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Welcome to BT Group plc’s
Annual Report & Form 20-F 2012

In this report you will find information on who we are and what we do;
our strategy; how we put our strategy into action; how we measure our
progress, and how we govern our business.

We believe we have a sustainable business model that can deliver value
for our shareholders and benefit all our stakeholders.

Cnline Annual Report Oniine Better Future Report

www.bt.com/annualreport  www.bt.com/betterfuture

This ts the BT Annual Report for the year ended 31 March 2012 It cornphes with UK regulations and compnses part of the Annual Report
on Form 20-F for the US Securites and Exchange Commission to meet US regulations This annual repert has been sent to shareholders
who have elected to recerve a copy A separate Summary financial statement & notice of meeting 2012 has been issued to shareholders
who have elected to receive a shorter document.

Please see cautionary statement regarding forward-looking statements on page 175

In this document, references to *BT Group’, ‘BT", ‘the group’, ‘the company’, ‘we’ or ‘our’ are to BT Group plc (whichincludes the actities of
British Telecommunications ple) and its subsidianes and ines of business, internal service units, or any of them as the context may require
References to 2014", 2013, "2012", ‘2011" and “2010" are to the financial years ending 31 March 2014, 2013, 2012, 2011 and 2010,

respectively References to ‘the year’ and ‘the current year’ are to the year ended 31 March 2012 except In relation to our fibre roll-out
plans, which are based on calendar years, not financial years
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2 Overview

Chairman’s introduction

Watch my video online at
www bt com/annualreport

66

We have made
significant progress
for all our stakeholders
this year.

99

Our shareholders

We have delivered a very strong performance
over the last three years This means we have
been able to pay sustainable and progressive
dividends For 2012 the Board 1s proposing a
fina! dvidend of 5 7p, up 14%, giving a full
year dwdend of 8 3p, up 12% over last year
We continue to pursue a prudent financial
strategy, to make sure we can invest in the
business, support our pension scheme, reduce
net debt and reward you, our shareholders By
following this approach we expect to be able
to grow dividends by 10% — 15% per year for
the next three years

®)

Our contribution to the UK

We contnbute to the UK directly and indirectly
in many ways We look after the entical copper
access network, employ over 73,000 people,
contnbute around £3bn a year in taxes, and are
major investors in research and development

The roll-out of our fibre network 1s one of the
fastest privately funded programmes in the
world We are bringing fibre broadband to
aities, towns and rural areas across the UK and
aim to pass around two-thirds of UK premises
by the end of 2014 This wilt dramatically
change consumers’ online experience and
enhance the way businesses can operate,
bringing significant economic benefits to

our country

As official communications services partner

of the London 2012 Olympic and Paralympic
Games we are contnbuting vital infrastructure,
delivering a single communications network
across 94 locations to make this the most
connected Games ever And we are delivering
the project on schedule

Our global presence

We serve some of the largest companies in
the world, but the regulatory backdrop often
means we can't serve customers as efficiently
aswe want to So internationally we continue
to press for policy and regulatery change,
with the aim of achueving a competitive

level playing field —in particular, open and
fair wholesale access to communications
networks We only seek across the world
similar conditions to those in the UK There has
been progress, but we want to see this move
faster as it s vital to innovation, growth and
jobs worldwide

Our communities

We beheve we have a responsibility te give
something back to the communities in which
we operate — through contnbutions of over
£30m in time, cash and in-kind support,
through some 50,000 days of employee
volunteenng, through our environmental and
energy savings programmes, and through
support for charrties such as Sport Relef and
digital inclusion iniiatives, we contnbute to
making a better future for our communities

Our pension fund

One of our biggest responsibiiies 1s to our
penston fund and | am pleased that we have
agreed the 2011 trienmial funding valuation
and recovery plan with the Trustee Because of
our improved financial performance we were
able to make a lump sum payment of £2bn
into the fund, giving greater certainty to our
pensioners and helping to reduce the size of
future deficit payments we would otherwise
have to make

Our people and the Board

As a result of our progress over the last

three years, around 20,000 of our people
stand to benefit from their employee share
plansin 2013 We are also recognising the
achievementsin our UK business by paying
each of our UK team members a £250 bonus1n
addition to their normal pay increase

Since | joined BT | have worked to streamline
and refresh the Board, to make sure we have
the nght team to deliver our objectives You
can read about the changes in the Governance
section of this report.

Our future

While our aim remains to drive profitable
revenue growth, the challenging environment
we are facing makes this more difficult, but we
believe our strategy will céntinue to deliver
long-term value for gur shareHolders

Sir Michael Rake
Chairman
9 May 2012




Overview

Who we are and what we do

We are one of the
world's leading
communications
services Ccompanies

We provide
networked IT services
for some of the
largest companies in
the world

Financial highlights
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We are the leading

provider of consumer
voice and broadband

services in the UK

In the UK we are
deiivening one of
the fastest pnvately
funded roll-outs
of fibre broadband
in the world
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We are Europe’s
largest telecoms
services wholesaler
by revenue

Every day we touch
the lives of milhons
of people, helping
them communicate,
do business and be
entertained and
informed
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Proposed full year dividend

- 8.3p

w 1.4p
o L2%

2012 External revenue and adjusted EBITDA by line of business

External revenue

9%

15%

6%

O BT Global Services

® ttems presented as adjusted are stated before specrfic tems See page 166 for further details

(O BT Retall

Adjusted EBITDA?
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30%
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4 Overview

Our strategy

Our aim
Our aim 1s to drive shareholder value by making BT a better business with a better future

There are three foundations far making BT a better business They build on one another the better we serve our customers, the less time and
money we have to spend on putting things nght. By transforming our costs we create opportunities for investing in our future.

By investing in our six strategic pricrities we aim to grow the value of the bustness

Driving broadband-based consumer services ( 24)
Being the ‘Brand for Business’ for UK SMEs ( 25 )
BT Clobal Services — a global leader (25) A better
Read more future
The wholesaler of choice on page (25)
The best network provider (26)
A responsible and sustainable business leader (26)
Customer Cost Investing A better
service delivery / transformation / forthe future business
Read 5t ( ) Read t ( ) Read 51 ( )
s:rawc'::r:h::r;uono:;;re 23 treaansfn;:r:!ea;:;c::sn page 23 f:ra th:'?t::uor: ::r::v:agl: s 24
Key performance indicators
We measure our overall progress by using three key performance indicators, which all showed improvement this year
Adjusted earnings per share? Adjusted free cash flow® Customer service iImprovement®
pence £m %
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Read more about adjusted 28 Read more about adjusted 28 Read more about customer 28
earmings per share on page free cash flow on page service improvement on page

Aadjusted eamings per share s stated before speciicitems badjusted free cash flow 152 non- CAAP measure €Cumulatve improvement from 1 Apnl 2007




Overview

Our business model

We believe that we have a sustainable business model that supports our strategy and aim

We have these customer groups...

UK Consumers

UKSMEs

Large corporate
& public sector
customers

Wholesale
customers

Read more on page ' 12 ,

Read more on page ‘ 14 )

Read more on page ‘ 15 '

Read more on page ‘ 16 '

...that we serve through these customer-facing units...

BT Global Services

BT Retail

BT Wholesale

Openreach

Read more on page ‘ 10 '

Read more on page ‘ 11 '

Read more on page ‘ 11 ,

Read more on page ‘ 11 '

...by using these resources

Brand & People Networks Innovation Suppliers
reputation & platforms

Read more Read more Read more Read more Read mare

on page (28:) on page (28:) on page @ on page (30 ) on page (31 )

Qur risks

Aswith all businesses, there are factors that can impact our ability to deliver our strategy
We explain what these are and what we can do to mitigate them

Read more on page ‘ 32 ’

Overview




6 Overview

Key facts and figures

O

[m—

O £2.9bn

b

Number of Olympic Games
Total operating cost savings over the 37% retait share of DSL, LLU and fibre locations we are delivening the
last three years broadband market at 31 March 2012 communications network across

Fibre is our future

f#t>

£6.7bn

BT Global Services order intake

10m UK Aim to pass around
premises passed two-thirds of UK
premises by the
end of 2014

64%  S7%

— > 1; O un (1
- . 1 i
countries TIT 11
11 " e
of Fortune 500 of FTSE100
Investment in global research Serving the needs of customers in companiesare  companies are
and development more than 170 countnes worldwide our customers  our customers




Overview

5,600 7\ BT e
136,000 Wi

...
O

BT Viston has over 5,600 hours Increase in our copper hine base
of on-demand content in 2012 More than 4m wi-fi hotspots in the UK

A leading provider of Ethernet
in the UK People worldwide {full-time equivalent employees)

vV

6 O % @donate

Qur MyDonate online service for
chantable giving 15 free of charge

Cumulative reduction in our carbon
emissions intensity per unit of value Around 3,000 chanties reqistered for
added compared with 1997 MyDonate in its first year UK SME customers

Overview




Driving broadband-based
consumer services

Broadband from BT 1s more than just ordinary broadband
We've brought our customers super-fast speeds with BT
Infinity, unlimited wi-fi, and our new Home Hub 3, as well
as our BT Vision TV service

Alice Harold, her husband Will and their daughter Elfie are
all BT broadband enthusiasts They have recently added BT
Vision to their package and upgraded therr BT broadband
service to BT Infinity at up 1o 40Mbps

Using a vaniety of dewices, the Harold farmly relies on therr
broadband service, which allows everyone to do something
different at the same time Elfie loves the programmes
available through the BT Vision Kids pack and if Ahce wants
to record her something to watch later, she can using their
BT Vision box Alice also runs her own digital marketing
consultancy so fast broadband speeds are essential to
helping her succeed

66

| love the freedom and
flexibility our BT package
gives our family.

99

Alice Harold

Mum and freelance digital consultant




Business

In this section we explain what we do

and how we are organised. We explain
the different customers and markets we
serve and the trends we are seeing in

our markets. We provide information on
the products and services we sell to our
customers. We also explain the regulatory
environment that affects us.

10

12

18

How we are organised

10 BT Global Services

11 BT Retail

11 BT Wholesale

11 Openreach

12 BT Innovate & Design and
BT Operate

Customers, markets and products

12 UK Consumers

14 UK Small and medium-sized
enterpnses

15 Large corporate and public sector
customers

16 Wholesale customers

Regulation

18 European Umion regulation
18 UK Regulation

19 Overseas regulation

Business




10 Business

Who we are and what we do

We are one of the world’s leading communications services companies.
Our main activities are providing and managing data and voice networks
and providing a range of services over these networks.

In the UK we are a leading communications services provider,

sefling products and services to consumers and small and medium-
sized enterprises (SMEs} In the UK and globally we are a leading
provider of managed networked IT services for many of the largest
muttinational corporations, domestic businesses and national and local
government orgamsations We also sell wholesale telecoms services to
communications providers (CPs) in the UK and around the world

How we are organised

Our customers are at the heart of everything we

do and this is reflected in the way we organise our
business. We have four customer-facing lines of
business: BT Global Services; BT Retail; BT Wholesale,
and Openreach. These are supported by two internal
service units: BT Innovate & Design and BT Operate.

-
BT Group |

BT Global
Services BT Retail BT Wholesale Openreach
=
BT Innovate & Design | BT Operate ]
BT Global Services

BT Global Services is a global leader in managed networked IT services,
senang the needs of customers in more than 170 countries worldwide
We provide senvices to around 7,000 large corporate and pubilic sector
customers Our corporate customers operate in a wide range of sectors
including banking and financial services, manufactunng, legistics,
pharmaceuticals, and consumer packaged goods We serve customers
in the public sector in the UK, including central government and local
councils as well as public sector organisations outside the UK Globally
we provide transit and other wholesale services to global carmers

BT Clobal Services revenue by sector

6% 3%

18%

O Corporate customers

(O Public sector
{UK & overseas)

(O Fmanaial institutions
O Transit

O Other global carrer

47%

26%

Our customers benefit from our global scale and operating model
Products are sold globally, and customers are served locally in their own
countries and sectors by teams who understand their speaific business
challenges and create locally relevant solutions We call this ‘operating
glebally and delivering locally”

We orgarise ourselves tc serve four strategic industry sectors and four
geograph:C regions

'\
Global Global Global Global
banking & commerce consumer government
finanaal [’"BI“”fmugﬂg packaged & health
agIstics
markets pharmaceuuicals) gmds
UK
EMEA & Latin Amenica

US & Canada

Asia Paafic
X, 7

We have operations around the world so that we can serve the domestic
and international needs of our customers We operate domestic
businesses in key markets in Continental Europe such as ltaly, Germany,
Benelux, France and Spain, and have local netwerk ifrastructure
including high-speed fibre networks in 24 major European ciies We
operate In 45 countries across the Middle East and Afnica In Latin
Amenca we operate 1n 22 countnes In the US and Canada we serve
customers from offices in 35 key cities We serve 18 countries in the Asia
Pacific region meluding India, China, Malaysia, Singapore, South Korea,
Japan and Australia We are investing in high-growth regions such as
Asia Pacoific, Latin America and Middle East and Afnca, recruting more
people and improving our portfoho and our network infrastructure




Business
How we are orgamised

BT Retail

BT Retail serves its customers through four customer-facing divisions
BT Consumer, BT Business, BT Ireland, and BT Enterprises

8T Retail revenue by division

9%
10%
1%
> O BT Cansumer
O BT Business
30% QO BT Ireland
O ET Enterpnises
BT Consumer

We are the leading prowider of voice and broadband services for retail
consumers in Great Britain and we also have a growing pay-TV service,
BT Vision

We sell services under the BT brand as well as the Plusnet brand in
order to reach a wider range of customers Qur BT-branded services
have a range of extra features that set them apart from compettors
while Plusnet provides simple voice and broadband services for more
cost-conscious customers

BT Business

BT Business supplies SMEs in Great Britain with fixed calls and hnes,
broadband, mobility and IT services as well as data and voice networks
Specialist businesses within BT Business include

11

BT Enterprises

BT Enterprises consists of six separate businesses each of which operates
as a standalone business

Audio, video and web conferenaing and
collaboration senaices for large corporate
customers in the UX and around the world

BT Conferencing

Directory Enquirtes (118500}, operator and
emergency services

BT Directories

Marketing solutions business, including The
Phone Book , website design services and web-
based marketing services that help customers
advertise their businesses onhne

BT Expedrte & Fresca Speaalist services for the retall sector inctuding

= store point of sale systems, back-office
appheations such as merchandising and sales
analytics, and software and platforms for website

{ransactions

BT Redcare Fire and intruder alarm signalling services, CCTV
and survedllance networks and control room

Services

Mabile-to-mobile solutions for vending
machines, cash machines and payment terminals,
taxis and fleet management

Public payphones and managed prison, card and
private payphones

BT Payphones

BT iNet A Gisco centre of excellence specialising
in infrastructure, security and unified
communications

BT Engage IT A leading provider of business-to-busmness IT

equipment and services

An online store providing T, computing
and networking equipment plus associated
nstallation and support services

BT Business Direct

BT Ireland

BT Ireland operates n Northern lreland and in the Republic of Ireland
In Northern treland we operate the copper access network and are the
leading provider of communications services to consumers, SMEs and
the public sector We are also rolling out fibre in partnership with the
Northern Ireland government through the Department of Enterpnise,
Trade and tnvestment's broadband project. In the Republic of Ireland
we serve corporate and public sector customers and we are one of the
largest providers of wholesale network services to CPs

BT Wi-fi Premium BT Openzone wi-fi hotspots and BT
Fon hotspots offering broadband on the move to
retail customers and to wholesale customers such

as mobile network operators

BT Wholesale

BT Wholesale provides a broad range of voice, broadband and data
communications services for fixed and mobile network operators
[MNOs), internet service providers {ISPs}) and telecoms resellers in the
UK and also provides services to other BT lines of business

We provide managed network services (MNS) for fixed and mobile CPs
with differing requirements —from fully managed network outsourcing for
operators with significant network assets, to white label managed services
designed to help operators with imited or ne infrastructure We have MNS
contracts in place with all of the UK's MNOs, helping them to manage the
growth in mobile data and video content with high speed data connections
that ink mobile base stations to their and our core networks

Openreach

In Great Britain Openreach provides services over the ‘local loop’
network {also referred to as the ‘local access network’ and the ‘last
mile’), a criical national asset that comprises the copper and fibre
connections between telephone exchanges and consumer and business
premises Openreach s also responsible for deltvenng the roll-out of our
fibre broadband network In addibon to delivenng local loop services,
we provide backhaul services that connect exchanges to CPs’ networks

Qur business is subject to requlation that requires us to sell services to
ail CPs on an open and equal basis, meaning that external CPs can buy
services from us on the same terms as BT's knes of business To make

Business




12 Business
How we are orgamised

this work effectively Openreach’s operational, engineenng and systems
capabilities are separate from the rest of BT

BT Innovate & Design and BT Operate

Our customer-facing lines of business are supported by two internal
service units, BT Innovate & Design (BTID) and BT Operate (BTO)

BT Innovate & Design

BTID designs, develops, tests and deploys T systems, processes,
networks, products and services These are either used by, or sold
through, the customer-facing lines of business to end-customers in
the UK and around the world BTID aims to develop cost-efficient,
flexible solutions

In addition, BTID manages and delivers cur long-term technology
strategy and our global research and innovation activities, including our
worldwide patent portfolio {see page 30}

BT Operate

BT0 manages our core voice, data and TV networks, and IT apphcations
which represent the core infrastructure over which we run our portfelio
of products and services

() BT0 15 also responsible for managing our energy consumpton and
the strategy for reducing our future carbon footpnint (see page 48)

In addrion, BTO manages the physical and cyber secunty of

oUF Operations

Customers, markets and products

We serve a number of different customer groups

in the UK and around the world. In this section we
explain who our customers are and the trends we

see In the markets where we operate, as well as the
products and services we offer customers in response
to market trends

How we are organised to serve our customers

UK Consumers

The UK consumer customer segment is served by the BT Consumer and
BT Ireland dvisions of BT Retail

Customers

There are around 26m househelds in the UK and this 1s growing slowly,
currently at a rate of around 1% every year, due to an increasing
population and demographic changes We can reach almost all of these
households with our consumer products and services

At 31 March 2012 we had a total of 10 9m consumer fixed lines in the
UK with around 10m active voice lines (lines where the consumer also
buys calls from us} We had around 6 3m retail broadband customers
{including business customers), of which over 550,000 now take BT
infinity, our super-fast fibre-based broadband service At 31 March
2012 our BT Vision custemer base was over 700,000

Markets

The UK consumer market for fixed calls and lines, broadband and TV
services Is highly competitive, with more than 100 companies offering
voice and/or broadband services The market has concentrated over the
last few years and there are now several strong players The four highest
market shares are held by BT, Virgin Media, Sky and TalkTalk

Fixed calls and hines

About 84% of households 1n the UK have a fixed telephone line and

this percentage has been steady for the last two years There are
currently 23 9m fixed lines to households in the UK, some of which

take more than one line, up 0 5% compared with last year Fixed lines
have remained important to customers as they need them to receive
broadband services Around 15% of UK households have only a mobile
phone and about 1% of UK househelds have no type of telephone at all
The aumber of call minutes from fixed hnes has been in decline for some
time, with our total call minutes down 11% in the year, as customers are
increasingly using mobile phenes, email, social networking and other
kinds of communication as alternatives

We have the largest share of fixed lines to households in the UK at 47%,
although this has been on a declhning trend due to the increasingly
competitive nature of the market The three man cempetitors to BT for
fixed calls and lines are Virgin Media, Sky and TalkTalk

Customers
UK Consumers UKSMEs Large corparate & Wholesale customers
public sector customers
BT Retail BT Global Services BT Wholesale Openreach

Customer-facing unrts




Business
Customers markets and products

Market share of UK consumer lines

35%

47%

Oer

O Virgin Media
18% O Other

Source Ofcom Telecommunication Market Data Tables, Dec 2011

Broadband

The UK has one of the highest levels of broadband avalability in Europe,
with 99% of premises being able to receive a type of broadband
connection and around 67% currently hawing a fixed broadband
connectron At 31 March 2012 there were around 21m fixed cable
and digital subscriber hine {DSL) broadband connections to homes
and businesses in the UK, up by 6% over last year BT, Virgin Media,
Sky and TalkTalk are the largest broadband providers in the UK We
are the largest broadband prowider with a 30% share of the total
broadband market including cable and a 37% share of the DSL, LLU
and fibre broadband market at 31 March 2012 Mobile operators
02 and Everything Everywhere also have a significant share of the
fixed broadband market and a number of other players make up the
remainder of the market

BT's retail broadband market share

%
40
T%
‘—_—_Si’—i_
35 35% 34% 35%
30 20% o
— -
7% % % =™ -
- e o - ——
25
20
Q42008 Q4 2009 Q42010 042011 Q42012
Source amues Market share of broadband base {DSL+ L1+ fibre+cable}

BT and market data == = Market share of broadband base {DSL+LLU+fibre)

Broadband speed has become increasingly important as consumers
have more devices and use more data-intensive apphcations Average
downstream speeds have steadily increased as we have invested

in upgrading networks and as customers have migrated to higher
speed services Higher upstream speeds are also becorming more
important for customers for activities such as shaning large files, video
commumcations and online gaming

13

wi-fi

Wi-fi networks allow customers to access the internet out of the home
at hotspot locations as an alternative to using mobile networks We are
a leader in this field with the largest wi-fi network in the UK with more
than 4m hotspots These are a mix of BT Openzone sites in premium
locations such as hotels, transport hubs and shopping centres, and

BT Fon sites tn customers’ homes and premises There 1s a trend for
premium locations to offer access to wi-fi networks for free We offer
free wi-fi connectwity to our BT Broadband and BT Infinity customers
across our entire network Competition in wi-fi has increased with Sky
(who bought The Cloud in January 2011}, 02 and Virgin Media all
investing in their networks

Pay-TV services

There are four main platforms supporting pay-TV services in the UK
cable and satellite, which account for over 90% of subscnptions, and
digital terrestnal and internet protocol TV {IPTV) services BT Vision s
our IP-enabled TV service

Pay-TV subscniptions

There were 14 3m pay-TV subscriptions in the UK in December 2011
and penetration has now reached 53% of all households Sky has the
largest market share with 57% of subscriptions BT was not allowed to
offer TV services for many years and so started offening services much
later We now have around a 4% market share

Market share of pay-TV subscriptions

4% 3%

26%

O satellite
67% O cable

Oy

O Digital terrestrial

Source Screen hgest, Dec 2011

On-demand TV

Technological developments are bnnging the TV and internet together
A number of companies have already launched TV services over the
internet in the UK, mcluding Sky, LoveFilm and Netflix There is also
considerable choice in free online catch-up TV services, such as BBC
iPlayer, ITV Player and others There are an estimated 4m TV sets in the
UK that are connected to the internet, via games consoles, set top boxes
and smart TVs There Is also a growing number of IP-connected devices
such as tablets and smartphones that can be used to view TV content in
or out of the home

This trend will become increasingly important and will allow ncher
on-demand and interactive TV services, provided that there 15 suitable
regulatory intervention to allow far access to premium content.

Business




14 Business
Customers, markets and products

Products and services

BT Retai! sells calls, ines and broadband into the consumer market
under two brands BT and Plusnet Under our BT Infinity brand we offer
super-fast fibre-based broadband using fibre-to-the-cabinet (FTTC)
and fibre-to-the-premises {FTTP) technology We also offera pay-TV
service, BT Vision In order to wan and retain customers itis important
for us to offer all three services and to package them together in flexible
bundles to meet customer needs and respond to competiion We offer
customers a wide choice of packages of calls, broadband and pay-TV
services They offer our best value to customers and encourage take-up
of additional services When choosing their ines and calls, broadband
and pay-TV, more than half of UX consumers now buy two or mare of
those services from the same suppler

Voice services

We provide fixed lines and a chorce of calling plans, including a range of
unhmited options to meet customer preferences for evening, weekend
and peak-time calling All options include free calling features such as
call warting and free inclusive 0800 and 0845 minutes We also offer
alternative payment options such as bine Rental Saver which reduces
the line rental charge if customers pay for a whole year upfront We are
the only company to provide BT Basic, a smple, low-cost telephone
service available to people who are on low incomes

Broadband

We sell broadband services under the BT, Plusnet and BT Infinity brands
with a wide range of speeds BT Broadband and BT Infinity have a range
of options for usage hmits and bundled call plans, and include our

free wireless Home Hub, free online storage and secunity services and
unlimited access to our wi-fi hotspots

For details of our broadband products see
www productsandservices bt com

BT Vision

Our BT Vision TV service offers customers standard Freeview channels,
the ability to pause, record and rewind live TV and a catch-up service
from the BBC, ITV, Channel 4 and Channel 5 Customers geta Vision+
box, which allows them to stream over 5,600 hours of on-demand
programming, ncluding BBC 1Player, and to download fugh definiion
(HD} and 3D content We currently offer a choice of two subscription
packages, Essential and Unlimited, and the option to subscribe to Sky
Sports 1 and 2, inclusive with the ESPN channel

UK Small and medium-sized enterprises

One of our strategic prioribies 1s to be the "Brand for Business for UK
SMEs so this 15 an important customer segment for us The UK SME
market 1s mainly served by the BT Business division of BT Retai!

Customers

}n the UK there are estimated to be 4 5m SMES, ranging in size from sole
traders to businesses with up to 1,000 employees The communicabions
and IT needs of these customers vary considerably, depending on
factors such as size, number of sites in which they operate, their industry
sector and their matunity

We serve around 1m SME customers across the UK from small start-
ups to medwm-sized businesses with up to 1,000 employees Small

customers, with fewer than 50 employees, account for over 90% of
our customers

Markets

The SME market for fixed and mobile communications and [T services

in the UK 1s very fragmented and highly competitive, with competitors
varying by the customer segments they serve and the products and
services they offer Overall the market has been impacted by the current
etonomic conditions

Fixed telecoms services

The SME market for fixed voice 1s dechning with call volumes falling

due to substitution by mobile, wireless, email and voice over IP {VolP}
and the impact of the current economic condittons BT hasa 49%
market share of lines in the total UK business market but there 1s a lot of
compettion with over 300 resellers as well as fixed network operators
Competition varies by market segment with key competitors including
Daisy, TalkTalk, Virgin Media, XLN, Alternative Networks, Cable &
Wireless Worldwide, Colt Group and KCOM Greup

IT services

The IT services market has experienced challenging conditsons 1n

recent years with low revenue growth However, there I1s growing
interest i new service and business models, including cloud-based
services such as managed hosting of IT applications and data, and
unified communication and collaboration {UCC) teols These provide
companies with greater control and fiexibility to manage their costs Key
competitors in the SME IT services market indude Computacenter, SCC,
Phoenix [T, Kelway, Dimension Data, Logicalis and 2E2

Mobile

The SME mobile market 1s growing, n particular in areas such as
mobile data access and machine-to-machine services There has been
a significant growth in smartphenes which 1s dnving growth in data
volumes The leading operators in the mobile market are Vodafone, 02
and Everything Everywhere and we have a small but growing share

Products and services

We have a broad portfolio of preducts and services covering fixed
telephony, IT and mobility ranging from simple standalone services to
managed services and complex customised solutions We sell to smaller
customers through four channels call centres, 41 Local Businesses,
which are not part of BT but are independently owned companies that
exclusvely sell our products and services, non-exclusive relationships
with indirect partners, and online sales via bt com For larger custorners
we operate desk-based and field-based account management teams

Voice services

We provide a full range of fixed voice services from standard calls

and lines to fully managed office phone systems and contact centre
solutions As well as traditional votce, we increasingly sell VolP services
We have a mobile virtual network operator (MYNQ) agreement with
Vodafone and sell mobile voice and data services

Broadband and internet

We provide a range of internet access options including BT Business
Broadband over copper, BT Infinity for Business over FTTC and FTTP,
BTNet dedicated internet access, and mobile broadband Other internet
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services include emal, hosted Microsoft collaboration services and
web hosting

Connectivity services

We offer networking services to support customers’ voice and data
communications needs This includes the design, installation and
management of leased lines, Ethernet services, IP wirtual private
network {IPVPN) serwices, structured cabling, and |ocal area
networking soluttons

IT services

We offer IT services through our three IT services businesses BT Engage
IT, BT iNet, and BT Business Direct. Services include data centres,
unified communications and secunty solutions We also provide
hardware, computing support services and consultancy We work with
rmost leading vendors including Cisco, Microsoft, Gitrix, HP, NetApps
and Symantec

Large corporate and public sector customers

The large corperate and public sector customer segment 1s our largest
segment In terms of external revenue Itis served by BT Global Services

Customers

we provide large corporate and public sector customers with a range of
network, IT and professional services We provide services to some of
the largest companies in the world

We serve
s 87% of the FTSE100 companies
* 54% of the Fortune 500 companies

= 90% of Interbrands’ annual ranking of the world’s most
valuable brands

« the world's top stock exchanges, leading broker-dealers and
biggest banks

We also supply services to national and local government organisations
and other public sector bodies in the UK and in 16 countries around
the world

In the UK we are one of the largest suppliers of networked [T services
for the UK govemnment {Government) The Govemnmenrit, as a whole, 1s
our largest customer Except as described on page 19, we have a normal
customer and supplier relationship with the Government

Markets

The global mformation and communications technology (ICT) market
serving large corporate and public sector customers 1s very fragmented
in terms of products, suppliers, and standards

Estimates of market size vary, but IDC value the total global ICT market
serving corporate and public sector customers at £1,327bn Within the
total glebal ICT market our core products and services most closely align
to a segment defined as managed networked iT services This market
has been impacted by economic conditions, as customers delay projects
or reduce ICT budgets The global managed networked IT services
market 1s estimated to be worth £875bn and s predicted to grow over
the next four calendar years
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Global managed networked IT services market
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There are regional differences in market growth rates The UK s a highly
competitive market and we continue to see pnicing pressure as well as
declines in more traditional telecoms services as customers switch to
newer technologies However, there is \ncreasing potential in high-
growth economies as domestic comparies expand globally, and global
compantes enter new markets

Managed networked IT services market size by geography

us UK ASIAPACIFIC
£322bn £56bn £161bn
REST OF THE WORLD WESTERN EUIROPE TOTAL
£138bn £198bn £875bn
_

Source |1DC custom data
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Market demand 1s driven by many factors, but our customers tell us that
they need to

» reduce costs and improve efficiency — by rationalising networks,
using cloud computing and improving workforce effectiveness by
using flexible working and cellaboration tools

« posiion themselves for growth — by improving the service they
provide to their end-customers as well as accessing new high-growth
markets around the world

= manage nsk — by improving their ability to protect thew networks
and IT systems from cyber attacks

Products and services

We build and run global networks and provide services such as UCC,
customer relationship management {CRM}, data centre services and
managed secunty solutions supported by professional services skills We
deliver value by combining our network, IT and professional services

To make it easier for customers to buy from us we group our products
and services into clear categonies, which address different business
needs They are

BT Connect

We supply a range of network services that connect our customers'
employees and sites to their customers and the world We deliver
access and connectivity through many industry standard technologies
indluding Ethernet, DSL, multiprotocol label switching (MPLS}, sateliite
broadband, iP networks, telephone systems, pnvate telephone lines,
analogue private circurts and managed local area networks {LANs)
Super-fast fibre-based broadband is also available

BT Compute

We offer customers a rehable IT platform for their business applications,
data storage and secunty, hosted i a secure and controlled
environment in our global BT data centres and connected over the
mternet or our global IP network We provide a new generation of
cloud-based services, giving our customers the flexibility and agility
that comes from a cloud computing environment

BT Assure

The secunty of companies’ networks and IT systems is becoming more
important as the threat of cyber crime increases We provide a range of
secunty products and services (Including firewalls, web access security,
intrusion preventon and event monitoring) which form the basis of

a global secunty management system, combined with a professional
services capability

BT Contact

with our range of CRM services we help customers to deal with therr
end-customers efficently and to improve their customers’ expenence

Our products allow our customers to be contacted by their end-customers
using different methods including email, web chats and phone calls, using
either automated systems or dedicated customer relationship employees
working in physical or doud-based contact centres

BT One

Our UCC products let our customers communicate more efficiently with
their employees, suppliers, customers and business partners and so
reduce costs and build a more sustainable organisation Our products
let them take partin almost any kind of communication, through phone

calls, email, instant messaging and web conferencing, by allowing their
communications infrastructure, mobile phones, desktop computers and
applications to work together

BT Adwvise

As well as providing physical products, we provide consulting, systems
integration and managed services BT Adwvise experts help customers
more effectively solve business problems and advise them on products
and services developed speaifically for our key industry sectors

Wholesale customers

The wholesale telecoms customer segment in the UK and the Republic
of Ireland 15 served through Openreach, BT Wholesale and 8T Ireland
Internationally it 1s served mainly through Global Telecoms Markets, the
wholesale arm of BT Global Services

We provide our wholesale customers with access to our platforms, skills
and technology, making our investments and economies of scale work
for their benefit This promotes competition, delivers end-customer
choice, avoids infrastructure duphication and encourages innovation

Customers

Openreach provides access praducts to around 490 CPs, including fixed
and mobile operators and ISPs Openreach’s largest customers include
BT Retall, Sky and TalkTalk

BT Wholesale provides services to over 1,400 CPs, including fixed

and mobile operators, ISPs, broadcasters, resellers and infrastructure
carners We manage and support the network and services requirements
of a number of national UK operators including KCOM Croup, Virgin
Media, Orange UK, Vodafone, 02 and MBNL

Outside the UK we provide wholesale telecoms services to over 1,000
CPs across more than 170 countries

Markets

Some of our markets are being impacted by the current difficult
economic ciimate However, the need to reduce costs will encourage
more network shanng and outsourcing and our MNS solutions are well
positioned to help our wholesale customers In addition, demand for
data and connectivity for all types of users 1s driving growth n demand
for our wholesale products and services

UK

tn March 2011 Analysys Mason valued the addressable UK wholesate
market at £14 9bn per year The largest sector, worth an estimated

£9 4bn per year, 1s wholesale telecoms, which indludes data,
broadband, voice and mabile services plus some value-added services
like contact centres and content distnbution The IT services sector,
worth an estmated £3 6bn, covers cloud services, enterprise solutions
and managed network services

Today we pnmanly address the wholesale telecoms sector but we are
active, and expanding nto, the IP-based service sector where future
growth is expected

In the UK our competitors include Cable & Wireless Worldwide, Virgin
Med:a and Colt Croup, as well as a range of equipment vendors
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Europe and overseas
We are Europe's largest telecoms services wholesaler by revenue,
accounting for around 18% of total European wholesale revenue

European wholesalers by revenue

18%
43%
Ot
13% O France Telecom
) Deutsche Telekom
O Telecom Italia
1% O Telefonica

7% 8% Q Other

Source Ovum Aug 2011 (based on 2010 data)

Internationally, we compete with the wholesale divisions of local
incumbents and alternative network operators as well as global
wholesale telecoms companies

Wholesale broadband

Our broadband footpnint reaches more than 99% of UK homes and
businesses, making us the UK’s largest wholesale prowider of broadband
in terms of reach We sell to CP customers whe have therr own
broadband infrastructure but choose our services outside thewr own
network footprints, as well as prowiding managed wholesale services to
ISPs and other parts of BT

For those CPs who wish toinvest in buillding their own networks
Openreach rents the copper access lines to the CPs who put their own
equipmentin the exchanges This is called Local Loop Unbundling
{LLL)) The competrtive market place for broadband has stmulated
growth in LLU

Openreach continues to see a steady rise in the number of unbundled
exchange areas, which over the last three years has nsen by around 11%

Proportion of unbundled exchanges and connected premises

17

Bandwidth demand

The wholesale market 15 adopting next generation communications
services for data connectivity, such as Ethernet, IP voice and higher
speed broadband over copper and fibre Bandwidth growth 15
accelerating as customers move onto higher speed broadband services,
something which has resulted in capacity on our network increasing by
eight times over the past six years

The UK’s spectrum auction expected in 2013 and the subsequent
introduction of 4G Long Term Evolution [LTE) services are likely to
significantly increase demand for mobile data services We are working
with all UK mobile cperators to help them efficiently meet this challenge

Products and services

We sell to wholesale customers through Openreach or BT Wholesale
depending on the product or type of customer Openreach offers

its products on an equivatent basis to all CPs consistent with ET's
Undertakings [see page 19} BT Wholesale offers a range of managed
products and services, many of which are based on the access products
that Openreach provides to all CPs

Wholesale Line Rental (WLR)

Openreach sells WLR which 1s used by CPs to offer telephony services using
their own brand, pnang structure and billing, but using our network CPs
do niot need to invest In addibional equipment or infrastructure to use WLR

Local Loop Unbundhing [LLU}

As an alternative to buying WLR, CPs can rent the copper ines between
BT's exchanges and customer prenises from Openreach to provide voice
and broadband services using their own equipment

Wholesale broadband

BT Wholesale offers a range of wholesale broadband services, delivered
over copper and fibre Qur traditonal broadband products, including
IPstream, Datastream and IPStream Connect, offer speeds of up

to 8Mbps (ADSL} Wholesale Broadband Connect (WBC), our next
generation family of broadband products, offers speeds up to 20Mbps
{ADSL2+} over copper We also offer broadband services over fibre WBC
FTTC offers downstream speeds of up to 40Mbps and up to 80Mbps and
WBC FTTP offers speeds of 100Mbps and 110Mbps

Our WBC copper and fibre services are certified as meeting the

% mandatory Government security assurance fevels required to support
100 B9% 93I% Public Services Network {PSN} opportunities in the UK.
82% 84% 5%
80 o—————————
0 Details of these services are available at ;!
50% www btwholesale com
447:. - -
40 Feve 255 37%.._ P R
— - = = Super-fast fibre-based broadband is provided by Openreach through
20 our Genenc Ethernet Access (GEA) product. There are two vanants of
GEA, FTTC and FTTP FTTC uses fibre to provide hugh connection speeds
0 from the exchange to a street cabinet near to customer premises, and
2008 2009 2010 2011 2012 a copper fine for the final connection to the prenises FTTP uses fibre
for the whole route from the exchange to the customer We plan to
launch a 330Mbps downstream product duning 2013 an
Source mme % households served by unbundled exchanges 1Gh P p 92 dare testing
8T and Post Office data == % unbundled exchanges a psservice

Details of these services are available at
www openreach co uk

=
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Fibre Voice Access (FVA)

Openreach 1s Introdueing a voice service over fibre, FVA This will

allow CPs to provide voice services over fibre with similar levels of
functionality to copper voice services Our fibre broadband network can
also deliver IPTV services as we have launched a multicast capability
This allows ‘triple play’ providers to pniontise broadcast TV traffic over
other internet traffic and to transmit broadcast signals efficiently to
their customers

Passive Infrastructure Access (P1A)

Our PIA products allow CPs to rent space in our ducts or on our
telegraph poles CPs can use this space for their own fibres, as an
alternative to buying fibre-based broadband from us

Wholesale Ethernet

Ethernet 1s a widely-deployed network transmission technology that
can transport large amounts of any type of data in a fast, assured and
highly cost-effective manner We offer a wide choice of high bandwidth
Ethernet services designed to help CPs extend their networks and
deliver a range of high quality services to their customers Access
connection speeds range from 2Mbps to 10Gbps

Our Wholesale Ethernet is certified as meeting the mandatory
Government security assurance |evels required to support PSN
opportunities in the UK

Capaaty, call-based products and IP Exchange

We sell a wide range of capacity and call-based products and
services, both regulated and unregulated, using both traditional
and |P technologes

IP Exchange 1s our global IP interoperability service allowing IP network
operators to interconnect with each other as well as with fixed telecoms
operators and MNCs

Private and partial private arcuits

We are a major provider of traditional data circunts in the UK, which
help our customers to extend the reach of their services and act as infill
solutions for their own networks

Transit

We prowide transit voice services across the UK and internationally This
1s a low-margin product where volumes are declining as (Ps and MNCs
interconnect directly with each other

White label managed services

Our white label managed services business helps customers with imited
or no infrastructure to offer telecoms services such as telephony and
broadband without the need to make large investments We provide a
complete service, from accepting and processing new orders through to
customer service and end-user billing

Mobility and wi-fi

Our Mabile Ethernet Access Service [MEAS} 1s now avaitable at more
than 13,000 mobile base stations sites, an increase of around 3,8001n
the year, reinforaing our market leading posiion Mobile operators can
also boost the capacity of therr services using our more than 4m wi-fi
UK hot spots

Broadcasting services

Qur Global Media Network provides access to all the key locations
around the world where broadcast content s either created or
distributed We are strengthening our digital content capabilities by
establishing a series of strateqic alliances to expand our global media
footprint In the UK we provide TV outside broadcast services from our
network of around 160 sports and news locations Qur UK media MPLS
network also underpins all digital terrestrial TV delivery in the UK

Regulation

The efficient supply of telecoms services is so
important in the modern world that the tndustry
sometimes needs to be controlled and monitored. In
the UK, and 1n the majonty of countnes around the
world where we operate, these services are subject to
requlation by governmental and independent non-
governmental bodies. We explain below what this
means for us.

European Union (EU) regulation

In EU countries electronic communications services are governed

by a number of European directives and regulations These

provide a Europe-wide framework for the regulation of electronic
cornmumcations services which includes both fixed and mobile voice
services, broadband, cable TV and satellite TV The way in which the
existing directives have been implemented varies from country to
country They include rules about things like access and interconnection,
universal service, and how often national regulators should review
markets for significant market power (SMP] They also cover matters
such as how SMP remedies like price controls should be set They
require regulators to consult with the European Commission on any
price controf decisions before they are finalised, to make sure they are
conststent with the European regulations

UK Regulation

The UK telecoms industry 1s regutated through various European
directives, the Communications Act 2003 {the Communications
Act), Ofcom {the UK's independent regulator), and other regulations
and recommendations

The Communications Act

The Communications Act gives Ofcom legal powers and sets out the
legal requirements for how electronic communications services should
be regulated in the UK |tincludes the conditions imposed by the
European directives The Government s currently reviewing our sector's
regulatory regime which will result in a new framework in 2015 The
review 1s focusing on how growth and innovation can be encouraged
and on removing unnecessary regulation and bamiers to growth
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Ofcom

Ofcom is the independent regulator and competiion authority for the
whole UK communicatiens market |ts main duties are

« to further the interests of citizens in relation to communications
matters

+ to further the interests of consumers in relevant markets, where
approprnate by promoting competition

Ofcom sets out conditions under the Communications Act and directions
under these conditions Some condrtions apply to all CPs Others

apply to certain individual providers Ofcom has decided are ‘universal
service providers’ or have SMP in a particular market Anyone can
appeal against Ofcom’s regulatory decisions through a number of legal
processes including the Competition Appeal Tnbunal

The general conditions that apply to all CPs are mainly about
protecting consumer general access and interconnection, planming for
emergencies, providing information to Ofcom, and telephone numbers

We are the designated unwversat service provider for the UK {exciuding
the Hull area where KCOM Group is the designated provider) and so
we have certain umversal service obligations This is an important
responsibility that we take very senously Our primary obligation 15 to
make sure that basic fixed-line services are available at an affordable
price to all atizens and consumers in the UK We are also required to
provide public payphones

The European directives require Ofcom to review relevant
commumcations markets regularly, usually every three years, and to
decide whether any CP has SMP in these markets If Ofcom deaides that
a CP has SMP, it may impose appropnate controls, typically on the prices
which the CP can charge Where Ofcom decides a company has SMP it
will also generally make sure that charges are reasonably based on costs
plus an appropriate return on the capital invested

Impact of Ofcom regulation

Around 90% of Openreach’s revenue comes from products that are
regulated by Ofcom The main exception 1s Ethernet services at speeds
above 1Cbps In addition, while fibre broadband 1s a regulated service, it
15 not subject to exphioit price regutation by Ofcom, and 1sinstead priced
on a commeraal basis in order to encourage investment.

