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Myth 1: ‘Prices are falling’ 
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Prices are falling according to BT 
 
 
 
 
 
 
 
 
 
Source: BT regulatory teach-in April 2014, ONS data 

Prices are rising only in the UK – according to Eurostat 
 
 
 
 
 
 
 
 
 
 
Source: Eurostat, Telecommunications CPI 

Line rental has hit the least well-off: 10% inflation 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: BT 

…BUT: 
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Myth 2: ‘Prices are the lowest in Europe / USA’ 
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Source: BT investor day, May 2013 

UK prices are not exceptional 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Redburn, company data 

…BUT: 
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Myth 3: ‘Speeds are amongst the highest’ 
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Ofcom claims speeds are high: percent of lines above 30Mbps 
 
 
 
 
 
 
 
 
 
 
Source: Ofcom December 2013 

The UK has no Fibre To The Home 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: FTTH Council  February 2015 

London is only just better than Minsk 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: House of Lords Select Committee January 2015 
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Myth 4: ‘We invested £3bn in the teeth of the 
recession’ 

0

20

40

60

80

100

120

140

Q1 FY14 Q2 FY14 Q3 FY14 Q4 FY14 Q1 FY15 Q2 FY15 Q3 FY15 Q4 FY15

£m

Taxpayer subsidies to BT (accrued, not cash)

… while BDUK subsidies to BT are annualising >£400m pa 
 
 
 
 
 
 
 
 
 
 
 
 
Source: BT 
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… nor does Group capex… 
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Myth 5: ‘We are bringing down the cost of football’ 

Cost of EPL rights vs NFL 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: EPL, NFL 

• At least a prima facie case that Openreach cash flow is backing bids of £1bn+ pa 
for EPL to force Sky – and consequently consumers – to pay more 

• ITV and other bidders have to be far more constrained in their bidding 
• This strengthens the argument to separate the infrastructure arm (currently 

subsidised) from the retail facing arm 
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The problem with Openreach 



9 Important notice: see regulatory disclosures at the end of this document. 

The problem with Openreach 

• Openreach is a regulated utility with a RAB of £11-13bn. It generates EBITDA of 
£2.5bn with capex of £1bn: this looks like a cash return on capital of 10%! 

• Investment levels, despite BT’s claims, have been flat to down since FY09 
• The UK lags on fibre investment. At 30Mbps the picture looks good, at 

100Mbps+ it looks very poor 
• Variability of provision is a problem, and is due to use of copper upgrade 

technologies as a ‘cheap fix’ 
• Utility regulation for a stable, geographically even service needs to be 

implemented 
• Combination with BT Retail creates need for highly complex “margin squeeze” 

tests 
 

“When Ofcom was established, access to a reliable internet connection or mobile 
phone was a ‘nice thing to have’. Now ...it has become a necessity in the same way as 
gas or electricity or running water.” Sharon White, CEO Ofcom, 15th June 2015 
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Openreach is currently intentionally over-
compensated 
• Openreach is given a higher asset value to incentivise infrastructure competition 

(the ‘Modern Equivalent Asset’ basis) 
• In water and other utilities no-one wants parallel networks to be built 
• The difference in regulatory values is startling in water in particular 
• Openreach is earning an excessively high return on an over-stated asset base 
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Source: Ofwat FY06 
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Openreach is a utility (almost) like any other 
Openreach Mean Capital Employed 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: BT Regulatory Financial Statements FY14 

• In simple terms Mean 
Capital Employed times 
WACC gives NOPAT 

• Backing out operating 
costs gives key wholesale 
prices such as ULL (aka 
MPF) 

• VDSL (BT calls this ‘fibre’, 
brand name ‘Infinity’, 
wholesale product ‘GEA’) 
is currently outside 
regulation until at least 
2017  
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The UK post Openreach separation 
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• 30 years after privatisation the UK 
industry remains unbalanced 

• BT / EE will accentuate this scale problem 
• Openreach separation would do a great 

deal to rebalance the industry and ensure 
greater competition, and remove “margin 
squeeze” issues 

