ofcom. 

• Regulatory Financial Statement entries are produced and systems updated to incorporate 
changing requirements, methodologies for allocating costs are developed and maintained.   

• Product developments are considered by virtual teams of BT Design, Network Planning, Systems 
development, billing and Customer Service people. 

Additional effort is required to manage the regulatory and legal aspects of POH. In the past few years 
there have been Charge Controls, Market Reviews, additional consultations on 155M PPCs and POH, 
PPC Disputes and CAT appeals. Whilst this may have been an unusually high period of activity, an 
estimate of 3 man years across the various BT departments would be appropriate, even in more 
‘normal’ times.  In part this reflects the high number of POH or POH related prices that appear on the 
PPC price (e.g. POH third party equipment prices).  

Importantly, Ofcom has taken no account of the impact of the new set of POH products on the volume 
of activity and hence support costs. In response to the changes in POH prices, CPs may re-optimise 
their POH estate and migrate circuits in order to optimise their network costs.  (Indeed this was a key 
purpose behind restructuring the POH service set to ensure the right economic incentives were in 
place to optimise the POH infrastructure). In addition, company mergers trigger migrations and 
changes to the estate which require account management, billing, customer service and other support 
activity. In the light of the above, a figure equivalent to 1 FTE is a significant and serious 
underestimate of the total cost.  BT maintains that Ofcom’s earlier estimate of £300k pa is reasonable 
and consistent with BT’s experience of the level of support costs in other areas.   If the current level of 
activity around PPC Points of Handover seen over the past two years were to continue, the resource 
requirement would be considerably more than this. 
 
Q4: Do you have any additional comments on our cost estimates and modelling approach? In 
particular do any of our proposed changes to the modelling alter any previous response you provided 
to the January Consultation on any issues not raised directly in this consultation?  

On the first part of question 4, we do not agree with Ofcom’s proposed switch to using a real terms 
WACC in place of a nominal one as this is not correct methodologically (paragraphs 2.85 and 2.86 of 
the consultation).  All of the costs within Ofcom’s model are based on outturn or nominal costs as 
currently experienced.  In order to provide a return to providers of finance, the nominal WACC 
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multiplied by the mean capital employed ensures that sufficient returns are generated to reward 
providers at the appropriate rate.  As the charges set here are to apply for one year only, from 1 
October 2011 to 30 September 2012, a nominal WACC needs to be used. To do otherwise risks too 
low a level of cost being recovered to provide an adequate return to providers of capital. 

The argument that inflation is already allowed for through the RPI does not stack up as all price 
controls, such as the Network Charge Control, Leased Lines Charge Control and forthcoming 
Wholesale Broadband Access charge control, are in of the form ‘RPI-X’, but in each case variables 
are treated consistently as either in real or nominal terms.  The impact of inflation is that the 
“observed” holding gains are much higher than they would otherwise have been.  This reduces the 
observed CCA costs as holding gains are treated as a negative cost.  However, the reduction in the 
CCA costs due to the impact of inflation must be offset by using the nominal cost of capital when 
calculating ROCE.  (If assets are increasing at the rate of inflation, this is a zero gain in real terms, but 
shows as a negative cost in the (nominal) CCA costs.  A nominal WACC must therefore be used to 
calculate the ROCE).   

Alternatively, if the CCA holding gains and losses are calculated in real terms, an asset price increase 
at the rate of inflation would give a zero holding gain in (real terms) CCA costs, meaning that the 
ROCE should be calculated using the real terms WACC.  Either way generates the same answer, 
provided that both the holding gains/losses and the WACC applied are calculated consistently.  This 
ensures that the total return to shareholders equals the sum of the increase in the value of assets and 
the return on capital employed.  For example, if an asset has a value of £100 and WACC is 10% in 
nominal terms but inflation is 3%, this reduces the real terms WACC to 7%.  It makes little difference if 
a (nominal) holding loss of nil is combined with a WACC of 10% of £100 = £10 is used as the total 
cost, or if the Real Terms figures of a holding loss of 3% of £100 = £3 is then added to the Real 
Terms WACC of 7% of £100 = £7.  The total cost in the real terms calculation (£7 + £3) is the same 
as the nominal calculation.  However, when using a real terms WACC calculation it is essential to 
ensure the cost base includes the impact of the loss in the real terms carrying value of the capital 
employed.  To do otherwise would reduce returns to an unsustainable level.  In the Point of Handover 
bottom up cost model, no consideration has been given to holding gains and losses, meaning that 
assets are being treated as having a constant value in nominal terms.  Thus, to ensure consistency, 
either the nominal WACC must be used or an allowance made for the real terms holding loss that 
results from the erosion of the real terms value of the capital base caused by inflation.  

BT cannot see how Ofcom’s approach in Points of Handover could be argued to be consistent with its 
approach to other charge controls, which is at odds with the principle of consistency enshrined in 
Ofcom’s Communications Act duty in section 3(3)(a) of the Act. Considering that there is no 
adjustment for the reduction in real terms of the carrying value of the assets, the annuity calculation 
must use a nominal terms WACC rather than a real terms WACC.  

BT’s comments on the derivation of the cost of capital were submitted to Ofcom in May.  

On the second part of question 4, we stand by the points we made in our response to January’s 
consultation about the use of a bottom up model. In short: 
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• Bottom up models invariably omit some costs and therefore risk introducing error and downward 
bias. It’s not possible to itemise all items of costs in a bottom model, e.g. pensions, vehicles, 
supervision, company policies etc.  

• Bottom up models rest on the premise that there is an absolute level of costs attributable to a 
product. But there is no absolute level of costs. In any business, costs vary and move around 
from year to year.  

• If the common costs of Points of Handover are not recovered through POH charges, they will 
have to be recovered through other products or services which could create distortions 
elsewhere. 

By contrast, use of a FAC model is a widely understood concept and has been adopted in many 
previous price controls. These costs are consistent with those used by Ofcom to set the leased lines 
charge control so ensuring consistency across the regulated product base. Using activity based costs 
also ensures that competition is not founded on special protection for a particular type of entrant, or 
service user, and hence is likely to be superior for dynamic efficiency. 
 
Q5: Do you agree with our proposal to remove the phasing for Type II POH charges and to introduce 
both charges concurrently from 1st October 2011? If not, please explain why.  

Yes. The prices changes should be made at the same time. By contrast, an asymmetric approach to 
changing prices would be disproportionate and discriminate in favour of certain players. There was no 
evidence that PPC operators who have both Type I and Type II POHs would be worse off from the 
proposed price changes, removing the risk of bill shock. Yet some would have gained more than 
others. Hence by delaying price increases, certain operators would have been handed a competitive 
advantage by Ofcom. 

 
Q6: Do you agree that BT should not be allowed to exceed the Type I and Type II POH charge levels 
proposed by Ofcom during the period between 1st October 2011 and 30 September 2012? 

No. BT should have freedom within the regulated price control baskets to set prices consistent with 
those constraints.  The changes to prices mandated on 1st

 

 October 2011 should count towards the 
basket requirement for the 2011/12 charge control year.  These charges will be subject to existing 
sub-caps so there is no need to include an additional price constraint over and above those already in 
operation.  