There have been a number of requlatery decisions and outcomes of
appeals in 2012 that will impact us in the future In particular, the
charge controls imposed on our WLR and LLU pricing, which we are
appealing, have reduced the prices we can charge for these products
with effect from Apnl 2012 There are also ongoing disputes and
appeals that could impact us
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During 2013 Ofcom is expected to carry out reviews of the business
connectivity market {covenng products such as Ethernet and leased
lines) and the narrowband market {covering wholesale calls} Where
we are found to have SMP Ofcom wall carry out consultations on
setting controls that could reduce or change the prices we charge for
these products

See the Ofcom website at www ofcom org uk
for further details on regulation

=

BT's Undertakings

In response to Ofcom’s 2005 strategic review of telecommunications,
we put forward some legally binding undertakings under the Enterpnise
Act 2002 These Undertakings (which included creating Openreach)
came into force in September 2005 They set out to give clarty and
certainty to the UK telecommunscations industry about the way BT
provides ‘upstream’ regulated products This in turn supports effective
and fair competition in related ‘downstream’ markets Most of the
commitments in the Undertakings have been delivered

Our relationship with HM Government

We can be required by law to do certain things and provide certain
services for the Government For example, under the Communications
Act, we {and others) can be required to make and implement plans to
provide or restore services in connection with disasters Under the Gvil
Contingencies Act 2004, the Government can also impose obligations
on us [and others} at times of emergency and in connection with

avil contingency planning The Secretary of State can also require

us to take certain actions in the interest of national secunty and
internaticnal relations

Overseas regulation

The degree of regulaticn in international markets varies widely and

can hamper our ability to compete to a greater or lesser degree

We are pressing mcumbent operators and their national regulatory
authorities around the world for farrer, cost-related wholesale access
to their networks In particular, in the US we are trying to persuade the
requlator to carry out a review of the US Business Access market to help
us get farer terms and lower prices from the incumbent operators for
wholesale products in this important market.

Business
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66

| work from home part of
the week, so | can help
take my young children
to pre-school, and with
super-fast broadband, |
can work from home as
effectively as just about
anywhere in the world.

99

Jonathan Davies
Director

Being the ‘Brand for Business’ for UK SMEs

1 million SMEs choose BT Business to provide them with the
commumications and |T products and services they need From
sole traders to medium-sized enterprises, BT will be there

with the night solutson, tatlored to suit customers’ precise
requirements

One business that BT has helped 15 LinedUp, a creative digital
studio based in Camborne, Cornwall, set up in 2010 by
director Jonathan Davies

Jonathan's horme 15 1n St Agnes, one of the first plot BT
exchanges to offer super-fast broadband in Comwall,
and Jonathan was one of the very first to connect to fibre
broadband He says

“The speeds are staggenng and have helped my business
to succeed My business provides top gquality interactive
digital solutions and 1t 1s essential that | have a rehable and
fast connection

“The super-fast connection at home also helps me delver

a better service to my chents For examnple, my eCommerce
clients expect 24/7 support and with super-fast broadband at
home 1t 15 straightforward to step in immediately if there’s an
emergency out of hours *




Strategy

In this section we explain our aim and the
strategy we are following to achieve it. We
set out the business model we use to put
our strategy into action and outline the
resources we use, the risks our business
may face and what we do to mitigate these
risks. We also explain how we measure our
success in achieving our aim.
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Chief Executive’s introduction

Watch my wvideo oniltne at
www bt com/annualreport

66

In what remains

a challenging
environment we have
delivered another year
of growth in profits and
free cash flow.

99

In this year's annual report we explain how we
are building a better business and investing for
the future I'd like to hughlight the areas where
we have made good progress, and those where
we know there I1s more to do

el

In what remamns a challenging environment
we have delivered another year of growth
in profits and free cash flow While it1s more
difficult to grow revenue, we are making
progress towards that goal

We have now passed 10m homes and
businesses with our fibre roil-out, many
months ahead of schedule It's one of the

biggest engineenng projects the UK has

ever seen with 3,000 full time BT engineers
involved today We've also recruited hundreds
of former Armed Forces personnel tojoin a
mobile team of engineers to help speed up the
roll-out.

with further investment from BT,
supplemented with funds from Govemment’s
Broadband Delivery UK initiative, local
government and other sources, we believe it 1s
possible to provide fibre to around 90% of UK
premises In five years' time

We remain the leading provider of broadband
in the UK, with more than 6m customers

Our copper line base has seen the largest
INCrease in many years as customers recognise
the advantages of fixed-hne broadband
Consumers are increasingly looking for
compettuvely pniced bundles of broadband
services that combine telephony and TV

Our BT Vision service now has over 700,000
customers, up 23% on last year

Increasingly people want to be connected
when they're on the move, and our UK
customers can now use one of BT s more than
4m wi-fi hotspots to access the internet when
away from home

At a time when many of our corporate
customers are facing their own challenges,
our investments internationally will help
those seeking to expand in faster growing
economies We've increased BT's presence in
the Asia Paafic region and in Latin America,
and we recently embarked on a series of
iniatives in Turkey, the Middle East and
Afnca - aimed at doubling our business
there The total order intake for our global
business was £6 7bn dunng the year with an
over 60% increase in orders from these faster
growing economies

We aim to provide the best service in the
market and our ‘nght first tme’ programme
remains at the core of our service iImprovement
programme We continue to reduce complaints
and improve service levels However, we still

have more to do and next year we aim to
ntroduce a number of improvements that
will cut fault rates, improve our customers’
expenence when they call us, and provide our
services more quickly

In common with other European telecoms
companies, we are expenencing both
economic and regulatory headwinds A
number of regulatory rulings are expected to
impact group revenue n the year ahead and
it 15 clear that the economy across most of
Europe will reman difficult

That said, we remain committed to beconung
a growing business We expect to continue to
delver hgher profits and cash flow whtle we
invest in future growth Good execution and a
commitment to investing in our future remain
at the core of what we will do We are focused
on building a better business for the long term

Thank you for your support

bl

lan Livingston
Chief Executive
9 May 2012
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Our aim and strategy

Our aim is to drive shareholder value by making BT a better business
with a better future. We have made good progress towards this goal
in 2012, despite the challenging conditions.

Our strateqy

Our ambition remains to drive profitable revenue
growth but the economic and regulatory headwinds
we are facing will make this more challenging.

Qur strategy focuses on three key areas
« customer service delivery
» cost transformation

» nvesting for the future

These three areas, which we explain below, are the foundations for
making BT a better business They build on one another the better
we serve our customers and improve our processes, the less time and
money we have to spend on putting things nght. This 1s @ major driver
of our cost transformation and frees up resources for us to Investin
providing products and services for the future

By investing i our six strategic pnonities, outhned below, we expect to
grow the value of the business

® Customer service delivery

Customer service 15 core to our strategy and we always try to improve
the expenence we provide to our customers In practice this means
trying to do things ‘nght first time’ — keeping our promises, being easy
to contact and strasghtforward to deal with [t means keeping our
customers informed and taking prompt action to put things nght when
they have a fault To improve our customer expenence further we also
focus on reducing faults and removing the need for customers to call us

*Right first ime” 1s our key measure for customer service {see page 4)

It measures how often we keep the prormises we make to customers As
well as improving service, keeping more promises reduces work needed
to put things night and so reduces our costs In 2012 we achieved 2

3 0% improvement in this measure, following a 3 0% improvementin
2011 and a 10 5% improvement in 2010 In addition we reduced faults
handled and calls about problems by 6 2% in the year

In the first half of the year the theft of copper cable grew significantly,
increasing the number of faults suffered by customers We have worked
with the police, Government, media and other stakeholders to raise
awareness of cable theft and to take action to reduce it. Cable theft
dechined in the later part of the year thanks to this collective effort, but
more work 1s needed We have invested in a number of innovations to
help prevent cable theft and to catch the people who commit it.

This cable theft, together with increased repair work related to the
demands for higher speed broadband and an increase m demand
for new lines, led to a 19% increase 1n engineer visits We recrurted
additional engineers and improved our efficiency resulting in a

reduction in the level of repair work outstanding to, on average, only
one and a half days’ activity We have also improved our defivery
performance for new copper lines We worked with industry to establish
a target lead-time of 14 days, and were performing consistently better
than this by the end of the year

We made progress in other areas For example, in BT Retail we aim to
deal with customer queries in one call, without the need for customers
to call us back We saw the number of queries dealt with in one contact
increase by 20% in BT Consumer As a result of our ‘nght first ime’
programme we reduced customer faults by 5% in BT Global Services
Avariety of Iniiatives to improve rehiability led to a 15% reduction in
faults being handled by BT Wholesale

We believe the changes we have made, and will make in the next
financial year, will deliver sigmificantly improved service levels for
our customers

Detatls of the performance on customer service delivery
for each of our lines of business can be found in the
Performance section on page

@
Cost transformation

We have been taking a phased approach to cost transforrnation The
first phase focuses on the efficency of our expenditure in areas such as
labour costs, consultancy spend and procurement from third parties
The second phase tackles ‘nght first ime’ process re-engineerning and
the reduction of overhead costs The third phase looks at in-sourcing
and output-based pricing All these phases continue across the business
with a particular focus on end-to-end process re-engineering to
improve service and reduce costs still further

Specific activities during the year have included reviewing the way that
bundled orders fiow through the organisation, the sales process for
soma of our more complex products, training and development of our
people, and breadband faults Cost transformation 1s as much about
“cost avordance’ as it 1s about reducing the unit cost of speaific items

or actvities and the success that we have had in reduang broadband
faults in the network has allowed us to offset some of the extra costs
associated with the increase in copper line volumes

Overall, we made good progress with our cost transfermation activities
dunng 2012 We reduced operating costs by £933m or 6%, with
5avings across all our main cost categones This represents a cumulative
reduction In operating costs of £2 9bn over the last three years

All of our lines of business have contributed to the progress made on
cost transformation Qur two internal service units, BTID and BTO, have
delivered benefits to the customer-facing lines of business by targeting
and driving lower delivery and operational costs This has been achieved
through vendor rationalisation and greater focus on automation

of processes and operations The emphasis has now moved to the
rationalisation of our network and IT infrastructure and implementing 2
lean approach to our operations

Strategy
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in order to 1dentify further cost reduction opportuntbies we regularly
benchmark the cost of running our infrastructure compared with other
large telecoms operators around the world The fact that we have cut
costs and improved service helps us to be much more competitive in the
market place but we recogmse that there are further opportunrties and

also lessons to be learned from beyond the telecoms sector
Q
Investing for the future

Our industry has undergone radical change in recent years Customers
demand more from communications services and competition s
increasing By being more efficient in customer service delivery

and transforming our cost base we can provide services on a more
competitive basis and improve our cash generation, which in turn means
we can invest in the future of the business and drive growth

Details of the contnbutions to our cost transformation
made by our lines of business can be found in the
Performance section on page

We are focusing our investments around three broad objectives across
the bustness These are to

Defend and grow the value we add for our customers

As well as providing basic communications products, we have made
investments so that we can provide higher value services For example,
super-fast fibre-based broadband for consumer and business customers
in the UK, managed networked IT services for large corporate and public
sector customers, and managed services for our wholesale customers

BT Global Services 1s adding further value by offering industry-specific
solutions and expertise to customers We have also made investments in
customer service and billing and in our wirtual data-centres

Capture opportunities in converging markets

The way that customers buy our products and services 1s changing
Services which were once bought separately are increasingly bought
together, in bundles This convergence creates both threats and
opportunities We have been investing to broaden the range of services
we provide to customers as we expand into converging markets
Examples include broadband and pay-TV in consumer markets and fixed
and mobile services in SME markets

Capture opportunities in international markets

We have continued to invest n high-growth regions where customers
want to expand We have strengthened our position by investing

In assets, people and technology to serve multnatronal and large
domestic customers on a global basis For example, as our customers
have expanded into Asia Pacific and Latin America, so we have grown
our capability in these regions We have new technology showcases in
New Delh and Shanghai and a new secure operations centre in Sydney
Network and customer service improvements have been achieved
and we have hired new people in key markets In February 2012 we
announced plans to expand operations across Turkey, the Middle East
and Afnica

Our business model

We believe that we have a sustainable business model
It 1s built on creating and delivenng value for our
customers. We are confident that the model supports
our aim to grow the value of the business and our
strategy for deing so by investing in and focusing on
our six strateqic priorities.

This confidence 15 based on the recognition that customers value our
products and services, which are an integral part of modern life for both
indiiduals and organisations We can see an even greater role looking
forward, driven by

+ the fundamental need of indwiduals and orgarusations to
communicate and interact

« the wider availability of higher performance fixed networks
« the wider availability of business-critical network-based {T services

s the wider adoption of network-based IT services including cloud-
based services

* the superior cost and bandwidth performance of fixed networks over
wireless networks

« thencreased desire of individuals and organusations to act
sustainably

Our business model is underpinned by strong market positions in
combinabtion with some market-leading assets and resources Thisis a
difficult combinatron for competitors to rephicate, and we are confident
that our business model 1s sustainable That s why we continue to invest
in the business, foster innovation, maintain a strong cost focus, drive to
dehiver supenor customer service, and pursue paths to growth

Our strategic priorities

In 2012 we made progress against our six strategic
priorities although the challenges we faced during the
year meant we performed better in some areas than

others
@
Driving broadband-based consumer services

Broadband connectivity 1s now available to 99% of UK premises and
1t has become central to people's hves, so the core of our consumer
strategy 15 based on building and maintaining a competrtive,
differentiated broadband offer for our customers There are several
elements to this

You can read more about the achievements of our
lines of business in the Performance section on page

« offer competitively priced bundles of broadband services wath
telephony and TV - Competitively priced bundles dnive both the
acquisiion of new customers and the retention of existing ones,
slowing the rate of line losses to competitors This alse increases
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the number of products that customers buy from us, drving up
consumer average revenue per user [ARPU)

« maintain differentiation aganst competitors, and continue our
dual-brand strategy with Piusnet —We include a range of features
free with our BT Broadband services to differentiate us from other
supphers The Plusnet brand addresses the cost-consaous consumer
with a simple broadband offer

« launch hugher broadband speeds and create new services that
exploit these speeds — Our BT Infinity service meets customers’
growing demand for improved speed performance Our tugher
speeds set us apart from 15Ps only offering DSL services, and allow
us to compete more effectively against Virgin Media’s fastest
cable speeds Where fibre 15 not yet deployed, we have been
migrating out retail broadband customers onto our next generation
copper-based product

= grow and enhance our TV services — Qur TV service 1s differentiated
from traditional pay-TV competitors as it 1s more oriented to video
on-demand and catch-up TV, and 1s more interactive We wall
improve our service adding a number of features over the coming
years In 2013 we plan to launch our YouView service, which
combines free digital channels with free on-demand content from
public service broadcasters delivered over broadband We are also
nvesting in multicast infrastructure to deliver additional channels
over our IP network

Being the ‘Brand for Business’ for UK SMEs

Our aim 15 to become the first choice for SMEs in all their fixed and
mobile communications and IT needs

In fixed commumications for SMEs we face significant competiion in a
fragmented market but we believe we have many advantages including
nabonal coverage, a broad portfelio of products and services, and
strong sales channels in all segments of the market We are looking

to improve the preducts and services we sell and how we sell them to
protect and grow our market position

We are also looking to improve the way we offer mobile services and are
developing capabifities to combine fixed and mobile services as part of
an integrated offer

During the year we withdrew from selling IT hardware to other resellers
and have focused on selling a combination of services and hardware to
our end-customers

We will focus in the future on services to support our customers
as they move to new models for delvery of therr IT, such as cloud
computing These will increasingly invoive managed hosting of
data and applications and greater ntegration between IT and
communications services

BT Global Services —a global leader

We are already a leader (n the market for managed networked

T services We have been recogmised by Gartner, Inc , a leading
information technology research and advisery company, as being
in the leaders quadrant in their recent analysis of global network
service providers?

25

We believe we have four key differentiators which make us stand aut in
the marketplace

« global assets, people and technology

« Industry expenence and solutions

» nnovation and new solutions, based on our strength in the UK
+ professional services people and capabilities in BT Advise

Our strategy 15 to make use of these differentiators to create competiive
advantage We are investing globally to make improvements in the
areas our customers tell us are important to them For example, we
improved sales coverage in the UK, mnvested in our network in key atres,
built out propositions across the four industry sectors we target, hired
professional services people across the world in key portfolio areas and
invested in key growth geographies

We will build our global reputation in managed networked IT
services by

« expanding our global business by investing in lugh-growth regions
such as Asia Paarfic, Latin Amenca and Turkey, the Middle East and
Afnica, recruiting more people and improving our portfolio and our
network infrastructure

« developing our refationstips with our customers by building and
enhancing industry-based solutions focusing on our four strategic
industry sectors

= nnovating around our core portfolio of product families by
investing in growth areas including MPLS, Ethernet, UCC, CRM,
security, mobility and dloud services, as well as professional services
capabiliues

= substantiaily improving customer experience by reducing the
number of customer incidents, making our operations more efficent,
and improving overall customer satisfaction with our service

The wholesaler of choice

We aim to be the wholesaler of choice in the UK and in the international
telecoms services market

There are two dimensions to what we mean by ‘wholesaler of

choice’ The first refers to our ambition of being the obvious choice
for customers based on the preducts we sell and the quality of the
service we deliver The second dimension i1s that customers <an choose
to engage with us as a wholesale supplier in a number of ways, for
example, through Openreach for access products, or through BT
Wholesale for value-added products

During the year Openreach saw growth in 1ts copper base and the first
LLU operators buying its fibre-based broadband service BT Wholesale
saw growth 1n the Whelesale Ethemet and IP Exchange markets but a
decline in revenues assocated with transit and wholesale broadband
due to the migration to LLU

Looking ahead to 2013, we expect a variety of issues, such as regulatory
charge controls and other regulatory pressures to continue to have an
effect on our wholesale business We are working to identify growth
opportunities that will help miigate the impact

3 Gartner Inc “Magic Quadrant for Clobal Network Service Providers™ 24 Apnl 2012 Authors Neil Rickard 10 Number GG0226786 Gartner daes not endorse any vendor, product or service depicted in its
research publications, and does not advise tachnology users to select only those vendors with the highest ratings Gartner research pubhications consist of the opinions of Gartner s research organisation and
should not be construed as statements of fact Gartner disclaims all warranties, expressed or imphied wath respect to thisresearch ncuding any warranties of merchantability o fitness fer a paruicular purpose
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Our future plans include

» creating opportunthes for growth, by investing in fibre broadband,
Ethernet and IP voice services and 1n our portfolio of managed
service solutions

« improving customer expenence through continuing investmentn
fault prevention, automation and self-service tools

« reducing our cost base significantly, while increasing the skills and
productivity of our people

The best network provider

We aim to be the best network provider in the UK by providing the nght
products to suit customers’ needs We try to improve network reliability
and make 1t easier for customers to do business with us

UK access network

Our access network 1s a ¢riucal national asset and we take our
guardianship seriously Through it we play a major part in people’s lives
both at home and at work, managing and investing in the infrastructure
that delivers telephony and broadband services throughout the UK We
continue to nvest 1n our copper network by upgrading its capacity and
improving its efficiency

Wwe also continue to roll-out WBC, our next generation copper
broadband product, offering speeds of up to 20Mbps downstream, and
are on track to enable exchanges serving around 90% of UK premises
dunng spnng 2013

UK fibre

One of the most important things we are dong 1s building a fibre
broadband network throughout the UK We are investing £2 5bn

on a commercial basis to make fibre broadband available to around
two-thirds of UK premises by the end of 2014 Looking beyond ths,
we believe that Broadband Delvery UK (BDUK) funds, together with
funds from local government and other sources, as well as further
private investment, could see around 90% of UK premises having
access to fibre broadband in approximately the next five years We have
indicated that we would be willing to invest further funds of around
£1bn should we win a sufficient share of the public funds being made
available through competiive tenders to support fibre roll-out We are
com peting for BDUK funds and have won the bid in Lancashire and
are the preferred supplrer for Rutland We are also rolling out fibre in
Comwall and the Isles of Sally and Northern Ireland, funded by public-
private partnerships

We believe fibre 15 our future, with customer demand for higher speeds
being the dnving force behind our fibre broadband deployment. Fibre
broadband dramatically improves the onhne experience for customers,
whether they are consumers or businesses Consumers are able to
watch HD movies on demand, download albums in seconds, enjoy
onhne muttiplayer gaming and catch up with friends and family with
iive video calls The key factor, however, is the ability for everyone in the
household to be able to particaipate in these acuvities online, all at the
same time

Fibre broadband also creates new ways of using the internet For
businesses, the additional bandwidth available — both upstream and
downstream — enhances efficiency For example, the faster upstream

speeds allow businesses to increase fiexible and remote working =
saving money on office overheads and improving the work-iife balance
of employees Businesses are also able to use high quality voice and
wideo calls — helping them to reduce time and money spent on travel,
while still gaining the benefit of direct customer contact. This also helps
lower CO, ertussions

In March 2012 we announced that we were upgrading the copper
access network withun our FTTC footpnint by increasing the spectrum
aliocation at cabinets, so that the copper runnung from cabinets to
the premises could support broadband speeds of up to 80Mbps
downstream and up to 20Mbps upstream Further advances are
possible — for instance vectoring, which 1s an advanced technique

to reduce the impact of noise on copper lines and increase available
data speeds

Our future plansinciude
+ launching our commeraial 330Mbps FTTP product

» commercaially launching FVA, which provides voice service over FTTP
connections

« making our FTTP service avallable in areas that are already served by
FTTC, through the introduction of our ‘FTTP on demand’ service

« establishing a pilot for our fibre-only exchange programme in
Deddington, Oxfordshire The pilot will provide CPs with the
opportunity to builld and test a suite of new products that will
run over fibre alone and help the industry better understand the
opportunities ansing from a fibre-only world

« delivering further improvements to network rationalisation,
efficiency and reliability

® A responsible and sustainable business leader

Our aim 1s to create a better future for our business, its stakeholders
and the environment by being a responsible and sustainable business
leader In 2012 contracts worth more than £2 7bn with large corporate
and public sector customers requested information on our sustainability
credentials, making sustainability a basic requirement of doing busmess
We use a matenahty process to determine the social and environmental
issues that are important to cur stakeholders and relevant to

our business

We have seven corporate responsibility {CR) related key performance
indrcators {KPls} that we use to measure our progress We identfy
these with this symbol @ and provide information en how we have
performed aganst these KPls in the Performance secticn on page 48

See our Better Future report for more information at g
www bt com/betterfuture

The Commuttee for Sustanable and Responstble Business oversees
our corporate responsibility, environment and community activities,
including chantable expenditure and the Better Future strategy for
maximising our contnbution to society

You can read more in the Report of the Committee for
Sustainable and Respensible Business on page 75
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Creating a better future

Our Better Future strategy brings together everything we are doing to
be a responstble and sustainable business leader Examples of the ways
we are creating a Better Future can be found throughout this annual
report but everything we are doing supports our focus areas

Better connected

- 3

Better with less

Better lives

Better business practice

sam (. | :l;'lg class
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Better connected

We believe that the greatest impact we can have on society is by
providing reliable and secure networks te allow the services needed for
people and businesses to thrive Getting this nght 1s also essential for
building trust in BT, which contributes to the vaiue of cur brand

Access to fibre broadband

A recent ndependent report predicts that fibre broadband will result in
significant economic benefits for the UK as a whole Given our fibre roli-
out, this makes us a key contributor to the economic health of the UK

Increasing digital hteracy

We also recogmise our role in increasing digital Iiteracy, which can help
ennich the interactions between individuals, and give them access to
essential services that are more frequently online Some mnibatives
currently underway include Get IT Together, which aimis to help people
i the UK discover the digital world through the help of a fnend or
family member

Better with tess

We believe that we can be a force for ‘net good' by helping individuals
and businesses to live within the planet’s environmental constraints We
continually seek to mimimise our own environmental footprint through
efficient use of energy and natural resources We can have a greater
impact by helping customers reduce therr environmental footprint
through the use of our services

Environmental management

Our Environmental Management System has been cerufied to

the international standard 1SO 14001 since 1299 1n the UK Our
certification now covers our operations in Belgium, Ireland, Germany,
Netherlands, Italy and Spain IS0 14001 requires us to demonstrate
compliance with envirenmental laws and regulations, effectively control
environmental nsks, and demonstrate continual improvement We set
improvement targets, and report annuaily on our progress

- o
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Energy and carbon emssions

We are a large consumer of energy and in the UK we spent arcund
£250m on energy in 2012 Electricity use, after purchase of low
and zero carbon intensity electricity, makes up 70% of our direct
carbon emissions

Qur strategy 1s to

« improve our energy efficiency

= generate our own renewable electricity

» purchase low and zero carbon mtensity efectnicity

Our energy efficency programme is decoupling energy use from
business growth

Despite increased volumes we reduced our energy consumption by
3 3%, aganst our target 2% reduction from 2011 In 2012 we delivered
energy saving programmes which will save £21 9m per year

Engaging with suppliers to reduce emissions
We work closely with our supphers to reduce therr environmental impact

We are pleased to have become the first company in the world to have
product carbon footprints independently certified by the Carbon Trust to
the new Greenhouse Gas Protocol Product Standard The independent
verification covers three of our most popular consumer products the BT
Home Hub, our wireless router, the BT Vision+ digital set-top box, and
the BT Graphite 2500 DECT phone

Better lives

Our people and technology are helping to build skills and increase
efficiency for our charity and community partners, allowing them

to concentrate on providing help and support to their communities
Our community vestment activihes provide a source of pnde in the
company, helping motivate and engage our peaple

Our supply chain

We source skills, products and services from many countries,
contnbuting to economies around the world However, environmental
and labour regulations may be poorly enforced in some countries and
local standards are sometimes lower than we consider acceptable We
use an In-house team to check the ethical standards in our supply chain
n order to manage any nsks

Supporting our customers

We have been providing assistance and services for older and
disabled customers in the UK since 1984 We are commutted to
helping them make the most out of our products and services, and
overcome communication challenges wherever possible We have
brought together our most helpful products and services in one
place, the Including You website, along with the latest news, advice
and information to make 1t easier to get the most from our products,
including broadband

Better business practices

We have a long track record of investng in our people and runming our
business with high ethical and supply chain standards

For more information see www bt.com/includingyou

Strategy
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How we measure our progress

Running an ethical business

Operating ethically s not only the nght thing to do, but s required

by regulators and customers alike To make sure that we are running

our business to the high standards we expect of ourselves, we have a
number of processes in place to make sure our people understand what 1s
expected of them We offer extensive training each year on cur statement
of business practice, which we revise regularly to make sure we meet the
highest legally required standards in the countries in which we operate

Thus 1s supported by a number of ethical policies, inctuding Ant-
Corruption and Bribery and Gifts and Hospitahty Our confidential
hotline ts now operational in 2 countnes providing 96% coverage of
our employee population

People and engagement

Our people are crucially important for the dehvery of our services and
therefore our reputation and success They are our public face and are
the talent behind our innovation

We know that engaged employees delver better performance for the
business Because of this we have a number of initiatives i place to
enhance their well being, and to make sure that work-life balance is
maintained through flexible working practices

Health and safety

Looking after the health, safety and well being of all our people1sa
major priority for us We have comprehensive management systems to
help make our workplaces as safe as possible

How we measure our progress

We measure our progress by three performance
indicators: adjusted earnings per share; adjusted free
cash flow, and customer service improvement (see our
key performance indicators on page 4).

Adjusted earnings per share

Adjusted earnings per share represents the adjusted profit after taxation
for the year attnbutable to our shareholders dmded by the weighted
average number of shares inissue As it excludes the impact of speaific
items 1t provides an important measure of our financial performancein a

consistent manner

‘ 53 '
Adjusted free cash flow
Free cash flow 1s an important measure of our financial performance and
our progress aganst our strategic pnonties |t represents the cash we
generate from operations after capital expenditure and finance costs and
reflects the cash available to invest in the business, repay debt, support
the pension scheme and pay dvidends Our free cash flow measure

changed from reported free cash flow to adjusted free cash flown 2012
to align with managemeant incentive arangements as detailed on page 78

For further details of adjusted earnings per share
see page

For further details of adjusted free cash flow

Adjusted free cash flow 1s before the cash impact of speafic items
see page ( 53 )

® Customer service improvement

Our strategy starts with customer serwice and we always try to iImprove
the expenence we provide to our customers ‘Right first time” 1s our

key measure for customer service It measures how often we keep

the promises we make to our customers As well as improving service,
keeping more promises reduces the work needed to put things nght and

so reduces our cost
‘ 23 ’

For further details of customer service improvement
see page

Our resources

Qur resources are the things we need to deliver our
strategy. Many of them are things that make us
different and that set us aside from our competitors
and give us an advantage in our markets. We deal with
our resources In a responsible and sustainable manner.

Brand and reputation

The BT brand is an important business asset and a key resource We
know that it 1s effective 1n making sure our products and services are
considered by customers of all types, in communicating our strengths,
and in actng as a guide to our behaviours We are consistently assessed
as one of the world’s most valuable brands For example, we ranked 85
in Brand Finance’s Global 500 of the world's top brands in 2012

People who buy things from us do not just choose us for the obwvious
benefits of our products and services They are buying into a set

of values, and a nch hentage Despite the diversity of our markets,
the brand associations are remarkably consistent — we are seen as
relevant to people, and they trust and like us as a brand In 2011 we
began a two-year programme of renewing our trademark licences
around the world to prowvide confidence that the value of our brand 15
adequately protected

People

Qur people are a key resource, we rely on them to deliver our strategy
and we are proud of what they achieve for our business At 31 March
2012 our people resources were equivalent to 89,015 full time
employees of which 73,845 were based in the UK

Working environment

It 1s important to match the resources available to our customers’ needs
To help achieve this we have people on many different types of working
arrangements These include part-time, term-time and job share They
help to match the flexibility required for the business with people’s own
aspirations for a work-life balance

We continue to support an inclusive working environment where people
can develop their careers and expect to be treated fairly, regardless of
their race, sex, religion/beliefs, disability, marital or cwil partnership
status, age, sexual orientation, or caring responsibilities We also work
with specialist agencies to enable the recruitment of people with
disabilities and we run a retention service to ensure that people can stay
with us even If their capabilities change
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As our business develops and grows, the skills that we need may
change We provide opportunities to re-skill and look for alternative
roles for individuals whose skills or jobs are ne longer required Since
we started these arrangements six years ago, over 19,000 people have
successfully found alternative employment within BT with 4,100 of
these durng the last year Qur abihty to help find alternative roles has
been enhanced by an engoing review of work that has previously been
resourced externally and bringing this back into BT where appropnate
Over the past two years around 4,000 jobs have been insourced from
supplers and overseas

Employee representation

We have a record of stable industnal relations and constructive
relationships with the recogmised unions in the UK and with works
counails elsewhere in Europe In the UK we recognise two main trade
unions — the Commumication Workers Union {CWU), which represents
people In engineenng, administrative and clencal positions, and
Prospect, which represents managenal and professional employees We
deal with umons around the world and also operate a pan-European
works counal, the BT European Consultation Committee

Pay and benefits

We expect our people to work hard and in return we reward them fairly
In 2012 we implemented a 3% pay increase in the UK as well as paying
alltearm members a £250 bonus For our engineers and support people
this 1s an across-the-board arangement and for our managers there s
performance-related differentiation The same pnnaiples of fair pay for the
work done are similarly applied in all other countnes in which we operate

Our managers also receive bonuses linked to the success of the business
and their personal contnbution to 1t Our most senior managers are

also eligible for long-term incentives, but again, payraent is related

to business success measured by our corporate performance over

a three-year period Different arrangements apply to the most

serior managers in Openreach but these are also entirely related to
business performance

We also provide savings-related share option plans in over 25 countries
Under the BT employee share investment plan, we let employees in the
UK participate In a tax and national insurance-efficient share purchase
scheme We are pleased that more than 60% of our people participate
in one or more of these share plans

We also provide pension and retirement benefits for employees as well

as statutory retirement arrangements
‘ 58 ’

For details of the largest of these plans, the BT Pension
Scheme, a defined benefit plan in the UK, see page
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Networks and platforms

Qur infrastructure 1s made up of networks and platforms which in
combination connect our customers and support the services they use
As such they are a vital resource and their relability and secunity are
cntical to our customers and to delivering our strategy

Networks

Qur UK fixed-line communicaticns network is one of our most valuable
resources Our super-fast fibre-based broadband network 1s key to our
future and our competitive position in the UK Around the world, our
networks consist of assets that we own and those that are leased from
suppliers to give us glebal reach

We have established a global MPLS network which is designed to carry
different types of network services over a common infrastructure

We offer two types of virtual private network (VPN} service IPVPN
and Ethernet VPN These provide our customers with secure network
capabilities in many countries across the world

QOur IPVPN service 1s avallable in 197 countries and ternitories and

can be accessed through global points of presence (GPoP) and direct
jeased lines in 118 countnes, aty fibre networks in 24 European cities
and two Latin American cities, Ethernet access in 42 countries, DSLin
21 countries, network-to-network interfaces (NNI}in 31 countnes,
internet-based access in 178 countnes, and satellite access in over 60
additianal countries

BT-owned physical GPoP are MPLS points of access which house an IP
node NNI are the interface between our network and the network of a
thurd party They allow us to use another provider's network to extend
our footpnnt in geographies where we have fewer of our own GPoP
Satellite links provides access to the BT network in remote locations,
beyond the reach of traditional fixed-line solutions

Our Ethernet VPN service 1s available in 28 countries using Ethernet
access This number 1s growing through the global expansion
investrments we have made over the past year

Platforms

Our platforms are the processes and technology that deliver products
and services over our networks For example, the billing and payments
platform campnses the systems and processes that calculate charges,
produce bills and collect payments from our custormers The number
of platforms we own has grown over time threugh a combination

of acquistbon, outsourang contracts and technology upgrades We
continue to improve platforms by modemising and rationalising them,
so reducing complexity while improving reliability, flexsbility and cost

We have reduced the number of IT applications by 11% over the year,
which has helped BTIiD and BTO to underpin significant cost reduction
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Qur resources

Properties

At 31 March 2012 we occupied around 6,500 properties in the UK, and
around 1,720 properties in the rest of the world The majonty of the

UK propert:es are owned by —and leased from — Telereal Tnihum, which
is part of the William Pears Group Of the UK portfolio, 90% of the
properties are operational telephone exchanges which contain telecoms
equipment and are required as part of our continuing actmties Qur
general purpose properties consist chiefly of offices, engineenng depots
and data centres Qutside the UK, 90% of the properties are operational
sites housing data hosting and telecoms equipment. In 2012 we have
continued our programme of property rationahsation, consolidating
office space within the estate and disposing of redundant office and
operational buildings through cost transformation programmes

Innovation

tnnovation has always been at the core of our business Our global
research and development activities are ahgned with, and focused on,
supportng our strategy

Creating attractive and competitive propositions for customers is
entical to our future We access some of the best inncvabion from
around the world through our open innovation moede! Our teams work
with customers, partners and universities in the US, Asia, Europe and
the Middle East, exposing us to more than S00 new technologies,

business propositions and market trends over the year In 2012 we
filed patent applications for 65 inventions We routinely seek patent
protection in different countries including the US and China, and we
currently mamtain a total worldwide portfolio of over 5,000 patents
and applications

In 2012 we invested £560m (2011 £684m) in global research and
development to support cur drive for innevation The reduction

in expenditure compared with 2011 has been delivered through

better procurement, systems rationalisation, development efficency
improvements and platforms reaching matunty Our global
development centres, located in the UK, US and India, help us to draw
together key and complementary skills and resources {both internal
and third party) with the objective of mereasing agility, efficiency and
delivery of innovation into the market We are actively looking to invest
in estabhishing additsonal centres in new locations

In 2012 we applied our research and development capability to a
number of areas including

» increasing broadband coverage — we have been trialling innovative
new technologies to test thew suitability for providing service in hard
to reach locations across the UK For example, BT Wholesale trialled
fixed-mobile 4G LTE in Cornwall and Openreach performed trials
using TV white space radio technology to get better broadband to
locations on the isle of Bute
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« improving broadband speed — we worked on the network frequency
plan change {described on page 26) and have been tnaling 1Gbps
FTTP broadband

= Improving customer service — we have been developing advanced
network test capabilities to diagnose and solve the more complicated
faults on our broadband network We try to predict faults and fix
them before they impact on customers

« enhanang cyber security — to complement our secunty capabilities
we have developed advanced tools which provide additional insight
and analysis

Suppliers

Suppliers piay a key role i heiping us deliver our products and services
to customers and as such play an important role in helping us deliver
our strateqy We work with around 18,200 suppiers, spending
approximately £10 6bn per year wath them, with the top 100 suppiers
accounting for around 65% of this spend

Our approach to procurement

QOur supply chain is global We source products and services from across
the world and have a team of over 300 procurement professionals
located across 27 countries

We operate a strategic sourcing process for the vast majority of spend
to denve maximum value and to meet our cost transformation goals,
with vendor negotiations being a key driver of cost reductions Against
the backdrop of a difficult economic chimate, our strategy has been to
focus on the suppliers with the greatest spend together with mnovative
approaches to the market to achieve maximum business benefit We are
now planning to broaden this approach to include a larger proportion
of our supply base, while at the same ume explonng collaboration and
consclidation options with our suppliers

® Supplier selection

Suppliers are selected using an estabbshed set of procurement
principles which makes sure that we act in an ethically and commercially
responsible way in our business dealings with them Itis important to us
that we understand who we are doing business with and who 1s acting
on our behalf

Another important part of our supplier strategy 15 to ensure that the
goods and services we buy are made, delivered and disposed of Ina
soaally and environmentally-responsible manner Sustamabibity factors
such as energy usage, environmental impact, and labour standards

are embedded n our procurement process, and influence supplier

and product selection We are also actively restructuring cur base of
suppliers and partners to improve geographic reach, and increase
resourcing resilience by reducing "dependency’ on geographically
concentrated supphers
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Payment of suppliers

In nommal arcumstances our payment terms for contracted supplers
will be to pay each due, valid and undisputed invoice between 60 and
73 days from date of receipt from the supplier There are vanations te
this policy For example, there could be shorter imescales for some
interconnect payments to other telecoms operators, low value spend,
or where there are specific customer requirements In 2012 the average
number of days between the invoice date and the date of the payment
run for the invoice was 61 days (2011 64 days)

In the UK we provide access to a financing scheme which offers
contracted suppliers the opporturity to obtain early payments for vaiid
and undisputed invoices — this can be a particularly attractive option for
SMEs In addition, we subscribe to the Better Payment Practice Code

=

Details of the Better Payment Practice Code can be found at
www payontime co uk
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Qur nisks

Our risks

In common with all businesses, we are affected by a
number of risks and uncertainties which are influenced
by both internal and external factors, some of which
are not within our control. Many of our risks are similar
to thase of comparable companies in terms of scale
and operation.