UK opFCF FY15 / 2014 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Redburn, companies 

UK opFCF FY15 / 2014 without Openreach separation 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Redburn, companies 

UK opFCF FY15 / 2014 with Openreach separation 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Redburn, companies 



13 Important notice: see regulatory disclosures at the end of this document. 

Technology issues: G.Fast or FTTH? 
• G.Fast may be better than we 

expected: works over 300m+ 
• Will give much improved service at 

very low cost to 50%+ of the 
population 

• However: 
• 20-40% will see no benefit at all 

and uniformity of service will 
become a political objective 

• Costs to operate copper networks 
are far higher in the long run 
(10pp+ off EBITDA margin) 

• Ofcom has a role to decide how to 
compensate copper-based versus fibre 
network evolutions 
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Source: Redburn 

Impact of retaining longer loop lengths on cost 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Redburn, Alcatel 
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Time for BT to negotiate? 
• The arguments against separation are weak: 

• ‘Investment coordination’. The idea the Openreach can only invest with 
BT Retail as an anchor tenant has no basis in economic theory. Airports, 
energy extraction and software are not vertically integrated and have 
enormous investment needs. In fact other ISPs are more likely to contract in 
advance with a separated Openreach. (Cf. Cave & Doyle, Contracting 
Across Separated Networks in Telecommunications) 

• Ownership. There would be a heightened risk of foreign ownership of 
Openreach, though this has not been a concern in other areas of the 
economy. 

• Pension fund. Cable & Wireless split its pension fund between CWW and 
CWC according to the employment history of each member. 

• The arguments in favour of negotiation are very strong:  
• Load pension liabilities into Openreach. A £100bn nominal liability. 
• Amend regulation to include a ‘duty to finance’ as in other utilities 
• Avoid inclusion of EE assets in the new Openreach 
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Two other issues to consider 
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Two other issues to consider 

• Quality. Broadband is subject to quality variability we would not accept in other 
utilities. New network builders are thin on the ground. 
• Should Ofcom organise a “concession area” approach for new fibre builds 

giving certainty of no overbuild in return for 100% coverage obligations? 
• Should Ofcom learn from Arcep in France on dense, less dense and non 

dense fibre regulation? 
• What action should Ofcom take on “predatory overbuild”? Should 

Openreach be forced to publish upgrade plans 5 years in advance? 
 

• Consumer welfare. “Opt-out” charges have been introduced for voicemail, BT 
Sport. Consumers took these services on the basis they were free, but are not 
asked for permission before charges are added to the bill. 
• Should “opt-out” charging approaches be banned? 
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Other considerations for BT 
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BT Consumer: pregnant with opportunity 

• Our earlier negative view on BT Consumer was based on excessive resale 
margins (25%) compared to Centrica (10-15%) despite very stable wholesale 
input prices 

• We now focus more on the market share and TV opportunity 
• BT Consumer’s major asset is its relatively low market share (32% vs 40-50% 

for other incumbents) which gives it regulatory cover while operating with 
enough scale 

• Bell Canada exclusive content to fixed and mobile access products is an 
intriguing strategy. Using content (small market, low cost relative to telco 
businesses) to drive access (very large market, highly operationally geared) 
makes a great deal of sense. 
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BT Sport Europe could generate a lot of cash 

• Unlike the first BT Sport 
launch, BT Sport Europe does 
not rely on broadband share 
gain 

• Existing customers paying, or 
more Sky customers buying the 
channel will drive break-even 

• However this does not mean 
broadband share gain will not 
also occur: BT is able to price 
very close to TalkTalk  

• Delia Bushell (ex Sky Italia) is 
creating a credible low cost 
exclusive content platform, 
sold ‘free/free’ (TV/Sport) 
 

Variable Value (£m) Comment 

2.5m customers pay £5pm 125 3m BT broadband (out of ~7m BT brand customers) take ‘free’ BT Sport. We 
assume 0.5m will call to opt out 