Principal risks and uncertainties

This section lughlights principal nsks and uncertainties affecting our
business but 1t 1s not intended to be an extensive analysis of all nsk

and uncertanty affecting us These nsks have the potential to impact
our business, revenue, profits, assets, liquidity and capital resources
adversely Our processes are designed to give reasonable, but cannot
give absolute, assurance that the risks significant to us are (dentfied and
addressed There may be nsks which are unknown or which are presently
judged not to be significant but later prove to be significant

Uncertainty n global economic and credit market condrions remains a
major challenge to businesses globally This 1s particularly true in Europe
where there are concerns over government debt levels and possible
currency re-denomination nsks In common with many other businesses
we remain consaous of the adverse impact that unfavourable economic
and credit conditions may have on our bustness This economic
uncertainty manifests itself in several of the risks we face, and we focus
our efforts on the management of those pnincipal nisks

The prinapal risks we reported last year have evolved i nature, as has
our response to them, and we explain these changes in our principal
risks section below

We also include cornment on mitigation — that 15, what we can do to
reduce the likelihood or impact of the risk — that we apply to help us
manage the risks However, it s possible that not all miigation will be
successful

The prinaipal nsks and uncertainties should be considered in
comunction with the nisk management process, the forward-looking
statements for this document and the cautionary statement regarding
forward-looking statements

Please see the cautionary statement regarding

forward-looking statements on page 175

Risk management

It 15 our aim to manage nsk so that we can successfully deliver our
objectives, creating shareholder value while promoting the interests
of our many stakeholders through the safeguarding of our assets and
reputation

We have In place group-wide nsk management processes for the
identification, evaluation, response and subsequent monitoring of nisks
which may significantly threaten the accomplishment of our objectives
and long-term strategic aim

Our four stage sk management process s summansed below

Business

activities

Dunng 2012 we introduced enhancements to our nsk management
process, including

Risk reporting

Improving the way we report nsks to semor management, by providing
a clearer focus on the key areas of concern This makes 1t easier for our
managers to take account of nsks in their decision making

Risk evaluation

Enhanang our evaluation of nsks, for example through consideration of
when nsks may matenahse and when and how the impact may be felt
Thus helps us make informed decisions about how we will respond to the
risks we face

Risk training

Improving our nsk traiing, such as through the development of new
computer-based traning modules We see continued education and
awareness as vital ingredients in developing and mantaining intelligent
risk management in our business
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Risk management framework
Our nsk management framework 1s explained below
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The Board has overall responsibility for ensuring that our nsks are managed
appropnately and, either directly, or through the Audit & Risk Commuttee, undertakes
regular reviews of the management of our risks at group-wide, line of business and
internal service umits jevels

The Operating Commuttee 1s responsible for identifying, evaluating, responding to and
monitonng risks Those nsks that are sigrsficant to us are reported and menitored through
the Group Risk Register Each nsk 15 assigned a management owner who s responsible for
the ongoing monitoning and management of the risk The Operating Committee reviews
these nsks through detalled monthly reviews as well as performing six-monthly reviews of
the Group Risk Register

The Board and the Operating Commuittee are supported in thewr oversight of nsk
management by the Group Risk Panel The Group Risk Panel reviews the Group Risk Register
in detall on a quarterly basis, considers new or emerging nsks, makes recommendations on
the strength of mitrtgations and monitors the work of the group nisk management function
Qur reporting 1s structured so that emerging key risks are escalated through management to
the Board as appropriate

Audrt & Risk Board
Committee
Operating
Commttee
Group Risk
Panel
Lineof
Line of business business &
& service unrt service umit
audit & leadership
nsk committees teams
\ J

@ Assurance @ Management

Each line of business and service unit operates a nsk management process as part of our
Enterpnse Risk Management framework This includes identifying and responding to the key
risks to their business, which are captured in a risk register and reviewed by their leadership
teams Audit and nsk committees in each line of business and service umt provide assurance
over the effectiveness of their nsk management processes

Strategy
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Our nsks

Our principal risks

Secunity and resilience

Our reputation for secure and resihent services relies on the
quality, integrity and rehiability of our global information systems,
networks and infrastructure The scale of our business and global
nature of our operations means we are required to manage
signficant volumes of personal and commeraially sensitive
information which are stored and transmitted to meet our own
business purposes and those of our customers All of this needs te
be safeguarded from potential exposure, loss or corruption

increasing dependence on voice and data transmission n a varnety
of forms 1s accompanied by high expectations about service
conunuity In addition, concerns about interception, corruption
and theft of information lead to requirements for stringent
secunty measures, In an environment where attacks are becoming
more frequent and sophusticated Certain of our customers

require specific. ughly sophisticated secunty provisioning which
we ara contractually obhiged to meet if we are to continue to be
able to differentiate our offerings from those of our competitors

Changes over the last year

Reports of and attention paid to computer hacking incidents
have increased concerns about the likelihood of a cyber attack
Enhanced faptep encrypuen and significant improvements in the
protection and segregation of credit card data are some measures
which we have taken to manage this nisk We continue to evolve
our strategy and capabilities to seek to protect our business
against the threat of attacks The increased threat we have faced
in the UK from cable theft, together with actions we have taken in
response, are set out in more detail on page 23

Impact

Farlure or interruption of data transfer could have a sigmificant
adverse effect on our business A breach of our security and/or
resilience affecting our own operations or those of our customers
could lead to an extended interruption to network services and
even affect nattonal Infrastructure Such failure may lead to aloss
of customer confidence, termination of contracts, loss of revenue,
and reduced cash resources through penalties and unplanned
costs of restoration and improvement Additronal reputational
damage and financial loss may arise from a breach involving a
legal fatling such as breaching data protection requirements

Risk mrtigation

We operate well established policies addressing the secunty and
resifience requirements of our operations, our own systems and
systems operated by us for our customers Compliance with these
policies 1s routinely monitored We apply stringent application
and data encryption measures, deploy increasingly sophisticated
anomaly and ntrusion detection systems and utilise distributed
and wirtual data centre designs which prowide much greater
inherent resilience We have a corporate resilience strategy that
combines formal business continuity plans with well tested,
rapid and flexible responses These are designed to deal with
catastrophic inaidents including for example, major terrorist
acton, industnal action, cyber attacks or natural disasters

Given our mportant role in the forthcoming London 2012
Olympic and Paralympic Games, safeguards and deterrent
measures have been increased, and inadent responses rehearsed,
to increase the hikelihood that any potential inaidents can be
contaned and dealt with as quickly as possible

Major contracts

We have a number of complex and ligh-value contracts with
certan customers The revenue arising from, and the profitability
of, these contracts are subject to a number of factors including
vanation in cost and achievement of cost reductions anticipated
in the contract pnang, both in terms of scale and time, delays

in defivery or achieving agreed milestones owing to factors

either within or outside of our control, changes in customers’
requirements, budgets, strategies or businesses, the performance
of our supphers, and other factors Any of these factors could
make a contract less profitable or even loss making

The degree of nisk vanes generally in proportion to the scope and
Iife of the contract and 1s typically higher in the early transibonal
and transformational stages of the contract. Some customer
contracts require Investment in the early stages, which 1s expected
1o be recovered over the life of the contract. Major contracts often
involve the implementation of new systermns and communicabons
networks, transformation of legacy networks and the development
of new technologies The recoverability of these upfront costs may
be adversely impacted by delays or falure to meet milestones,
Substantial performance nsk exists in these contracts, and some of
all elements of performance depend upon successful completion of
the transibion, development, transformation and deployment phases

Changes over the last year

Global economic and credit market conditions, in Europe in
particular, have put increased financial and operational pressures
on our customers and have made the environment even more
competitive Aswe continue to expand into emerging markets,
the landscape of our nsks and opportunities naturally changes
as we must deal with rapidly evolving geo-political nisks and
different trading environments and business practices We are
able to draw on our experience in managing these nisks and will
contnue to apply the control framework and mitigation that is in
place for our major contracts

Impact

Failure to manage and meet our commitments under these
contracts, as well as changes in customers’ requirements, budgets,
strateqies or businesses, may lead to a reduction in our expected
future revenue, profitability and cash generation We may lose
revenue due to the merger or acquisiion of customers, changes to
customer strateqy, business falure or contract termination Failure
to replace the revenue and earmings lost from such customers could
fead to an overall reduction in revenue, profitability and cash flow

Risk miigation

We have In place business processes that support each stage of a
major contract’s Iife cyde bid, in-Iife, renewal, and termination
Qur programme of in-Iife reviews has continued over the past
year It1s designed to validate financial and non-financial controls
over delivery of the contract It incorporates tiered levels of
defined review accarding to the scale and complexity of the
contract Controls are applied and regularly monitored across our
major contracts All our major contracts are subject to regular
management review and many are subject to independent review
{both internal and external} as part of that governance

We have started rolling out new and revised nsk traimng material
with the objective of improving 1dentification, evaluation and
management of nsk on our major contracts Our independent
review programme continues to help us identify lessons learned
and to promote best practice through the business
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Pensions

We have a ssgmificant funding obligation m relation to our defined
benefit pension schemes Declining mvestment returns, longer
Iife expectancy and regulatory changes may result in the cost

of funding BT's main defined benefit pension scheme, the BT
Pension Scheme {BTPS), becoming a significant burden on our
financial resources

Changes over the last year

The tnenmal funding valuation of the BTPS at 30 June 2011 and
associated recovery plan was agreed with the BTPS Trustee and
certified by the Scheme Actuary in May 2012 Under this prudent
funding valuation basis the defiat was £3 9bn and a recovery
plan was agreed in order to return the BTPS te a fully funded
position on an actuarial funding basis by 31 March 2021

The valuation documentation will now be submitted to the
Pensions Requlator The final Court dectsion in the Crown
Guarantee case, after any appeals, will give greater clarity as to
the extent to which the liabilibies of the BTPS are covered by a
Crown Guarantee This will inform the Pension Regulator’s next
steps with regards to the valuation of the Scheme Accordingly,
as matters stand, 1t 15 uncertain as to when they will conclude
therr review

impact

Anncrease in the pension deficit and associated funding
requirements would have a direct adverse impact on our future
cash resources indirectly it may also have an adverse impact on
our share pnice and credit rating Any deterioration in the credit
rating would increase our cost of borrowing and may mit the
availability or flexibility of future funding thereby affecting our
ability to invest, pay dwidends or repay debt as it matures

Risk mitagation

The investment performance and hability expenence, as well as
the associated nisks and mitigation strategy, Is regularly reviewed
and monitored by both us and the BTPS Trustee The BTPS has

a well-dversified investment strategy, which reduces the nsk

of adverse movements n the value of Individual asset classes
and helps ensure that an efficient balance of nisk and return 1s
maintained

The funding deficit was reduced by a lump sum payment of

£2 Obn into the BTPS in March 2012, following a provisional
agreement with the BTPS Trustee on the funding valuation at 30
June 2011 Completing the valuation in a tmely manner has
provided additional certainty for us and members of the BTPS on
future payments to the BTPS

Our financial strength and cash generation provide a level of
protection that enables vanations in the funding position of the
BTPS to be managed without having a material impact on the
ongoing performance of our business
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Growth 1n a competitive market

We operate in markets which are charactensed by high levels of
competition incdluding declining prices, technology substitution,
market and service convergence, customer churn, declining rates
of growth, emerging competitors, and regulatory intervention

to promote competiion A significant proportion of our revenue
and profit s generated in the UK telecoms markets which are
expenencing imited revenue growth despite strong volume
demands in many markets Revenue from our calls and lines
services to consumers and businesses has histoncally been in
decline but new broadband and connectwity markets are showing
continung growing demand Our ability to delver profitable
revenue growth in a responsible and sustainable manner depends
on delivening on our strategic prionties (see page 24)

Changes over the last year

The level of risk facing our business due to competition has
increased with new competitors emerging and our customers in
the UK and globally facing uncertainty in the economic outlook
Regulatory changes which now allow competitors to deploy
access fibre using our duct and poles have also contnibuted to
the increased level of nsk The competitive challenges acress
our different markets continue to evelve In a number of

our markets we remain disadvantaged by imbalances in the
competitive playing field Seme of our competitors benefit frem
a combination of imited regulation applied to their core business
and extensive sector specific regulation being applied to our

UK fixed-line business Competition remains strong in the UK
consumer fixed commurications retail and wholesale markets

In managed networked IT services for multinational compantes,
competition 1s Increasingly centred on value-added network IT
services rather than network connectivity

Impact

Failure to achieve profitable revenue growth from our strategic
priorities may lead to a continued dechine in revenue, erosion of
our competitive position and might also lead to a reduction in
profitability and cash flow n the future

Risk mitigation

Against this competitive backdrop we remain focused on
successfully defending our existing business and offering new
services In converging markets We continue to press for changes
in regulation to level the playing field so that we can compete
efficiently for the benefit of customers We have a clearly
defined strateqy aimed at increasing shareholder value, as set
out on pages 23 to 28 The delivery of our strategic prionties

will help improve our revenue trends Our strategic priornties are
underpinned by our view of the markets in which we operate We
have a well-developed cost transformation programme in place
which has achueved sigmificant savings and helped maintam a
competitive cost base

We have taken action to make the management of this nsk more
integral to our business These steps have built on our existing
processes which are pnmartly focused on monitoring performance
against business plans and allowing tmely interventions where
appropnate Management incentives have been changed to
ensure better alignment and growth in underlying revenue
excluding transit now camnes a 20% weighting as a performance
measure i our incentive share awards (see page 80)

Strategy
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Communications industry regulation

Some of our activities continue to be subject to significant price
and other requlatory controls which may affect our market share,
competitive position, future profitability and cash Many of our
wholesale products in the UK are subject to sigmificant regulatory
controls The controls regulate, among other things, the prices we
can charge for many of our services and the extent to which we
have to provide services to other CPs In recent years the effect of
these controls has required us to reduce our prices, although in
some cases, prices have been allowed to increase in real terms

Regulatory decisions in all junsdictions in which we operate
can directly impact our financial posiion In the UK, Ofcom
has powers to directly amend the prices we set and therefore
the revenue we earn n certain markets These can extend to
requinng us to make retrospective repayments to other CPs for
past overcharging and imposing fines for non-cemphiance with
the regulatory rules including competition law) Qutside the
UK, requlation defines where and how we are able to compete
through general licensing requirements and defining the
wholesale charges we pay for access

Regulation usually operates within a clear legislative framework
that is stable in the medium to long-term Risks of negative
regulatory decsiens artse from within those frameworks For
instance, in the UK, nisks can anse from peniodic market reviews
which may introduce tighter regulatory constraints, for example,
from new charge controls, or from CPs raising disputes or
complaints about our current or hustonical pricing Risks alse
anse as legal challenges are brought by others against Ofcom
deasions Qutside the UK, regulators can conduct investigations
into our hicensing requirements and whether the services we offer
are compliant.

Changes over the last year

Over the last year, we have seen regulatory actiity in a number
of areas which are summansed in the Regulation section on
page 18 Anumber of these rulings have resulted in a negative
impact erther through retrospective price reductions or on our
future pnaing

Impact

In recent years changes in price controls have required us to
reduce our prices and in some Instances to make payments in
respect of retrospective pnce adjustments Additional or more
substantial regulatory price reductions could constrain our
revenue performance

We may be required to provide new services to wholesale
customers on a non-discriminatory basis, ncreasing our costs
and increasing retail competiion  Disputes may result ertherin
reduced revenue or increased costs going forward We may also
be required to make retrospective payments to CPs if it is ruled
that we have overcharged them Appeals may change Ofcom’s
decisions, which had oniginally been concluded in our favour

Risk mitzgation

We continuously monitor and review potential regulatory changes
and disputes, and maintain a dialogue with regulators and other
key influencers on critical 1ssues We use external adwsors to
advise and support our positions and thoroughly assess the
potential for a legal challenge to any regulatory decisions

Comphance in a global environment

The global nature of our operations means that we have to
comply with a wide range of local and intemational legisiative
requirements Qur legal comphance obligations include anti-
trust and anti-corruption legislation, competition law, data
privacy, trade sanctions, import and export controls, taxation and
telecoms regulatory requirements

Changes over the last year

Some of the countnes where we operate have increased their
enforcement of local laws and therefore the potential iImpact
of failing to comply with local and international leqistative
requirements has increased significantly The UK Bribery Act
{which also has effect outside the UK} came into effect in July
2011, with penalties for non-compliant businesses through the
introduction of a corporate offence of failing to have adequate
procedures in place to prevent bnbery

Impact

Failure by our employees, supphers or agents to comply with
anti-bribery and corruption legislation {induding the US Foreign
Corrupt Practices Act and the UK Bribery Act), or any failure in our
policies and procedures to monitor and prevent non-compliance,
anywhere in the world, could result in substanual penalties,
criminal prosecution and significant damage to our reputation

More broadly, failure to comply with legal requirements can have
a significant impact and lead to reputational and brand damage
with investors, requlators and customers This could in tum
impact our future revenue streams, the extent of which would be
dependent on the nature of the breach, the legislation concerned
and any associated penalties

Risk mitigation

We have in place a number of established controls to address nisk
in this area These include a comprehensive ethics programme,
The Way We Work {our statement of business practice}, and anti~
corruption and bnbery policies We also have policies covenng
gifts and hospitality, chartable danations and sponsorship,

and agents

We have a training programme for staff with a focus on roles such
as procurement and sales

We operate a governance structure with five regional governance
commuttees focusing on the implementation of the programme
These regional committees cover the US and Canada, Asia Paolfic,
Latin Amenca, EMEA, and the UK and Republic of Ireland

A regular nisk assessment ts undertaken to ensure that the
appropnate mitigation 15 in place and is regularly refreshed We
operate a confidential hotline where messages can be leftin
person, via vorcemal or by anonymous email We run regular
checks on our business using Internal Audit teams as well as
external providers We review our business operations to ensure
that our policies have been complied with
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Supply chain

We are dependent on our supply chain for the delivery of goods
and services on time, to cost and to specification Failure of any of
our critical suppliers to meet agreed requirements could adversely
impact our customer service, product launches, updates to
business critical systems, revenue or cost reduction plans

We are commutted to ensuring that all dealings with suppliers,
from selection and consultation to contracting and payment are
conducted 1n accordance with our trading and ethical policies
See Supphers in Our resources section on page 31

Our supply chain 1s global and we aim to harness the capability,
diversity and innovation of our supply market to add value to our
business and customers Many suppliers are being impacted by
the economic downturn and the challenges of globalisation This
is introducing further nsk in our supply chain which includes, but
18 not imited to increase 1n supphier insclvency, lack of supplier
resihience following a natural disaster, lack of compliance with anti
corruption and bribery legisiation, corporate social responsibility
risks in our extended supply chain, and secunity risks relating to
data protection

Changes over the last year

Over the last year we have seen the impact of a number of

natural disasters including the Japanese earthquake and floods

in Thailand Both, to some extent, have had an impact en the
supply of compenents used in the manufacture of our products
although the impact on us was minmimised through rebust supplier
business continurty plans The current global economic and credit
market conditions, particularly in Europe, mean an increased risk
of suppliers falling

Impact

Our suppliers could be adversely affected by continuing uncertain
economic conditions which in tum could impact thewr ability to
meet ther obligations to us or, in the extreme, cause them to

fail |fwe are unable to contract with an alternatve supplier our
customer commitments could also be compromised leading to
contractual breach, loss of revenue, penalties or increased costs
A failure in our supply chain to meet legal obligations or ettucal
expectations could adversely impact our reputation or possibly
lead to censure, legal action and financial loss

Risk mitigation

We continue to mitigate nsks in this area through a number of
measures inciuding globally coordinated vendor management
programmes, ngorous bid controls, supplier risk assessments
including focus on our most cntical suppliers, our Procurement
Academy Programme, anti-corruption and bribery awareness
training. and corporate responsibility and compliance health
checks We work with our suppliers to ensure that the goods and
services that we buy are made, delivered and disposed ofin a
socially and environmentally responsible manner

Our sourcing strategies consider a wide range of potential

nsks Our plans are aimed at miigating against, for example,

the impact of potenual natural disasters or the current global
economic condrtions on our supphers We thereby seek to
minimise the nisk of not being able to meet our customer and
legal commitments or comply with our ethical policies This helps
to minimise our exposure to loss of revenue, financial penalty and
any adverse impact on our brand and reputation
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Only two or three companies
in the world can do what BT
does today for customers.

BT has proven itself to be

the ideal partner for us as it
combines market-leading
expertise in our sector needs
with unique breadth and
depth of network capabilities
all around the world.
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Thiyagarajah Rajah
Chief Information Officer, CLSA Asia-Pacific Markets

BT Global Services — a global leader

CLSA Asia-Paafic Markets 1s Asia s leading
independent brokerage and investment group

It chose BT to provide a fully managed voice, data,
and trading systems solution across 14 countries in
the Asia Pacific region, the UK, and the US

Under the seven-year agreement, BT 1s helping CLSA
to flex its communication and IT requirements by
implementuing an innovative, global utiity-based
pricing model for BT's networked IT services

and the deployment of BT Un:fied Trading for
trading communications




Performance

In this section we discuss the operating and
financial performance of our customer-
facing lines of business and the financial
performance of the group.

We measure performance of our customer-facing lines of business on an ‘adjusted’
basis, being revenue, EBITDA, operating profit and operating cash flow, all of
which are before speaific items which are not allocated to the customer-facing lines
of business

A definiton of specific items 15 set out on page 166 Specificitems for 2012,

2011 and 2010 are disclosed i note 9 to the consolidated financial statements A
reconciliation of adjusted EBITDA to group operating profit by the customer-facing
Iines of busmness, and for the group, 1s provided 1n Segment information, note 4 to
the consolidated financial statements

We explain our financial performance using measures that are not defined under IFRS
and are therefore termed non-GAAP measures The non-GAAP measures we use are
underlying revenue excluding transit, adjusted and reported EBITDA, normalised,
adjusted and reported free cash flow and net debt Each of these measures 1s
discussed in more detail on pages 166 to 169
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Group Finance Director’s introduction

Watch my video onhine at
www bt com/annualreport

®
2012 performance

We have delivered financial results for the year
i ine with or ahead of our targets

Underlying revenue excluding transit declined by
1 9%, within our target range, an improvement
compared with the 3 0% dedine n 2011

We reduced our operating costs by £0 Sbn

or 6% While some of the reduction reflected
lower transit related costs, the majonty reflects
the continued progress we have made in
teansforming our cost base Over the last three
years we have reduced our operating costs

by £2 @bn Including capital expenditure, the
overall reduction 1s £3 4bn Given the scale

of the savings achieved to date, it will be
challenging to keep up the same pace going
forward However, through continued forensic
analysis of our cost base, we still see plenty

of opportunities in the coming years Cost
transformation is about improving efficiency

2012 performance against our outlook

and reducing the cost of fallure This in turn
improves customer service and allows us to
free up resources to invest in the business

Adjusted EBITDA grew by 3% to £6 1bn and we
achieved our 2013 target to be above £6 Qbn

a year early Over the last three years we have
increased our adjusted EBITDA by 16%

We generated adjusted free cash flow of

£2 5bn in the year, up 13%, which was well
above our target of more than £2 2bn This
strong performance was after investing

£2 6bn in capital expenditure In the last three
years we have more than tripled our adjusted
free cash flow, generating £6 9bn and have
reduced our net debt by £1 3bn This strong
financial performance allowed us to make a
£2 Obn lump sum pension defiat paymenton
agreeing the 2011 funding valuation

Qutlook

Our objective remains to drive profitable
revenue growth While economic and
regulatory headwinds will make revenue
growth in 2013 more challenging than
ongmally envisaged, we expect underlying
revenue excluding transit to show an improving
trend in 2013 and 2014 We expect a dedline
of around £200m-£300m n transit revenue

in 2013

We expect to make further progress in
transforming our cost base which will dnve
growth n adjusted EBITDA 1n 2013 and 2014

As the tax credit in relation to the £2 Obn lump
sum penston defiat payment will distort our
cash flowin 2013, we are now giving our free
cash flow outlook excluding the tax benefit

XA
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We have delivered results
in line with or ahead of
our targets.

99

of pension deficit payments On this normalised
basis, free cash flow amounted to £2 3bn in 2012
and 1s expected to be broadly flatin 2013 and
above £2 4bnin 2014 Weintend to continue our
pohey of reducing net debt and are targeting a
BBB+ credit rating over the medium term

We expect BT Global Services to deliver sohd EBITDA
growth in 2013 as wentensify our efforts to
imyprove the efficency of its opertions and reduce
its cost base Its operating cash flow 1s expected to
be lower in 2013 due to phasing of working capital
before returning to growthin 2014

As aresult of our confidence in our ability to grow
free cash flow, we intend to increase the dmdend
per share by 10%—15% per year for the next three
years We alsointend to spend around £300m

on & share buyback programme in 2013 which
will counteract the dilutive effect of all-employee
share option plans maturning in 2013 and add to
shareholder returns

bl

Tony Chanmugam
Group Finance Director
9 May 2012

Our financial objectives

Outlaok 2012 » 2014
May 2011 Result
Underlying revenue excluding transit? down2%toflst  downl9% @ { Improving revenue trends |
sted b 2012 above £5 9bn £61bn Grow EBITDA
Adjusted EBITDA 2013 above £6 Obn ane year early @
Adjusted free cash flowb above £2 2bn £2 5bn @ Grow free cash flow J
2 Defined on page 167 Investin Reduce Support
% Adyusted EBITDA and adjusted free cash flow outlook updated in February 2012 to be business net debt ensﬁ,:% fund Péo?;is:é:e
above £6 Obn and to be around £2 4bn respectively g P v _
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Line of business performance

We have made progress during the year, both on an operational basis with
some improved measures, and financially. However, the economic climate

has been challenging.

BT Global Services

In 2012 we further consolidated our position as a global
leader In managed networked IT services. We have
focused on improving our performance and serving

our customers better. We continued to sign contracts
with large corporate and public sector customers and to
make investments to extend our global capabilibes and
have further reduced our cost base.

( Key facts -1

Order intake of £6 7bn

investments in Asia Paaific, Latin Amenca, Turkey,
the Middle East and Afnca

Relaunch of product portfolio

Operating cash flow of £183m

\, —

Operating performance

investing for the future

We continued to invest in high-growth regions where our customers
want to expand The investments we announced last year n Asia Pacific
are progressing well with new technology showcases in New Delhi and
Shanghal, a new secure operations centre in Sydney, a range of product
refreshes and launches, and the hinng of around 200 professionals
across the region in the key customer markets of Australia, China, Hong
Kong, India, Japan and Singapore As a result our Asia Pacific order
pipeline has grown and we are converting it into orders

In October 2011 we announced a seres of nvestments in Latin
Amenca Through recrusting around 200 new staff, increasing our
nrofessional services capabilies, opening new centres of excelience
and implementing a wide range of network and customer service
improvements, we aim to better support global customers investing
in Latin America and help large Latin Amenican companies expand
globally In February 2012 we also announced a series of investments
in Turkey, the Middle East and Africa Global compantes vesting in
the region, as well as local companies expanding further afield, will
gain access te a broader portfolio of services and will be supported

by around 150 additional highly qualified staff, including professional
services specialists Across these three regtons revenue increased by

16% 1n 2012 We expect to increase our revenue by around £500mn
these regions over the medwsm term

Cost transformation

We have continued to improve the efficiency of our operations helping
to dehver a 4% reduction in net operating costs {2011 7% reduction}
We achieved this through

+ Increasing our use of shared service centres for contract delivery
« working with our external suppliers to iImprove contract terms

« rationalising our network assets and our operations

« remowving redundant third party circurts from our inventory

+ 1mproving our billing operations and prometing e-billing

« rationalising our property portfohio and associated infrastructure

Products and services

in September 2011 we ntroduced new names for our products and
services to improve the way we sell to our customers These new

names make It easier for customers to understand our portfolio and for
our sales community to sell it They also help to differentiate us from
competitors by making our products more recogmisable See page 16 for
more details on our new products and services categories

In December 2011 we announced the formation of BT Adwise, which
brings together the BT Clobal Services experts who deliver consulting,
systems integration and managed services around the world under one
team Customers will benefit from engaging with a team made up of
4,500 tughly skilled professionals who apply industry-leading processes
and methodologies

Wa have also mvested in growth areas including MPLS, Ethernet, UCC,
CRM, secunty, mobility and cloud services We also continue to invest
industry-specific products and services such as our BT Unified Trading
voice service which we launched in 12 global finanaal centres

Contracts

Ourinvestment to support our customers and Improve our services
has resulted in contract wins around the world with an order intake of
£6 7bnin 2012, a reduction of 8% which 1s more than accounted for
by the lower level of contract renewals in the year We are seeing the
benefits from our nvestments in Asiz Pacific, Latin America and Turkey,
the Middle East and Africa where the combined order intake was up
over 60% on last year

Performance
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Contracts signed in 2012 included

Customer

European Parliament

NATO

Lancashire County
Counal

Anglo Amencan

Bristol-Myers Squibb

The Brazihan Post Office
and Telegraph Company
{Correios}

CLSA Asia Pacific
Markets

Serco Australia

Contract

Two framework contracts covering a wide range
of networked IT services, including the supply of
network equtpment and apphications

A contract with NATO's Consultation, Command
and Control Agency (NC3A), to provide a
communications network connectng more than
70 locations spread across the NATO nations and
the Balkans

A contract to deliver ICT for the County Counail
and schools as well as the back-office services for
human resources, payroll, the customer service
centre and procurement

A global managed networked IT services contract
covenng all Anglo American s networking
requirements at several hundred locations around
the world

A contract extension for global network services
including wide area and local area networks,

as well as remote access, voice, and telephony
infrastructure

A contract to connect more than 7,000 sites,
including corporate, reqional and local offices all
over the country

A contract for a managed voice, data and trading
systems solution across 14 countnies in the Asia
Pacific region, the UK and the US

A contract to install and manage communications
infrastructure and run a range of IT services

for the new Fiona Stanley hospital in

Western Australia

Duning 2012 we continued to execute on our largest customer

contracts

London 2012 Olympic and Paralympic Games

BT s delivening a single communications network across 94 locations
{including 34 competition venues) Every official photograph and sports
report and millions of calls, emails, texts and tweets will be carned over
BT's communications network We are carrying all the broadcast pictures
for every sporting mement outside the Olympic Park BT s providing
80,000 connections, 16,500 fixed telephone lines, 14,000 mobile SIM
cards, 10,000 cable TV outiets, 5,500km of internal cabling and 1,800
wireless access points The London 2012 Delivery Programme team has
hit key rulestones by successfully completing the installation of FTTP in
the athletes’ village on schedule This will serve 2,818 flats, providing
the athletes and coaches staying here with free BT Infinrty super-fast
broadband throughout the Olympic and Paralympic Games The London
2012 Delivery team has also finalised the design for the Games-tme
website ahead of schedule This is expected to be wisited by over a billon
people dunng Cames-time, with over 200 milion unique visitors

NHS contracts

2012 was our busiest year ever In the delivery of our large NHS contracts
and communications services We rolled out four additional electronic
patient record systems to major hospitals in London and the South of
England Around 220,000 NHS staff now use our dinical information
systems in more than 80 NHS organisations We also doubled the
capacity of the internet gateway for N3, the secure national broadband
network we have built and manage for the NHS, providing faster
internet access for healthcare staff On the Spine, the secure database
and messaging service BT has also developed, more than 30m ‘Choose
and Book’ appointments have been made since the service was
launched, with 39,000 being made on average each working day

@® Customer service delivery

We focused our efforts on improving customer satisfaction across a wide
range of metrics and made improvements in many areas Through our
‘night first ime’ programme we reduced customner faults by 5% and
improved the way we handle calls from customers We take feedback
from our customers in many ways through customer surveys, through
our global account management teams, and through customer events
where we discuss our strategy and therr experience of working with

us That feedback helps us identify opportunities to improve overall
customer satisfaction with our services

Financial performance

2012 2011° 20107
Year ended 31 March £m £m fm
Revenue 7,809 8,059 8,522
Underlying revenue excluding transit (1%} {4%) -
Net operating costs 7.182 7,466 8,065
EBITDA 627 593 457
Depreciation and amortisation 712 734 815
Operating loss (85) {141} {358)
Capital expenditure 560 468 599
Operating cash flow 183 119 (482)

? Restated See page 111

In 2012 underdying revenue excluding transit decreased by 1% (2011
4% decrease) partly reflecting the challenging environment in certain
markets Revenue decreased by 3% (2011 5% decrease) includng a
£168m decline in transit revenue, a £55m impact from disposals and a
£21m favourable impact from foreign exchange movements

Revenue from netwarked IT services decreased by 1% (2011 broadly
flat) manly due to the impact of disposals Calls and lines revenue
decreased by 9% (2011 14% decrease) reflecting the continued trend
of customers migrating to alternative IP-based services, however the
rate of dedine has slowed Transit revenue decreased by 27% {2011
20% decrease) largely due to the impact of mobile termunation rate
reductions 1n Europe

Net operating costs decreased by 4% (2011 7% decrease) or by 1%
{2011 6%} excluding transit costs, disposals and foreign exchange
movements This reflects the continued progress from our cost saving
intiatives as set out above
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EBITDA increased by 6% (2011 30%) Excluding disposals and foreign
exchange movements EBITDA increased by 7% reflecting the impact
of cost saving inttiatives and improved operational performance
Depreciation and amortisation decreased by 3% (2011 10% decrease)
as a result of lower overall capital expenditure over the pror two
financial years This contnbuted to an operating loss of £85m, an
irprovement compared with the losses of £141m and £358m in 2011
and 2010, respectively

Capital expendsture increased by 12% (2011 17% decrease} due to
customer contract commitments, addional expendrture to support
the delivery of new contracts in EMEA and Latn America, as well as
continued network tvestment

Operating cash was an inflow of £183m {2011 £119m inflow} This
was sghtly below our target of around £200m for the year

BT Retail

Despite the challenge of highly competitive markets,
we have increased our profits for seven consecutive
years. We have grown our broadband and TV services
and reduced line losses, while improving efficiency and
reducing customer complaints. However, the economy
has affected the SME market in particular. We remain
focused on reducing costs and have consistently
delivered reductions in our cost base by simplifying,
standardising and automating processes.

Key facts

54% share of broadband net additions

Consumer ARPU up to £343

BT Infinity customers over 550,000

BT Vision base of over 700,000

Improved consurmer and business line loss trends

Operating performance

BT Consumer

In response to changing customer demand and strong competition over
the past year we have focused our marketing and retention activities
predominantly on “dual play’ bundled offers of calls and broadband,
and “tnple play’ bundles of calls, breadband and TV We have improved
the flexibility of our bundles by introducing a wider range of options for
voice calling plans, broadband speeds and usage Iimrts and TV content

More than 60% of our retail broadband customer base now has a
bundle of services and around 98% of new breadband orders are for
bundled products The increasing popularity of bundles has contnbuted

43

to increased consumer ARPU which was £343 n the fourth quarter of
2012 as consumers take more products from us

Quarterly consumer ARPU
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@ Consumer average revenue per user {12 months rolling)

Active consumer hine loss was down 30% on last year This has been
achieved through a combination of competitive bundled offers and
effective marketing and retention campaigns Year-on-year hine churn
has reduced with customers on bundles having lower chum than those
with calls only Growth in call packages with inclusive unkimited cails has
slowed the dechine in call minutes per line

Quanrterly active consumer line loss
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In the broadband market, we added 589,000 retall broadband
customers in the year, representing 54% of the broadband net
addittons of 1,083,000 and taking our retail customer base to around
6 3m, up 10%

Performance
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Quartery net broadband addrtions
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Take-up of our super-fast broadband product, BT Infinity, has
accelerated and we now have aver 550,000 customers In November
2011 we launched our fastest ever breadband service, a FTTP BT Infinity
service which supports downstream speeds of up to 100Mbps kn April
2012 we launched FTTC BT Infinity with up to 80Mbps downstream and
up to 20Mbps upstream

Piusnet, our brand for cost-consaous customers, performed well during
2012 and made a good contnbution to our broadband performance,
representing around 15% of total retail net additions Take-up of the
Plusnet fibre broadband service, which we launched at the start of
2012, was also encouraging

Our pay-TV service, BT Vision, had over 700,000 customers at 31 March
2012, up 23% over the prior year We are seeing the benefit of
improvements we have made to our service duning the year In July we
launched a new BT Vision Essential package giving custorners unlimited
access to BBC (Player and seven-day catch-up TV and the flexibility to
pay for all other on-demand content only when they view it InJune
we launched BBC iPlayer nationally after tnalling it in 2011, and this
has significantly increased subscnption views of on-demand content

In February we selectively launched our next generatien BT Vision
service {(Vision 2 0}, which offers improved browsing and navigation
capahilities, and has a sophisticated recommendations engme to

make viewing suggestions to customers in March 2012 BT Vision won
the [P&TV Industry Award in the Best Service Growth Achievement
categery Thisis awarded for significant growth in the number of
subscnbers to an IP-enabled TV service

BT Business

Our calls and lines business was impacted by the continuing decline in
the fixed telephony market. However, we slowed the rate of hine losses
in 2012 through improved marketing and retention activities, with net
losses down 14%, the lowest for four years Call volumes continued to
dechne, but call usage per customer has stabilised

Broadband performed well, and 1n particular we saw an acceleration
in sales of our BT Infinity FTTC product. We improved our bundles of

voice, broadband and mobile, which positively impactad cur broadband
performance In November 2011 we won the award from IT Magazine
V3 for best business broadband internet service provider

BT Ireland

Despite a challenging economy in 2012 we achieved some important
contract wins and extensions In Northern Ireland these included the
Police Service of Northern Ireland, the Department of Finance and
Personnel, and Randox Laboratories In the Republic of Ireland wins
included the Department of Social Protection and FBD Insurance

In Northern Ireland more than 750,000 premises have now been passed
by FTTC resulting in coverage of 89%, which makes it one of the most
fibre-connected regions anywhere in Europe We saw a significant uphift
in BT Infinity sales in Northern Ireland, as well as line loss reductions

and a fall n broadband churn Qur fibre-based ‘Total Transmussion’
network went live in the Republic of Ireland in October 2011 and we

are progressively extending It to further sites This network upgrade
increases the capacity of our netwark, lowers the cost of bandwidth,
brings our network closer to businesses and enhances our Ethernet and
IP capabilities to offer new services

BT Enterprises

Qur BT Enterpnises portfolio of businesses delvered a good overall
performance, despite challenging market conditions and rmigration

to new technologies We achieved significant customer wins and
introduced product enhancements to improve our competitive posiion

In BT Conferencing we increased the volume of external audio
conferencing minutes by around 20% in the year and had some
significant wins including DHL, Syngenta, and a contract extension with
the NHS We launched BT Engage Meeting Mobile, an application for
iPhone, 1Pad, and Android devices and enhanced our cloud-based wideo
conferencing solution

In BT Directories we increased our share of directory enquiry calls

to 118500 following successful TV advertising campaigns We also
jaunched our new BT Marketing Solutions website which combines all of
our online and pnnt portfolio in one place

In BT Expedite & Fresca we launched a hosted EPOS solution and
delivered the industry’s first 1Pad-enabled POS system, winung
‘Technology Intiative of the Year' for our client, Oasis Fashions We had
some significant wins including the renewal of a five-year e-commerce
contract with Aurora Fashions and a contract with WH Smuth to provide
a self-checkout solution

In BT Redcare we saw a large increase in sales of mobile SIM-based
fire and intruder products following significant enhancements to these
products incorporating mobile reaming and secure remote upload and
download of software

In BT Payphones we removed around 330 payphones as part of our
programme to remove unprofitable payphones while still meeting our
universal service obltgations

In BT Wi-fi we increased the volume of wi-fi minutes by 43% in the year
We won a contract with Hilton Hotels to provide wi-fi in 17,000 rooms,
and other significant wins included Heineken Pubs and John Lewis
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® Customer service delivery

In our consumer customer service organisation we have focused on
making It easier for our customers to contact and get help from us

The percentage of customers rating Interactions with us as extremely
easy or very easy has grown by eight percentage points dunng the year
for our voice channels In March 2012 our BT Care team won the UK
Customer Satisfaction Award from the Institute of Customer Service for
best use of social media and communication strategy Over 60% of our
service interactions are now self-serve via our website and automated
telephone systems Calls to our call centres have fallen by 13% and
complaints have fallen 16%

We continue to keep track of our performance in key areas that are
important to customers, such as our success at resolving queres in one
contact. in 2012 we improved our performance on this measure for
consumers by a further eight percentage points

In our business customer service organisation we focused on ‘One
Contact Resolution’ (OCR} aiming to resolve customers’ 1ssues in Just one
contact We have reduced repeat service calls overall by 12%, with the
best improvement in our broadband technical helpdesk organisation, for
which repeat calls were down 17% OCR for repair of lines also improved
by 14 percentage points in the year Complaints have significantly
reduced, and were down by 20%

Financial performance

2012 20112 2010°
Year ended 31 March fm £m £m
Revenue 7,383 7.700 8,078
Net operating costs 5,563 5.916 6,301
EBITDA 1.830 1,784 1,777
Depreciation and amortisation 410 443 459
Qperating profit 1,420 1,341 1,318
Capital expenditure 434 434 417
Operating cash flow 1362 1,382 1,566

2 Restated See page 111

In 2012 revenue decreased by 4% (2011 5% decrease) as increased
consumer ARPU was offset by lower calls and lines revenue and lower IT
hardware sales in BT Business

BT Consumer revenue declined by 5% {2011 6% decline} The reduced
rate of dechine was driven by growth in our broadband base, particularly
BT Infinity, and in BT Vision, which contnbuted to an increase in
consumer ARPU

BT Business revenue declined by 5% (2011 1% dechne), impacted by
lower IT hardware sales reflecting market conditions and our decision
during 2012 to move away from low-margin IT hardware trade sales
Business hine loss was at 1ts lowest level for four years

BT Ireland revenue was broadly flat (2011 3% decline) exduding the
impact of foreign exchange movements, benefitng from a number of
sigruficant contract wins despite the challenging economic environment.

45

BT Enterpnises revenue increased by 1% (2011 2% decline) excluding
the impact of foreign exchange movements BT Conferencing revenue
ncreased due to growth in conferencing minutes and BT Expedrte &
Fresca increased sales to retailers These increases were partially offset by
revenue declines in BT Payphones, BT Redcare and BT Directones

Net operating costs decreased by 6% {2011 6% decrease) reflecting
our cost transformation initiatives

EBITDA increased by 3% {2011 broadly flat} and with depreciation and
amortisation decreasing by 7% (2011 3% decrease) due to the lower
level of capital expenditure in recent years, operating profit increased by
6% (2011 2% ncrease)

Capital expenditure was flat {2011 4% increase} Operating cash flow
decreased by 1% {2011 12% decrease}

BT Wholesale

2012 was a challenging year as we continued our
transformation from a traditional product-based
wholesale business to one focused on managed IP
services, entering adjacent markets such as IP voice
services as well as delivering long-term managed
services to our wholesale customers

r h

Key facts

Total order intake of around £750m

MNS revenue represents 27% of external revenue

MEAS available at more than 13,000 mobile
base station sites

Qver 200 €P customers for global IP Exchange

. A

Operating performance

Investing for the future

We now have more than 60 CPs taking our WBC fibre broadband
service Qur MEAS service 1s now available at more than 13,000 mobile
base station sites, an increase af around 3,800 n the year, reinforcing
our market-leading position

Since its launch in 2011 our global iP Exchange platform continues to
grow rapidly and now has over 200 CP customers |P voice minutes have
increased by around 80% in the year

Cost transformation

Net operating costs reduced by 6% (2011 5% reduction) but increased
by 3% (2011 3% reduction) excluding transit costs Reductions in total
labour costs and discretionary expenditure were offset by the impact of
changes tn the product mix and netwerk nugration costs

Performance
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Contracts

Dunng 2012 we signed contracts with a total order value of around
£750m This was lower than 2011 partly due to several significant wins
in that year and the lengthening of sales |ead times for new contracts as
customers delay making long-term strategic deaisions Contracts won in
2012 induded

Customer Contract

Colt Group Framework agreement to resel! our worldwide
media network capability

Virgin Media Extension of MNS voice contract for a further three
years

Sky Renewal of outside broadcasting contract for the
next six years

® Customer service delivery

A variety of intiatives to improve reliability led to a 15% reduction
in faults being handled by us During 2012 we increased our e-chat
service and we now handle 85% of customer enquinies on-hine This
reduces waiting time and improves handling times for our customers

Financial performance

2012 20112 2010°
Year ended 31 March £m £m £m
Revenue 3.923 4,201 4,583
Underlying revenue excluding transit {2%) {3%) -
Net operating costs 2,715 2,885 3,230
EBITDA 1,208 1,316 1353
Depreciation and amortisatson 604 619 680
Operating profit 604 697 673
Capital expenditure 336 329 325
Operating cash flow 800 911 917

? pestated See page 111

In 2012 underlying revenue excluding transit dechined by 2% {2011
3% dechine), pnimanly due to the ongoing migration of broadband lines
to LLU and the transition to IP-based services such as Ethernet and IP
Exchange These new IP-based services grew significantly m 2012 but
not encugh to offset the decline in our traditional services Revenue
dechined by 7% mainly due to a £224m (2011 £81m) reduction in
transit revenue driven by mobile ternunation rate reductions of £213m
In 2011 revenue dechned by 8%, or by 4% after reflecting changes

in the nternal trading model in 2011 The majority of our largest
customers by revenue have signed long-term contracts Revenue from
MNS contracts continued to grow and accounted for 27% of external
revenue in 2012, up from 24% in 2011

Net operating costs reduced by 6% (2011 5% decline} but increased by
3% (2011 3%) excluding transit costs, as detailed above

EBITDA decreased by 8% (2011 3% decrease} Depreciation and
amortisation reduced by 2% (2011 9% decrease} and operating profit
declined by 13% (2011 4% increase)

Capital expenditure increased by 2% {2011 1% increase) principally
due to better utifisation of our assets being offset by increased
investment in our WBC and Ethernet roll-out

Operaung cash flow decreased by 12% {2011 1% decrease) largely due
to the decline in EBITDA

Openreach

During 2012 we continued to roll out super-fast
broadband and we have now passed 10m premises,
many months ahead of schedule. We have seen further
growth in our copper line base, whch has increased for
six consecutive quarters.

' ~\
Key facts

136,000 increase in our copper line base

10m prermises now passed with our fibre roll-out

More than 60 providers tnialling or offening fibre broadband

Ethernet circuits up 25%

.