Virgin pays more 40 We estimate Virgin Media currently pays £80m for EPL matches from BT. The 
value of Champions League could in reality double this but we are more 
conservative 

Sky customers pay more 30 0.5m Sky customers currently pay £13.50 for BT Sport. We expect this price to rise 
to include CL 

Pubs and clubs incremental 20 We assume £20-30m already for EPL 
Advertising 10 High value games, could be greater 
Total ex new Sky payers 225  
New Sky payers 1m 216 Of 6m Sky Sports subscribers, we assume a further 1m will choose to buy BT Sport 

to see CL games at £18 ex VAT 
Total 441  
CL rights (300) £897m cost quoted for 3 years; BT has unfortunately hedged the cost 
CL production and marketing (30)  
Pre-tax incremental profit 111  

 

Source: Redburn 
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Global Services and BT Business: as good as it gets? 
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Source: Redburn, BT 

• Can BT enunciate the competitive advantage of Global Services? 
• Parts are simply communications services for large corporate 
• Parts belong elsewhere – T-Systems? 
• BT Business suffers from excess margins (32% EBITDA) and a high market share, 

coupled with ongoing IP deflation 
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Pension fund 

• Payments to pensioners peak at >£2.5bn in mid 2020s 
• Around £44bn of assets must grow to pay £100bn nominal of liabilities, while 

paying out £1.5bn+ in the near term 
• Size relative to equity / enterprise value has shrunk but still highly material 
• Rising rates would reduce deficit, depending on short term impact on assets 
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BT contributions to the pension scheme 
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RECOMMENDATIONS 

      Redburn argues that the stock price will rise by at least 15% over one year. For high beta stocks the hurdle rate may be commensurately higher. 
      Redburn argues that the stock price will be lower in 12 months than it is today. 
      Redburn currently has no strong opinion on the likely movement of this stock price. 
 
REGULATORY DISCLOSURE 
This report has been issued by Redburn (Europe) Limited, authorised and regulated by the Financial Conduct Authority and is intended for use by professional 
and business investors only. It is solely for the information of the addressee only and is not an offer, or solicitation of an offer, to sell, or buy, any securities or any 
derivative instruments or any other rights pertaining thereto. The information in this report has been compiled from sources believed to be reliable but neither 
Redburn, nor any of its officers or employees makes any representations as to its accuracy or completeness. Any opinions, forecasts or estimates herein constitute a 
judgement, as at the date of this report, that is subject to change without notice. This report does not have regard to the specific instrument objectives, financial 
situation and the particular needs of any specific person who may receive this report. Redburn may have disseminated information contained in this report prior 
to its publication. 
 
Notice for US recipients 
This report is not intended for use or distribution to US corporations that do not meet the definition of a major US institutional investor in the United States or for 
use by any citizen or resident of the United States.  
 
Redburn (Europe) Limited, and its research analysts, are not members of the Financial Industry Regulatory Authority and are not subject to the FINRA Rules on 
Research Analysts and Research Reports and the attendant restrictions and required disclosures required by that rule. Redburn (Europe) Limited is a 
correspondent of Redburn (USA) LLC. All US persons receiving this report and wishing to buy or sell the securities discussed herein should do so through a 
representative of Redburn (USA) LLC. Redburn (USA) LLC and its affiliates: do not own any class of equity securities issued by any of the companies discussed in 
this report; have not received, and do not intend to receive, any investment banking compensation from any of the issuers discussed in this report; and, have not 
acted as manager, or co-manager, of any public offering of securities issued by any of the companies discussed in this report. Neither Redburn (USA) LLC, nor any 
of its officers, own options, rights or warrants to purchase any of the securities of the issuers whose securities are discussed in this report. Neither Redburn 
(Europe) Limited, nor Redburn (USA) LLC, make a market in any securities, and do not stand ready to buy from or sell to any customers, as principal, any of the 
securities discussed in this report. 
 
© Copyright 2014. 
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