Operating performance

The continued growth in demand for bandwidth by consumers and
businesses led to higher sales volumes across our portfolio This growth
helped us to deliver a good financial performance, but also led to higher
levels of faults in our copper network

Investing for the future

We have achieved our target of passing 10m UK premuises with our
fibre roll-out many months ahead of schedule and we are on track for
passing two-thirds of premises by the end of 2014 Adoption of fibre
broadband has been promising — at 31 March 2012 we had more than
60 different providers trnialling or offering fibre broadband Given our
early expenence of customer adoption, we have hired a new mobite
workforce of over 800 engineers (including many former Armed Forces
personnel) to manage the spikes in demand that occur when fibre
broadband s first made available in an exchange area
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Products and services
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Financial performance

Our overali copper line base increased by 136,000 in the year, and 2012 2011% 2010°
has new grown for six consecutive quarters, as customers recognise Year ended 31 March £m £m £m
the advantage of fixed-line broadband At 31 March 2012 we were External revenue 1,623 1,504 1,287
providing 15 5m WLR fines to other BT lines of business and 6 3m to
other CPs Internal revenue 3513 3,426 3.877
Revenue 5,136 4930 5,164
Change in copper hine base quarter on quarter
000 Net operating costs 2,837 2,798 3,204
100 EBITDA 2,299 2132 1960
75 Depreciation and amortisation 939 877 856
=t
30 = Operating profit 1360 1,255 1,104
25 @ — Capital expenditure 1075 1,087 907
URaasl
o @ Operating cash flow 1195 1,078 1,167
=25 ] T d See page 111
-50 tn 2012 revenue increased by 4% reflecting growth in Ethernet, LLU
75 and fibre revenue In 2011 revenue decreased by 5%, or by 1% after
o le reflecting changes in the internal trading modelin 2011
-1 —
O External revenue increased by 8% (2011 17% increase) largely due to
-125 growth in LLU and Ethernet revenue Internal revenue increased by 3%
o 0220133 4 01 02 3 04 Q 022 01;33 04 (2011 12% decrease, or 7% decrease after reflecting the changes in
2011

At 31 March 2012 around 93% of UK premises were served by an
unbundled exchange and there were 16 8m unbundled lines in the UK,
up 6 9% on the previous year Of these, 8 Sm were for other BT lines of
business to support broadband services and 8 3m were for other CPs
More than 30 CPs are providing services using LLU and we are fulfilling
maore than 50,000 LLU orders a week

Demand for our Ethernet services further increased in 2012, with the
number of Ethemet circuits nsing by 25% This growth was driven
both by higher demand for connections to CPs’ business customers,
and by demand from CPs for lugher speed connections within their
own networks

Cost transformation

Net operating costs ncreased by 1% (2011 13% decrease) as efficiency
improvements were offset by higher labour costs due to additional
engineenng activity and increased |eaver costs

@® Customer service delivery

We have improved our delivery performance for new copper lines We
worked with industry to establish a target lead-time of 14 days, and
were performing consistently better than this by the end of the year
The main disappomntment in the year was the higher than expected
level of copper network faults which was largely driven by the tugher
adoption and usage of broadband

the internal trading model in 2011) dniven by increased revenue from
our Ethernet and fibre portfolio

Net operating costs increased by 1% (2011 13% decrease, or 5%
decrease after reflecting the impact of changes in the trading modelin
2011} as detaded above

EBITDA increased by 8% {2011 9% increase} as revenue growth more
than offset the higher operating costs Depreaiation and amortisation
increased by 7% (2011 2% increase) reflecting the investment in our
fibre roll-out and Ethernet over the last year Operating profit increased
by 8% (2011 14% increase}

The accelerated mvestment in our fibre roll-out programme was offset
by lower spend on DSL and improved efficiency in asset utilisation and
phasing, resulting in caprtal expenditure reduaing by 1% (2011 20%
Increase}

Operating cash flow increased by 11% (2011 8% decrease) pnmanly
due to the higher EBITDA and lower capital expenditure

Performance
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Our responsible and sustainable
business performance

We have made progress this year in our aim of being a responsible and
sustanable business leader We set out below our performance in the
year agamst our seven CR KPis

® Customer service delivery KPI

When customers do need to contact us with a query or to report a
problem with therr service, we aim to meet their needs through one call

with our ‘ight first ime” programme We measure our success through
our customer service improvement KPI

‘ 23 ’
® Climate stabilising intensity KPI
We measure performance on ciimate change with our chimate
stabilising Intensity KP! Qur target 1s to reduce by Decernber 2020
the CO, equivalent emissions (CO,e} intensity of the BT Group by 80%,
compared with 1997 In 2012 we achieved a 60% cumulative reduction

In our carbon emissions intensity per unit of value added compared
with 1997

Read more about customer service delivery on page

BT's worldwide CQ e emissions
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Carbon intensity = CO,e/value added (= EBITDA + employee costs)

@ Netemissions == Carbon intensity (tonnes
per £m value added)

® Community investment KPI

We are committed to investing in the communities that we live and
work i and our people are encouraged to particspate in therr local
communities We run a formal volunteening programme to help them

do this In 2012 11% of our people volunteered some 50,000 volunteer
days with an esumated value of £15 6m to our communities Overall we
invested £31 9m n 2012, which at 1 5% was well above our target of

a minimum investment of 1% of the prior year's adjusted profit before
taxation In 2012 the calculation methodology was changed in order

to create a stronger hnk to current performance In 2011 and 2010 the

calculation was based on adjusted profit before taxaton from two years
previously

BT's community investment

£m
32
o
=g
31 i -
30 -
2 19% |
/ \l 5%
11% =
28 - -
2 A -
26 () -
™
25 |
24 L z \_J k y.
2010 2011 2012

O Community mvestment {time, cash and
in-knd suppart)

== Percentage of profit
before taxation

® Supply chain human rights KPI

We have achieved our ethical trading {supply chain human nights)
KPI target to achieve 100% follow-up within three months for

all suppliers identified as high or medium nsk through our ethucal
standard questionnaires

Number of on-site supplier assessments supporting 100%
follow-up

54
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Our responsible and sustamable business performance

® Ethical performance index KPI

We have met our target to maintain or improve on our 2011 ethical
performance index score of 4 16 based on a five point scale of the
success of BT's employee awareness and training as measured through
our employee surveys

Ethical performance index

| 4.10 4.16
® ®

4.19
[ J

2010 2011 2012

® Employee engagement KPI

We measure our success in this area through our employee engagement
index KP| measured on a five point scale In 2012 we improved our
2011 score

Employee engagement

3.58 3.61 3.68
o ® 4

2010 2011 2012

® Sickness absence rate KPI

We measure our success of health and safety through our sickness
absence rate {SAR) KPI which 1s the percentage of calendar days lost to

sickness absence expressed as a 12-month rolling average

In 2012 we beat our target to reduce our SARto 2 21%

Sickness absence rate

241%  2:45% 5 169,
ahwin abwin

2010 2011 2012

This saw a correspending reduction in our sick pay costs

Sick pay costs

£95.4m  £90.1m £80.0m

2010 2011 2012

Performance
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Group financial performance

Group results
Revenue EBITDA Profit before taxation
£m £m £m
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Full year dnadend
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2 tems presented as adjusted are stated before speafic dems. See page 166 for further detadks.
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Income statement

Summarised income statement

Year ended 31 March 2012 2011 2010
Before specific tems £m £m £m
Revenue 19,307 20,076 20,911
Other operating income 387 373 378
Operating costs? {13,630 {14,563} {15,650}
EBITDA 6,064 5,886 5,639
Depreciation and amortisabion {2,972} {2,979) {3,039)
Operating profit 3,092 2,907 2,600
Net finance expense {681} (845} (890)
Associates and joint ventures 10 21 25
Profit before taxatson 2,421 2,083 1,735
Taxation {584} {452) (398)
Profit for the year 1,837 1,631 1,337

2 Excluding depreciation and amortisation

Revenue

Underlying revenue excluding transit was down 1 5%, within our target
range, and an improvement on the 3 0% dechne in 2011, reflecting
lower revenue from calls and lines and the chailenging environment in
certain markets

Adjusted revenue was 4% lower at £19,307m {2011 4% decrease)

51

The decrease in adjusted revenue was principally due to a 9% (2011
10%) reduction in calls and hnes revenue and a 26% (2011 14%)
reduction in transit revenue The continuing decline in calls and lines
revenue reflects the challenging market conditions and the migration
from fixed-line calls to broadband, data and |P services The decrease
in transit revenue was pnmarily due to the impact of regulatory mobile
termination rate reductions and the continued decline in transit
voiumes The dechnes in calls and Iines and transit revenue were offset
by broadband and convergence revenue whichincreased by 7% {2011
3%) This was driven by growth in our broadband base, particularly

BT infinity, and i BT Vision and from our Ethernet portfolio

An analysis of our revenue by major product and service category Is
provided in note 4 to the consohidated finanaal statements

Operating costs
The progress we have made in our cost transformation programmes has

contributed operating cost reductions of £933mn 2012 and £2 Sbn
over the last three years

In 2012 total operating costs before depreciation and amortisation and
specific items were down £933m, or 6% (2011 down £1,087m, or
7%} Underlying operating costs were down 6% (2011 7%) For further
detalls of our cost transformation activities in 2012, see page 23

Performance

Reduction in operating costs®

with transit revenue down by £392m (including mobile termination £m
rate reductions of £286m}, favourable foreign exchange movements of 14.800
£22m and a £55m impact from our disposal of Accel Fronthine Limited 14,600 —
in August 2011 We expect a further decline in transit revenue of 14.400 @ 3 @
around £200m~£300m 1n 2013 In addition there were a number of TS
regulatory rulings 1ssued in 2012 that are expected to have a negative 14200 —
impact of around £200m-£200m on group revenue in 2013 and a 14000 — v ) o=
similar year-on-year impact in 2014 O &
The movement in adjusted revenue from our main products and services D80 — s
categories Is shown below 13,600 —— 73
13400 m
Movement in adjusted revenue 13200 _\J v
= 58 & BF = 3 &
20400 . R 4% ¢ & 3 P g
20200 _(”D_r- E s § £
20,000 © =
o © —
19.800 — C°>' = 4 9’ a Excluding depreciation 2nd amortisaton
19600 — M
19400 — &)
19200 — ~ ? S Around a third of our cost base 1s labour costs, both direct and indirect
19'000 § Net labour costs of £4,812m including leaver costs of £97m (2011
= - £57m} were broadly flatin 2012 (2011 7% decrease), or decreased
18800 — by 2% {2011 5%} excluding leaver costs and £87m of cestain
18600 — labour-related costs which were classified as other costsin 2011
18,400 — The dechne reflects lower indirect labour costs as we have sought to
18200 A2 — bring work resourced externally back into BT In addition, efficiency
é %é 2¢ § ”‘% :% g g % improvements and re-engineenng our end-to-end processes have
56 2 g 2 = § g g resulted in direct labour cost reductions which have more than offset
= g5 S 3 £ the impact of pay inflatton Leaver costs increased by £40m in 2012
= 5 ° {2011 £85m reduction) mainly because of higher participation in

2 Induding foreign exchange movements.

Openreach leaver schemes
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Payments to telecommunications operators {POLOs} were down 16%
{2011 8%}, reflecung lower mobile termination rates and reduced
transit and wholesale call volumes Property and energy costs were
down 7% (2011 11%) Network operating and IT costs were down
11% (2011 10%} as we rationalise our networks and systems Other
operating costs decreased by 3% {2011 4%)

2012 Cost base*
29%
35%

) Netlabour costs

o O POLOs
O Property & energy

8% O Network operating & IT
23% O Other

? Exclding depreciation amorusation and specific items

A detailed breakdown of our operating costs 1s provided n note 6 to the
consolidated financial statements

EBITDA

Adjusted EBITDA increased by 3% to £6 1bn in 2012 which means we
have achieved our 2013 target of above £6 Obn a year early

The 3% and 4% increase in 2012 and 2011, respectively, reflect
the benefits from our cost transformation activities An analysis of
EBITDA by line of business 15 provided in note 4 to the consolidated
financial statements

Depreciation and amortisation

Depreciation and amortisation was flatat £2,972m (2011 2%
decrease) reflecting the lower levels of capital expenditure over the last
three years offset by higher depreciation and amortisation on shorter
lived assets

Net finance expense

Net finance expense reduced by £164m in 2012 as we repaid higher
coupon debtin the second half of 2011

2012 2011 2010

Year ended 31 March £m £m £m

Interest on borrowings 672 852 886

Capitalised interest 9 (6} (3}
Fair value movements on

dernivatives 29 34 19

Total finance expense 692 880 02

Total finance income (11} {35} (12}
Net finance expense 681 845 890

In 2012 interest on borrowings decreased by 21% (2011 4%) reflecting
the reduction in the average net debt balance and the repayment of
higher coupon debt in the second half of 2011 Fair value movernents
on dervatives inciuded £16m {2011 £28m, 2010 £9m) of swap
restructuring costs on certain denvatives and £13m (2011 £6m, 2010
£10m) of fair value movements on derivatives not in a designated
hedge relationship in 2012 finance income decreased by £24m {2011
£23mincrease) mainly due tolower average cash and investment
balances In 2011 finance income included £19m of interest in respect
of a tax refund

Net pension interest Is classified as a speaific tem and discussed in note
20 to the consolidated financial statements

Weighted average interest rates

The table below prowvides an overview of average gross debt, average
cash and investment balances, average net debt and related interest
rates over the three-year perod

2012 2011 2010
Year ended 31 March £m fm £m
Average gross debt 9,295 10,808 11,382
Waeighted average tnterest
rate on gross debt 7 3% 7 8% 77%
Average investments and
cash balances 1,148 2,192 1,293
Weighted average interest
rate on investments 06% 0 6% 0 6%
Average net debt 8,147 8,615 10,090
Weighted average interest
rate on net debt 83% 98% 88%

As detailed on page 55, the £1 7bn of term debt maturing in January
2013 has an interest rate below our weighted average and therefore our
weighted average rate will increase in the following years
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Earnings per share
Improved profitability and lower net finance expense have contnbuted
to a 13% increase 1n adjusted earnings per share from 21 Opto 23 7p

Adjusted earntngs per share 1s one of our key performance indicators, as
detailed in Key performance indicators on page 4 asit Is animportant
measure of the overall profitability of our business

in 2012 adjusted earnings per share increased by 13% (2011 21%)
The graph beiow shows the dnvers of adjusted earmings per share
growth over the last two years

Earnings per share
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impact of future share option exerases

At 31 March 2012 there were around 120m outstanding options over
BT Group plc shares granted under all-employee share option plans
which are expected to become exeraisable in 2013 In addition around
48m shares will be allocated in 2013 under the 2009 executive share
plans This will lead to an increase in the number of shares used to
calculate basic earnings per share To counteract the dilutive effect of
the all-employee share option plans matuning in 2013 we intend to
spend around £300m on a share buyback programme in 2013

Dividends

The Board 1s praposing a final dvidend of 5 7p, up 14%, gving a full
year dividend of 8 3p, up 12% This compares with an increase the
full year dwvidend of 7% 0 2011

This will be paid, subject to shareholder approval, on 3 September 2012
to shareholders on the register on 10 August 2012
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Dividends per share
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As described in our Outlook on page 40, as a resutt of our confidence in
our ability to grow free cash flow, we intend to increase the dividend per
share by 10%—15% per year for the next three years

Cash flow and net debt

Adjusted free cash flow was £2 5bnin 2012, well above our target
of £2 2bn Ths reflects our iImproved profitability and is also after
investing £2 6bn in capital expenditure Our strong finanoal
performance allowed us to make a £2 0bn lump sum deficit payment
into the pension scheme, with net debt only increasing by £0 3bn

to £9 1bn

Performance

Free cash flow

We monitor performance using adjusted free cash flow which 1s one of
our three kay performance indicators as detailed in Key performance
indicators on page 4 Adjusted free cash flow 1s an important measure
by which our financial performance 1s measured as it represents the cash
we generate from operations after capital expenditure and financing
costs 1t also excludes the cash impact of specific items and pension
deficit payments This is consistent with the way financial performance
1s measured by management and assists in providing a meaningful
analysis of the free cash flow generated by the group

We are now providing our Ainanaal outlook on a normahsed basis which
removes the impact of the cash tax benefit refating to pension defiat
payments and therefore gives a better view of the underlying cash
generation and trends withun the business

A reconciiation from net cash inflow from operating actvities, the
maost directly comparable IFRS measure, to adjusted free cash flow and
normalised free cash flow 1s provided on page 169

The major sources of our cash inflow for 2012, 2011 and 2010 were the
cash generated from our operations and borrowings through short-term
commeraal paper 1ssuance and long-term debt raised 1n the capital
markets These, as well as committed bank faciliues of £1 5bn, are
expected to remain the key sources of liquidity for the foreseeable future
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Summarised cash flow statement

2012 2011 2010

Year ended 31 March fm £m £m
EBITDA 6,064 5.886 S 639
Caprtal expendiure {2.560) {2 630} {2,480}
Interest {685) {944) (951)
Taxation (400} {209} 134
Working capital 3) {11) (163)
Other non-cash movements &

non-current liabilbes 106 131 {73)
Adjusted free cash flow 2,522 2,223 2,106
Tax benefit of pension

deficit payments {215} {147} {74)
Normalised free cash flow 2,307 2,076 2,032
Add back tax benefit of pension

defict payments 215 147 74
Pensicn deficit payments (2,000) {1.030) {525)
Specific tems (204} 212} {173}
Dvidends {590} {543) {265}
Disposatls and acquisitions 15 64 168)
Issue of treasury shares 21 8 4
{Increase) reduction in net

debt from cash flows (236) 510 1,079
Net debt at 1 Apnt {8,816} {9,283} {10,361}
{Increase) reductron in net

debt from cash flows {236} 510 1,079
Non-cash movements (30} {43) (1)
Net debt at 31 March {9,082} {8,816} (9,283)

In 2012 adjusted free cash flow increased by £299m {2011 £117m)
The main drivers were the higher EBITDA which increased by £178m
(2011 £247m), lower capital expenditure which decreased by £70m
{2011 £150m increase), partly reflecting the tming of supplier
payments in the fourth quarter, and lower net interest payments
which decreased by £259m (2011 £7m) as a result of lower average
gross debt This was offset by hugher tax payments, which increased by
£191m (2011 £343m) reflecting tugher profits in the year Working
capital improved by £8m (2011 £152m} As we highlighted in the
pnor year, the working capital improvement in 2011 was not expected
to be repeated in 2012 Other non-cash movements and non-current
habilities reduced by £25m (2011 £204m)

Excluding the £215m {2011 £147m, 2010 £74m) cash tax benefit
associated with pension defiat payments, free cash flowon a
normalised basis was £2,307mn 2012 (2011 £2,076m, 2010
£2,032m) The cash tax benefit of pension deficit payments is expected
to be around £560m in 2013

The net cash outflow from specific items of £204m 1n 2012 and £212m
in 2011 principally comprised BT Global Services restructuring charges
of £120m (2011 £165m) and property rationalisation costs of £68m
{2011 £47m) The net cash outflow of £173m 1n 2010 prinapally
comprised BT Global Services restructuning charges and property
rationalisation costs, offset by a cash receipt of £226m following the
agreement of pnor penod tax matters with HMRC In 2013, we expect
a cash outflow of around £100m relating to the BT Global Services
rationalisation and the cash payments assocated with the property
rationalisation programme There are ongoing regulatory disputes and
appeals in relation to prior peniods If any of these result in a significant
cash payment or receipt, in accordance with our policy, they would be
treated as a specific item

Pension deficit payments are explained on page 58

Disposal proceeds of £15m in 2012 principally comprised the sale of our
51% interest in Accel Fronthne Limited In 2011 the disposal proceeds
of £64m principally related to the sale of a 6 5% interest in our associate
Tech Mahindra In 2010 the cash outflow on acquisiions of £68m
prnapally related to deferred consideration payments

In 2012 we recewed proceeds of £21m (2011 £8m, 2010 £4m) from
the exeraise of share options At 31 March 2012 there were around
120m outstanding options over BT Group plc shares granted under all-
employee share option plans which are expected to become exercisable
n 2013

Capital management and funding policy

The objective of our caprtal management policy 1s to reduce net debt
over time while investing in the business, supporting the pension
scheme and paying progressive dividends

In order to meet this objective we may 1ssue or repay debt, 1ssue new
shares, repurchase shares or adjust the amount of dividends paid to
shareholders We manage the capital structure and make adjustments
to 1t in the light of changes in economic conditions and the nisk
charactenstics of the group The Board regularly reviews the capital
structure No changes were made to our objectives and processes during
2012 and 2011

The general funding policy 1s to raise and invest funds centrally to meet
anticipated requirements using a combination of capital market bond
issuance, commmercial paper borrowing, committed borrowing facilities
and investments These financial instruments vary in ther matunty in
order to meet short, medium and long-term requirements

Credit exposures are continually reviewed and proactive steps are

taken to ensure that the impact of adverse market conditions on these
financial assets is minimised In partrcular, hine of business management
actvely reviews expasures ansing from trading balances and, in
managing investments and dervative financial instruments, the treasury
operation monitors the credit quality across treasury counterparties and
1s actively managing exposures which anse

Details of our treasury management policies are included in note 26 to
the consolidated financial statements
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Net debt

The movement in our net debt position in 2012 was as follows

Foreign
exchange
and fair At
At 1 Apnl value 31 March
£m 2011 Cash flow movements Other 2012
Bank overdrafts 26 (17} {1) - 8
Debt due within
1 year 459 766 - 1,654 2,879
Debt due after
1year 9371 (14) (104} (1.654) 7.599
Cash and cash
equivalents {351} 18 2 - {331)
Investments (19) {517) 12 11 {513)
9,486 236 (91) 11 9,642
Adpustments {670) - 110 - {560}
Total 8,816 236 19 11 9,082

In addition to term debt of £1 7bn, debt due within one year totalling
£2 9bn at 31 March 2012 compnised commercial paper of £0 6bn,
otherloans of £0 3bn and accrued interest of £0 3bn A detailed
braakdown of our loans and other borrowings 1s provided in note 24 to
the consclidated financial statements

Adjustments to net debt

Our definition of net debt measures balances at the expected value of
future undiscounted cash flows due to anse on the matunty of financial
instruments and removes the balance sheet adjustments made from the

Maturity profile of term debt and average coupon rate
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re-measurement of hedged risks under farr value hedges and the use
of the effective mterest method Currency denominated balances are
retranslated to Sterling at swap rates where hedged

Adjustments to net debt were as follows

2012 2011 Movement

At 31 March £m £m £m

Impact of cross-currency swaps® |228) {408) 180
Removal of accrued interest

and fair value adjustmentsb (332) {262) {70}

Total [560) (670} 110

2 Retranstation of debt balances at swap rates where hedged by cross-currency swaps
b Remaval of accrued inmterest apphed o reflect the effective interest rate method and fair value
adjustments

The adjustment to retranslate our debt balances to Sterling at swap
rates to reflect the impact of hedging reduced by £180m in 2012,
principally due to the 6% weakemning of the Euro aganst Steriing i the
year This was partly offset by a 0 3% strengthening in the US Dollar
The adjustment to net debt to remove the impact of fair value hedge
accouning and the use of the effectve interest method increased by
£70mn 2012 pnnapally due to lower Sterling interest rates

Borrowing facilities

We have a £1 5bn commutted borrowing fachity which s available unti
March 2016, none of which had been drawn down at 31 March 2012

Performance

Debt maturity analysis

The matunty profile of our term debt and average coupon rate is shown
in the graph below Out of total gross debt of £9 9bn, £1 7bn of term
debt is repayable n 2013
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Cash flow and funding outlook

As described on page 40, as the tax credit in relation to the £2 Obn
lump sum penston deficit payment will distort our cash flow in 2013,
we are now giving our free cash flow outlook excluding the tax benefit
of pension defiait payments On this normalised basis, free cash flow
amounted to £2 3bn in 2012 and 1s expected to be broadly flat in 2013
and above £2 4bnn 2014

We (ntend to continue our policy of reducing net debt and are
targeting a BBB+ credit rating over the medium term As a result of our
confidence in our ability to grow free cash flow, we intend to increase
our divwdend by 10%—15% for the next three years We alsa intend to
spend around £300m in 2013 on a share buyback programme which
will counteract the dilutive effect of all-employee share optien plans
matuning in 2013 and add to shareholder returns

Taxation

The effective tax rate was 24 1% in 2012 compared with 21 7% n
2011 Thisisshghtly lower than the UK statutory rate of 26% {2011
28%) refiecting the utilisation of tax losses

We are a significant contributor to the UK Exchequer, collecting and
paying taxes of around £3bn n a typical year

Total tax contribution

In 2012 our total tax contnbution to the UK Exchequer was £3 3bn
{2011 £2 Sbn) This ranked us the fifth highest contributor as
measured in the Hundred Group Tota! Tax Contnbution Survey for 2011
Our total UK tax contnbution by type of tax in 2012 15 analysed below

2012 Total UK tax contribution

£18%m
£353m
£1,579m O v
O PAYE& NI
£1.133m O UK corporation tax

O UK business &

network rates
Tax strategy

Qur strategy is to comply with relevant regulations whilst managing
our tax burden and seeking to maintain a stable effective tax rate

We seek to achueve this through engagement with our stakeholders
inciuding HM Revenue & Customs (HMRC} and other tax authonities,
partners and customers We endeavour to structure our affarsin a

tax efficent manner where there is strong commeraizl merit, with the
aim of supporting our capital or operational expenditure programmes,
supporting customer iiiatives and reducing our overall cost of capital
The parameters which govern our approach are set by the Board, which
reqularly reviews the group’s tax strategy

We operate i over 170 countries and this comes with additional
complexitses in the taxation arena The majonty of our tax habilities

anse inthe UK In terms of our UK corporation tax position, all years
up to 2008 are agreed We have an open, honest and positive working
relationshnp with HMRC and are committed to prompt disclosure and
transparency in all tax matters We recognise that there will be areas of
differing tegal interpretations between ourselves and tax authorities
and where this occurs we will engage in proactive discussion to bring
matters to as rapid a conclusion as possible

Tax expense

Qur effective tax rate on profit before taxation and specfic items s
lower than the UK statutory rate as the utilisation of overseas losses
and the impact of prior period adjustments is in excess of normal
disallowable costs and other tax adjustments as shown below

2012 2011 2010
Year ended 31 March £m £m £m
Profit before taxation and

specific items 2,421 2,083 1.735
Tax at UK statutory rate of 26%

{2011 and 2010 28%} 629 583 486
Overseas losses utilised [75) {53} {35)
Prior period adjustments {74 (36} (37)
Non-deductible items 37 28 44
Other tax adjustments 67 (70) (60)
Effectwe tax charge before

speafic items 584 452 398
Effective tax rate 241% 217% 22 9%

A reconcliation of reported profit before taxation to effective tax rate 15
disclosed in note 10 to the consolidated financial statements

The UK corporation tax rate changed from 28% to 26% on 1 Apnl 2011
and from 26% to 24% on 1 Apnl 2012 The Government has indicated
that it intends to enact future reductions in the UK corporation tax rate
t0 22% by 1 April 2014 For 2013 we expect the effective tax rate to be
around 23% reflecting the lower UK statutory rate and the utilisation of
tax losses

Tax cash payments

The total income tax paid of £400m in 2012 compnsed £353m of UK
taxes (2011 £175m, 2010 £34m) and £47m of overseas taxes {2011
£34m, 2010 £42m) The total tax expense in 2012 was £442m (2011
£213m expense, 2010 £22m credit)

The tax expense and the cash tax paid in each financial year are
different, pnnapally because UK cash tax payments are paid in
quarterly mstalments which straddle two consecutive finanaial years
For example, the UK cash tax paid in 2012 of £353m compnsed the
fina! two quarterly instalments in respect of 2011 amounting to £44m
and the first two quarterly instalments in respect of 2012 amounting
to £309m The quarterly instalments are based on estimates of the
expected tax habiity for the full year and are therefore subject to
estimation and may vary from the actual hability

In addiuon there are differences in the basis of some items, such as
pension deficit payments, which are deductible for the purpose of cash
tax payments but are not a taxable deduction in the income statement
and therefore do not impact the tax expense The current tax benefit
associated wath pension deficit payments is recogmsed in retained
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earnings, within other comprehensive mcome Following the £2 Obn
penston defiait payment in March 2012, the tax iability relating to 2012
was recalculated Tax instalments previously paid of around £250m are
expected to be recovered in 2013

Tax losses

We have unrecognised tax losses of £21 8bn (2011 £23 5bn) of which
£17 2bn are capital osses ansing in the UK, as set out in note 10 to the
consolidated financial statements The majority of the remainung losses
of £4 Obn arose in our overseas entities in prior penods Our ability, and
the timeframe 1n which we can use these losses to offset against future
taxable profits, 1s determined by the locations of the subsidiaries in
which the losses arise

Capital expenditure

Our capital expenditure totalled £2 6bn in 2012, in line with our target,
and after the accelerated investment in our fibre roll-cut that we
announced during the year

In 2012 our capital expendriture was £2,594m (2011 £2,590m, 2010
£2,533m} The movement in our capital expenditure in 2012 by major
area 1s shown below

Capital expendriture
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Our caprtal expenditure in 2012 reflects our continuing strategy to
improve customer service delivery and invest for the future of the
business In 2012 our capital expenditure compnised investment in

« 1increasing the footprint of our fibre broadband network
= extending our WBC coverage

« providing additional Ethernet ports te support our fixed and mobile
Ethernet portfolio

» our UK and overseas network infrastructure, including Asia Pacific,
Laun Amenca and MEA expansion

« new and existing customer contracts in BT Global Services and BT
Wholesale

« volume driven capital to support Openreach products and services
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Of the capital expenditure, £235m (2011 £227m) arose outside of the
UK Capital expenditure contracted but not yet incurred totalled £433m
{2011 £467m) at 31 March 2012

We expect capital expenditure to remain at around £2 6bnin 2013

Balance sheet
Summarised balance sheet
2012 2011 Movement
At 31 March £m £m fm
Property, plant & equipment
and software 16,023 16,446 {423)
Goodwill & other acquisition
related intangible assets 1,492 1566 {74)
Other non-current & current,
assets 1,538 1,080 458
Trade & other recevables 3,476 3,618 142}
Investments, cash & cash
equivalents B44 370 474
Loans & other borrowings {10,486} {9,856} (630
Trade & other payables {5,962} 16,114} 152
Qther current & nen-current
liabiliies {1,787} {1,621) {166)
Provisions (857} {956) 99
Deferred tax hability {1 100} {1.212) 112
Pensions, net of deferred tax {1,873} {1,370} {503}
Total equity 1,208 1,951 {643)

Property, plant and equipment and software reduced by £423min
2012 reflecting the higher depreciation expense of £2,972m compared
with capital expenditure of £2,594m Goodwill and other acquisition
related intangibles reduced by £74m, due to amortisation, exchange
differences and disposals There were no acquisitions in 2012

Other non-current and current assets increased by £458m, pnnapally
reflecting an increase in current and deferred tax assets Current and
deferred tax movements are shown on pages 100 and 118 Trade and
other recevables and trade and other payables reduced by £142m and
£152m, respecuvely, pnncipally reflecting lower revenue and costs

Investments, cash and cash equivalents and loans and other borrowings
which totalled £9,642m increased by £156m, as shown on page 55
Cther non-current and current liabilities increased by £166m principally
due to an increase in denvative financial instrument hiabihties as detailed
on page 152 Provisions reduced by £99m prinaipally due to utihsation
of provisions in the year Pensions, net of deferred tax increased by
£503m as explained in Pensions below

Performance
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Pensions

Our strong finanaial performance over the last three years has allowed
us to make a £2 Obn lump sum pension deficit payment, half the
funding deficit at 30 June 2011

Overview

We provide retirement plans for employees The largest of these
plans is the BT Pension Scheme {BTPS}, a defined benefit plan in
the UK Although closed to new members, the BTPS still has around
46,500 contnibuting members, 194,500 pensioners and 84,000
deferred members

The BT Retirement Saving Scheme (BTRSS) is the current arrangement
for UK employees who joined the group after 1 April 2001 and has
around 18,500 active members The BTPS and BTRSS are not controlled
by the Board The BTPS 1s managed by a separate and independent
corporate trustee The BTRSS 1s a contract-based, defined contributien
arrangement provided by Standard Life under which members choose
thew own investments and receive benefits at retirement that are linked
to the performance of those nvestments

We maintain similar arrangements in most other countnies with a focus
on these being appropriate within the local market and culture

More information on our pensien arrangements, funding and
accounting valuations 1s previded in note 20 to the consolidated
financial statements The funding ef the BTPS 15 also discussed further
under Our nsks on page 35

BTPS funding valuation and future funding obligations

The funding of our main defined benefit pension plan, the BTPS, 1s
subject to legal agreement between BT and the Trustee of the BTPS
which 1s determined at the conclusion of each trienmial funding
valuation The tnenmia! funding valuation at 30 June 2011 was agreed
with the BTPS Trustee and certified by the Scheme Actuary in May 2012
together with the associated recovery plan The final funding deficit at
30 June 2011 was £3 9bn

The market value of the assets was £36 9bn and the prudent valuation
of the liabilitses on an actuanal funding basis was £40 8bn If the
valuation had used a ‘median estimate’ approach, BT esumates that the
scheme had a surplus of £2 5bn at 30 June 2011 This approach reflects
how investmeants might on average be expected to perferm over time
and use of other assumptions with ne margins for prudence

The 2011 valuation has been carned out at 30 June 2011 rather than
31 December 2011, the latest allowable date, which enabled the
valuation to be largely completed and a lump sum defiat payment of
£2 Obn to be made before 31 March 2012 Future valuations will take
place at 30 June enabling valuations and associated payment schedules
to be completed within BT's financial year

Under the recovery plan, the £2 Obn lump sum paid in March 2012
will be followed by deficit payments of £325min March 2013 and
2014 followed by seven annual payments of £295m through to
March 2021 The £2 Obn lump sum defict payment was funded by
existing cash resources of £1 5bn, supplemented by commaercial paper
borrowings of £0 Sbn

Under the 2008 funding agreement, annual defiot payments were
payable under a 17-year recovery plan The first three deficit payments,
totalling £1,555m were made in December 2009, December 2010 and
March 2011 The payment due in December 2012 would have been
£583m with future payments increasing at 3% per year untl 2025

|AS 19 accounting position

The IAS 19 accounting deficit has increased from £1 8bn to £2 4bn
since 31 March 2011 and a summary of movements is set out below

Assets  Liabilities Deficit
£bn fbn £bn
At 1 Apnl 2011 372 {39 0) {18)
Income statement
Current service cost - {03) {03])
Specific items
Interest expense on plan labilities - 21) 21)
Expected return on plan assets 23 - 23
Comprehensive income
Actuanal losses on plan assets {11) - (L1}
Actuarial losses on plan habilities - {1 6) {16}
Cash
Regular contnbutions 02 - 02
Deficit payment 20 - 20
Benefit payments {21) 21 -
At 31 March 2012 385 {40 9} (2 4)
Deferred tax asset 05
At 31 March 2012 net of deferred tax {19)

Actuanial losses on plan assets reflect actual investment returns being
lower than the assumed investment performance

Actuanal losses on plan habiities have ansen pnmanly as a result of
a lower discount rate, driven by low real corporate bond yrelds partly
reflecting the impact of quantitative easing, and actual inflation
expertence being higher than the long-term assumptions

The International Accounting Standards Board has published
amendments to IAS 19 which will be mandatory in 2014 Details of
these amendments and the impact are set out on page 109 of the
consolidated finanaial statements
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Other information

Contractual obligations and commitments

A summary of our principal contractual financial obligations
and commitments at 31 March 2012 is shown below Further

details on the items can be found in the notes to the consolidated

financial statements Details of our capital commitments and

contingent liabilities are included 1n note 29 to the consolidated

financial statements

Payments due by period
Between  Between
Less than 1and 3and Morethan
fm Total 1 year 3years 5 years 5 years
Loans and other
borrowingsa 10,123 2,872b 1,127 1,520 4,604
Finance lease
obligations 285 15 15 19 236
Operating lease
obligations 7,593 429 781 723 5,660
Capital
commitments 433 419 14 - -
Pension deficit
obligations 2,715 325 620 590 1,180
Total 21,149 4,060 2,557 2.852 11,680

2 Excludes fair value adjustments for hedged nsks
B Includes £262m of accrued interest wathin less than one year
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At 31 March 2012 we had cash, cash equivalents and current asset
investments of £844m We also have an unused committed borrowing
faclity amounting to £1 5bn These resources allow us to settle our
obligations as they fall due

Off-balance sheet arrangements

As disclosed In the consolidated financial statements, there are no off-
balance sheet arrangements that have or are reasonably likely to have
a current or future material effect on our finanoal conditren, changes
in finanaal condition, revenues or expenses, results of operations,
[iquidity, capital expenditure or capital resources, with the exception of
financial commitments and contingent liabilities disclosed in note 29 to
the consolidated financial statements

Legal proceedings

We do not believe that there 1s any single current court action that
would have a matenal adverse effect on our financial positron or
operations Durning 2012 the aggregate volume and value of legal

actions to which we are party remained broadly the same as at the
end of 2011

Performance
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BT can reduce hassle

and network investments
on behalf of its MNO
customers. Its network and
earmarked investments
allow mobile operators to
avoid taking on the large
scale network investments
necessary to support
national backhaul and
access.

99

Joel Stradling

Current Analysis

The wholesaler of choice

With the average adultin the UK now spending almost

half their waking hours using the servicas we provide or
support, BT's communications provider customers know
they can depend on us for market-leading quality, reliability
and service

Take, for example, smartphones and tablets which are
driving huge demand for video services on the move This
surge in mobile demand 15 a huge business challenge for ali
the UK's mobile operators But for more than three years, BT
has been actively helping upgrade their backhau! networks
providing better coverage, more capaaty at 100Mbps
speeds while reducing their overall costs

BT provides the Ethernet backbone that today links more
than 13,000 mobile base station sites across the UK as well
as more than 4m wi-fi hotspots




Governance

In this Report of the Directors we describe how
we govern the company, who the Board are
and what they have done this year, and how
our structure of governance and controls has

operated.

Corporate governance statement

We are committed to operating in accordance with best practice in
business integnity and ethics and maintaining the highest standards of
finanaial reporting and corporate governance The directors consider
that BT has, throughout the year, complied with the provisions of

the UK Corporate Governance Code {the Code} and applied the main
principles of the Code as described on pages 61 to 93 of this Report of
the Directors

The Code and associated guidance 1s available on the g
Financial Reporting Counail website at
www frc org uk/corporate/uk

The directors submit therr report and the audited financial statements of
the company, BT Group plc, and the group, which includes its subsidiary
undertakings, for 2012 BT Group plc s the listed holding company for
the BT group of companies its shares are listed on the London Stock
Exchange and on the New York Stock Exchange in the form of American
Depositary Shares

The Business, Strategy and Performance sections on
pages 9 to 59 and Governance on pages 61 to 93
form the Report of the Directors

The audited financal statements are presented
on pages 98to 158 and 163

62
63
65

70

89
90
93
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Chairman’s governance report

Sir Michael Rake
Chairman

Some key matters to lughlight are

* | am delighted to welcome Karen
Richardson who joined the Board in
November She brings valuable expenence
in technology and has helped strengthen
the diversity of our Board

The recruitment process was led by me
with the full involvement and support of
the Nominating & Governance Committee
and 15 explained in more detail on page 72
The Committee employed external search
consultants to help identify surtable

« We continue to respond to relevant
consultations on governance and consider
1t iImportant to make a contribution to the
debate This year we have commented
on a number of consultations, including
the consultation on the EU Green
paper on corporate governance and
the Government's consultations on
narrative reporting and executive pay and
shareholder voting nghts

66

As Chairman of BT,

| explain how your
company has been
governed over the
year, the main activities
that have been carried
out by the Board and
its Committees, and
how our structure

of governance and
controls has operated.
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candiudiates to make sure the procedure was
open and transparent The consultants have
adopted the voluntary code of conduct for
executive search firms

Sir Michael Rake
Charrman

We have announced that Eric Daniels will 9 May 2012

be stepping down from the Board on the
13 June 2012 and | would ke to thank

tum for the value he has brought to the
Board, particularly through tus global
business experience | would also hke to
thank Carl Symon who retired from the
Board in January having made a sigmificant
contnbution to the company, particularly as
Chairman of the Equality of Access Board

Dunng the year the Audit & Risk
Commuttee, as part of its focus on nisk,
recewved separate presentations from the
Chief Executive and each CEO of our lines
of business and internal service units This
strengthens the ink between the executive
management and the Committee’s
oversight of risk

Creating our five regiona! governance
committees in the prior year has enabled
the Nommating & Governance Committee
to have greater oversight of the governance
and comphance 1ssues worldwide
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Board of Directors

Sir Michael Rake
@D

Chairman

Appointed to the Board as
Charrman on 26 September 2007
Age 64

Skills and experience

Sir Michael has financial, nisk,
and international business and
professional services expertise
gained dunng his time as
chairman of KPMG International
from 2002 to 2007 He
previously held other rolesin
KPMG from 1974 A Chartered
Accountant, he was kmighted
in 2007 for his services 1o the
accountancy profession

Other appointments indude
Chairman of easyJet, senior
independent director of Barclays
and a non-executive director
of McGraw-Hill Sir Michael 1s
also vice-president of the RN1B,
a member of the beard of the
Transatlantic Business Dialogue,
the Prime Minister’s Business
Adwvisory Group and the WEF
International Business Councail

lan Livingston

@0

Chief Executive

Appointed as Chief Executive on
1 June 2008 and on the Board
since 2002 Age 47

Skills and expenence

ian has finanaal, nsk, operational,

sales and marketing and
international business experience
He joined Dixons CGroup in 1991
after working for 31 and Bank

of America International His
positions at Dixons spanned
operational and financal roles

in the UK and overseas Heisa
Chartered Accountant

Other appointments indude
Non-executive director and
chairman of the audit committee
of Celtic

Key to membership of Board Commuittees

Tony Chanmugam
®

Group Finance Director
Appointed to the Board as Group
Finance Director on 1 December
2008 Age58

Skills and expenence

Tony has experience in finance,
risk and the management and
delivery of large contracts

He was formerly CFO, BT
Retail, and Managing Director,
BT Enterprises and, from 1997
to 2004, he was CFO and then
Chief Operating Officer of BT
Global Solutions He is a Chartered
Management Accountant

Other appointments
None outside BT

(@ Operating
® Audit & Risk

(© Remuneration

@ Nominating & Governance

(®sustainable and Responsible Business

(® BT Pensions
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Gavin Patterson

@®

CEO, BT Retall

Appointed to the Board as CEQ,
BT Retaif on 1 June 2008 Age 44

Skills and expenence

Gawvin has expenence in sales,
marketing and operations He
was formerly Managing Director,
Consumer Division, BT Retail and
before joining BT was managing
director of the consumer division
of Telewest

Other appointments indude
Non-executive director of
British Arrways

(@ Equality of Access Board

Governance
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Tony Ball
G[O]

Non-executive director
Appomted to the Board on
16 July 2009 Age 56

Skills and expenience

Tony brings international business
expertise in addstion to financial,
operational, sales and marketing
expenence From 1999 to 2003
Tony was chief executive of
BSkyB He has also held a number
of sentor executive positions

in broadcasting and telecoms
businesses in the UK, US and
Conuinental Europe

Other appointments include
Chairman of the supervisory board
of Kabel Deutschland, and on the
boards of the Olympic Delivery
Authonity London 2012 and the
Sparush cable company ONO

Karen Richardson

Non-executive director
Appointed to the Board on
1 November 2011 Age 49

Skills and experience

With a 25 year career in the
technology and software industry,
Karen bnngs experience in
technology to the Board Karen
was previously a board member of
12Group and from 1998 to 2005
Karen worked for the NASDAQ-
listed software company
Epiphany Inc, latterly as chief
executive officer

Other appaintments indude
Director of magi-com {formerly
Hi5 Networks Inc), a social
networking website, and VirtuQz,
a software company

J Eric Daniels
GG

Non-executive director
Appointed to the Board on
1 April 2008 Age 60

Skills and experience

Enc has global business
expenence, particufarly in
financial and consumer matters
He was group chief executive
of Lloyds Banking Group until
March 2011 Formerly he was
chairman and chief executive of
Zona Financiera

Other appointments indude
Director of Russell Reynolds
Associates and a trustee of the UK
Career Academy Foundation

Nicholas Rose
®E

Non-executive director
Appointed to the Board on
1 January 2011 Age 54

Skalls and expenence

Nick bnngs expenence in finance,
nisk, control, governance and
nternabional business expertise
and has a record of innovation
and delivery He was cfuef
finanaial officer of Diageo prior to
his retirerment in December 2010,
having jomned the board in 1999

Other appointments indude
Chairman of Williams Grand
Prix Holdings, on the board of
BAE Systems, and chairman of
Edwards Group

Rt Hon Patricia Hewitt
®EeOO

Non-executive director
Appointed to the Board on

24 March 2008 and became
Senior Independent Directorin
July 2009 Age 63

Skills and experience

Patricia brings experience

of running large complex
orgamisations, government affars,
public pelicy and international
business Patncia stepped down as
an MP at the 2010 election She
was Secretary of State for Health
from 2005 to 2007 and Trade and
industry and Cabinet Minister for
Women from 2001 to 2005

Other appointments include
Independent non-executive
director of Groupe Eurotunnel SA
and charr of the UK India Business
Council and Katha Children’s Trust

Jasmine Whitbread
®E

Non-executive director
Appointed to the Beard on
19 January 2011 Age 48

Skills and experience

Jasmine has experience in UK
and global businesses and
corporate social responsibility
and sustainable business She
was appointed chief executive of
Save the Ctuldren International
10 2010, having joined Save the
Children1in 2005

Other appointments include
Governor of Dragon School Trust

Phil Hodkinson
00000]

Non-executive director
Appointed to the Board on
1 February 2006 Age 54

Skills and expenence

Phi! has expenence in the financal
sector as well as nisk, control,
governance and sustainable
business Prior to tus retirement
in 2007, PhiF's reles included
group finance director of HBOS,
chairman of Insight Investment
and Clerical Medical and chief
executive of Zunch Life and Eagle
Star Life

Other appointments incdude
Non-executive director of

HM Revenue & Customs, Business
in the Communuty, Travelex and
Resolution Also a trustee of
Action Medical Research and

B8BC Children in Need
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How we govern the company

Qur governance structure

The Board has utamate responsibility for the management of the group, and has structured 1ts Committees as follows

~

BT Group plc Board
~ S o
Audrt & Risk Nominating & Remuneration BT Pensions Committee for Equality of Operating
Committee Governance Committee Committee Sustainable and Access Board Committee
Committee Responsible
Business

Design
Counal

The reports of the following Committees are set out on pages 70 to 88 Audit & Risk Committee, Nominating & Governance Commuttee, BT
Pensions Committee, Committee for Sustainable and Responsible Business ((SRB) and Remiuneration Committee

The Equality of Access Board {EABY}, 15 also a Committee of the Board and monitors, reports and advises BT on its compliance with the
Undertakings given by BT to Ofcom {the Undertakings} Phil Hodkinson took over from Carl Symon as Chairman of the EAB in January and the
other members are Dr Tirn Whitley (Managing Director of Research & Technology) a BT semor executive, and three independent members

Sir Bryan Carsberg, Stephen Petut and Dr Peter Radley The EAB reports regularly to the Board and publishes an annual report to Ofcom

The EAB's terms of reference and annual report to Ofcom
are available at www bt com/eab

Director election and re-election

Karen Richardson, having been appointed as a director by the Board
dunng the year, will retire at the 2012 Annual General Meeting and will
be propased for election as required by BT's Articles of Assoaation All
other directors, except Enc Damels, who steps down from the Board on
13 June 2012, will be proposed for re-election this year Details of all
directors’ contracts/letters of appointment are included in the Report
on Directors’ Remuneration

Length of appointment of Chairman and non-executive directors

1 1 | |

7 Phil Hodkinson

1
{ Feb 2006

T I I —
(Sep 2007 ] Sir Michael Rake
(Man:h: 2008 : : _] Rt Hon Patnoia Hewntt
(Apnl 2008 : Enc Daniels
Tony Bail
Jasmune Whitbread
Nick Rose

N vZOllH Karen Richardson

2006 2007 2008 2009 2010 2011 2012

Calendar year

=

Company Secretary

Andrew Parker was appointed Company
Secretary on 1 Apnil 2008 and 1s an
employer-nominated trustee director of
the BT Pension Scheme

The Company Secretary

= anages the prowision of umely,
accurate and considered information
to the Board for its meetings and, in
consultation wath the Chairman and
Chief Executive, at other appropnate times

l Andrew Parker J

+ recommends to the Chairman and the Chief Executive, for
Board consideration where appropnate, corporate governance
polictes and pracuces and 1s responsible for communicating and
implementing them

« adwises the Board on appropniate procedures for the
rmanagement of its meetings and duties (and those of the
main Committees}, as well as corporate govemance and
comphance within the group

The appaintment and removal of the Company Secretary i1s a
matter for the whole Board

Governance
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Role of the Board

Who we are

Details of the company’s directors including the skifls and experience
that they bring to the Board are given on pages 63 and 64 in Board
of Directors The Board compnsed a majonty of independent non-
executive directors throughout the year

Changes to the composition of the Board from 1 Apnl 2011 are set out
in the table below

New directors Date of appointment
Karen Richardsen 1 November 2011
Directors who retired Date of retirement
Clay Brendish 31 August 2011

Carl Symon 13 January 2012

Our role

The Board 1s ulumately responstble for the management of the group's
operations in addition to discharging certain legal responsibilities |t
has final responsibility for the group's strategy and for overseeing the
group’s performance

Its princaipal focus 1s on

r '

Strategy

Development

Growing shareholder value

The Board viewed the Chatrman as independent at the time of his Oversight and contro!
appointment All the non-executive directors met, and continue
to meet, the cnitena for independence set out in the Code and are
therefore considered by the Board to be independent. Corporate governance
\ —
Attendance at Board meetings
The Board met nine times during 2012 and the table below shows the It approves BT's
attendance by each of the directors at those meetings
~ -
Board members Meetings Values, ethics and business policies and practices
Eirgible
Member 1o attend Attended
Strategic plans
Sir Michael Rake {Chairman) 9 9
lan Lmvingston 9 9
Tony Chanmugam 9 9 Annual budget
Gavin Patterson 9 g
Tony Ball 9 g Capital expenditure and investments budgets
Clay Brendish? ¥ a
Enc Danels g 9
Larger caprtal expenditure proposals
Rt Hon Patricia Hewitt g 9
Phil Hodkinson 9 9 The overall system of internal controls, governance
Karen Richardson® 4 4 L and compliance authonties
o
Nick Rose g 8
Carl Symon® 7 6 It also oversees internal controls, operating and finanaial performance
Jasmine Whitbread 9 8 and reviews the Group Risk Register

2 Clay Brendish retired from the Board on 31 August 2011
® Karen Richardson was appointad to the Board on 1 November 2011
¢ Cadl Symon retired from the Board on 13 Janwary 2012

The level of attendance and contribution by directors at Board meetings
15 kept under review by the Chairman The Chairman met with each
director on an indvidual basis and reviewed their performance He
found that each of them makes an effective contribution to the Board
debate and continues to demonstrate commitment to the role The
Chairman also reviewed with indwidual directors any training or
development requirements to assist them in discharging their role

The Charrman’s performance during the year was reviewed by Patricia
Hewitt as the Senior Independent Director, taking into account the
feedback from the other members of the Board including as contained
within the external evaluation exercise

It agrees the corporate governance framework, including giving
authonty to the key management Committee, the Operating
Compmuttee, 1o make decisions on operational and other matters The
roles and powers of this Committee are set out on page 69

A formal statement of the Board’s role1s available at
www bt.com/board
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Roles of the Charman and the Chief Executive

The roles of the Chairman and the Chief Executive are separate They
are set out 1N written job descriptions, approved by the Nominating &
Governance Committee

The Chairman
The Chairman provides leadership for the Board on all aspects of its role
His key activities include

chairing the Board, Nominating & Governance Commuttee, and
the Commuttee for Sustamnable and Responsible Business, being a
member of the BT Pensions Commuttee and promoting a culture to
facilitate open debate and appropriate challenge

consulting the non-executive directors on corporate governance
1ssues, particularly the Senior Independent Director

reviewing the individual performance of the non-executive directors
and the Chief Executive

holding regular meetings with the non-executive directors at which
they discuss matters without the executive directors being present

making sure, with the Chief Executive and the Company Secretary,
that the Board 15 kept properly informed, 1s consulted on all issues
reserved to it and that its decisions are made in a timely and
considered way that enables the directors to fulfil therr iduciary
duties

making sure that new directors recewve full, formal and tailored
induction, and that all directors continue to update and refresh their
skills and knowledge

making sure that the views of the shareholders are known to the
Board through the Company Secretary and considered appropriately

representing BT in specified strategic and Government relabienships,
as agreed with the Chief Executive, and generally acting as the
bridge between the Board and the executive team, particularly on
BT's broad strategic direction

The Chief Executive

The Chief Executive has uiimate executive responsibility, reporting to
the Board, for the day-to-day running of the business and the success
of the group

He 1s responsible for leading the management and the operational
performance of the group, as well as the effectve implementation of
the strategy and the business plan agreed by the Board, while managing
the nisks

His role ncludes

leading the Operating Comrmittee in the day-to-day running of
the business

mantaining an effective dialogue with major shareholders

establishing and maintaining key relationships such as those with
governments, regulators, key industry players and opinion formers

monitoring the performance of executive directors and
senIor management

marntaining an effective framework for internal controls and
nsk management.
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Role of the non-executive directors
The non-executive directors

» provide a strong, Independent element on the Board and are well
placed to challenge constructively and help develop proposals
on strategy

« collectively bnng expenence and independent judgment, gained
at the most semor levels of international business operations and
strategy, finance, markeung, technology, commumnications and
political and international affairs and corporate social responsibility

In her capacity as the Senor Independent Director, and as the Chair of
the Remuneration Commuttee, Patncia Hewitt meets with BT's major
institutional shareholders and shareholder representative bodies and 1s
able, iIf necessary, to discuss matters with these shareholders where it
would be inappropniate for those discussions to take place with either
the Chairman or the Chief Executive See page 93 for further details She
is also a sounding board for the Chairman and an intermedsary for the
other directors when necessary

Non-executive directors are appointed inrually for three years, subject
to three months’ termination notice from either BT or the director,
and automatic termination In the event of not being re-elected by
shareholders at the AGM Appointments may be extended for usually
up to two further three year peniods (subject to annual re-election),
provided the director remains independent, and after ngorous review

Each non-executive director 1s provided, upon appomtment, with a letter
setting out the terms of hus or her appointment, including membership
of any Board Committees, the fees to be paid and the tme commitment
expected from the director Each non-executive director ts asked to alfow
a mimmum of 22 days each year, subject to Committee commitments,
and allowing slhightly higher 1n the first year in order to go through

the induction programme It is also hughlighted that additional time
commitment may be required if the company 1s going through increased
activity The letter also covers such matters as the confidentiality of
information and BT's share dealing code

What we have done
The chart below shows how we allocated our ime

Allocation of time

4%
4% O Strategy

O Finance & investor

1%
l % refations

(O Business updates &
CEO reports

O Governance, nsk &
audnt

23% O People and health
& safety

24% O Cther matters

In addition to the regular monthly reports from the Chief Executive,
Group Finance Director and Company Secretary, each of the lines of
business and internal service units presented duning the year on their
business, Induding opportunities and challenges A number of strategy
reviews took place throughout the year, and the Board also considered
the company’s approach to tax and pnivate shareholders and had a review
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of investor relations and communications actvties In relation to peaple,
the Board received updates on health, safety and well being and a report
on talent and leadership development. In relation to potential conflicts

of interast, ahead of any discussions on tax, Phul Hodkinson declared that
he was on the Board of HMRC. The Board were comfortable there was no

conflict i relation to the matters being discussed

Board evaluation

Boardroom Review, an independent external organisation, was
appointed, after a tender exercise, to conduct a Board evaluation The
methodology included one-to-one interviews and observation of a
Board meeting to provide an independent external view of the Board’s
effectiveness A report was produced and discussed at the Board
meeting in May 2011 The report described a number of areas where
the Board was effective and functioning well In addition there were
some areas where enhancements could be considered and a number of
actions were agreed by the Board Progress against the main actions 1s

tighighted i the table below
Key areas
Strategy

Additional time to focus on strategy

Opportunities to improve
understanding of the business

Access to wider external
perspective

Focus of work

Whether the Audrt & Risk
Cornrmittee members are recenving
sufficient information to support
the extended remrt and focus on
nisk

Board members to have further
opportunities to see senior
executives

Meetings

Extend the ttme to discuss priofity
agenda items

Consideration of offsite and/for
overseas board meetings

Actions

In addition to the annual Board
strategy session, regular strategy
updates have been received by the
Board and are also planned for 2013

A programme has been established

to give the non-executive directors

a better appreciation of the different
elements of BT in the UK and overseas

Both our corporate brokers have
attended separate Board meetings
duning the year

Separate annual presentations are
given by the Chief Executive and each
of the lines of business and internal
service unit CEOs, to the Audit &

Risk Commuttee Responses to the
Commuittee evaluation questionnatre
did not hughlight any concerns

Continuation of Talent breakfasts
with the Chairman and non-executive
directors and one-to-one meetings
are being arranged

Considered on 2 meeting-by-mesting
bass and continued use of warking
iunch sessions to discuss additional
topics

Duning the year a Board meeting
was held in Adastral Park, where
BT's research, technology and IP
operations are based An overseas
Board meeting is planned for 2013

The internal questionnaire for the next annual Board evaluation has
been distributed and covers the following areas composition and
effectiveness of the Board, the processes supporting the Board, and
performance The results of the questionnaire will be discussed by the
Board earlyin 2013

In addition, the Audrt & Risk Comnmttee, Normnating & Governance
Committee and the Operating Committee have undertaken an
evaluation of their effectiveness

Traiming and information

On appointment, directors take part in an induction programme to
deepen their knowledge and understanding of the business They
receve information about BT, the role of the Board and the matters
reserved for its decision, the terms of reference and membership

of the main Board Committees, and the powers delegated to those
Committees, BT's corporate governance policies and procedures,
including the powers reserved to the group’s most senior executives,
and the latest financial information The induction pregramme also
includes meetings with each of the executive and non-executive
directors, members of the Operating Committee and senior executives
across the business

Following her appointment to the Board in November 2011, Karen
Richardson has completed her induction programme including one-to-
one meetings with the ines of business CEQs, senior executives across
the business, attendance at leadership team meetings and a visit to
Adastral Park

in addition to the induction programme, an on-going programme of
director development and company awareness has been developed
to give the non-executive directors an appreciation of the different
elerments of the business both in the UK and cverseas As mentioned
opposite, the Board also visited Adastral Park

Directors are continually updated on BT's business, the competitive
and regulatory environments in which it operates and ather changes
affecting BT and the commumications industry as a whole, by written
briefings and meetings with senior BT executives Directors are also
adwvised on appamntment of their legal and other duties and obligations
as a director of 3 listed company, both in writing and in face-to-face
meetings with the Company Secretary They are reminded of certain
obligations each year and they are also updated on changes to the
legal, accounting and governance requirements affectung the company
and themselves as directors During 2012, for example, they attended
a presentation on accounting policies, financial reporting and other
developments, and an annual governance update They also recesved
briefings on changes to UK company law and on various corporate
governance matters through regular Secretary’s Reports The Chairman
also sends a weekly email to non-executive directors which includes
topical sector lughhghts and updates on key business activities, and
amonthly investor Relations and Analyst Relations report 1s sent to

the Board

Guidelines govern the content, presentation and delivery of papers for
each Board meeting, so that the directors have enough information to
be properly briefed sufficiently far ahead of each Board meeting and at
other appropnate times, and to take account of therr duties as directors
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Operating Committee
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The key management Commuttee is the Operating Committee, which meets weekly and
is chaired by the Chief Executive. The members of the Committee are set out below

Members

lan Livingston

Chief Executive

Appointed Chief Executive on

1 June 2008 lan was formerly
CEO, BT Retail and pnor to that,
Group Finance Director

Roel Louwhoff

CEO, BT Operate

Appointed CEO, BT Operate in
July 2007 Roel was formerly
President of Customer Service
for BT Global Services which

became the Customer Service and

Network Operations

Invitee

Olivia Garfield
CEOQ, Openreach

Tony Chanmugam

Group Finance Director
Appointed Group Finance
Drrector on 1 December 2008
Tony was formerly CFO, BT
Retail and Managqing Director,
BT Enterpnses

Gavin Patterson

CEO, BT Retail

Appointed CEO, BT Retail on

1 May 2008 Gavin was formerly
Managing Director, Consumer
Dwvision, BT Retail

Appointed CEQ, Cpenreach on 1 Apnl 2011
Olwia was formerly Group Director, Strategy,
Policy and Portfolie and prior to that held roles in

BT Global Services The CEQ of Openreach cannot
be a member of the Operating Comruttee under
the provistons of the Undertakings

Clare Chapman

Group People Director

Appointed Group People Director
on 1 October 2011 Before joining
BT, Clare was director general of
workforce for the NHS and Secial
Care at the Department of Health
Clare was also previousty group
personnel director at Tesco

Clive Selley

CEQ, BT Innovate & Design
Appownted CEOQ, BT Innovate

& Design on 1 Apnl 2010

Clive was formerly President of
Portfolio & Service Design and
prior to that, Managing Director,
BT Global Platforms

Jeff Kelly

CEQ, BT Global Services
Appointed CEQ, BT Global Services
on 1 January 2010 Jeff previausly
spent around 25 years with
Electroruc Data Systems in the US

Nigel Stagg

CEQ, BT Wholesale

Appointed CEC, BT Whotesale
on 1 September 2011 Nigel was
formerly BT Business Managing
Director, BT Retal!

The Operating Commuttee has collective responsibility for running
the group’s business To do that, it develops BT's strategy and
budget for Board approval, recommends to the Board capital
expenditure and investment budgets, monitors financial,
operational and customer quality of service performance, reviews
the Group Risk Register and its individual nsks, allocates resources
across BT within plans agreed by the Board, plans and delivers
major programmes, and reviews the senior talent base and
succession plans The Company Secretary attends all meetings

Within BT's corporate governance framework, approved by
the Board, the Operating Comnuttee can approve, up to hmits
beyond which Board approval 1s required, capital expenditure,
and disposals of fixed assets, investments and divestments |t
can, and has, delegated some of these approvals, up to its own
limits, to sub-commuttees such as the Design Council and to

senior executives
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Audit & Risk Committee Chairman’s report

Nick Rose

Who we are

1 took over from Phil Hodkinson as Chairman
of the Audit & Risk Committee on 1 January
2012 The membership of the Committee and
attendance at meetings is set out opposite

Although not members of the Committee, the
Group Finance Director, Company Secretary,
Director Internal Audit and Director Group
Financial Control attend each meeting as
does the lead audit partner from our external
auditors The external auditors are not
present when we discuss their performance
and/or remuneration

The Board considers that the Commuttee’s
members have broad commercial knowledge
and extensive business leadership expenence,
having held between them vanous roles

in major business, Government, financial
management, treasury and financial function
supervision and that this constitutes a broad
and surtable mix of business and finanaal
expenence The Board has determined that
Phil Hodkinson and | have recent and relevant
financial expenence as required by the
provisions of the Code and that we constitute
‘audit committee financial experts’ for the
purposes of the Sarbanes-Oxley Act

After each Committee meeting | report
to the Board on the main 1ssues that the
Commttee discussed

Committee members

Meetings
Ehgible
Member to attend Attended
Mick Rose {Chairman} 6 6
Clay Brendish® 3 3
Rt Hon Patncia Hewntt 6 5
Phil Hodkinson 6 [}
Carl Symon® 5 5
lasmine Whitbread® 1 1
4 Clay Brendish retired from the Committee on 31 August
2011
b Cant Symnon retired from the Committee on 13 fanuary
2012
€ Jasmuine Whitbread joined the Commuttee on
14 December 2013
Our role

The Commuttee’s terms of reference
are availlable on our website at
www bt com/committees

External audst

We recommend the appointment and
re-appontment of the external auditors
and consider therr resignation or disrissal,
recommending to the Board appropnate
action to appoint new auditors

=

We assess the performance of the external
auditors annually by seeking views on therr
performance from key stakeholders across

the group The results of the assessment are
reported to the Committee The external
auditors are required to rotate the lead partner
every five years, and other partners that are
responsible for the group and subsidiary audits
every seven years The lead partner currently
responsible for BT's auditis completing hus
third year No contractual obliganons exist that
restrict the group's choice of external audit firm

We discuss with the auditors the scope of ther
audits before they commence, review the
results and consider the formal reports of the
auditors and report the results of those reviews
to the Board

Independence of the external
auditor

As a result of regulatory or similar
requirements, it may be necessary to

employ the external auditors for certain
non-audit services In order to safeguard the
independence and objectvity of the external
auditors, the Board has determined policies as

to what non-audit services can be provided
by the external audrtors and the approval
process related to them Under those polices,
work of a consultancy nature i1s not to be
offered to the external auditors unless there
are clear efficencies and value-added benefits
for the company The overall policies and
processes to Implement them were reviewed
and appropnately modified in the light of the
provisions of the Sarbanes-Oxley Act relating
to non-audit services that external auditors
may not perform

Internal audit

We review internal audit and its relationship
with the external auditors, including plans and
performance Additonally we monitor, review
and report on nsk management processes

and the standards of nsk management and
internal control, including the processes and
procedures for ensuring that material business
nisks, including risks relating to IT secunty, fraud
and related matters, are properly identified and
managed On behalf of the Board, we review
the group’'s nsk profile, endorse a programme
of testing of tha nsk mitigations and controls
that underpin the group’s assessment of
residual nisk and review the group’s current risk
exposure and capability to identify new nisks

Internal controls and risks

We review the disclosures made by the Chief
Executive and Group Finance Director dunng
the certification process for the Annual
Report & Form 20-F about the design and
operation of internal controls or weaknesses
tn the controls, mcluding any fraud involving
management or other employees who have
a significant role in the company’s finanaial
controls The Board, as required by UK law,
takes responsibility for all disclosures in

the Annual Report & Form 20-F We aiso
receive reports on the processes for dealing
with complaints received by the company
regarding accounting, internal accounting
controls or auditing matters This includes
the confidental, anonymous submission

by employees of concerns regarding
questionable accounting or auditing matters,
ensunng arrangements are in place for the
proportionate, ndependent investigation and
appropriate follow up of such matters

Financial reporting

We review BT'’s published finanaal results,
the Annual Report & Form 20-F and other
published information for statutory and
regulatory comphance and report our views
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to the Board to assist in 1ts approval of the
results announcements and the Annual Report
& Form 20-F

What we have done

We met six trnes i 2012 and the chart below
shows how we allocated our time

Allocation of ime
3% 3%

11%

15%

28%

O External audit matters
Q) Covernance
Q Other matters

O fusks & controls
O Financial matters
) Iaternal audit matters

We are keen to interact with management
below executive level and representatives from
finance and internal audit have been invited to
attend meetings

The Committee sets ime aside at each meeting
to seek the views of the internal and external
audrtors in the absente of management

Our pnincipal activities during the year were

External audit

PricewaterhouseCoopers LLP have been

the company’s auditors for many years and

we carried out the annual review of their
performance by gathering feedback from
Commuttee members and senior management,
and by considenng reports on the audit firm's
own internal quality control procedures and
assessment of independence Having assessed
the responses we did not consider it necessary
to require them to tender for the audit The
appointment of PncewaterhouseCoopers as
auditor s subject to shareholder approval each
year at the AGM

We approved the auditor's group audit plan
after discussion with them The auditors
explained to us the programme of work
they planned to undertake to ensure that

the identified risks did not lead to a matenal
misstatement of the financial statements
Where they thought it would be effective to
do so, this work included the evaluation and
testing of the group’s own internal controls

We discussed these 1ssues with them again

at the ime of their review of the half-year
summary financial statements and again at
the conclusion of their audit of the financial
statements for the year As they concluded the
audit, they explained

= the work they had done to test
management s assumptions and estimates,
in particular in relation to major contracts
in BT Global Services and BT Wholesale,
and how they had satisfied themselves that
these were reasonable

+ they had reviewed the group’s application
of 1ts accounting policies

= the results of their testing of the controls
and other procedures carned outin the
major overseas locations and the issues
they had found there

The auditors also reported to us the
misstatements that they had found in the
course of their work and the Committee
confirmed that there were no such
matertal tems remaining unadjusted in the
financial statements

Independence of the external
auditor

We monitored the extent of non-audit services
being performed by the external auditors

and approved any services not included on

the hst of services the Committee has pre-
approved, before the work was undertaken

We aiso monitored the level of non-audit

fees paid to the auditors Detals of non-

audit services carried out by the external
auditors are in note 8 to the consolidated
finanoial statements

Internal audit

We reviewed promptly all material reports on
the company from the internal auditors and
ensured that appropriate action was taken

on sssues ansing from such reports, including
monitoring management's responsiveness

1o the findings and recommendations of the
internal auditors We received an annual report
on the performance of internal audit
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Internal controls and nsk
management

Risk management is given special attention
by us and duning the year we have heard from
each line of business and internal service

umit CEQ on the key nisksin their part of the
business and the actions that are being taken
to address them In addition, one of our
meetings focused solely on nsk and the Chief
Executive discussed the group's enterprise-
wide nsk management processes, the key nsks
facing the group as a whole and the group's
nsk appetite We reviewed the internal control
requirements under the Code including the nsk
management processes

Wea recerved updates on the BT Global Services
major contracts review, annual reports on
whistleblowing and libgation trends, and
updates on major itigation and BT security

Financial reporting

We reviewed the Annual Report & Form
20-F 2011, together with annual, half-year
and quarterly results for recommendation to
the Board

Effectrveness

QOur performance s reviewed annually by
inviting Committee members, key executives
and the external auditors to complete
questionnaires The results showed that we
continue to be effective in terms of both
behaviours and processes We undertook

our annual review of the Committee’s terms

of reference and agreed that they remained
appropriate subject to minor amendments that
were approved by the Board

Nick Rose
Chairman of the Audit & Risk Committee
9 May 2012
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Nominating & Governance Committee Chairman’s report

[ Sir Michael Rake J

Who we are

At the request of the Board, | chair the
Nominating & Governance Committee
although | would not participate n any
discussion concerning the selection and
appointment of my successor

The membership of the Committee and
attendance at meetings Is set out below With
the exception of Clay Brendish, all members of
the Commuttee served throughout 2012

The Company Secretary and, where appropnate,
atthe invitabon of the Chairman, the Chief
Executive attends the Committee’s meetings

Committee members
Meetings

Engible
Member to attend Attended
Sir Michael Rake
{Chairman) 4 4
Tony Ball 4 4
Cay Brendish® 2 2
Enic Damels 4 4
Rt Hon Patricia Hewitt 4 4
Phil Hodkinson 4 4

3 Clay Brendssh reured from the Committee on
31 Augist 2011

Qur role

The Committee's terms of reference
are available on our website at
www bt.com/committees

=

As we reported last year, the remit of the
Commuttee has been extended giving it the
responsibility for oversight of govemance and
compliance 1ssues as well as our existing role of
making sure there 15 an appropnate balance of
expenence and abilities on the Board

Nominating

We keep under review the size and
composition of the Board and the need to
refresh the membership so that we have the
appropnate balance of skills, expenence,
ndependence and knowledge of the group
This includes keeping under review our pohcy
on Board diversity including gender and any
measurable objectives set for implementing
the policy In conjunction with the skills
matnx for the Board that we have developed,
we identify the specific expenence and

skills that we are fooking for and consider
candidates that are put forward by the Board
and external consultants We ensure that
diversity 1s considered as part of the shortlist
process drawn up by our external consultants
and, having met potential candidates, the
Committee makes a recommendation to

the Board

We adwvise the Board on succession planning
for all Board appointments {and the Company
Secretary] We also make recommendations to
the Board on the re-appointment of non-
executive directors at the end of their terms of
office We keep under review the ime required
of the non-executve directors to cary out
therr duties and commitments and the number
of external directorships held by the Board and
the members of the Operating Committee

Governance and comphiance

We consider, determine and review BT's
governance and complance in particular
regarding corporate governance, ethics,
business pnnciples, international trade and
data preservation and protection in the UK and
around the world We keep under review the
governance structure of the group including
our regional approach to governance We
review the processes for and effectiveness of,
the whistleblowing procedures within BT and
have a code of ethics for the Chief Executive,
Group Finance Director and sentor finance
managers as required by the Sarbanes-Oxley
Act Corporate governance developments

around the world (such as data protection} are
monitored for their impact on the business
The Committee’s terms of reference include
reviewing the policy on where BT does
business, the training and communication of
governance and compliance policies, and the
approach to appointments to subsidiaries and
associated compames’ boards and conflicts

of interest

What we have done

We met four times in 2012 and the chart
below shows how we allocated our ime

Allocation of time

5%

2%

16%

3il%

O Regionat govemance ) tommittee structure
comnuttees and effectiveness

Q) Governance & comphance (O Other matters
programme

O Board membership
mcluding directors

Nominating

Board membership

During the year we reviewed the composition
and skills matnx of the Board and highhghted
a few areas where additional expertise would
be benefical, namely technology and speafic
geographic understanding These would be
considered in future board appointments

Having assessed and met with several
potential candidates, a number of the
Committee interviewed Karen Richardson and
recommended to the Board her appointment
as a non-executive director We felt that this
appointment would help strengthen our
diversity and the Board s overall technology
skills as Karen bnngs valuable expenence 1n US
technology and internet businesses

We recommended to the Board that the
appointment of Phil Hodkinson be extended
for three years (termmnable on three-months’
notice) following the expiry of his second
three-year term, subject to ngorous
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evaluation of his performance We reviewed
Phil Hodkinson's other roles to assure ourselves
that he centinues to be independent In
character and judgement and that there are no
relationships or circumstances that are likely

to affect this judgement. This and all other BT
Board appointments are subject to automatic
termination 1n the event of a director not being
re-elected by shareholders at the AGM

Diversity

We considered the recommendations made
by Lord Davies on diversity on Boards and
indicated a strong support for the prinaiple

of diversity In its widest sense We have since
adopted a diversity policy for the Board
Currently BT has 27% female representation on
the Board and our aim 1s to continue to have
atleast 25% We believe strong and effective
leadership in the attraction and appointment
process will make sure that BY remains an
organisation based on ment and provides the
opportunity for talented indwiduals, whatever
their background, to lead our business

The internal questionnarre for the next annual
Board evaluation {mentioned below) asks

for, among other things, further views on the
composition of the Board, including diversity,
and this will be reported back to the Board at a
meeting early in 2013

Governance framework

We reviewed the membership and chairs

of the Board Commuttees and made some
recommendations to the Board which resulted mn

= Nick Rose taking over from Phil Hodkinson
as Chairman of the Audit & Risk Committee
from 1 January 2012 and becoming 2
member of the Remuneration Comrmittee
in December

« Phi! Hodkinson becorming Chairman of the
EAB from 14 January 2012

« Jasmine Whitbread becoming a member
of the Audit & Risk Committee in
December 2011

« Dame Ellen MacArthur's membership of
the CSRB being extended for a further
three years

« Clare Chapman, Group People Director,
becoming a member of the CSRB from
1 January 2012 and a member of the BT
Pensions Commutteein September 2011

Having undertaken an external evaluation

of the Board in 2012, we agreed that the

next Board evaluation should be conducted
internally by electronic questionnaire This was

sent out n March by the Company Secretary
The Chawman will alse conduct one-to-one
interviews with directors on their performance
and the Senior Independent Director will
conduct the annual evaluation of the
Charrman The Company Secretary will present
the results of the questionnaire to the Board
for discussion early 1n 2013

The terms of reference of the Committee

have been reviewed and some changes
recommended to the Board which were
approved in April 2012 The key changes
include reflecting that we now meet quarterly
and changing the quorum from three to two
(in ine with BT's other Board Commuttees) and
speafically keeping under review the policy on
Board diversity

An evaluation of the effectiveness of the .
Commuttee 1s being undertaken by
questionnarre sent out in March 2012 and

the results will be reported back to the
Committee at their next meetingn June 2012

We reviewed the number of external
directorshups held by the Chairman and
members of the Board and Operating
Commuttee and we have agreed that the
job descnptions for the Chairman and Chief
Executive be updated

Governance and compliance

Governance and compliance programme
During the year we have reviewed and
endorsed BT group-wide policies on marketing
development funds, conflicts of interest, gifts
and hospitality, agents and personal data We
also reviewed the whistleblowing procedures
and confidentuial hothne and received a
summary of key cases, issues and statistics as
well as looking at outcomes of key cases

Regronal governance committees

At each meeting we receive an update on the
meetings held by the five regronal governance
commuttees (RGCs) UK and Republic of
freland, US and Canada, Europe, Middle East
and Afrnica, Latin Amenca, and Asia Pacific and
the India sub-committee, together with the
minutes cf those meetings We also receive an
update on progress against key performance
indicators Each RGC reviews the same core
issues together with any governance or
comphance stems that are specific to that
region They have also developed a risk
register for thew region and work 15 1n progress
to ensure these are aligned with both the

BT group and individual lines of business
registers Work is also underway to support
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the top-down and bottom-up cascade of nsk
between the RGC and the countnes in that
region The members of the Committee have
astanding invitation to join the RGC meetings
and Patricia Hewitt has attended a number of
Asia Paafic and India meetings and Enc Daniels
attended a meeting of the Latn America RGC

During the year each RGC chair has presented
at a Committee meeting and highhghted both
the achtevements of the RGC so far and also
the focus areas for the year ahead, such as the
roll-out of the policy on agents

The minutes of the Nommating & Governance
Committee meetings are sent, at their request,
to directors who are not members of the
Committee, where appropriate to do so

Sir Michael Rake

Chairman of the Nominating & Governance
Committee

9 May 2012
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BT Pensions Committee Chair’s report

[ Rt Hon Patniaa Hewitt J

Who we are

| chair the BT Pensions Commuttee, and the
membership of the Committee and attendance
at meetings 15 set out bejow

Committee members

Meetings

Eligible
to attend

Member Attended

Rt Hon Patncia
Hewitt (Char}

SirMichael Rake
Phil Hedkinson

lan Lvingston

Alex wilson®

sle|lvlvn|lv|w
rlOoO]lasa|lwvn]| & ]|wv

Clare Chapmanh

7 Alex Wilson retired from the Committee on
31 October 2011
Clare Chapman joined the Committee on
1 January 2012

Qur role

The Committee's terms of reference
are available on our website at
www bt com/committees

=

Our activittes are pninaipally focused on
oversight of the BT Pension Scheme {BTPS}
With input and recommendations from
executive management, we are responsible
for reviewing and approving BT's nisk
management activiies in relation to the
BTPS, monitoning performance of the BTPS,
discussing the BTPS investment strategy, and
considening matters of policy and strategy
concerning pensions that are 5|gmﬁcant to
the group

We also report and make recommendations to
the Board on

» matters which we consider are of strateqic
importance to BT

« matters invoiving a significant
financial impact of over £100m {in
accordance with the key pohoies of BT's
Governance Framework)

« the BTPS trenmial funding valuation and
associated recovery plan

+ strateqic changes to benefits that require
rule changes or changes to the BTPS Trust
Deed and Rules

What we have done
We met five times in 2012 and the chart below
shows how we allocated our time

Allocation of time

6%

35%
12%

15%

24%

O Other matters

QO Global pensions
benefits

O Crown Guarantee

O Tnenmal valuation
) BTPS perfarmance
O Risk management

Our work fell into five main areas

Triennial valuation

We received regular reports on the progress
of the tnennial funding valuation process

and Trustee negotiations We recommended
the approach to the 2011 tnennial funding
valuaton and recovery plan for final
agreement by the Board The Committee
endorsed the proposal to move the date for
tnenmial valuations from 31 December to

30 June with effect from June 2011, enabling
the Trustee and BT to complete the valuation
within BT's financial year We believe that the
agreement reached between the company
and the Trustee s good for BTPS members,
our investors and other stakehotders This was
a signuficant workstream in the year and the
valuation results are discussed 1n more detail
on page 58

BTPS performance

We received regular reports on the
performance of the BTPS and held two joint
meetings with the BTPS Trustee board in 2012
to discuss the BTPS performance, investment
strategy and any proposed changes

Risk management

We considered and agreed, where appropriate,
proposals for pensions sk reduction actvities

We have reviewed vanious risk management
strategies in the year and agreed that any
exertises providing additional options to
members must include transparent, clear and
comprehensive communtcations

Global pensions benefits

We regularly considered reports from the
executive management group on policy and
strategy matters significant to the BT group 1n
relation to all BT pension and benefit schemes
other than the BTPS

Crown Guarantee

We recewed regular reports, agreed the
approach to and monitored progress of the
Crown Cuarantee case which was heard in the
High Court during the year

Rt Hon Patncia Hewtt
Chair of the BT Pensions Committee
9 May 2012
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Committee for Sustainable and Responsible Business Chairman’s report

l Sir Michael Rake J

Who we are

The membership of the Committee for
Sustainable and Responsible Business {CSRB)
15 set out opposite With the exception of
Clare Chapman, Group People Director, all
other Committes members served throughout
the year In addition, Niall Dunne, the Chief
Sustainability Officer, attends all meetings at
the invitation of the Committee

The Committee has a diverse membership, which
i1s designed to bring as wide a range of views as
possible to the review of corporate responsibility
and sustainable business within BT

Qurrole

With input and recommendations from
executive management we develop the
corporate responsibibity [Better Future} strategy
for the group globally (including whelly-owned
subsichanes) for approval by the Board We
oversee comporate responsibility, environment
and community actmbies, ncluding chantable
expendrture and the strategy for maximsing
our contribution to society This role 15 also an
integral part of meeting the strategic pronty

of the company being a responsible and
sustanable business leader

The Coemmittee’s terms of reference are
avatiable from the Company Secretary

We also interact with the ndependent
Leadership Advisory Panel {the Panel) chaired
by Jonathon Porntt The Panel provides advice
on corporate responsibility 1ssues, and the
Panel Chair attends one CSRB meeting per year
The Panel produces an annual statement which
1s set outin our Better Future report.

The group annually approves nvestment for
sustainable and responsible business For the
year ended 31 March 2012, this investment
target was a mimimum of 1% of adjusted
profit before taxation (based on 2011 results}
This investment 1s split between programmes

75

Committee members
Meetings
Eligible
Member to attend Attended
Sir Michael Rake Chawmman 4 4
Clay Brendish® Non-executive director 1 1]
Clare Cha pmanb Group People Director 1 1
Lord Michael Hastings Independent member 4 3
Phil Hedkinson Non-executive director 4 4
Baroness Margaret Jay Independent member 4 4
Dame Ellen MacArthur Independent member 4 3
Gawin Patterson Execustrve director 4 4
Larry Stone President Group Public and 4 3
Government Affairs

Jasmine Whitbread Non-executive director 4 3
Alex Wilson® Group HR Director 1}

3 Ciay Brendish retired from the Committee on 31 August 2011
Clare Chapman joined the Cormmittee 1 January 2012
€ Alex Wikson retired fram the Commuttee on 31 October 2011

directed by the Committee and activities
embedded in the lines of business Investment
compnises contrbutions n cash and also in
time through employee volunteering

What we have done

The CSRB met four tmesin 2012 We have
overseen and approved investment in projects
which make a difference for the communities
in which we operate and our environment with
a focus on building stronger communities both
through the use of technology and supporting
volunteering activities of employees The
investment is split 55 45 between volunteenng
activities by our employees and cash funding
The investment by the group in 2012 was

£31 9m (in tme, cash and tn-kind support) and
braken down into strategic priorities as follows

Investment by strateqic priorrty

16%
117%

B6 7%

© Building stronger O Reduang emvioamental
cammunities impact

o Behaving responsibly

A key development supported by us was the
launch in April 2011 of MyDonate, which
allows individuals to make donations to
charities without the deduction of any charges
from the donation Further infoermation on
MyDonate can be found on page 164

1, and the other members of the (SRB, are
always keen to see first hand the impact of the
projects in the communities that we support.
This year we travelled to South Wales and
visited Valtey Kids, a Get IT together digital
inclusion project, Care & Repair Cymru and

St John Cymru who have all received support
either through direct funding or volunteenng
by our employees

Sir Michael Rake

Chairman of the Committee for Sustainabie
and Responsible Business

9 May 2012
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Report on Directors’ Remuneration

Rt Hon Patricia Hewitt

Review of the year

The Committee concluded the strategic review
of remuneration policy begun in 2011, which
was designed to ensure that our appreach

to remuneration remained fit for purpose for
the penod ahead As a result of that review,
we made a number of changes that were
reported to investors n the 2011 Directors’
Remuneration Report and approved with a
vote of 94 7% at the 2011 AGM n particular,
reflecting the group's long-term strategy,

we decided that underlying revenue growth
(excluding transit) should form 20% of the
performance target for the Incentive Share
Plan (ISP} We also increased the element

of the annual bonus hnked to personal and
role-specific objectives, again reflecting the
company’s long-term strategy

The changes to the ISP were applied to awards
made in June 2011, changeas to the annual
bonus took effect for the year ended 31 March
2012 We are not proposing further significant
changes to the remuneration policy and
structure in 2013

Outcomes for the year

The group has delivered good results for the
year, continuing the improvement in financial
performance over the past three years and
reflecting the executive team’s commitment to
deliver value for our shareholders

For the year ending 31 March 2009 adjusted
free cash flow was £772m In 2012, adjusted
free cash flow was £2 5bn From 31 March
2009 to 30 March 2012, the BT share price
increased from 78p to 226p, with a total
shareholder return (TSR) of 224% The
outcomes for adjusted EPS, adjusted cash
flow and customer service improvement key
performance indicators are set cut on page 4
As a result, shares awarded to executive
directers under the 2009 ISP wll vest in full for

the first time, dlearly demonstrating the link
between pay and performance {see page 80)
The Committee was pleased to see that around
20,000 employees who have participated in
the 2009 three-year Sharesave all-employee
share option plan also stand to benefit directly
from this performance

Performance over the last year has delivered

a TSR of 27%, placing BT second against its
comparator group of companies {see page 80}
Demanding targets for cash generation were
exceeded, adjusted EPS grew by 13%, this was
around target performance {demonstrating the
degree of challenge posed by the Committee
In setting targets) whilst customer service also
continued to improve As a result, the Chief
Executive was awarded a bonus of 116% of
target (73% of the maximum opportunity},
compared with 126% of target {79% of the
maximum epportunity} for the previous year
Half of the bonus will be paid in cash, with the
remaining half deferred into shares recevable
In three years’ time, subject to continued
employment as well as a clawback condition

The table below sets out the summary of
remuneration received by and expected to be
granted to executive directors in respect of
their service in 2012

Looking ahead

Despite the performance achieved the
executive directors, and those senior
executives reporting directly to the Chief
Executive, have requested that they not be
considered for any salary increase, in 2013

The Committee pays particular attention to

the pay and conditions of all our employees

As we reported |ast year, salary increases for
direct reports to the Chuef Executive {including
executive directors) were consistent with salary
increases for employees over the same penod

Over the next year, while executive directors’
salanes remain unchanged, UK team members
will benefit from an average 3% increase (the
third year of a three-year pay deal) together
with a bonus of £250 [equivalent to nearly
1% of average pay) The salary for the Chief
Executive and that of UK team members has
been closely linked as set out below

2010 2011 2012 2013

Chief 0% S88% 278% 0%
Xeculive

UK team b

UKteam — ogb 3% % 3%

2 The Chief Executive donated the difference between
5 88% and 3% to chanty [the BT Benevalent Fund)
Team mambers in the UK were awarded a £400 non-
consohdated lump sum award

We continue to consult with major investors
and their representative bodies, including

the Association of British Insurers (ABI),

and National Association of Pension Funds
(NAPF) and have participated actively in the
consultations launched by the Department

for Business, Innovation and Skills {BIS} We
welcome proposals for increased transparency
and continue to take best practice guidelines
Into account n prepanng this report Although
BIS has not yet finalised its proposals, we
believe that the approach taken by BT in recent
years will leave us well placed to address

any changes

Rt Hon Patnaa Hewitt
Committee Chair
9 May 2012

Summary remuneration of executive directors in 2012

lan Livingston Tony Chanmugam Gavin Patterson

Base salary £925 000 £535,000 E570 000
Annval bonus

cash £1,344 000 £605 000 £613,000

deferred shares? 626 715 shares 211,475 shares 214 348 shares
Incentive shares to vest? 2,222 929 shares 1,035,186 shares 1 089,668 shares
Pension” £220000 £159,000 £119,000
Other benefits Company car fuel or driver personal telecommumscations facliies

Iife and medical caver financial planning and home secunty

2 Award of deferred shares expected to be grantad in June 2012 Anestimate of the number of shares to be granted has been
b calculated using the dosing market share price of 214 5p on 8 May 2012
ISP awards of shares granted in June 2009 covenng the performance penod 2010-2012 that will vest in May 2012

€ pension allowance paid i cash
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This part of the Report is a summary of key elements of our directors’
remuneration Pages 84 to 88 are subject to audit

The Remuneration Committee
This section describes the membership and role of the Committee

Who we are

Patricia Hewntt chairs the Remuneration Commuttee, made up of
independent non-executive directors, which met five imes duning the
year Committee attendance is set out below Patncia Hewitt and Enic
Daniels were members throughout 2012

Committee members
Meetings
Elgible

Member toattend  Attended
Rt Hon Patncia Hewrtt (Chair) 5 5
Tony Ball® 3 3
Enc Damels 5 5
Nick Rase? 2 P
Carl Symon® 3 3

2 Tony Bail was appointed to the Committee an 5 May 2011
Nick Rose was appointed to the Committee on 14 December 2011
€ Carl Symon retired from the Commuittee on 13 January 2052

In addition to the Committee members, the Chairman and Chief
Executive are Invited to attend meetings, except in instances where
their own remuneration 1s discussed, or other arcumstances where their
attendance would not be appropriate

Our role

The Remuneration Commuttee agrees the framework for the
remuneration of the Chairman, the executive directors and certain
senior executives This includes the pohicy for all cash remuneration,
executive share plans, service contracts and termination arrangements
The Committee approves salaries, banuses and share awards for
executive directors and certain semor executives The Committee
approves new executive share plans and any changes and makes
recommendations to the Board which require shareholder approval and
oversees therr operation The Committee also determines the basis on
which awards are granted under the executive share plans to executives
reporting to the senior management team

The Commuttee's terms of reference are
avarlable on our website at www bt com/committees

=

Advisors

The Committee recenved advice duning the year from independent
remuneration consultants Towers Watson and from Deloitte LLP Delortte
LLP replaced Towers Watson dunng the year following a competrtive
tender exercise conducted by the Committee The independent
remuneration consultants attended Committee meetings when major
rermuneration issues were discussed Deloitte LLP also provided the
company with advice on corporate and indirect taxes, regulatory and
nsk 1ssues, pensions and addiional consultancy services Towers Watson
also provided the company with consultancy services on general human

7

resources (HR} and pension issues The Committee regularly consults the
Chief Executive, the Group People Director, the HR Director, Reward and
Employee Relations, and the Company Secretary

Remuneration principles

Our policy remains to maintain a competitive remuneration package
that wil attract, retain and motivate a high quality top team, avoid
excessive nisk taking and align their interests with those of shareholders

We believe in pay for performance agamst challenging targets We aim
to set base salaries below the median for our comparator group, while
setting stretching goals for the annual bonus (including deferred shares)
and long-term incentive shares

Asignificant proportion of the total remuneration package 1s therefore
vanable and linked to corporate performance The Committee

reviews the performance targets regularly to ensure that they are

both chailenging and closely linked to the group’s strategic prionities
Furthermore, because a large part of the remuneration package 15
delivered in shares and senior executives are required to build up a
significant shareholding themselves, they are directly exposed to the
same gains or losses as all other sharehelders

The Commuittee believes that the free cash flow and revenue
performance measures set are challenging, and the financial
performance necessary to achieve awards towards the upper end of the
range for each target, 15 stretchung Targets for threshold performance
are established at above market consensus at the time they are set

In setting directors’ remunerabion, the Commttee takes account of the
remuneration of other companies of similar size and complexity, using
a comparator group defined with the assistance of our independent
remuneration consultants The Commuttee also takes into account the
pay and employment condrons of all our employees

BT operates in a number of different environments and has many
employees who carry out diverse jobs across a number of countries

« all employees, including drrectors, are paid by reference to the
market rate

« performance is measured and rewarded through a number of
performance-related bonus schemes across the group

» business unit performance measures are cascaded down through
the organisation

« BT offers employment conditions that reflect our values and are
commensurate with a large publicly hsted company, including high
standards of health and safety and equal opportuntties

« BT operates ali-employee share plans which are open to all
employees and executive directors alike

» BT offers benefits which are available te everyone

The Committee continues to keep under review the relationship of nisk
to remuneration The Charr of the Audit & Risk Commuftee s a member
of the Remuneration Commuittee and the Charr of the Remuneratron
Commuttees also @ member of the Audit & Risk Commuttee The largest
single driver of on-target remuneration remains adjusted free cash
flow {30% of the Chief Executive’s variable pay at target), reflecung the
importance of free cash flow to nvestn the business, reduce net debt,
support the pension fund and pay progressive dividends

Governance
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The Committee 15 also satisfied that the incentive structure for senior
executives does not ratse environmental, social or governance {ESG)
risks by inadvertently motivating rresponsible behaviour Part of the
annual bonus depends upon an individual assessment of each senior
executive’s personal contribution to ESG measures, including results of
the regular employee surveys and health and safety outcomes

The Committee retains absolute discretion to reduce vanable
compensation in hght of nsk and the group’s overall performance We
would only use this in exceptional crcumstances

Remuneration in 2012
Remuneration for 2012 15 set out below

Salaries

Salaries are reviewed annually A salary increase was receved by
executive directors in June 2011 The executive directors have
requested that the Committee not consider them for any salary increase
for the year 2013 and accordingly executive director salanes will

remain unchanged

Annual bonus

Executive directors are eligible for an annual bonus based on corporate
performance targets, ESG measures and mdwvidual targets The
customer service element of annual benus 1s only paid if a mimmum
EPS threshold is achieved The annual bonus s paid 1in two elements,

a cash element, and a deferred element paid 10 shares The deferred
share element 15 subject to clawback provisions as set out on page 81
and deferred shares must be held for three years before they vest
There are no additienal performance conditions on the deferred shares,
other than a requirement for continued employment, and there 1s no
matching of deferred shares by the company The Committee considers
that awarding shares on a deferred basis acts as a retention measure
and contributes to the alignment of management with the long-

term interests of shareholders Deferred shares awarded to executive
directors in 2012 and in previous years are set out on page 85 Annual
bonus payments are not pensionable

The levels for bonus element are set out below

Level of bonus for executive directors
Chief Executive

target 125% salary
maximum 200% salary

Executive directors

target 100% salary
maximum 150% salary

Annual cash bonus

Deferred bonus in target 125% salary target 75% salary
shares maximum 200% salary  maximum 112 5% salary
Total bonus target 250% salary target 175% salary

maximum 400% salary maximum 262 5% salary

Annual bonuses in 2012 were assessed by the Commuttee based
on a number of factors The annual bonus structure for 2012 1s set
out below

Chief Executive and Group Finance Director annual
bonus structure

10%
25%
15%
O Adusted EPS
O Adjusted free cash flow
Cu,
J550 5% Q) Customer service
( Personal objectives
O G
CEO BT Retail annual bonus structure
10%
20%
15%
O Adjusted EPS
{O Adjusted free cash flow
20% O Custorner service
15% O Personal objectives

(O BT Retail objectives

20% O BG

For the Chief Executive and Group Finance Director, the customer

service element of bonus was increased from 20% to 25%, and personal
objective element increased from 10% to 15% Both adjusted EPS

and adjusted free cash flow were reduced from 30% to 25% of bonus
Similarly the CEQ of BT Retail also had the proportion of bonus relating to
adjusted EPS and adjusted free cash flow both reduced from 30% to 20%,
with 15% of bonus now subject to BT Retaill metnics and the proportion
attnbutable to personal objectives increased from 10% to 15%

The two financial targets for the annual bonus are two of our key
performance indicators and have a direct impact on shareholder value,
while customer service and broader objectives are wital to the company s
long-term health and growth We do not publish details of the adjusted
EPS and adjusted free cash flow targets in advance, since these are
market sensitive and commercially confidential The Committee 1s,
however, satisfied that the measures are appropnate and that the
targets are stretching

In calculating adjusted EPS specific items are excluded as set cut on
page 28

The measure for free cash flow within the annual bonus i1s adjusted free
cash flow Adjusted free cash flow represents the cash generated from
operations after capital expenditure and finanaing costs but before
specific items and pension deficit payments In 2011 the measure was
reported free cash flow The use of adjusted free cash flow more closely
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aligns remuneration metnics with results delivered by the group's trading
activities and key measures of performance 1n our reported results

Customer service 1s measured by ngorous and challenging ‘nght

first tme” and ‘customer tssue reduction’ metrics across each line of
business Although we will keep these measures under review, they are
directly linked to cost reductions as well as to customer satisfaction and
are measured objectively

The ESG measLre 1s aligned to our strateqy and is assessed by the Chuef
Executive for each semor executive, and by the Chairman for the Chief
Executive humself Assessment is based upon BT's regular employee
survey as well as health and safety and sustanability measures

The Committee are satisfied that the targets set out are appropniate and
stretching, for example adjusted EPS growth of 13% was around target
performance

lan Livingston’s cash bonus represented 145 3% of his current salary
{2011 157 25%), Tony Chanmugam's cash bonus represented 113 1%
of his current salary (2011 118 5%) and Gavin Patterson’s cash bonus
reprasented 107 6% of his current salary (2011 123%)

The cash slement of the annual bonus is set out in the table on page 84
The deferred share element of the benus is set out on page 85

Incentive Share Plan

The long-term share element of executive remuneration 1s the Incentive
Share Plan {ISP) Details of the ISP arrangements are set out below

The Chief Executive receved an award of incentive shares with a value
of 2 Sxsalary {2011 2 Sxsalary) Other executive directors received
awards with a value of 2x salary {2011 2x salary) The awards of
incentive shares under the ISP during the year, incentive shares awarded
in prior years, and the vesting of incentive shares awarded in June 2009
under the ISP are set out on page 86

Proportion of fixed and vaniable remuneration

The composition of each executive director’s performance-related
remuneration, excluding pension, is as follows

lan Livingston , . . \

2013 targets ' EHEEE 5263
| ] | |

2012 actualb ( 3353 | 4895| 1752

Tony Chanmugam

2013 targerd ( 2s67]  2667] 46 67
1 | 1 |

2012 actuatb (. 4251 48439

Gavin Patterson

2013 target? (2667 2667] 46 57

] 1
2012 actwaib ( 4100 | 44 69]14.31)
s 5 %8 § 5 %

O Fixed O Vanablecash (O Vanable shares

3Target remuneration comprises current base salary on-target annual cash bonus and the
expected value of awards under the deferred bonus and incentve share plans.
Actual remuneration compnses base salary actual cash benus and the value recerved
from deferred shares and mcentive shares [awards granted in 2008 and vested i 2011)
dunng the finanaal year
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Remunerationin 2013

The Committee condluded a review of remuneration strategy during the
year The measure for free cash flow will be changed to a normalised
basis consistent with our financial outlook to remove the impact of

the cash tax benefit relating to pension deficit payments This change
will apply to both the 2013 annual bonus and ISP 2012 awards The
Committee is not proposing any other changes to remuneration policy
and structure for 2013

The Committee has considered the level of total remuneration that
would be payable under different performance scenarios and 15 satisfied
that, as the graph below illustrates, executive pay remains closely
ahgned with shareho!ders” interests

Comparison of BT's potential total compensation for the
Chief Executive under vanious performance scenanos, with
reference to the BY pay benchmarking comparator group

Em

[
~

=
[=]

I

\

Total direct compensation
[=)}

—

Minimum

Target Maximum

Performance delivered

© Upper marketrange () Lower marketrange — BT

Mimmum performance - Base salary only

Target performance — Base salary plus on-target annual bonus pius target’ vesting
on long-term incentives

Maximum performance - Base salary plus maximum annual bonus and maximum
vesting on long-term mcentives

Appropriate share price growth assumptions have been incorporated in all
scenznous itlustrated

The table below sets out the proposed I5P 2012 awards that are
expected to be made in June 2012 The performance critena for the
awards 1s set out below

Director ISP Award?®
lan Livingston 1,078.088 shares
Tony Chanmugam 438,834 shares
Gavin Patterson 531,469 shares

3 ISP grant to be awarded An estimata of the number of shares awarded caiculated using
the dosing market share pnce on B May 2012
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Long-term share-based incentives

Incentive shares

BT operates a long-term ISP (incentive shares} based on performance
over three years Shares only vestif the partapant is still employed by

BT and challenging performance measures have been met For awards
granted in 2009 and 2010, 50% of awards are based on relative TSR, with
the other 50% based on a three-year cumulative adjusted free cash flow
measure The use of an adjusted free cash flow measure for the ISP as well
as for the annual bonus reflects the importance of cash generation over
both the short and medwm-term For awards granted in June 2011, a
new measure for underlying revenue growth [excluding transit revenue)
was added to the plan, to reflect changing strategic priorities for the
group The 2011 awards are therefore based 40% on relative TSR, 40%
on cumulative adjusted free cash flow, and 20% on underlying revenue
growth (excluding transit revenue} over a three-year performance period
The performance measures for the awards to be granted in June 2012

will be the same as for those granted in 2011 {other than the use of a
normalised free cash flow measure to align with our cutiook) with targets
calibrated for the three-year performance penod from 2012 The ISP
2012 awards will be made at the same level as the 2011 awards

The Committee believes that the free cash flow and revenue
performance measures are challenging, and the financial performance
necessary to achieve awards towards the upper end of the range for
each target. 1s stretching Targets for threshold performance have been
established at above market consensus at the time set

When we set the performance measures for the ISP 2009 awards, the
prior year reported cash flow was £737m We estabhished a three-

year cumulative threshold of £4bn —to be achieved before any shares
would vest — with a further £1bn performance range up to £5bn, at
which pomnt all of the shares under the cash flow element of the award
would vest, The upper part of the range was considered to be extremely
stretching We met the measure in full and actueved upper quartile TSR
performance {4th out of 25 companies} during the three-year period
As a result the ISP 2009 awards vest in full

TSR for these purposes was calculated by JPMorgan Cazenove TSR links
the reward given to directors with the performance of BT against other
major companies TSR 1s measured against a comparator group which
contains European telecoms companes and compantes which are either
similar in size or market caprtalisation and/or have a similar business mix
and spread to BT

The TSR comparator group for awards to be granted in June 2012
comprises the following companies

Accenture France Telecom Telecom Italia
AT&T Hellenic Telecorn Telefénica
Belgacom IBM Telekom Austna
BSkyB National Grid Telenor

BT Group Portugal Telecom TehiaSonera
Cable & Wireless Royal KPN Venzon
Worldwide

Cap Germims Swisscom Virgin Media
Centnca TalkTalk Vodafone
Deutsche Telekom

The TSR comparator group is the same for awards granted in June 2011

The TSR for a company 1s calculated by companng the return index (RI)
at the beginning of the performance penod with the Rl at the end of the
period The Rt s the TSR value of a company measured on a daily basis,
as tracked by independent analysts, Datastream [t uses the official
closing prices for a company’s shares, adjusted for all capital actions and
dividends paid The initial Rlis determined by calculating the average

Rl value taken daily over the three months prior to the beginning of the
performance period, and the end value 1s determined by calculating
the average Rl over the three months up to the end of the performance
penod This mitigates the effects of share price volatlity A positve
change between the iniial and end values indicates growth in TSR

TSR vesting schedule for awards of incentive shares
grantedin 2011

For awards made i June 2011, 40% 1s based on relabve TSR, 40% on
a three-year cumulative adjusted free cash flow measure, and 20% on
underlying revenue growth (excluding transit revenue) over three years

The following graph shows the patential vesting of awards granted in
2011 based on the TSR element

2011 Awards
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Historic vesting for executive share plans

Performance conditions for the incentive shares are challenging as
demonstrated by the table below Relative TSR has been the measure
for many years This measure has been retained under the current
remuneration policy, although a free cash flow measure was added
for awards granted in 2009 and 2010, and in 2011 an additional
undertying revenue growth {excluding transit) measure was added

The following table shows the vesting levels of BT's incentive share
awards granted to executive directors since 2005

Historic vasting of ISP

tncentive shares
Year of grant Performance period percentage vesting
2005 2005-2008 25%
2006 2006-2009 0%
2007 2007-2010 0%
2008 2008-2011 0%
2009 2009-2012 100%
Average annual vesting 25%
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Retention shares

Awards of retention shares are used by exception only and principally as
a recruitment or retention tool As a resuit, shares currently under award
are not generafly subject to a corporate performance target The length
of the retention period before awards vest is flexibie, although this
would normally be three years unless the Commuttee agrees otherwise
The shares are transferred at the end of the specified penod if the
indwidual 1s stll employed by BT and any performance conditions are
met. No awards of retention shares were made to executive directors,
but two senior executives were granted an award in 2012

Share options

No share optiens have been awarded under the Global Share Option
Plan {GSOP) since 2004 and there 1s no intention to award options
in 2013 Details of share options held by directors at the end of the
financial year are shown 1n the table on page 87

Clawback

The rules of the executive share plans provide for a clawback of
unvested awards in arcumstances where the Committee becomes aware
of facts which would, in its discretion, justfy such reduction

Other share plans

The Chairman and executive directors may participate in BT's all-
employee share plans, the Employee Sharesave Scheme, Employee
Share Investment Plan {ESIP) and Allshare international, on the same
basis as other employees

Dilution

Treasury shares are generally used to satisfy the exercise of share

options and the vesting of share awards for the executve and all-employee
share plans At the end of 2012, treasury shares equivalent to 9 2% of the
wssued share capital wou'ld be required for these purposes. Itis estmated
that treasury shares equivalent to approximately 2 2% of the issued share
capital will be required for all the employee share plans in 2013

Other matters

Service agreements

It1s group policy for the Charrman and executive directors to have
service agreements, approved by the Committee, providing for one
year's natice by the company and six months’ notice by the director

All of the service agreements contain provisions dealing with the
removal of a director for poor performance, including m the event of
early termination of the contract by BT The contracts of the Chairman,
tan Livingston, Tony Chanmugarm and Gavin Patterson entitle them on
termination of their contract by BT to payment of salary and the value
of benefits (pension benefits including Wife cover), hezlth cover, dental
cover and car} until the earlier of 12 months from notice of termimation
or the director obtaining full-ime employment. No director will receive
a bonus or other payments on a change of control The Committee
reviewed dunng the year arrangements for senior executives feaving
under ‘good leaver’ circumstances and the role of the Commuttee in the
exeraise of discretion in those circumstances

Non-executive directors’ letters of appointment

Non-executive directors have letters of appointment. They are
appotnted for an inial period of three years Duning that peniod, aither
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party can give the other at least three months’ notice of termination and
the appointment automatically terminates in the event of a director not
being re-elected by shareholders The appointment of a non-executive
director 1s terminable on notice by the company without compensation
At the end of the penod, the appointment may be continued by mutual
agreement. Further details of appointment arrangements for non-
executive directors are set out on page 82 The letters of appointment
are open for inspection by the public at the registered office of the
company

Non-executive directors’ remuneration

Seven of the directors on the Board are non-executive directors who,

in accordance with BT's Articles of Association, cannot individually vote
on their own remuneration Non-executrve remuneration is reviewed by
the Chairman and the Chref Executive, and discussed and agreed by the
Board Non-executive directors may attend the Board discusston but
may not partiapate in it

In line with the approach taken by the executive directors, no increase in
fee 1s proposed for any non-executive directorin 2013

The basic fee for non-executive directors 1s £62,000 per year (2011
£62,000} There are additional fees for membership and chainng a
Board Committee, details of which are given in the table below

Additional
Committee Member's fee Chairman s fee
Audit & Risk £15,000 £15,000
Remuneration £10,000 £10,000
Nominating & Governance £7,500 £5,000
Other Board Committees £5,000 £5,000

Patnicia Hewitt, as Senior Independent Director, chair of the
Remuneration Committee, chair of the BT Pensions Commuttee and a
member of the Audit & Risk Comnuttee, receives total fees of £159,500
per year Phil Hodkinson recerves an additional annual fee of £72,500 as
chasrman of the EAB (a Board Committee}

An additional fee of £2,000 per tnp 1s paid to those non-executive
directors travelling reqularly from overseas on an inter-continental basis
to Board and Board Committee meetings

Covernance

To align further the interests of the non-executive directors with those
of shareholders, the company’s policy 1s to encourage these directors
to purchase, on a voluntary basis, BT shares to the value of £5,000
each year The directors are asked to hold these shares untd they retire
from the Board This policy 1s not mandatory Current shareholdings are
shown on page 83

No element of non-executive remuneration is performance-
related Non-executive directors do not participate in BT's bonus of
employee share plans and are not members of any of the company
pension schemes

Committee evaluation

The Commmuttee reviews its performance with Board members and other
participants We continued to strengthen the Committee’s performance,
for example by providing time before each meeting for private
discussions between members and its advisors
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Directors’ service agreements and letters of appointment
The dates on which directors’ inttial service agreements/letters of appointment commenced and the current expiry dates are as follows

Expiry date of current service agreement or letter of

Chairman and executive directors Commencement date appomntment

Sir Michael Rake 26 September 2007

[ Lvingston 1 June 2008 The contract 1s terminable by the company on 12
months notice and by the director on six months’

T Chanmugam 1 December 2008 notice

G Patterson 1 June 2008

Non-executive directors

Letter of appointment was for an inttial peniod of
P Hodkmson 1 February 2006 three years The appointment was extended for three
years in February 2012

Letters of appointment were for an mtial penod of

Apnl 200
:)ilz:vr::ls ; 4 ::;rch 2%08 three years The appointments were extended for
three years in March 2011
T8al 16 July 2009 Letter of appaintment is for an imtal period of three
years
N Rose 1 January 2011 Letters of appointment are for an initial period of
Ywhitbread 19 January 2011 three years
K Richardson 1 November 2011 Letter of appointment is for aninitial penod of three

years

There are no other service agreements, letters of appointment or material contracts, existing or proposed, between the company and the
directors There are no arrangements or understandings between any director or executive officer and any other person pursuant to which any
director of executive officer was selected to serve There are no family relationships between the directors The appomtment of non-executive
directors is terminable by the Company or the director on three months’ notice with automatic termination in the event of not being re-elected
by shareholders

Outside appointments

The Committee behieves that there are significant benefits, to both the company and the individual, from executive directors accepting non-
exacutive directorships of companes outside BT The Commuttee will consider up to two external appointments {of which only one may be to the
Board of a major company), for which a director may retain the fees lan Livingston recerves an annual fee of £25,000 as a non-execuive director
of Celtic and an additional annual fee of £5,000 for chaning the audit committee Gavin Pattersen is a non-executive director of British Airways for
which he receives an annual fee of £50,000 and the benefit of free BA flights
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Executive share ownership

The Commuttee believes that the interests of the executive directors
should be closely aligned with those of shareholders The deferred
shares and incentive shares provide considerable alignment The
directors are encouraged to build up a sharehelding in the company
over time by retaining shares which they have receved under an
executive share plan {other than shares sold to meet a National
Insurance contribution or income tax habiity) or from a purchase in the
market The Chief Executive 1s required to build up a shareholding of 2x
salary and the remaining executive directors 1 5x salary

Current shareholdings are set out below

Directors’ Interests

The interests of directors halding office at the end of the year, and their
families, in the company’s shares at 31 March 2012 and 1 Apnl 2011, or
at date of appointment if later, are shown below

Number of shares
Beneficial holdings 2012 2011
Sir Michael Rake 116,430 109,710
I Livingston? 1,270,335 1,155,545
T Chanmugam? 251,149 224,416
G Patterson® 486,986 439,473
TBall 15,000 15,000
JE Damels 12,647 12,647
P Hewtt 18,234 12,391
P Hoedkinsen 22,857 16,683
N Rose 50,000 50,000
K Richardson® - -
JWhitbread 2,940 640
Total 2,246,578 2,036,505

2 indudes free shares awarded under the ESIP
b Karen Richardsan joined the Board on 1 Nevember 2011

Dunng the penod from 1 Apni 2012 to 9 May 2012, there were no
movements in directors’ beneficial holdings

The directors, as a group, beneficially own less than 1% of the
company s shares
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Total Shareholder Return

This graph llustrates, as required by the Large and Medium-sized
Compames and Groups (Accounts and Reports} Regulations 2008,
the performance of BT Group plc measured by TSR relative to a
broad equity market index over the past five years We consider the
FTSE100 to be the most appropnate index against which to measure
performance for these purposes, as BT has been a constituent of the
FTSE100 throughout the five-year period, and the index 1s widely
used TSR s the measure of the returns that a company has provided
for 1ts shareholders, reflecting share pnce movements and assuming
reinvestment of dividends

BT's TSR performance vs the FTSEL00
120

20
o]
2007 2008 2009 2010 2011 2012
31 March 2007= 100 = BT

Source Datastream =+ FTSE100

The graph shows the relative TSR performance
of BT and the FTSEL0Q over the past five years
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Remuneration review

The following sets out the full review of directors emoluments, including bonus and deferred bonus, and long-term incentive plans and pension
arrangements The remainder of the Report on Directors’ Remuneration is subject to audrit

Directors’ emoluments
Directors’ emoluments for the finanaial year 2012 were as follows

Pension

allowance Other benefits

Basic salary net of pension Total salary  Annual cash Expense excluding
and fees contnbutiens? and fees bonus® allowance pensior: Total 2012 Total 2011
£000 £000 £000 £000 £000 £000 £0C0 £000
Sir Michael Rake® 650 - 650 - - 22 672 638
| Livingston® 921 220 1,141 1,344 - 20 2,505 2,359
T Chanmugam®® 531 159 690 605 19 15 1,329 1,290
G Patterson® ¢ 563 119 682 613 19 21 1,335 1,300
TBall 79 - 79 - - - 79 73
C Brendish® 37 - 37 - - - EY) 82
J EDaniels 80 - 80 - - - 80 76
P Hewitt 160 - 160 - - - 160 152
P Hodkinson 121 - 121 - - - 121 102
K Richardsan®d 26 - 26 - - 8 34 -
N Rose 82 - 82 - - - 82 16
CCSymonth 127 - 127 - - 14 141 168
J Whitbread 71 - 71 - - - 71 14
Total 3,448 408 3,946 2,562 38 100 6,646 6,270

2 pangion allowance paid 10 cash for 2012 —see Pensions on page 87

b Annual cash bonus Deferred element of banus s set out on page 85

< pther benefits include same or all of the following company cr fuel or driver personal telecommunications faalies and home secunty medical and dental cover for the directors and immediate farily specal Iife
cover professional subscnptions
Expensa allowance in the above table includes a monthly cash allowance in heu of a company car or part of such allowance which has not been used for a campany car

€ (lay Brendish retired as a director on 31 August 2011

f Karen Rechardson was appointed as a director on | Nevember 2011

9 |netudes an addrional fee for regutar travel to Board and Board Committee meetings from overseas on an intercontinental basis.

P Can Symon retred as a director on 13 January 2012
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Deferred Bonus Plan {DBP} awards at 31 March 2012

Asset out on page 78, a portion of executive directors’ annual bonus 1s paid in the form of deferred shares The following table sets out deferred
share awards that have been granted to directors dunng the year and previous awards that have vested These shares will normally be transferred to
participants at the end of the three-year deferred penod if those partiapants are stll employed by BT Croup

Total number
of award Monetary
shares value of
Dividends 31 March Price Market price vested award
1Apnl 2011  Awarded® re-invested Vested Lapsed 2012  Vesting date at grant atvesting £000
| Livingston
237,410 - - 237,410 - - 1/8/2011 203 00p 202 67p £481
287,008 - 12,342 - - 299,350 1/8/2012 128 41p - -
939,629 - 40,408 - - 980,037 1/8/2013 134 26p - -
- 711,777 30,609 - - 742,386 1/8/2014 198 83p - -
T Chanmugam 55,816 - - 55,816 - - 1/8/2011 203 00p 202 67p £113
64,365 - 2767 - - 67,132 1/8/2012 128 41p - -
270,347 - 11,625 - - 281,972 1/8/2013 134 26p - -
- 227,961 9,802 - - 237,763 1/8/2014 198 83p - -
G Patterson 96,880 - - 96 880 1/8/2011 203 00p 202 67p £196
101,296 - 4,355 - - 105,651 1/8/2012 12841p - -
284,576 - 12,237 - - 296,813 1/8/2013 134 26p - -
- 243,577 10,474 - - 254,051 1/8/2014 198 83p - -

2 awards granted on 27 June 2011 n respect of 2011 The number of shares subject to awards was calculated using the average middle market price of a BT share for the three days pnor
to the grant Awards of deforred shares in respect of 2012 will be calculated using the average middle market pnce of a BT share for the three days pnor to grant. Itis expected that awards will be granted in
June 2012
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Share awards under long-term incentive schemes held at 31 March 2012

Total number

Details of the company’s shares provisionally awarded to directors, as participants under the ISP are as follows

of award Monetary
shares value of
Dividends 31 March Performance Price Market price vested award
1 Apnl 2011 Awarded  re-invested Vested Lapsed 2012 penodend atgrant  atvesting? £000
| { Livingston
ISP 2009° 2,131,274 - 91,655 - - 2,222,929 31/3/2012 128 41p 214 Sp £4.768
1Sp 20100 1,753,042 - 75,389 - - 1,828,431 31/3/2013 134 26p - -
ISP 2011¢ - 1,163,034 50,015 - - 1,213,049 31/3/2014 198 83p - -
T Chanmugam
ISP 20057 992,504 - 42,682 - - 1,035186 31/3/2012 128 41p 214 Sp £2,220
ISP 20108 740,172 - 31831 - - 772,003 31/3/2013 134 26p - -
! ISP 2011°¢ - 538,139 23,11 - - 561280 31/3/2014 198 83p - -
| G Patterson
ISP 2009? 1,044,740 - 44,928 - - 1,089,668 31/3/2012 12841p 214 5p £2.337
ISP 2010° 779129 - 33,506 - - 812,635 31/3/2013 134 26p - —
ISP 2011° - 573,344 24,656 - - 598,000 31/3/2014 198 83p - -

3 awards granted on 7 August 2009 The number of shares subject 1o awards was calculated using the average middie market pce of a BT share for the three days pnor to the grant. 50% of each award of shares
1 hnked to TSR compared with a group of 25 companies and 50% 1s finked to a three-year amulatve free cash flow measure The market price at vesting s an estumate of the value using the dosing market
share pnice on 8 May 2012 The award will vest in full in May 2012
Awards granted on 25 June 2010 The number of shares subject to awards was caiculated using the average middle market price of a BT share far the three days prior to the grant. 50% of each award of
chares s Iinked to TSR compared with a group of 25 companies and 50% 1s knked to a three-year cumulative free cash fiow measure The award will vest subject to meeting the two performance conditions on

31 March 2013

€ Awards granted on 27 June 2011 The number of shares subject to awards was calculated using the average middle market price of a BT share for the three days prior to grant. 40% of each award is finked to
TSR compared with a group of 25 compames, 40% 15 linked to a three-year cumulative free cash fiow measure and 20% 10 2 measure of underiying revenue growth [excluding transit} over three years
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Share options held at 31 March 2012

1 Apnl 2011 Number of shares under option
or date of Usual date Usual
appaintment If Opbion price per from which expiry
later Granted Lapsed Exercised 21 March 2012 share exercisable date
$ir Michael Rake 12,1102 - - - 12,110 68p 1/8/2012 1/2/2013
1,485b - - - 1,485 104p 1/8/2016 1/2/2017
| Livingston 12,110° - - - 12,110 68p 1/8/2012 1/2/2013
769° - - - 769 104p 1/8/2016 1/2/2017
T Chanmugam 37,384 - - - 37,384 192p 24/6/2007 24/6/2014
12,1102 - - - 12,110 68p 1/8/2012 1/2/2013
G Patterson 98,178° - - - 98,178 192p 24/6/2007 24/6/2014
Total 174,146 - - - 174,146

All of the above options were granted for nil consideration

2 opuon granted on 7 Apal 2009 under the Emplayee Sharesave Scheme 1n which all employees of the company are entitled to paruapate

b Option granted on 17 June 2010 under the Employee Sharesave Scheme inwhich all employees of the company are enttled to parucipate

€ 0ptions granted under the GSOP on 24 June 2004 The exeraise of options was subject to a performance measure being met. The parformance measure s relative TSR compared with a group of 20 companies
from the European Telecom Sector as at 1 April 2004

The market price of BT shares at 31 March 2012 was 226 4p (2011 185 6p) and the range during the year was 161p to 232 1p (2011 109 Spto
191 1p)

Share awards under the Employee Share Investment Plan (ESIP) at 31 March 2012

Total number of shares
31 March 2012

| Livingston 363
T<Chanmugam 679
G Patterson 247

During the year no awards of shares were granted under the ESIP

All UK employees may participate in the ESIP The awards are not subject to any performance conditions

Pensions

The BT Pension Scheme (BTPS} closed to new entrants on 31 March 2001 None of the executive directors participate in future service accrualin the
BTPS although Tony Chanmugam's pension is based on his final salary Executive directors who are members of the BTPS also benefit from a death in
service lump sum of four umes salary

All new employees are ehgible to join the defined contribution BT Retirement Saving Scheme {BTRSS}, the successor to the defined contnbution BT
Retirement Plan (BTRP) The BTRSS 1s a group personal pension plan For executive directors the company agrees to pay a fixed percentage of the
executive’s salary each year which can be put towards the provision of retrerent benefits Executive directors who are not members of the BTPS
benefit from a death in service lump sum of four times salary and a dependant’s pension of 30% of capped salary

Pension proviston for all executives 1s based on salary alone —bonuses, other elements of pay and long-term incentives, are excluded

Sir Michael Rake 15 not a member of any of the company pension schemes, and the company made no payments towards retirement provision
BT prowvides him with a lump sum death in service benefit of £1m
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lan Livingston 15 not a member of any of the company pension schemes, but the company has agreed to pay an annual amount equal to 30% of his
salary towards pensien provision The company paid £50,000 inte his personal pension plan, plus a cash payment of £219,999 representing the
balance of the pension allowance for 2012 ET also provides him wath a death in service lump sum benefit of four umes his salary

Tony Chanmugam 1s a member of the BTPS but has opted out of future pensionable service accrual The company pays him an annual allowance
equal to 30% of salary towards pension prowision. A cash payment of £158,625 was made for him 1in 2012 BT also provides huim with a death in
service lump sum benefit of four times his salary

Gavin Patterson recerves an annual allowance equal to 30% of salary towards pension provision Of this amount, £50,000 was paid as an employer
contribution into the BTRSS and the balance of £118,752 was paid as a cash payment for the 2012 financial year BT also provides him with a death
in service lump sum benefit of four times his salary plus a widow's pension of 30% of his capped salary

The table below shows the increase in the accrued benefits, incduding those referred to above, to which each director who 1s a member of the BTPS
has become entitled during the year, and the transfer value of the increase in accrued benefits

Increases in penston benefits at 31 March 2012
Change In Transfer value of
transfer value Addtional accrued  accrued benefits
¢-d less director’s  benefitsearned in  in e less director's

Accrued pension Transfer value of accrued benefits contnbutions the year cominbutions

2012 2011 2012 2011 2012 2012 2012

£000° £000* £000° £0004 £000 £000* £000f

T Chanmugam? 202 10 4,650 4,197 453 4 73

ad g required by the Large and Medium-sized Compantes and Groups [Accounts and Reports} Regulauons 2008

3-D 1e values represent the deferred pension 1o which he would have been entitled had he left the company on 31 March 2012 and 2011 respectvely

€ Transfer value of the deferred pension in column (a) as at 31 March 2012 calculated on the basis of actuanal advice in accordance with relevant legislanon The transfer value reprosents a liability afthe BTPS
rather than any remuneration due to the ndnvdual and cannot be meaningfully aggregated with annual remuneration as it s not meney the indradual is entitled to receve
The equvalent transfer value but calculated as at 31 March 2011 on the assumption that the director left the company on that date

€ The increase in pension built up dunng the year netof Inflation The gross amount can be calculated by deducting the amount under column {b} from the amount under cofumn {a)
The transfer vatue of the pensian in columa [e) less directors contnbutions

9 Tony Chanmugam s contnbutions in 2012 were £nil {2011 £nil)

Former directors
Sir Peter Bonfield received under pre-existing arrangements, a pension of £423,1251n 2012 (2011 £403,745)

Baroness Jay retired as a non-executive director on 13 January 2008 but continues as a member of the Comrmuittee for Sustainable and Responsible
Business for which she recerves an annual fee of £6,500

Loans

There are no outstanding loans granted by any member of the BT Group to any of the directors, or guarantees provided by any member of the BT
Croup f ir benefit

el

Rt Hon Patnaa Hewitt
Charir of the Remuneration Committee
9 May 2012
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Statement of Directors’ responsibilities

The directors are responsible for prepanng the Annual Report, the
Repart on Directors’ Remuneration and the Finanaal statements in
accordance with apphicable law and regulabons Company law requires
the directors to prepare financial statements for each financial year
Under that law the directors have elected to prepare the consolidated
finanaal statements in accordance with International Financial
Reporting Standards (IFRS) as adopted by the European Union, and the
parent company financial statements (n accordance with UK GAAP In
preparing the consohdated financial statements, the directors have also
elected to comply with IFRS, 1ssued by the International Accounting
Standards Board (IASB) Under company law the directors must not
approve the finanaal statements unless they are satisfied that they give
a true and fair view of the state of affarrs of the group and the company
and of the profit or toss of the group for that period In preparing these
finanaal statements, the directors are required to

» select suitable accounting policies and then apply them consistently

« make judgements and accounting estimates that are reasonable
and prudent

= state whether IFRS as adopted by the European Umion and IFRS
issued by IASB and applicable UK Accounting Standards have
been followed, subject to any matenal departures disclosed and
explained in the consolidated and parent company finanoial
statements respectively

 prepare the financial statements on the going concern basis unless
it 15 inapproprnate to presume that the company will continue
In business

The directors are responsible for keeping adequate accounting records
that are sufficient to show and explain the company’s transactions and
disctose with reasonable accuracy at any time the financial position

of the company and the group and enable them to ensure that the
financial statements and the Report on Directors’ Remuneration
comply with the Companies Act 2006 and, as regards the consohdated
financial statements, Article 4 of the 1AS Regulation They are also
responsible for safeguarding the assets of the company and the group
and hence for taking reasonable steps for the prevention and detection
of fraud and other irregulanties

Each of the directors, whose names and functions are listed on pages 63
to 64 confirms that, to the best of their knowledge

« the consolidated financial statements, which have been prepared in
accordance wath IFRS as adopted by the European Union, give a true
and fair view of the assets, liabilities, financial position and profit of
the group

» the Report of the Directors on pages 9 to 93 includes a fair review of
the development and performance of the business and the position
of the group, together with a description of the pnnapal risks and
uncertainties that it faces

Significant accounting policies, critical accounting
estimates and key judgements

Qur significant accounting policies are set out on pages 104 to 109 of
the consolidated finanaial statements and conform with IFRS These
policies, and appheable estmation techniques have been reviewed

by the directors who have confirmed them to be appropriate for the
preparation of the 2012 consohdated financial statements

89

Disclosure of information to auditors

So far as each of the directors s aware, there 1s no relevant information
that has not been disclosed to the auditors and each of the directors
believes that all steps have been taken that ought to have been taken to
make them aware of any relevant audit information and to establish that
the auditors have been made aware of that infermation

Going concern

The sections on Business, Strategy and Performance on pages 9 to 59
include nformation on the group structure, the performance of each
of the lines of business, the impact of regulation and compettion and
prnapal nsks and uncertainties The Performance section on pages 39
to 59 includes information on our financial results, financial cutlook,
cash flow and net debt and balance sheet position Notes 22,23, 24
and 26 of the consolidated financial statements include information
on the group’s investments, cash and cash equivalents, borrowings,
denivatives, financial nsk management objectives, hedging policies
and exposures to interest, foreign exchange, credit, fiquidity and
market nsks

Alongside the factors noted above, the directors have considered the
group's cash flow forecasts, in particular with reference to the period
to the end of May 2013 The directors are satisfied that this cash flow
forecast, taking into account reasonably possible risk sensitivities
associated with this forecast and the group’s current funding and
facilities, alongside the group's funding strategy. shows that the group
will continue to operate for the foreseeable future The directors
therefore continue to have a reasonable expectation that the group
has adequate resources to continue (n operational existence for the
foreseeable future and continue to adopt a going concern basis {in
accordance with the guidance ‘Going Concern and Liquidity Risk
Guidance for Directors of UK Companies 2009’ issued by the Financial
Reporting Council) in preparing the consolidated financial statements

There has been no significant change in the finanacial or trading positien
of the group since 31 March 2012

Independent advice

The Board has a procedure for directors, tn carrying out their duties, to take
independent professional advice if necessary, at BT's expense All directors
also have access to the adwice and services of the Company Secretary

Directors’ and officers’ hability insurance and
indemnity

For some years, BT has purchased insurance to cover the directors,
officers and employees in positions of managerial supervision of BT
Group plc and rts subsidianes against defence costs and cvil damages
awarded following an actien brought agamst them in therr personal
capacity The policy also covers such individuals whilst serving at the
company s request as directors of other companies or of joint ventures
or on the boards of trade associations or chantable organtsations

The insurance operates to protect the directors and officers directly

in arcumstances where by law BT cannot provide an indemnity and
also provides BT, subject to a retention, with cover against the cost

of indemnifying a director or officer One layer of insurance 1s ring-
fenced for the directors of BT Group plc The cover has been extended
to prowvide hmited cover for avil fines and penalties As at 9 May 2012,
and throughout 2012, the company’s wholly-owned subsidiary, British
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Telecommunications ple, has prowided an indemnity in respect of a
similar group of people who would be covered by the above insurance
Neither the insurance nor the ndemmity provides cover where the
person has acted fraudulently or dishonestly

Interest of management in certain transactions

Dunng and at the end of 2012, none of BT's directors was matenally
interested in any material transaction n relation to the group’s
business and none 1s matenally interested in any presently proposed
materal transactions

Power to authorise conflicts

All directors have a duty under the Companies Act 2006 {the 2006 Act)
to avoid a situation in which he or she has or can have a direct or indirect
interest that canflicts or possibly may conflict with the interests of the
company The company's Aracles of Association include provisions for
dealing with directors’ conflicts of interest in accordance with the 2006
Act The company has procedures in place, which it follows, to deal with
situations where directors may have any such confiicts, which require
the Board to

» consider each conflict situation separately on its particular facts

« consider the conflict situation in conjunction with the rest of their
duties under the 2006 Act

» keep records and Board minutes as to authonsations granted by
directors and the scope of any approvals given

« regularly review confiict authonsation

General information

US Regulation
New York Stock Exchange

BT, as a foreign tssuer with Amencan Depositary Shares listed on the
New York Stock Exchange {NYSE), 1s abhged to disclose any significant
ways n which 1ts corporate governance practices differ from the
corporate governance listing standards of the NYSE

We have reviewed the NYSE's listing standards and believe that our
corporate governance practices are consistent with them, wath the
following exception where we do not meet the stnict requirements set out
in the standards These state that comparies must have a nominating/
corporate governance committee composed entirely of independent
directors and with wittten terms of reference which, in addrton to
identifying individuals qualified to become board members, develops
and recommends to the Board a set of corparate governance pninciples
applicable to the company We have a Norminating & Governance
Committee whose terms of reference include governance and comphance
issues (see Nominating & Governance Committee Chairman’s report on
page 72) The Norminating & Governance Committee’s terms of reference
are in line with the requirements set out 1n the standards However, the
Commuttee 1s chawred by the Chairman, Sir Michael Rake, who 1s not
considered independent under the NYSE's hsting standards The Board
and the Nominating & Govemnance Commuttee are made up of a majonity
of ndependent, non-executive directors

The US Sarbanes-Oxley Act of 2002, (Sarbanes-Oxley Act) the
US Securities and Exchange Commusston (SEC} and NYSE rules

require compames to comply with certain provisions relating to

their audit committee These include the independence of audit
committee members and procedures for the treatment of complaints
regarding accounting or audiing matters We are fully comphant with
these requirements

US Sarbanes-0Oxley Act of 2002

BT has secunties reqistered with the SEC As a result, we must comply
with thase prowisions of the Sarbanes-Oxley Act applicable to foreign
1ssuers We comply with the legal and regulatory requirements

introduced pursuant to this legslation, in so far as they are applicable

The Audit & Risk Comrmittee includes members Phil Hodkinson and Nick
Rose who, In the opinion of the Board, are ‘audit committee financial
experts’ and who are independent (as defined for this purpose} The
Board considers that the Committee’s members have broad commeraal
knowledge and extensive business leadership expenence, having held
between them vanous prior roles in major business, Government,
financial management, treasury and financial function supervision and
that this constitutes a broad and suitable mix of business and financial
experience on the Committee

The code of ethics adopted for the purposes of the I l
Sarbanes-Oxley Act1s available at www bt com/ethics

The code applies to the Chief Executive, Group Finance Director and
senior finance managers

Disclosure controls and procedures

The Chief Executive and Group Finance Director, after evaluating the
effectiveness of BT's disclosure controls and procedures as of the end of
the peried covered by this Annual Report & Form 20-F, have conciuded
that, as of such date, BT's disclosure controls and procedures were
effective to ensure that matenal information relating to BT was made
known to them by others within the group

The Chief Executive and Group Finance Director concluded that BT's
disclosure controls and procedures are also effective to ensure that the
tnformation required to be disclosed by the company n reports that

it files under the Secunties Exchange Act of 1934 {Exchange Act) I1s
recorded, processed, summansed and reported within the time penods
speafied i the rules and forms of the SEC

The Chief Executive and Group Finance Director have also provided the
certifications required by the Sarbanes-Oxley Act

Internal control over financial reporting

8T's management Is responsible for establishing and maintaining
adequate internal control over finanaial reportung for the group
including the consolidation process Internal control over finanoal
reporting 1s designed to provide reasonable assurance regarding

the rehability of financial reporting and the preparation of finanaal
statements for external reporting purposes in accordance with IFRS
Management conducted an assessment of the effectiveness of internal
control over financial reporting based on the framework for internal
control evaluation contained in the Revised Guidance for Directors on
the UK Governance Code published by the Finanaal Reporting Counail
{the Turnbull Guidance)
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Based on this assessment, management has concluded that at 31 March
2012, BT'sinternal control over financial reporting was effective

There were no changes in BT's internal contro! over finanaial reporting
that occurred during 2012 that have matenally affected, or are
reasonably likely to have matenally affected, the group's internal
control over financial reporting Any significant deficiency, as defined
by the US Public Company Accounting Oversight Board (PCAQB), in
internal control over financial reporting, 1s reported to the Audit &

Risk Commuttee PricewaterhouseCoopers LLP, which has audited

the consolidated financial statements for 2012, has also audited the
effectiveness of the group’s internal control over financial reporting
under Auditing Standard No 5 of the PCACB Therr report 1s on page 97

Internal control and risk management

The Board is responsible for the group’s systems of internal control

and risk management and for reviewing each year the effectiveness

of those systems Such systems are designed to manage, rather than
eliminate, the nisk of fallure to achieve business objectives, any system
can provide only reasonable, and not abselute, assurance against
matenal misstatement or loss The process in place for reviewing BT's
systems of internal control includes procedures designed to identfy and
evaluate failings and weaknesses, and, in the case of any categonsed as
significant, procedures exist to ensure that necessary action 1s taken to
remedy the faillings

The Board also takes account of significant social, environmental and
etlucal matters that relate to BT's businesses and reviews annually BT's
corporate responsibility policy The company’s workplace practices,
specific environmental, social and ethical nisks and opportunities

and details of underlying governance processes are dealt with in the
Strategy section — A responsible and sustainable business leader and
Our resources on pages 26to 31

We have enterpnse-wide nisk management processes for identfying,
evaluating and managing the significant nsks faced by the group These
processes have been in place dunng 2012 and have continued up to
the date on which this document was approved The processes aren
accordance with the Turnbull Guidance

Risk assessment and evaluation takes place as an integral part of BT's
annual strategic planming cycle We have a detailed nsk management
process, culminating in a Board review, which identifies the key risks
facing the group and each business unit. This information 1s reviewed by
senior management as part of the strategic review Qur current key risks
are summansed i the Strategy section — Qur nisks on pages 32 to 37

The key features of the enterprise-wide nsk management and internal
control process compnise the following procedures

« senior executives coflecuvely review the group’s key nisks and have
created a Group Risk Register descnbing the nisks, owners and
mitigation strategies This 1s reviewed by the Group Risk Panel and
the Operating Commuttee before being reviewed and approved
by the Board

« the lines of business and internal service units carry out nisk
assessments of their operations, create nsk registers relating to those
operations, and ensure that the key risks are addressed

« senior executives with responsibiities for major group operations
report quarterly with their opinion on the effectiveness of the
operation of internal controls in their area of responsibility
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« the group's internal auditors carry out continuing assessments of the
quality of nsk management and control, report to management and
the Audit & Risk Commuttee on the status of specific areas identified
for improvement and promote effective risk managementin the lines
of business and internal service umits operations

» the Audit & Risk Committee, on behalf of the Board, considers the
effectiveness of the operation of internal control procedures in the
group dunng the financial year It reviews reports from the internal
and external auditors and reports its conclusions te the Board The
Audit & Risk Commuttee has carned out these actions for 2012

Jont ventures and associates, which BT does not control, have not
been dealt with as part of the group sk management process and are
responsible for therr own internal control assessment

BT's significant accounting policies are set out on pages 104 to 109
The consistent application of those policies s subject to ongeing
venfication through management review and by independent

review by internal and external auditors The processes supporting

the preparation and conschdatien of the financial statements have
been documented and are subject to annual verification through the
programme of testing conducted by our internal auditors which serves
to confirm the operation of the internal controls over financial reporting
and comphiance with the Sarbanes-Oxley Act The Audit & Risk
Commuttee reviews BT's published financial results, related disclosures
and accounting judgments The Committee’s activities are set out on
pages 70to 71

The Board has approved the formal statement of matters which

are reserved to it for consideration, approval or oversight. it has

also approved the group’s corporate govemance framework, which

sets out the high leve! principles by which BT i1s managed and the
responsibilities and powers of the Operating Commuttee and the group’s
senior executives As part of this framework, the development and
implementation of certain powers relating to group-wide policies and
practices are reserved to identified senior executives

Takeover Directive disclosure

Following the implementation of the European Union {EU) Takeover
Directive by certain provisions of the 2006 Act, we are required to make
additional disclosures A number of these disclosures can be found
elsewhere in this Report as set out below

 structure of BT's share capital {refer to page 162) including the nights
and obligations attaching to the shares (refer to pages 181 to 183}

« restnctions on the transfer of BT shares and voting rights [refer to
pages 181 and 182}

« significant direct or indirect shareholdings (refer to page 93)

« appontment and replacement of directors (refer to pages 81, 82
and 183)

Governance
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The disclosures which are not covered elsewhere in this Report indude
the following

BT hastwo employee share ownership trusts which hold BT shares for
the purpose of satisfying awards made under the vanous employee
share plans The trustee of the BT Group Employee Share Investment
Plan may invite participants on whose behalf 1t holds shares to direct
it how to vote in respect of those shares, and if there 15 an offer for
the shares or other transaction which would lead to a change of
control of BT, participants may direct 1t to accept the offer or agree to
the transaction In respect of shares held in the BT Group Employee
Share Ownership Trust, the trustee abstains from voting those shares,
and if there 15 an offer for the shares the trustee 1s not obhiged to
accept or reject the offer but will have regard to the interests of the
participants, may consult them to obtain their views on the offer and
may otherwise take the action with respect to the offer it thinks fair

« we are not aware of any agreements between shareholders that may
resultin restrictions on the transfer of shares or on voting nghts

« no person holds securties carrying special nghts with regard to
control of the company

= proxy appointment and voting instructions must be recerved by
the registrars not less than 48 hours before a general meeting {see
also page 182)

« the amendment of BT's Articles of Asscaiation requires shareholder
approval in accordance with legislation in force from time to time

s the powers of the directors are determined by UK legislation and
the Articles of Association The directors are authonsed to 1ssue and
allot shares, and to undertake purchases of BT shares subject to
shareholder approval at the AGM

e BT Croup plc1s not party to any significant agreements that take
effect, alter or terminate upon a change of control following
a takeover

« we do not have any agreements with directors providing for
compensatton for loss of office or employment that occurs because
of a takeover There 1s similarly no such provision in standard
contracts for employees

Finanaal instruments

Details of the finanaal nsk management objectives and policies of the
group and exposure to mterest risk, credit risk, lquidity nsk and foreign
exchange are given in note 26 to the consobidated finanoal statements

Political donations

Our continuing policy 1s that no company in the group wilt make
contnbutions in cash or kind to any pohitical party, whether by gift or
loan However, the definiion of peliical donations used in the 2006 Act
15 very much broader than the sense in which these words are ordinanly
used It may cover activities such as making Members of Parliament and
others in the political world aware of key industry 1ssues and matters
affecting the cornpany, which make an important contribution to their
understanding of BT

The authority we are requesting at the AGM 1s not designed to

change the above palicy It will, however, ensure that BT continues
to act within the prowisions of the 2006 Act requiring companies to
cbtain shareholder authority before they can make donations to EU

political parties and/for poliical organisatiens as defined in the 2006
Act Duning 2012, the company’s wholly-owned subsidiary, British
Telecommunications plc, made payments totalling £3,550 (2011
£11,935}) No loans were made to any political party by any company in
the BT Group

Business policies

Our Ethical Code ‘The Way We Work” (TWWW] has been in place for
over ten years and we are In the process of refreshing the content This
states our business principles and it applies to all employees, agents,
contractors and others when representing BT The code 1s availlable in

11 languages and we ask al our employees to confirm thesr support and
comphance with the policy

It s supported by a number of ethical policies, including Anti-
Corruption and Bribery, Gifts and Hospitality, Chantable Donations
and Sponsorship and Agents, as well as guidance on ethical issues All
employees and contractors are required to sign up to TWWWand our
Anti-Corruption and Bribery Policy Our suppliers are also expected to
comply with the principles set out in TWWW and our ethical policies

We have a number of key performance indicators that we use to track
our traiming and confirmations of compliance, and our performance
against our ethical policies We have carnied out a culture survey of
our employees and we have followed this up with interviews of senior
managers to track the ethical culture of our business

We operate a Gifts and Hospitality recording system for our employees
to reqister and get approval of all gifts and business entertainment
given and received We are committed to high ethical standards and
legal comphance 1n all aspects of our business We provide training

on ethical issues, health and safety and other comphance topics A
dedicated ethics helpdesk 1s available to employees who have questions
or would like guidance about our ethical policies We also provide a
confidential helpline so people can report any ethical concerns

Better Future BT’s 2012 Sustainability report s avaslable g
on our website at www bt com/betterfuture
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Meeting

Relations with shareholders

The Chief Executive and Group Finance Director, as well as other

senior executives, hold meetings with BT's institutional shareholders

and prospective shareholders to discuss BT's strategy and financial
performance The Chairman met with major shareholders dunng the year
All non-executive directors, ncluding the Senior Independent Director,
have an imvitation to attend investor meetings if they wish During the
course of the year Patricia Hewrtt, as Senior Independent Director and
Chair of the Remuneratron Committeehad a dialogue with and met with
BT's top institutional shareholders and bodies representing institutional
mvestors, to discuss rermuneration 1ssues and associated governance, and
to obtain their feedback on BT's proposed remuneration policy Contact
with institutional sharehalders (and with financial analysts, brokers and
the media) 1s controlled by written guidelines to ensure the protection of
inside information that has not already been made generally available to
the market.

Dunng the year we randomly surveyed 9,000 private shareholders to
help us improve our engagement with them In response to the survey's
findings we have further simplified and reduced the use of jargon in our
shareholder communicattons

The directors are provided with regular reports and other written
briefings on shareholders’ and analysts’ views and are kept informed by
the Company Secretary about the holdings of the principal shareholders

Established procedures ensure the timely release of inside information
and the publication of financral results and regulatory financial
statements All external announcements are also reviewed for accuracy
and comphance requirements by a committee of semior executives, the
Disclosure Committee, which 1s chaired by the Company Secretary

Substantial shareholdings

At3 May 2012 BT had received notfication, under the Disclosure &
Transparency Rules issued by the Financial Services Authority, in respect
of the foliowing holding of shares representing the percentage holding
of BT's total veting nghts as shown

Shares % of total voting rights

Invesca Limited 771,361,667 991

In addition to the above, Blackrock Inc holds 392,489,006 shares
representing 5 04% of total voting nights and Legal & General
Investment hold 302,869,450 shares representing 3 89% of total
voting nghts No changes in these holdings have been notified to
BTin 2012

Annual General Meeting

Resolutions

Shareholders will be asked to vote on the Annual Report at the AGM
Shareholders will also again be asked to vote separately on the Report on
Directors’ Remuneration

lt s part of our policy to involve shareholders fully in the affairs of the
company and to give them the opportunity at the AGM to ask questions
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about BT's activities We also give shareholders the opportunity to vote
on every substantally different 1ssue by proposing a separate resolution
for each issue The proxy votes for and aganst each resolution, as well as
votes withheld, will be counted before the ACM and the results will be
made avallable at the meeting As at the 2011 AGM, votes on all matters
at the 2012 AGM, except procedural issues, will be taken on a poll Every
vote cast, whether in person or by proxy at the meettng will be counted
The outcome of voting on the resolutions will be posted on our website as
soan as possible after the meeting It 1s our policy for all directors to attend
the AGM If at ali possible While, because of Ill health or other pressing
reasons, this may not always be possible, in normal arcumnstances this
means that the Chairs of the Audit & Risk, Norminating & Governanceand
Remuneration Commuttees are at the AGM and are available to answer
relevant questions All the directors attended the 2011 AGM

The resolutions to be proposed at the 2012 AGM at Old Billingsgate,
Londan on 11 July, together with explanatory notes, appear in the separate
Summary finanaal statement & notice of meeting 2012 which 1ssent to
all shareholders who have requested a copy Copies of this Annual Report
are sent only to shareholders who have requested or request a copy All
shareholders are notfied of the publication of these documents which are
sent out In the most cost-effective way We aim to give asmuch notice

of our AGM as possible and at least 21 clear days’ notice, as required by

our Articles of Assoaiation In practice, these documents are being sentto
shareholders more than 20 working days before the AGM

Resolutions to re-appaint PricewaterhouseCoopers LLP as BT's auditors and
to authonse the directors to agree their remuneration will also be proposed

atthe AGM
Authority to purchase shares

The authorrty given at last year's AGM of the company held on 13 July
2011 for 8T to purchase in the market 776m of its shares, representing
10% of the issued share caprtal, expires on 11 July 2012 Shareholders
will be asked to give a similar authority at the AGM

The presentation made by the Chairman and the Chuef
Executive will be broadcast live on our website at
www bt com/btagm2012 and will be available after the AGM

During 2012, 12 7rn treasury shares were transferred to meet BT's
obligations under our employee share plans At @ May 2012 a total

of 363m shares were retained as treasury shares All the shares were
purchased in an on-market programme of buying back BT shares from
November 2003 to 31 July 2008

By order of the Board
(G m
Andrew Parker ’
Company Secretary
9 May 2012
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It is inconceivable that

we could deliver the

2012 Games without BT

on board. We needed
someone we can trust, who
could provide the technical
know-how and the creative
solutions to ensure our
London 2012 Games are
the very best they can be,
BT gives us this.

99

Sebastian Coe
Chair of LOCOG

The best network provider

London 2012 and BT — The ultimate in major
programme delivery

As offiaal communications services partner for the London
2012 Olympic and Paralympic Games, BT 1s delivening

the entire commumications infrastructure to connect all
the Olympic CGames locations, 94 1n total, and provide
communications services for everyone involved in the
biggest sporting event ever held in the UK —including
athletes, officials and the media

BT was chosen by the Games organisers for this critical
task because of its proven track record in major telecoms
network programme delivery LOCOG knew that BT
would deliver on trime and that the services and networks
it provided would meet its testing communications
requirements




95

Financial statements

I I i d 9% R f the ndependent aud
In this section we provide the group’s Reportofthe ndependent audrtors
' i 96 United Kingd
consohdgted ﬁnancaa] sta?ement; _and 96  Unted Kngdom opinon
supporting notes which give additional 98 Group income statement
information to help understanding 99 Group statement of comprehensive income
and interpretation. We also set out the 100 Group bafance sheet

101 Group statement of changes in equity

accounting policies used in preparing the |, o fowstatement
financial statements, together with the key 103 Notestothe consolidated financial statements

. . 1 Basis of preparation 103
J UdgemenTS d nd EStI mates USEd . 2 Cntical accounting estimates and key
judgements 103
3 Significant accounting policies 104
4  Segmentinfermation 110
5 Other operating iIncome 113
6 Operating costs 114
7  Employees 114
8  Audit, audit related and other
non-audit services 115
9  Speaficitems 116
10 Taxation 117
11 Earmings per share 119
12 Dmdends 120
13 Intangible assets 120
14 Property, plant and equipment 122
15 Associates and joint ventures 123
16 Inventories 123
17 Trade and other recevables 124
18 Trade and other payables 125
19 Prowvisions 126
20 Retrrement benefit plans 127
21 Share-based payments 136
22 Investments 139
23 Cash and cash equivalents 139
24 Loans and other borrowings 140
25 Finance expense and income 142
26 Fmanaal instruments and risk
management 143
27 Other reserves 157
28 Related party transactions 157
29 Finanaial commitments and
contingent liabilities 158

159 Report of the independent auditors
Parent company finanaal statements

160 Finanaal statements of BT Group plc

163 Subsidiary undertakings and associate

Finanaal statements




96 Financial statements

Report of the independent auditors
Consolidated financial statements

United Kingdom opinion

Independent Auditors’ Report to the members of
BT Group plc {the ‘company’)

We have audited the consolidated financial statements of BT Group plc
for the year ended 31 March 2012 which compnse the Group income
statement, the Group statement of comprehensive income, the Group
balance sheet, the Group statement of changes in equity, the Group
cash flow statement and the related notes The finanaal reporting
framework that has been applied in their preparation 1s applicable law
and International Financial Reporting Standards {IFRS) as adopted by
the European Union

Respective responsibilrties of directors and audrtors

As explained more fully in the Statement of Directors” responsibifiies
set out on page 89, the directors are responsible for the preparation of
the consolidated financial statements and for being satisfied that they
give a true and fair view Our responsibilsty 1s to audit and express an
opinion on the consolidated financial statements in accordance with
apphcable faw and International Standards on Auditing (UK and
treland) Those standards require us to comply with the Auditing
Practices Board's Ethical Standards for Auditors

This repart, including the opinions, has been prepared for and only for
the company’s members as a bedy in accordance with Chapter 3 of

Part 16 of the Comparies Act 2006 and for no other purpose We do
not, In giving these opinions, accept or assume responstbility for any
other purpose ar to any other person to whom thts report 1s shown or
into whose hands 1t may come save where expressly agreed by our prior
consent ip writing

Scope of the audrt of the financal statements

An audit involves abtaining evidence about the amounts and
disclosures in the financial staternents sufficient to give reasonable
assurance that the finanaial statements are free from matenal
musstatement, whether caused by fraud or error This includes an
assessment of whether the accounting policies are appropriate to the
group’s arcumstances and have been consistently appled and
adequately disclosed, the reasonableness of significant accounting
estimates made by the directors, and the overzall presentation of the
financial statements In addition, we read all the finanaial and non-
financial nformation in the BT Group plc Annual Report & Form 20-F
for the year ended 31 March 2012 to identify matenal inconsistencies
with the audited consolidated financial statements If we become
aware of any apparent matenal misstatements or inconsistencies we
consider the implications for our report

Opmion on finanoal statements
In our cpinion the consohdated financial statements

» give a true and fair view of the state of the group’s affairs as at
31 March 2012 and of its profit and cash flows for the year then
ended,

« have been properly prepared in accordance with IFRS as adopted by
the European Union, and

- have been prepared 1n accordance with the requirements of the
Comparues Act 2006 and Article 4 of the |AS Regulation

Separate opinion in relation to IFRS as issued by the IASB

As explained in note 1 to the consohdated finanaial statements the
group, in addition to cemplying with 1ts legal obligation to apply IFRS
as adopted by the European Union, has also applied IFRS as issued by
the International Accounting Standards Board {IASB)

In our opimion the consolidated financial statements comply with IFRS
as issued by the |ASB

Opinion on other matter prescribed by the Companies Act 2006

In our opimion the information given in the Report of the Directors for
the financial year for which the consolidated financial statements are
prepared 15 consistent with the consolidated financial statements

Matters on which we are required to report by exception
We have nothing to report in respect of the following

Under the Compantes Act 2006 we are required to report to you if, in
aur opinion

- certain disclosures of directors’ remuneration specified by law are
not made, or

« we have not received afl the information and explanations we
require for our audit

Under the Listing Rules we are required to review

« the directors’ statement, set out on page 83, in relation to going
concern,

« the part of the Corporate Governance Statement relating to the
company's comphance with the nine provisions of the UK Corporate
Covernance Code specified for our review, and

« certain elements of the Report on Directors’ Remuneration

Other matter
We have reported separately on the parent company financal
statements of BT Group plc for the year ended 31 March 2012 and on
the information in the Report on Directors’ Remuneration that is
described as havi audited

Phulip Rivett {Senior Statutory Audstor)

for and on behalf of PricewaterhouseCoopers LLP
Chartered Accountants and Statutory Auditors
London, United Kingdom

9 May 2012
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United States opinion

Report of Independent Registered Public
Accounting Firm to the Board of Directors and
Shareholders of BT Group plc (the ‘company’)

In our opinten, the accompanying Group income statements, Group
statements of comprehensive income, Group balance sheets, Group
statements of changes in equity and Group cash flow statements
present fairly, 1n all matenal respects, the financial position of BT Group
plc and its subsidiaries at 31 March 2012 and 2011 and the results of
their operations and cash flows for each of the three years in the penod
ended 31 March 2012, in conformity wath International Financial
Reporting Standards {IFRS) as issued by the International Accounting
Standards Board Also, i our opimon the company maintained, in all
matenal respects, effective internal control over finanaal reporting as
of 31 March 2012, based on critena established in the Turnbull
Guidance

The company's management 1s respansible for these financial
statements, for maintaining effective internal contral over financial
reporting and for its assessment of the effectiveness of internal control
over financial reporting, included in management’s evaluation of the
effectiveness of internal control over financial reporting as set outin
the first three paragraphs of Internal control over financial reporting in
Governance, General Information, of the BT Group plc Annual Report &
Form 20-F

Qur respansibility 1s to express opinions on these financial statements
and on the company’s internal control over finanaial reporting based
on our integrated audits We conducted our audits in accordance with
the standards of the Public Company Accounting Oversight Board
{United States) Those standards require that we plan and perform the
audsts to obtain reasonable assurance about whether the financiat
statements are free of matenal misstatement and whather effective
internal control over financial reporting was maintained in all matenal
respects

Qur audits of the financial statements included examinung, on a

tast bass, evidence supporting the amounts and disclosures in the
finanaial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall

S7

financia! statement presentation Qur audit of internal control over
financial reporting included obtaining an understanding of internal
control over financial reporting, assessing the risk that a matenal
weakness exists, and testing and evaluating the design and operating
effectiveness of internal control based on the assessed nsk Qur audits
also included performing such other procedures as we considered
necessary In the arcumstances We believe that our audits provide a
reasonable basis for our opimions

A company’s internal control over financial reporting 1s a process
designed to provide reasonable assurance regarding the reliabiity of
financial reporting and the preparation of financial statements fer
external purposes in accordance with generally accepted accounting
principles A company’s internal control over financial reporting
includes those policies and procedures that [)) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company,
{u) provide reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and
expenditures of the campany are being made only in accordance with
authorisations of management and directors of the company, and {n1)
provide reasonable assurance regarding prevention or timely detection
of unauthonsed acquisition, use, or dispositon of the company's assets
that could have a material effect on the financial statements

Because of its inherent imitations, internal control over financial
reporting may not prevent or detect misstatements Also, projections
of any evaluation of effectiveness to future penods are subject to the
nsk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or
procedures may detenorate

' ReadleioreGopor Lif

PricewaterhouseCoopers LLP
London, United Kingdom
9 May 2012
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Group income statement

Before
specific Specific

items itemsa Total
Year ended 31 March 2012 Notes £m £m £Em
Revenue 4 19,307 (410} 18,897
Other operating income 5 387 (19 368
Operating costs 6 {16,602} 256 {16 346}
Operating profit 4 3,092 (173} 2,919
Finance expense 25 {692) (2 092) {2.784}
Finance income 25 i1 2,289 2300
Net finance expense (681) 197 (484)
Share of pest tax profit of associates and joint ventures 15 10 - 10
Profit before taxation 2,421 24 2,445
Taxation 10 (584) 142 {442)
Profit for the year 1,837 166 2,003
Attnibutable to
Equity shareholders of the parent 1.836 166 2,002
Non-controlling interests 1 - 1
Earnings per share 11
Basic 25 8p
Diluted 24 4p

Before
specific Specific

items Items? Total
Year ended 31 March 2011 Notes £m £m £m
Revenue 4 20,076 - 20,076
Other operating income 5 373 - 373
Operating costs 6 {17,542) {329) {17 871}
Operating profit 4 2,907 {329} 2,578
Finance expense 25 {880} {2,323} (3.203)
Finance Income 25 35 2,244 2,279
Net finance expense (845) (79 (924)
Share of post tax profit of associates and joint ventures 15 21 - pal
Profit on disposal of interest in associate 9 - 42 42
Profit before taxation 2,083 [366) 1,717
Taxation 10 (452) 239 (213)
Profit for the year 1,631 {127 1,504
Attnibutable to
Equity shareholders of the parent 1.629 {127) 1,502
Non-controlling interests 2 - 2
Earnings per share 1
Basic 19 4p
Diluted 18 5p

2 For 3 definwon of specific items, see page 103 An analysis of specific tems 1s prowided in note 9
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Befora
specific Speafic
items items? Total
Year ended 31 March 2010 Notes £m £m £m
Revenue 4 20,911 {52) 20,859
Other operating income 5 378 2 380
Operating costs 6 [18.689) (427} (19.116)
Operating profit 4 2,600 (477) 2,123
Finance expense 25 (902) {2,211} {3 113)
Finance income 25 12 1,943 1,955
Net finance expense (890} {268) {1,158)
Share of post tax profit of associates and joint ventures 15 25 29 54
Loss on disposal of interest in associate 9 - {12} {12}
Profit before taxation 1,735 (728) 1,007
Taxation 10 (398} 420 22
Profit for the year 1,337 {308) 1,029
Attributable to
Equity shareholders of the parent 1,336 {308} 1,028
Mon-controliing interests 1 - 1
Earnings per share 11
Basic 13 3p
Diluted 12 9p
3 For a definion of specific items see page 103 An analys:s of specific items 15 provided an note 9
Group statement of comprehensive income
2012 2011 2010
Year ended 31 March Notes £m £m £m
Profit for the year 2,003 1,504 1,029
Other comprehensive {loss) income
Actuanal {losses) gains relating to retirement benefit obligations 20 {2.744) 5,109 {4,324)
Exchange differences on translation of foreign operations 27 {105) {140} (119) 4“::!
Fair value movements on available-for-sale assets 27 {3) 15 7 E
Fair value movements on cash flow hedges g
- net fair value losses 27 {56) (347} (1067} £
- recognised in income and expense 27 179 333 496 =
- reclassified and reported in non-current assets 27 - - (4} c
Tax on components of other comprehensive income 10 577 {1521} 1350 ﬁ.g;
Other comprehensive {loss) income for the year, net of tax {2,152) 3,449 {3,661)
Total comprehensive {loss} income for the year {149) 4,953 {2,632}
Attnibutable to
Equity shareholders of the parent (151} 4,951 (2,633}
Non-controlling interests 2 2 1
{149) 4,953 {2,632)
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Group balance sheet

2012 2011
At 31 March Notes £m £m
Non-current assets
Intangible assets 13 3,127 3,389
Property plant and equipment 14 14,388 14,623
Dervative financial instruments 26 B85 625
Investments 22 68 6l
Associates and joint ventures 15 153 164
Trade and other receivables 17 169 286
Deferred tax assets 10 626 461

19,417 19,608

Current assets
inventones 16 104 121
Trade and other recewvables 17 3,307 3,332
Current tax recevable 139 -
Denvative financial instruments 26 137 108
Investments 22 513 19
Cash and cash equivalents 23 331 351

4,531 3,931
Current habilities
Loans and other borrowings 24 2,887 485
Derivative financial instruments 26 89 62
Trade and other payables 18 5,962 6114
Current tax liabilities 66 221
Provisions 19 251 149

9,255 7,031
Total assets less current liabilities 14,693 16,509
Non-current habilities
Loans and other borrowings 24 7.599 9,371
Denvative financial instruments 26 757 507
Retirement benefit oblgations 20 2,448 1,830
Other payables 18 875 831
Deferred tax liabihities 10 1,100 1212
Provisions 19 606 807

13,385 14,558

Equity
Crdinary shares 408 408
Share premium 62 62
Capital redemption reserve 27 27
Other reserves 27 711 658
Retained earmngs 89 770
Total parent shareholders’ equrity 1,297 1,925
Non-cantrolling interests /j 11 26
Total equity / 1,308 1,951
/ / 14693 16,509
The conschidated financial statefengs on p 8t 15 3 were approved by the Board of Directors on 9 May 2012 and were signed on
its behalf by
)
Sir Michael Rake = )
Chairman

ian Livingston [
Chief Executive e

Tony Chanmugam
Group Finance Director
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Group statement of changes in equity

Shareholders equity {deficit}

Non-
Share Share Capital Other  Retained controlling Total
capital®  premiumb reserve reservest  earnings Total terests equity
£m £m £m £m £m £m fm £m
At 1 April 2009 408 62 27 1,301 {1,656} 142 27 169
Profit for the year - - - - 1,028 1,028 1 1,029
Other comprehensive incorne — before tax - - - (L1179} (4,324} (5.503) - {5.503)
Other comprehensive income — tax - - - 139 1,211 1350 - 1,350
Transferred to the iIncome statement - - - 496 - 496 - 496
Transferred to non-current assets - - - (4 - 4 - 4
Comprehensive income {loss) - - - {548) {2.085) {2.633) 1 {2,632}
Dwvidends to shareholders - - - - {263) {263) - {263)
Share-based payments - - - - 81 81 - 81
Tax on share-based payments - - - - 19 19 - 19
Net issuance of treasury shares - - - 4 - 4 - 4
Other movements in non-controlling interests - - - - - - {4) 1G]
At Apnl 2010 408 62 27 757 (3,904) {2,650) 24 {2,626)
Profit for the year - - - - 1502 1,502 2 1,504
Other comprehensive income — before tax - - - 472} 5,109 4,637 - 4,637
Other comprehensive income - tax - - - 13 (1,534} {1 521) - {1.521)
Transferred to the income statement - - - 333 - 333 - 333
Comprehensive income {loss) - - - (126) 5,077 4951 2 4,953
Dividends to shareholders - - - - (543) (543) - [543)
Share-based payments - - - - 68 68 - 68
Tax on share-based payments - - - - 91 91 - 91
Net issuance of treasury shares - - - 27 (19) 8 - 8
Atl Apnl 2011 408 62 27 658 770 1,925 26 1,951
Profit for the year - - - - 2,002 2,002 1 2,003
Other comprehensive income = before tax - - - {163} {2.746) {2,909) 1 (2,908)
Other comprehensive income - tax - - - (23} 600 577 - 577
Transferred to the income statement - - - 179 - 179 - 179
Comprehenswve {loss} income - - - 7 {144) (151) 2 {149)
Dividends to shareholders - - - - {589} {589) - {589)
Share-based payments - - - - 75 75 - 75
Tax en share-based payments - - - - 17 17 - 17
Net 1ssuance of treasury shares - - - 60 {40) 20 - 20
Other movements in non-controlling interests - - - - - - {17} (17)
At31 March 2012 408 62 27 711 89 1,297 11 1,308

2 The allotted, calied up and fully paid ordinary share capital of BT Group plc at 31 March 2012 and 31 March 2011 was £408m compnsing 8 151,227,029 ordinary shares of 5p each
b The share premium account, comprising the premmum on allotment of shares, ts not available for dstnbution
€ For further anatysss of other reserves see note 27

Finanaal statements
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Group cash flow statement

2012 2011 2010
Year ended 31 March Note Em £m £m
Cash flow from operating activities
Profit before taxation 2,445 1,717 1,007
Loss (profit) on disposal of businesses and associates 19 42) 10
Share of profits of associates and joint ventures {10 (21) (54}
Net finance expense 484 924 1,158
Other non-cash charges 106 78 77
Depreciation and amortisation 2,972 2979 3,039
Decrease {increase) in inventones 12 (L17) 14
Decrease in trade and other receivables 28 408 524
Decrease in trade and other payables {65) {378) {708)
Decrease in provisions and other abilities® {2,033} {873) {591)
Cash generated from operations 3,958 4,715 4,476
Income taxes paid {400) {209} {76}
Income tax repayment for prior years - - 425
Net cash inflow from operating actvities 3,558 4,566 4,825
Cash flow from investing activities
|nterest received 8 29 16
Drvidends received from associates and joint ventures 4 7 3
Proceeds on disposal of interest in associates 7 72 -
Proceeds on disposal of businesses, net of bank overdrafts 13 - 2
Acquisition of subsidiaries, net of cash acquired (5) (8) 70)
Proceeds on disposal of current financial assets® 8,329 9,267 8,739
Purchases of current financial assets® (8.845) {8.902) {8,985)
Proceeds on disposal of non-current financial assets 1 - -
Purchases of nen-current financiat assets - {18) -
Proceeds on disposal of property, plant and equipment 18 15 29
Purchases of property, plant and equipment and software {2,578} [2,645) (2,509)
Net cash outflow fram investing activities {3,048) [2,183) {2,775)
Cash flow from financing activities
Equity dvidends paid {590) {543) {265)
Interest pad {693) {973} {956}
Repayment of borrowinigs® {26} {2 509) 307)
Repayment of finance lease liabilities {2} (11) {24)
Proceeds from finance lzases - - 9
Net proceeds from [repayment of) commercial paper 522 69 {697)
Proceeds from bank loans - 340 522
Cash flows from denvatives refated to net debt 258 120 -
Proceeds on 1ssue of treasury shares 21 8 4
Net cash used m financing actiities [510) {3,499) (1,714}
Effect of exchange rate changes on cash and cash equivalents {2} (3) (7
Net (decrease) increase in cash and cash equivalents 2) (1,119} 329
Cash and cash equivalents at 1 April 325 1444 1,115
Cash and cash equivalents at 31 March 23 323 325 1,444

2 |acludes pension defict payments of £2 000m {2011 £1 030m 2010 £525m)
b Pnmanly consists of investment i and redemption of amounts held in hquidity funds

€ 1 2011 the repayment of borrowings included the impact of hedging
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Notes to the consolidated financial statements

1. Basis of preparation

Preparation of the financial statements

These consolidated financial statements have been prepared in
accordance with the Companies Act 2006, Article 4 of the 1AS
Regulation and Internatienal Accounting Standards (1AS) and
International Finanaial Reporting Standards (IFRS} and related
interpretations, as adopted by the European Union The consohdated
financial statements are also in comphance with IFRS as 1ssued by the
tnternational Accounting Standards Board

The consolidated financial statements are prepared on the histonical
cost basis, except for certain financial and equity instruments that have
been measured at fair value The consolidated finanoial statements are
presented in Sterling. the presentation currency of the group

Presentation of specific tems

The group’s iIncome statement and segmental analysis separately
identify trading results before specific items Speaific tems are those
that in management's jJudgment need to be disclosed by virtue of therr
size, nature or incidence In determining whether an event or
transaction 1s specific, management considers quantitative as well as
qualitative factors such as the frequency or predictability of
occurrence This 1s consistent with the way that financial performance
1s measured by management and reported to the Board and the
Operating Commuttee and assists in prowiding a meaningful analysis of
the trading results of the group The directors beheve that presentation
of the group's results in this way 1s relevant to an understanding of the
group’s financial performance as specific items are identrfied by virtue
of their size, nature or ncidence  Furthermore, the group considers a
columnar presentation to be appropriate, as it improves the danty of
the presentation and 1s consistent with the way that financial
perfarmance s measured by management and reported to the Board
and the Operating Commuttee Speofic items may not be comparable
to similarly titled measures used by other companies

Items which have been considered to be specific items by virtue of thewr
size, nature or incidence incdude disposals of businesses and
investments, regulatory settlements, business restructurning
programmes, asset impairment charges, property rationalisation
programmes, net interest on pensions and the settlement of multiple
tax years in a single payment In 2009 BT Global Services contract and
financial review charges were disclosed as a speafic item by virtue of
their size and nature The impact of subseguent changes to the
contract and financia! review charges from revisions 1n estimates and
assumptiens are included within trading results before specific items,
and are separately disclosed if considered significant

Specific tems for the current and pnor years are disclosed in note 9

2. Critical accounting estimates and key judgements

The preparation of finanaial statermnents in conformity with IFRS requires
the use of accounting estimates and assumptions [t also requires
management to exercise its jJudgement in the process of applying the
group’s accounting policies We continually evaluate our estimates,
assumpbions and judgements based on available information and
expenence As the use of esimates s nherent in financial reporting,
actual results could differ from these esumates Management has
discussed its eritical accounting estimates and associated disclosures
with the Audit & Risk Committee The areas involving a higher degree
of judgement or complexity are descnbed below

Long-term customer contracts

Long-term customer contracts can extend over a number of finanaal
years During the contractual penod recogmition of costs and profits
may be impacted by estimates of the ulimate profitability of each
contract K, at any time, these estimates indicate that any contract will
be unprofitable, the entire estimated loss for the contract 1s recognised
immediately If these estimates indicate that any contract will be less
profitable than previously forecast, contract assets may have to be
written down to the extent they are no longer considered to be fully
recoverable The group performs ongoing profitability reviews of its
contracts in order to determine whether the latest estimates are
appropnate Key factors reviewed include

« Transaction volumes or other inputs affecting future revenues which
can vary depending on customer requirements, plans and market
position and other factors such as general economic conditions,

+ Our abiiity to achieve key contract milestones connected with the
transition, development, transformation and deployment phases for
customer contracts,

« The status of commercial relations with customers and the
imphecation for future revenue and cost projections, and

« Our estimates of future staff and third party costs and the degree to
which cost savings and efficiencies are delverable

The carrying value of assets compnising the costs of the initial set up,
transition or transformation phase of long-term networked IT services
contracts are disclosed in note 17

Pension obligations

BT has a commutment, mainly through the BTPS, to pay pension
benefits to approximately 325,000 people over a penicd of more than
80 years The cost of these benefits and the present value of our
pension iabilities depend on such factors as the life expectancy of the
members, the salary progression of our current employees, the return
that the pension fund assets will generate in the time before they are
used to fund the pension payments, price inflation and the discount
rate used to calculate the net present value of the future pension
payments We use estimates for all of these factors in determimng the
pension costs and habilities incorporated 1n our financial statements
The assumptians reflect histonical experience and our judgement
regarding future expectations

The value of the net penston obligation at 31 March 2012 and the key
financial assumptions used to measure the obligation are disclosed in
note 20

Useful lives for property, plant and equipment and software

The plant and equipment in our netwarks 15 fong lived with cables and
switching equipment operating for over 10 years and underground
ducts being used for decades We also develop software for use in 1T
systems and platforms that supports the preducts and services
provided to our customers and that 1s also used within the group The
annual depreciation and amortisation charge 15 sensitive to the
estimated service lives allocated to each type of asset Asset lives are
assessed annually and changed when necessary to reflect current
thinking on their remaining lives in ight of technological change,
network investment plans (including the group’s fibre roll-out
programme)], prospective economic utilisation and physical condition
of the assets concerned Changes to the service hives of assets

Financial statements
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2. Critical accounting estimates and key judgements
continued

implemented from 1 April 2011 had no significant impact in aggregate
on the results for the year ended 31 March 2012

The carrying values of software, property, plant and equipment are
disclosed in notes 13 and 14 The useful lives applied to the prncipal
categones of assets are disclosed on pages 105 and 106

Provisions and contingent liabilities

As disclosed in note 19, the group’s provisions pnincipally relate to
obligations arising from property rationalisation programmes,
restructuring pregrammes, claims, itigation and regulatery risks

Under our property rationalisation programmes we have identified a
number of surplus properties Although efforts are being made to sub-
let this space, this is not always possibie Estimates have been made of
the cost of vacant possession and of any shortfall ansing from any sub-
laase income being lower than the lease costs Any such shortfall is
recognised as a provision

In respect of claims, liigation and regulatory nsks, the group provides
for anticipated costs where an outflow of resources 1s considered
probable and a reasonable estimate can be made of the likely outcome
The prices at which regulated services are charged are often regulated
and may be subject to retrospective adjustment by regulators
Estimates are used in assessing the kikely value of the regulatory risk
For all risks, the ultimate hability may vary from the amounts provided
and will be dependent upon the eventual outcome of any settlement

The group exeraises jJudgement in measuring the exposures to
contingent habiles {see note 29) through assessing the likelihood
that a potential claim or liability wll arise and in quantifying the
possible range of financial outcomes

Current and deferred income tax

The actual tax we pay on our profits 1s determined according to
complex tax laws and regulations Where the effect of these laws and
regulations 1s unclear, we use estimates in determining the habuiity for
the tax to be paid on our past profits which we recognise in our
financial statements We believe the estimates, assumptions and
judgements are reasonable but this can involve complex issues which
may take a number of years to resolve The final determination of prior
year tax labilities could be different from the esumates reflected in the
financial statements and may result in the recogmtion of an additional
tax expense or tax credit in the income statement

Deferred tax assets and habilities require management judgement in
determining the amounts to be recognised In particular, judgement 1s
used when assessing the extent to which deferred tax assets should be
recognised with consideration given to the ttming and level of future
taxable income

The value of the group's Income tax assets and habilities are disclosed
on the balance sheet on page 100 The carrying value of the group's
deferred tax assets and habilities are disclosed in note 10

Goodwill

The recoverable amount of cash generating units has been determined
based on value in use calculations These calculations require the use of
estimates, including management’s expectations of future revenue
growth, operating costs, profit margins and operating cash flows for each
cash generating unit

The carrying value of goodwill and the key assumptions used in
performing the annuat impairment assessment are disclosed in note 13

Providing for doubtful debts

BT provides services to consumer and business customers, mainly on
credit terms We know that certain debts due to us will not be paid
through the defautt of a small number of our customers Esttmates,
based on our histonical experience, are used in determining the level of
debts that we believe will not be collected These estimates include
such factors as the current state of the economy and particular
industry 1ssues

The value of the provision for doubtful debts i1s disclosed in note 17

3. Significant accounting policies

Revenue

Revenue represents the fair value of the consideration received or
receivable for communication services and equipment sales, net of
discounts and sales taxes Revenue from the rendening of services and
sale of equipment s recognised when it 1s probable that the economic
benefits assoaiated with a transaction will flow to the group and the
amount of revenue and associated costs can be measured reliably
Where the group acts as an agent 1n a transactian, it recognises
revenue net of directly attributable costs

Services

Revenue ansing from separable installation and connection services is
recognised when 1t 1s earned, upon activation Revenue from the rental
of analogue and digital lines and private circuits s recognised evenly
over the period to which the charges relate Revenue from calls 1s
recognised at the time the call is made over the group’s network
Subscnption fees, consisting primanly of monthly charges for access to
broadband and other nternet access or voice services, are recognised
as revenue as the service 1s provided Revenue ansing from the
interconnection of vorce and data traffic between other
telecommunications operators 1s recogmsed at the time of transit
across the group's network

Equipment sales

Revenue from the sale of penipheral and other equipment is recogrised
when all the significant nsks and rewards of ownership are transferred
to the buyer, which 1s normally the date the equipment 1s delivered and
accepted by the customer

Long-term contractual arrangements

Revenue from long-term contractual arrangements is recognised based
on the percentage of completion method The stage of completion s
estimated using an appropriate measure according to the nature of the
contract If the performance pattern 1s other than straight line, revenue
15 recognised as services are provided, usually on an output or
consumption basis For fixed price contracts, including contracts to
design and build software solutions, revenue 15 recogntsed by reference
to the stage of completion, as determined by the proportion of costs
ncurred relative to the estmated total contract costs, or other
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3. Significant accounting policies continued

measures of completion such as the achievement of contract
milestones and customer acceptance In the case of time and matenials
contracts, revenue 1s recogrsed as the service is rendered

Costs related to delivenng services under long-term contractual
arrangements are expensed as incurred An element of costs incurred
in the inisal set up, transition or transformation phase of the contract 1s
deferred and recorded within non-current assets These costs are then
recogmsed in the iIncome statement on a straight hine basis over the
remairung contractual term, unless the pattern of service delivery
indicates a different profile s appropnate These costs are directly
attributable to specific contracts, relate to future activity, will generate
future economic benefits and are assessed for recoverability on a
regular basis

The percentage of completion method relies on estimates of total
expected contract revenues and costs, as well as rehable measurement
of the progress made towards completion Unless the financial
outcome of a contract can be estimated with reasonable certainty, no
attnbutabie profit is recognised In such circumstances, revenue 1s
recogrised equal to the costs incurred to date, to the extent that such
revenue 15 expected to be recoverable Recognised revenue and profits
are subject to revisions dunng the contract if the assumptions
regarding the overall contract outcome are changed The cumulative
impact of a revision in estimates 1s recorded in the period in which such
revisions become likely and can be estimated Where the actual and
estimated costs to completion exceed the estimated revenue for a
contract, the full contract life loss 1s recogrised immediately

Multiple element arrangements

Where a contractual arrangement consists of two or more separate
elements that have value to a customer on a standalone basis, revenue
s recognised for each element as if it were an indwidual contract The
total contract consideration 1s allocated between the separate elements
on the basis of relative fair value and the appropnate revenue
recognition cntena are apphed to each element as descrbed above

Retirement benefits

The group’s obligation in respect of defined benefit pension plans 1s
calculated separately for each plan by estimating the amount of future
benefit that employees have eamned in return for their service to date

That benefit 1s discounted to determine rts present value using a rate
which is the yield at the balance sheet date on AA credit rated
corporate bonds that have matunty dates approximating the term of
the group’s obligations The calculation of the obhgation 1s performed
by a qualified actuary using the projected urut credit method The net
obligation or asset recognised in the balance sheet 1s the present value
of the defined benefit obligation less the fair value of the plan assets

The income statement expense 1s allocated between an operating charge
and net finance expense or ncome The operating charge reflects the
increase in the defined benefit obligation resulting from the pension
benefit eamed by active employees in the current period The net
finance expense reflects the unwinding of the discount applied to the
liabilities of the plan, offset by the expected return on the assets of the
plan, based on conditions prevailing at the start of the year Actuanal
gains and losses are recognised in full in the penod tn which they occur
and are presented in the group statement of comprehensive iIncome

105

The group also operates defined contnbution pension plans and the
income statement expense represents the contributions payabte for
the year

Property, plant and equipment

Property, plant and equipment are included in the financial statements
at historical cost, less accumulated depreciation and any impairment
losses On disposal of property, plant and equipment, the difference
between the sale proceeds and the net book value at the date of disposal
15 recognised in other operating income in the income statement

Included within the cost for network infrastructure and equipment are
direct and indirect labour costs, matenals and directly attributable
overheads Depreaiation s provided on property, plant and equipment
on a straight line basis from the time the asset i1s avarlable for use, to
write off the asset’s cost over the estimated useful hife taking into
account any expected residual value Freehold land 1s not depreciated
The lives assigned to principal categories of assets are as follows

Land and buildings
» Freehold builldings
+ Leasehold land and buildings

40 years

Unexpired portion of |ease or
40 years, whichever ts the shorter

Network infrastructure and other equipment
Transmission equipment

« Duct 40 years
« Cable 3 to 25 years
» Fibre 5 to 20 years
Exchange equipment 210 13 years
Payphones and other network equipment 2to 20 years
Other

Motor vehicles 2to 9 years
Computers and office equipment 3to 6 years

Assets held under finance leases are depreciated over the shorter of the
lease term or their useful econormic Iife Residual values and useful hves
are reassessed annually and, if necessary, changes are recognised
prospectively

Intangible assets

Identifiable ntangible assets are recognised when the group controls
the asset, 1t 1s probable that future economic benefits attnbutable to
the asset will flow to the group and the cast of the asset can be reliably
measured All intangible assets, other than goodwili and indefinite
lived assets, are amortised over therr useful economic hife The method
of amortisation reflects the pattern in which the assets are expected to
be consumed If the pattern cannot be determined reliably, the straight
line method 1s used

Goodwill

Goodwill represents the excess of the cost of an acquisition over the
fair value of the group’s share of the identifiable net assets [including
intangible assets) of the acquired subsidiary
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3. Significant accounting policies continued

Computer software

Computer software comprises computer software hcences purchased
from third parties, and also the cost of internally developed software
Computer software licences purchased from third parties are imtially
recorded at cost Costs directly associated with the production of
internally developed software, where it 1s probable that the software
will generate future economic benefits, are recogmised as intangible
assets

Telecoms licences

Licence fees paid to governments, which permit telecoms activities to
be operated for defined penods, are intially recorded at cost and
amortised from the time the network 1s available for use to the end of
the hcence peniod

Brands and customer relationships

Intangible assets acquired through business combinations are recorded
at fair value at the date of acquisition Assumptions are used in
estimating the fair values of acquired intangible assets and include
management’s estimates of revenue and profits ta be generated by the
acquired businesses

Estimated useful economic lives
The estimated useful economic lives assigned to the principal
categenes of Intangible assets are as follows

» Computer software 2 to 10 years
«+ Telecommunication licences 2 to 5 years
« Brands, custorner relationships and technology 31015 years

Subscriber acquisition costs

Subscriber acquesition costs are expensed as incurred, unless they meet
the eritena for capitahisation, 1n which case they are capitalised and
amortised over the shorter of the expected customer hife or contractual
period

Provisions

Provisions are recogrused when the group has a present legal or
constructive obligation as a result of past events, it 1s probable that an
outflow of resources will be required to settle the obligation and the
amount can be reliably estmated Prowvisions are determined by
discounting the expected future cash flows at a pre-tax rate that
reflects current market assessments of the time value of money and the
risks speaific to the liabilty Finanaial abilities within provisions are
initially recognised at fair value and subsequently carrted at amortised
cost using the effective interest method Onerous lease provisions are
measured at the lower of the cost to fulfil the contract or the cost to
exit it

Current and deferred income tax

Current income tax is calculated on the basis of the tax laws enacted or
substantively enacted at the balance sheet date in the countries where
the company’s subsidiaries, associates and joint ventures operate and
generate taxable income The group pencdically evaluates positions
taken In tax returns with respect to situations in which applicable tax
regulation 1s subject to interpretation, and the group establishes

provisions where appropriate on the basis of the amounts expected to
be paid to tax authoriies

Deferred tax i1s recognised, using the hability method, in respect of
temporary differances between the carrying amount of the group’s
assets and habiliies and their tax base Deferred tax liabilities are,
where permitted, offset against deferred tax assets within the same
taxable entity or qualifying local tax group Any remaining deferred tax
asset 1s recognised only when, on the basis of all available evidence, it
can be regarded as probable that there will be surtable taxable profits,
within the same junisdiction, in the foreseeable future against which
the daductible temporary difference can be utihsed

Deferred tax s determined using tax rates that are expected to apply in
the periods in which the asset 1s reahised ar hability settled, based on
tax rates and laws that have been enacted or substantively enacted by
the balance sheet date

Basis of consolidation

The group financial statements consolidate the financial statements of
BT Group ple {‘the company’) and its subsidiaries, and they incorporate
its share of the results of assotiates and joint ventures using the equity
method of accounting

Accounting for subsidiaries

A subsidiary 1s an entity that 1s controlled by another entity, known as
the parent Control 15 the power to govern the financial and operating
policies of an entity so as to obtain benefits from its activities generally
accompanied by a shareholding of more than cne half of the voting
rights Non-controliing interests in the net assets of consolidated
subsidianes are identified separately from the group’s equity Non-
controlling interests consist of the amounts of those interests at the
date of the onginal business combination and non-controlling share of
changes In equity since the date of the combination

The results of subsidiaries acquired or disposed of duning the year are
consolidated from and up to the date of change of control All intra-
group transactions including any gains or losses, balances, income or
expenses are eliminated in full on conschdation

When the group loses control of a subsidiary, the profit or loss on
disposal 1s calculated as the difference between (1) the aggregate of the
fair value of the consideration receved and the fair value of any
retained interest and {i1) the previous carrying amount of the assets
{including goodwill), and liabilities of the subsidiary and any non-
controlling interests

Interests in associates and joint ventures

An assoaiate 1s an entity over which another entity has significant
influence and that 15 neither a subsidiary nor an interest 1n a joint
venture Significant influence is the power to participate in the financial
and operating pohcy deaisions of an entity but is not control or joint
control over those policies A joint venture 15 an entsty that ts jointly
controlled by two or more entities Joint control 15 the contractually
agreed shanng of control over an econemic activity, and exists only
when the strategic financial and operaung decisions relating to the
actmity require the unanimous consent of the parties sharing control

Investments in associates and joint ventures are initially recognised at
cost Any excess of the cost of acquisition over the group's share of the
net fair value of the identifiabte assets, habilities and contingent
Labilities of an associate or joint venture at the date of acquisition 1s
recognised as goodwill, which 1s included within the carrying amount
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of the investment Subsequent to acquisition, the carrying value of the
group’s Investment in associates and joint ventures includes the
group's share of post acquisition reserves The income statement
reflects the group’s share of the results of operations after tax of the
associate or joint venture

Business combinations

Acquisitions of businesses are accounted for using the acquisition
method of accounting The consideration transferred (s measured at fair
value, which 1s the aggregate of the fair vaiues of the assets transferred,
labilities incurred or assumed and the equity instruments issued in
exchange for control of the acquiree Acquisition-related costs are
generally expensed as incurred The acquiree’s identifiable assets and
habilities are recogrised at their fair value at the acquisition date

Goodwill ansing on acquisition 15 recogrised as an asset and measured
at cost representing the excess of the aggregate of the consideration,
the amount of any non-controlling interests in the acquiree, and the
fair value of the acquirer’s previously held equity interest in the
acquiree (if any) over the net of the fair values of the identifiable assets
and liabilities at the date of acquisition

Impairment of non-financial assets

Intangible assets with finite useful iives and property, plant and
equipment are tested for impairment if events or changes in
circumstances (assessed at each reporting date) indicate that the
carrying amount may not be recoverable When an imparrment tests
performed, the recoverable amount 1s assessed by reference to the
tugher of the net present value of the expected future cash flows (value
in use) of the relevant cash generating unit and the fair value less cost
to sell

Goodwill and intangible assets with indefimite useful iives are reviewed
for impairment at least annually impairment losses are recognised
the income statement If a cash generating unit is impaired, provision Is
made to reduce the carrying amount of the related assets to their
estimated recoverable amount, normally as a specific item Imparment
Josses are allocated firstly against goodwill, and secondly on a pro rata
basis agatnst intangible and other assets

Other operating income

Other operating income 15 Income generated by the group that anses
from activities outside of the provision of communication services and
equipment sales Items reported as other operating income include
incore from repayment works, proceeds from scrap and cable
recovery, iIncome generated by our fleet operations, income from
government grants, prafits and lasses on the disposal of business
operations and property, plant and equipment, and income generated
from the explotation of our intellectual property

Government grants

Government grants are recognised intially as deferred income at their
fair value where there is a reasonable assurance that the grant will be
receved and the group will comply with the conditions associated with
the grant Grants that compensate the group for expenses incurred are
recognised 1n the income staternent within other operating income in
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the same penods in which the associated expenditure 1s recognised
Grants that compensate the group for the cost of an asset are
recogrused in the income statement in other operating income on a
straight line basis over the useful hife of the asset

Fo reign currencies

Foreign currency transactions are translated into the functional
currency using the exchange rates prevailing at the date of the
transaction Foreign exchange gains and losses resulting from the
settlement of such transactions and from the translation of monetary
assets and hiabilities denominated in foreign currencies at penod end
exchange rates are recogmsed in the income statement in the ine
which mast appropnately reflects the nature of the item or transaction

On consohdation, assets and liabilities of foreign undertakings are
translated into Sterling at year end exchange rates The results of
foreign undertakings are translated into Sterling at average rates of
exchange for the year {unless this average is not a reasonable
approximation of the cumulative effects of the rates prevailing on the
transaction dates, 1n which case income and expenses are translated at
the dates of the transactions) Foreign exchange differences ansing on
retranslation are recogmised directly in a separate component of equity,
the translation reserve

in the event of the disposal of an undertaking with assets and habilities
denominated n a foreign currency, the cumulative translation
difference associated with the undertaking in the translation reserve 1s
charged or credited to the gain or loss on disposal recognised in the
income statement

Research and development

Research expenditure 1s recogmsed in the income statement in the penod
inwhich itisincurred Development expenditure, including the cost of
intemally developed software, 1s recogrised in the income statement in
the penod in which it 1s incurred unless it 1s probable that economic
benefits will flow to the group from the asset being developed, the cost of
the asset can be reliably measured and techmical feasibility can be
demonstrated Capitalisation ceases when the asset being developed s
ready for use Research and development costs include direct and indirect
labour, matenals and directly attnbutable overheads

Leases

The determination of whether an arrangement 15, or contains, a lease 15
based on the substance of the arrangement and requires an assessment
of whether the fulfilment of the arrangement 1s dependent on the use
of a specific asset or assets and whether the arrangement conveys the
nght to use the asset

Leases of property, plant and equipment where the group holds
substantially all the nsks and rewards of ownership are classified as
finance leases Finance lease assets are capitalised at the
commencement of the lease term at the lower of the present value of
the mimimum lease payments or the fair value of the leased asset The
obligations relating to finance leases, net of finance charges in respect
of future penods, are recogmised as habilies Leases are subsequently
measured at amortised cost using the effective interest method
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Leases where a significant portion of the nsks and rewards are held by
the lessor are classified as operating leases Rentals are charged to the
income statement on a straight line basis over the penod of the lease

Share-based payments

The group operates a number of equity settled share-based payment
arrangements, under which the group receives services from employees
as consideration for equity instruments {share options and shares} of the
group Equity settled share-based payments are measured at farr value
{excluding the effect of non market-based vesting conditions) at the
date of grant, but including any market-based performance cntena and
the impact of non-vesting conditions (for example the requirement for
employees to save) The fair value determined at the grant date s
recognised on a straight-line basis over the vesting period, based on the
group’s estimate of the options or shares that will eventually vest and
adjusted for the effect of non market-based vesting conditions Far
value s measured using either the Binomial options pricing medel or
Monte Carlo ssmulations, whichever 1s most appropriate to the award

Service and performance conditions are vesting condrtiens  Any other
conditions are non-vesting conditions which have to be taken into
account to determine the fair value of equity instruments granted In
the case that an award or option does not vest as a result of a faiure to
meet a non-vesting condition that 1s within the control of either
counterparty, this is accounted for as a cancellation Cancellations must
be treated as accelerated vesting and all remaining future charges are
immediately recogmsed As the requirement to save under an
employee sharesave arrangement 15 a non-vesting condition,
employee cancellations must be treated as an accelerated vesting

Termination benefits

Termination benefits (leaver costs) are payable when employment s
terminated before the normal retirement date, or when an employee
accepts voluntary redundancy in exchange for these benefits The
group recogmses termination benefits when it 1s demonstrably
committed to the affected employees leaving the group

Finanaal instruments

Financial assets

Financial assets at fair value through profit and loss

Afinanaal asset 1s classified in this category if it 1s erther acquired
principally for the purpose of selling n the short-term {held for trading) or
if so designated by management. Financial assets held in this category are
inttially recognised and subsequently measured at farr value, with changes
in fair value recognised in the income statement in the line which most
appropnately reflects the nature of the item or transaction Any direct
transaction costs are recognised immedhately in the income statement

Loans and recevables

Loans and recewables are non-derivative financial assets with fixed or
determinable payments that are not quoted in an active market other
than those for which the group may not recover substantially all of rts
initial investment, other than because of credit detenoration, which are
classified as avarlable-for-sale Loans and receivables are miially
recogrused at far value plus transaction costs and subsequently carried
at amortised cost using the effective interest method, with changes in
carrying value recognised in the income statement in the bne which
maost appropriately reflects the nature of the item or transaction

Available-for-sale financial assets

Non-denvative financial assets classified as available-for-sale are
either specifically designated in this category or not classified in any of
the ather categonies Available-for-sale finannal assets are imtially
recognised at fair value ptus direct transaction costs and then re-
measured at subsequent reporting dates to fair value, with unrealised
gains and losses {except for changes in exchange rates for monetary
items, interest, dvidends and impairment losses, which are recognised
in the iIncome statement) recogrised in equity until the financial asset
1s derecognised, at which time the cumulative gain or loss previously
recognised in equity 15 taken to the income statement, in the line that
most appropriately reflects the nature of the item or transaction

Trade and other receivables

Financial assets within trade and other recervables are initially
recogmised at fair value, which 1s usually the onginal inveiced amount,
and are subsequently carned at amortised cost, using the effective
tnterest method, less provisions made for doubtful recevables
Provisions are made specifically where there is evidence of a sk of non
payment, taking into account ageing, previous losses expenienced and
general economic conditions

Cash and cash equivalents

Cash and cash equivalents compnse cash in hand and current balances
with banks and similar institutions, which are readily convertible to
cash and which are subject to insignificant nsk of changes in value and
have an original matunty of three months or less. For the purpose of
the consolidated cash flow statement, cash and cash equivalents are as
defined above net of outstanding bank overdrafts Bank overdrafts are
included within loans and other borrowings, in current hiabilities on the
balance sheet

Impairment of financial assets

The group assesses at each balance sheet date whether a financial asset
or group of financia! assets are impaired Where there 1s objective
evidence that an impairment loss has arisen on assets carried at
amortised cost, the carrying amount 1s reduced with the loss being
recogmsed in the income statement The impairment loss 1s measured
as the difference between that asset’s carrying amount and the present
value of esumated future cash flows discounted at the financial asset’s
onginal effective interest rate

Financial habilities

Trade and other payables

Financial liabilsties within trade and other payables are imtially
recognised at fair value, which is usually the anginal invoiced amount,
and subsequently carned at amortised cost using the effective interest
method

Loans and other borrowings

Loans and other borrowings are initially recognised at the farr value of
amounts received net of transaction costs Loans and other borrowings
are subsequently measured at amortised cost using the effective
interest method and, 1f included in a fair value hedge relationship, are
re-valued to refiect the fair value movements on the hedged nisk
associated with the loans and other borrowangs The resultant
amortisation of fair value movements, on de-designation of the
hedge, are recogrised in the income statement
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Dervative finanaal instruments and hedge accounting

The group uses dervative financial instruments marnly to reduce
exposure to foreign exchange and interest rate nsks The group does
not hold or 1ssue denvative financial iInstruments for financial trading
purposes However, denivatives that de not qualify for hedge
accounting are classified as held for trading and are initially recogrised
and subsequently measured at fair value The gain or loss on re-
measurement to fair value 1s recogmsed immediately in the income
statement in net finance expense Dervative financial instruments are
classified as current assets or current habilities where they have a
matunity penod within 12 months Where dervative financial
instruments have a matunty period greater than 12 months, they are
classified within either non-current assets or non-current labilitries

Where denvatives qualify for hedge accounting, recognition of any
resultant gain or loss depends an the nature of the hedge To quaify
for hedge accounting, hedge documentation must be prepared at
inception and the hedge must be expected to be highly effective both
prospectively and retrospectively The hedge 1s tested for effectiveness
at inception and in subsequent penods in which the hedge remains in
operation Hedge accounting is discontinued when the hedging
instrument expires, or 1s sold, terminated or no longer qualifies for
hedge accounting or the group chooses to end the hedge relationship
The group designates certain dervatives as either cash flow hedges or
fair value hedges

Cash flow hedges

when a denvative financial instrument 1s designated as a hedge of the
variability in cash flows of a recognised asset or hability, or a highly
probable transaction, the effective part of any gawn or loss on the
denvative financial instrument 1s recogmised directly in equity, 1n the
cash flow reserve For cash flow hedges of recognised assets or
liabilities, the associated cumulative gain or loss 1s removed from equity
and recognised in the same line in the income statement in the same
period or periods dunng which the hedged transaction affects the
income statement Any ineffectiveness arising on a cash flow hedge of
a recognised asset or hability 1s recognised immediately in the same
income statement line as the hedged item Where ineffectiveness anses
on bughly probable transactions, it 1s recogrised in the line which most
appropnately reflects the nature of the rtem or transaction

Fair value hedges

When a derivative financial instrument 1s designated as a hedge of the
vanability in fair value of a recogrised asset or hability, or unrecogmised
firm commitment, at each reporting date the change in fair value of
the denvative that 1s designated as a fair value hedge 1s recorded in the
income statement, tegether with any changes in fair value of the
hedged asset or Liability that 1s attnbutable to the hedged risk

Accounting standards, interpretations and
amendments in the year ended 31 March 2012

The following amended standards and interpretations were adopted in
2012 They have had no significant impact on the group’s results or
financial position for the current or prior years but may impact the
accounting for future transactions or arrangements

+ Amendments to |AS 24 'Related Party Disclosures’

« Amendments to {FRIC 14 ‘Prepayments of a Mimimum Funding
Requirement’
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+ IFRIC 19 ‘Extinguishing Financial Liabilities with Equity Instruments’
and

« Improvements to IFRS 2010

Accounting standards, interpretations and
amendments not yet effective

Certain new standards, mterpretations and amendments to existing
standards have been published that are mandatory for the group's
accounting periods beginning on 1 Apni 2013 Those which are
considered to be relevant to the group's operations are set out below

Amendments to 1AS 19 ‘Employee Benefits’

These amendments are intended to provide a clearer indication of an
entity's obligations resulting from the provision of defined benefit
pension plans and how those obligations will affect its financial
position, financial performance and cash flow The amendments
include

+ The removal of the options to defer recognition of actuariat gans
and losses and for alternative presentation of gains and losses by
requirtng iImmediate recognition of actuarial gains or losses in full in
other comprehensive iIncome and the inclusion of service and
finance costs and plan admimistration costs in the iIncome statement,

« The replacement of the expected return on pension plan assets and
interest expense on pension plan habilities with a single net interest
component calculated on the net defined benefit habihty or asset
using the discount rate used to determine the defined benefit
obligation, and

« Addiional disclosures to explain the charactenstics of a company’s
defined benefit plans, the amounts recognised 1n the finanacial
statemnents and the risks ansing from defined benefit plans

1AS 19 requires retrospective adoption and therefore prior periods will
be restated The group estimates the impact on 2012 had the
amendments applied would have been to increase operating costs by
approximately £30m and reduce the net finance income on pensions,
reported as a specific item, by approximately £295m, with
compensating adjustments in other comprehensive iIncome leaving
equity unchanged The group wll also be required to make additional
narrative disclosures

Other new standards and amendments

The impact of the following new standards, amendments and
interpretations whuch are effective from 1 Apnl 2013 1s under review,
but the group does not currently expect any of these changes to have a
significant impact on the group’s results of financial posttion

« Amendments to IFRS 7 'Finanoal Instruments Disclosures’

Financial statements

+ IFRS 9 ‘Finanaal Instruments’

+ |FRS 10 "Consohdated Financial Statements'

+ IFRS 11 “Joint Arrangements’

» |FRS 12 ‘Disclosure of Interests in Other Entities’
« |FRS 13 ‘Fair Value Measurement’

- Amendment to IAS 1 ‘Presentation of Items of Other Comprehensive
Income’

« Amendments to IAS 32 ‘Financal Instruments Presentation’ and

« Improvements to IFRS 2011
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4. Segment information

The group's operating segments are reported based on financial information provided to the Operating Comnuttee, as detailed on page 69, which
15 the key management committee and represents the ‘chief operating decision maker’

The group’s organisational structure reflects the different customer groups to which it provides communications products and services via its
customer-facing ines of business - BT Global Services, BT Retail, BT Wholesale and Openreach The customer-facing lines of business are
supported by two internal service units - BT innovate & Design and BT Operate The customer-faaing lines of business are the group's reportable
segments and generate substantially all the group’s revenue

The remaiming operatians of the group are aggregated and included within the *Other’ category to reconcile to the consolidated results of the
group The ‘Other’ category includes BT Innovate & Design and BT Operate and costs associated with the group’s centralised functions including
procurement and supply chan, fieet and property management Provisions for the settlement of significant legal, commercial and regulatary
disputes, which are negotiated at a group level, are initially recorded n the ‘Qther’ segment On resolution of the dispute, the full impactis
recognised in the relevant lines of business results, offset in the group results by the utilisation of the provision previously charged to the *Other’
segment Settlements which are particularly sigmificant or cover more than one financial year may fall within the definition of specific items as
detailed on page 103

The costs incurred by BT tnnovate & Design and BT Operate are allocated to the customer-facing ines of business in line with the services they
provide The depreciation and amortisation meurred by BT Operate in relation to the networks and systems it manages and operates on behalf of
the customer-facing lines of business are allocated to the lines of business based on their respective utihsation Capital expenditure incurred by
BT Innovate & Design for specific projects undertaken on behalf of the customer-facing lines of business is allocated based on the value of the
directly attributable expendrture incurred Where projects are not directly attnbutable to a particuidar hne of business, capital expenditure 1s
allocated based on the proportion of estimated future economic benefits Capital expenditure incurred by BT Operate 1s allocated to the
custamer-facing lines of business in proportion to operating cost recoveries BT Innovate & Design and BT Operate and the group’s centralised
functions are not repertable segments as they did not meet the quantitative thresholds as set out in IFRS 8 ‘Operating Segments’ for any of the
years presented

Information regarding the results of each reportable segment 1s provided below Performance s measured based on adjusted EBITDA, defined
as EBITDA before specific items, as included n the internal financial reports reviewed by the Operating Committee EBITDA 15 defined as the
operating profit or lass before depreciation, amortisation, net finance expense and taxation Adjusted EBITDA1s considered to be a useful
measure of the operating performance of the lines of business because it approximates the underlying operating cash flow by eiminating
depreciation and amartisation and alse provides a meaningful analysis of trading performance by excluding specific items which are disclosed
separately by virtue of their size, nature or incidence Specific itams are detailed in note 9 and are not allocated to the reportable segments as
this reflects how they are reported to the Operating Committee Finance expense and income 1s not allocated to the reportable segments as this
activity 1s managed by the central treasury function which manages the overall net debt position of the group

Segment revenue and profit

BT Global
Services BT Retal BT Wholesale Openreach Qther Total
Year ended 31 March 2012 £m £m Em £m £m £m
Segment revenue 7 809 7,393 3,923 5136 50 24,311
Internal revenue - {511} {980) {3,513) - {5,004)
Revenue from external customers® 7.809 6,882 2,943 1,623 50 19,307
EBITDAY 627 1,830 1,208 2,299 100 6,064
Depreciation and amortisation {712) [410) {604} [939) {307) {2.972)
Operating profit (loss)? (85} 1,420 604 1,360 (207} 3,092
Specific items {note 9) (173)
Operating profit 2,919
Net finance expense® {484)
Share of post tax profit of associates and joint ventures 10
Profit before tax 2,445

2 Before specific items

® EBITDA 15 stated before speafic tems and 1s a non-GAAP measure provided 1 additien to the disclosure requirements defined under IFRS The rationale for using non-GAAP measures is explaned
on pages 166 to 169

€ Net finance expense Includes specific item income of £197min 2012 {2011 £79m expense 2010+ £268m expense] See note 9
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Segment revenue and profit continued
BT Clobal
Services? BT Retail® BT Wholesale? Openreach? Other Total
Year ended 31 March 2011 fm £m £m fm £m £m
Segment revenue 8,059 7,700 4,201 4,930 38 24,928
Internal revenue - {447) {979) {3.426) - {4.852)
Revenue from external customers® 8,059 7,253 3,222 1,504 38 20,076
EBITDA® 593 1,784 1.316 2,132 61 5,886
Depreciation and amortisation {734) {443) (619} {877) {306) 2,979}
Operating profit {loss)? {141) 1,341 697 1,255 {245) 2,907
Specific items {note 9) (329}
Operating profit 2,578
Net finance expense® {924)
Share of post tax profit of assaciates and joint ventures 21
Profit an disposal of interest in associate 42
Profit before tax 1.717
BT Giobal
Servicess BT Retaild BT Wholesale? Openreachd Other Total
Year ended 31 March 2010 £m £m £m fm £m £m
Segment revente 8,522 8.078 4,583 5164 40 26,387
Internal revenue - {373} (1.226) (3.877) - {5 476)
Revenue from external customers® 8,522 7.705 3,357 1,287 40 20,911
EBITDAP 457 1,777 1,353 1,960 92 5,639
Depreciation and amortisation (815] (459) (680} {856} (229} {3.039)
Operating profit (ioss)? (358} 1,318 673 1,104 (137} 2,600
Speaific items (note 9) 477
Operating profit 2,123
Net finance expense® {1.158)
Share of post tax profit of associates and joint ventures 54
Loss on disposal of interest in associate (12)
Profit before tax 1,007

a gefore specific tems

b EBITDA 15 stated before specsfic items and 15 a non-GAAP measure prowided in addition to the disclosure requirements defined under IFRS The rationale for using non-GAAP reasures 15 explained
on pages 166 to 169

€ Net finance expense ncludes specific item income of £197mn 2012 {2011 £79m expense, 2010 £268m expense] See note §

dn 2012 the group moved certain customer accounts between lines of business Comparatves for 2011 and 2010 have been restated to be on a consistent basis The impact an line of business results
1 2011 was ta increase revenue in BT Global Services and Openreach by £12m and £45m, respectively {2010 £9m and £46m) and to decrease revenue in BT Retail and BT Wholesale by £4%m and
£8m respectively (2010 £46m and £9m) There is no impact on hne of business EBITDA and there ts no impact on total group results

internal revenue and costs

Intra group revenue generated from the sale of regufated products and services 1s based on market price intra group revenue from the sale of
other products and services s agreed between the relevant fines of business and therefore line of business profitability can be impacted by
transfer pricing levels The majonity of the internal trading relates to Openreach and arises on rentals, and any associated connection or migration
charges, of the UK access lines and other network products to the customer-facing ines of business, both directly, and also indirectly, through BT
Operate which 1s included within the ‘Other’ segment Internal revenue ansing in BT Retail relates primanly to BT Ireland and BT Enterpnises
Internal revenue ansing in BT Wholesale relates to the sale of line cards and access electronic services to Openreach
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4. Segment information continued

Internal cost recorded by

BT Clobal
Services BT Retail BT Wholesale Openreach Other Total
Year ended 31 March 2012 £m f£m £m £m £m £m
Internal revenue recorded by
BT Global Services - - - - - -
BT Retail 359 - 99 5 48 511
BT Wholesale - - - 980 - 980
Openreach 226 1.625 245 - 1,417 3,513
Total 585 1,625 344 985 1,465 5,004
Internal cost recorded by
BT Global
Services BT Retail BT Wholesale Openreach Other Total
Year ended 31 March 2011 £m £m £m £m £m £m
Internal revenue recorded by
BT Global Services - - - - - -
BT Retail 309 - 64 3 71 447
BT Wholesale - - - 979 - a79
Openreach 242 1,779 198 - 1207 3,426
Total 551 1,779 262 982 1,278 4,852
Internal cost recorded by
BT Clobal
Services BT Retail BT Wholesale Openreach Other Total
Year ended 31 March 2010 £m £m Em £m £Em £m
Internal revenue recorded by
BT Global Services - - - - - -
8T Retasl 233 - 51 2 87 373
BT Wholesale - - - 1226 - 1,226
Openreach 263 1,988 131 - 1,495 3,877
Total 496 1,988 182 1,228 1,582 5,476
Capital expenditure
BT Global
Services BT Retail BT Wholesale Openreach Other Total
Year ended 31 March 2012 £m £m Em £m £m £m
Property, plant and equipment 414 364 260 980 117 2,135
Intangible assets 146 70 76 95 72 459
Caprtal expenditure 560 434 336 1,075 189 2,594
BT Global
Services BT Retal! BT Wholesale Openreach Other Total
Year ended 31 March 2011 £m £m £m £m £m £m
Property, plant and equipment 338 355 246 982 169 2,090
Intangible assets 160 79 83 105 73 500
Caprta) expendrture 498 434 329 1,087 242 2,590
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Revenue by products and services
2012 2011 2010
Year ended 31 March £m fm £m
ICT and managed networks 6,584 6632 6,574
Broadband and convergence 2971 2,767 2677
Calls and lines 5.054 5.595 6,225
Transit 1,128 1,518 1,758
Conveyance interconnect aircurts, WLR, global carner and other wholesale 1.476 1,512 1,493
Other products and services 2,054 2,052 2,184
Revenue® 19,307 20,076 20,911

2 Before spenific items

Geographic information

The UK is the group s country of domicile and the group generates the majerity of its revenue from external customers in the UK The geographic

analysis of revenue 15 on the basis of the country of ongin 1n which the customer 15 inveiced

Revenue from external customers

2012 2011 2010
Year ended 31 March fm £m £m
UK 14,766 15,575 15,116
Europe, Middle East and Afnca, excluding the UK 2973 3.064 3250
Americas 1,070 990 1235
Asia Pacific 498 447 310
Revenue® 19,307 20,076 20,911
2 Befare specific items
Non-current assets
2012 2011
At 31 March £m £m
UK 14,768 15,127
Europe, Middle East and Afica, excluding the UK 2,444 2,673
Americas 568 601
Asia Pacific 57 61
Non-current assets 17,837 18,462
Non-current assets, which exclude denvative financial instruments, investments and deferred tax assets, are based on the location of the assets
5. Other operating income
2012 2011 2010
Year ended 31 March Note £m £m Em
Profits on disposal of property, plant and equipment 129 103 75
Income from repayment works 62 62 74
Other operating income 196 208 229
Other operating income before specrfic items 387 373 378
Speafic tems 9 (19 - 2
Other operating income 368 373 380
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6. Operating costs
2012 2011 2010
Year ended 31 March Notes £m Em £m
Costs by nature
Staff costs
Wages and salanes 3,963 3,947 4,182
Social security costs 454 456 447
Pension costs 20 393 416 304
Share-based payment expense 21 75 68 71
Total staff costs 4,885 4,887 5,004
Own work capitalised (652} (718) {575)
Net staff costs 4,233 4,169 4,429
Net indirect fabour costs? 579 629 722
Net labour costs 4,812 4,798 5,151
Payments to telecommunications operators 3,153 3740 4,083
Property and energy costs 1,066 1,149 1,284
Network operating and IT costs 630 706 781
Other operating costs? 3,969 4,170 4351
Depreciation of property, plant and equipment
Owned assets 14 2,248 2,255 2,260
Held under finance leases 14 29 33 44
Amortsauon of intangible assets 13 695 691 735
Total oparating costs before specific items 16,602 17,542 18,689
Specific items 9 {256} 329 427
Total operating costs 16,346 17.871 19,116
Operating costs before specific items include the following
Leaver costs® 97 57 142
Research and development expenditured 821 833 935
Operating lease charges 404 395 451
Foreign currency losses {gains) 7 {17} 7

3 Net of capitalised indirect labour costs of £335m (2011 £329m, 2010 £440m)

b pther operating costs also include a net charge of £nil 2011 £2m charge 2010 £1m charge) relating to fair value movements on derivatives recycled from the cash flow reserve
¢ | eaver costs are mcluded within wages and safanes and social security costs except for leaver costs, assaciated with the restructunng of BT Global Services in 2011 and 2010 which were recorded as

a specific item

d Research and development expendture includes amortisation of £536m {2011 £444m, 2010 £491m) in respect of internally developed computer software

7. Employees
2012 2011 2010
Year end Average Year end Average Year end Average
Number of employees in the group? 000 000 000 Q00 000 000
UK 739 747 757 771 782 811
Nen-UK 151 160 169 175 179 186
Total employees 890 07 926 946 961 997
2012 2011 2010
Year end Average Year end Average Year end Average
Number of emplayees in the group® 000 000 000 000 000 000
BT Global Services 200 209 218 226 241 258
BT Retall 163 16 4 166 174 182 190
BT Wholesale 14 16 19 21 24 24
Openreach 309 312 313 309 307 312
Other 204 206 210 216 207 213
Total amployees 890 907 926 946 9% 1 997

2 The numbers disclosed are the equivalent full-time emplayees including both full and part-time employees
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8. Audit, audit related and other non-audit services
The following fees were paid or are payable to the company's auditors, PricewaterhouseCoopers LLP, for the three years ended 31 March 2012

2012 20112 20102
Year ended 31 March £000 £000 £000
Fees payable to the company's auditors and its associates for
Audit services
The audit of parent company and consclidated financial statements 2,696 2,732 2,475
The audit of the company's subsidiaries 5,422 4,636 4,732
8,118 7,368 7,207
Audit related assurance services 1,558 1,556 1,010
Other non-audit services
Taxation compliance services 455 110 123
Taxation advisory services 770 1.046 669
All other assurance services 74 223 451
All other services 641 593 457
1,940 1,972 1,700
Total services 11,616 10,896 0,017

2 2012 the group adapted the disclosure requirements of the Companies {Disclosure of Audrtor Remuneration and Liability bimitation Agreements) {Amendment} Regulations 2011 Comparatives
for 2011 and 2010 have been re-presented to be on a consistent basis

Audit services — represent fees payable for services in relation to the audit of the parent company and the consolidated financial statements,
including fees for reports under section 404 of the US Public Company Accounting Reform and Invester Protection Act of 2002 (Sarbanes-Oxley)
It also includes fees payable for the statutory audits of the financial statements of subsidiary companies

Audt related assurance services — represent fees payable for services in relation to other statutory filings or engagements that are required by law
or regulation to be carried out by the appointed auditor This includes fees for the audit of the group’s regulatory financial statements and
reporting associated with the group’s US debt shelf registration

Taxation compliance services — represent services for tax returns, audits, monitoring and enquines
Taxation advisary services — represent fees payable for all taxation advisary services not falling within taxation comphiance
All other assurance services — comprise all assurance services not falling within the above categones

All other services — represent fees payable for all non-audit services not covered above, principally compnsing advice on accounting or financial
matters

The audit fee of the company was £41,000 {2011 £41.000, 2010 £41,000)

In order to maintain the independence of the external auditors, the Board has determined policies as to what non-audit services can be provided
by the company’s external auditors and the approval processes related to them Under those policies work of a consultancy nature will not be
offered to the external auditors unless there are clear efficiencies and value-added benefits to the company In this context audit related
assurance services are considered to pose a low threat to auditor independence and, therefore, the proportion of other non-audit services to total
services 1s constdered the most sutable measure to consider This represented 17% of the total fees in 2012 (2011 18%, 2010 17%}

The BT Pension Scheme is an associated pension fund as defined in the Comparues (Disclosure of Auditor Remuneration and Liability Limitation
Agreements) {Amendment) Regulations 2011 In the year ended 31 March 2012 PricewaterhouseCoopers LLP recewved total fees from the

BT Pension Scheme of £1,901,000 (2011 £897,000, 2010 £303,000) in respect of the following services audit of financiat statements of
associates £131,000 12011 £96,000, 2010 £46,000), taxation compliance services £92,000 (2011 £47,000, 2010 £31,000) and other
ncn-audit services of £1,678,000 (2011 £754,000, 2010 £226,000)
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9. Specificitems

The group separately identifies and discloses certain items by virtue of their size, nature or incidence {termed 'specific tems’) Thisis consistent
with the way that financial performance ts measured by management and reported to the Board and the Operating Committee and it assists in
providing a meaningful analysis of the trading results of the group A definition of specific items is provided on page 103

2012 2011 2010
Year ended 31 March £m £m Em
Revenue
German retrospective regulatory ruling® 410 - -
Regulatory settlement - - 52
Other operating income
Loss (profit} on disposal of a subsidiary® 19 - {2)
Operating costs
BT Global Services restructuring charges® 64 192 301
Property rationalisation costs 30 88 121
German retrospective regulatory ruhing? {410) - -
Intangible asset impawrment charges'j - 49
Costs asscaiated with settlement of open tax years - - 5
(256) 329 427
Net finance (iIncome) expense
lnterest expense on pension plan labilities® 2,092 2,323 2211
Expected return on pension plan assets® (2 289} {2,244) {1932}
Interest ncome on settlement of open tax years - - {11}
{197) 79 268
Share of results of associates and joint ventures
[Profit) loss on disposal of interest in associate’ - {42) 12
Impact of renegotiated supply contracts on associate - - {29)
- (42) (x7n
Net speafic tems {credit) charge before tax (24) 366 728
Taxation
Tax charge {credit) on specific items above 22 (72) (190}
Tax credit on re-measurement of deferred tax? {164} {172) -
Tax charge (credit) in respect of settlement of open tax years - 5 {230)
{142) (239) (420)
Net speafic tems [credut) charge after tax (166) 127 308

3 Following a retrospective regulatory ruling in Germany  relation to the peniod from September 2006 to November 2010 a one-off charge was recognised against revenue with an equal reduction in
operating costs

b 2012 a loss arose on the dispesal of the group s 51% shareholding in 115 subsidiary Accel Fronthne Limited

€ The components of the BT Global Services restructunng charges recognised in 2012 2011 and 2010 were networks products and proc channels lization charges of £36m (2011
£41m 2010 £142m), people and property charges of £28m {2011 £12%m 2010 £132m) principally comprising leaver costs and property ext costs. and imangible asset mpairments and other
charges of £n1 {2011 £22m, 2010~ £27m)

d|n 2011 the group recogrised goodwill impawment charges of £39m mainly relating to.an operational restructunng of 2 business acquired several years ago In addition, intangible asset impairments
of £10m were recogrised relating o brands whach zre no longer in use

€ See note 20 for more details

T 1n 2011 a profit arose on the disposal of a 6 5% interest in the group s associate Tech Mahindra In 2010 a loss arose an the disposal of an indirect interest in Tech Mahindra

61n 2012 and 2011 respectvely, a tax credit was recognised for the re-measurement of deferred tax balances as a result of the change in the UK statutory corporation tax rate from 26% to 24%
effectsve v 2013 birt enacted in 2012, and from 28% to 26% effective in 2012 but enacted 1n 2011
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10. Taxation
Analysis of taxation {expense) credit for the year
2012 2011 2010
Year ended 31 March £m £m £m
United Kingdom
Corporation tax at 26% (2011 28%, 2010 28%) {678] {197} (161)
Adjustments in respect of prior pertods 39 (7} 204
Non-UK taxation
Current (60} {40} {31}
Adjustments m respect of prior periods 8 11 -
Total current tax [expense] credit {691) [233) 12
Deferred taxation
Ongination and reversal of temporary differences 58 (184) {53)
Adjustments in respect of prior penods 27 32 63
Impact of change in UK corporation tax rate to 24% {2011 26%) 164 172 -
Total deferred taxation credit 249 20 10
Total taxation (expense) credit (442} (213) 22

Factors affecting taxation expense for the year

The taxation expense on the profit for the year differs from the amount computed by applying the corporation tax rate to the profit before taxation

as a result of the following factors

2012 2011 2010
Year ended 31 March £m % £m % £m %
Profit before taxation 2,445 1717 1,007
Expected taxation expense at UK rate of 26%
{2011 and 2010 28%) {636) 260 {481) 280 (282) 280
Effects of
Non-deductible depreciation and amortisation )] 04 {15) 09 {18} 17
Non-taxable non-UK profits 27 11 {13) 08 26) 26
Overseas losses utilised 75 (30) 53 {31) 35 (3 4)
Lower taxes on non-UK profits {16) 06 {1 - {1) 01
{Lower) higher taxes on gain on disposal of business (5} 02 12 {07) - -
Other deferred tax assets not recognised {1} - (8} 04 {in 16
Associates and joint ventures 3 {0 1) 6 {03) 11 11)
Adjustments in respect of prior periods 74 {31} 36 21) 37 (37
Tax credit In respect of settlement of open tax years - - - - 230 22 9)
Re-measurement of deferred tax balances 164 [67) 172 {100} - -
Other (64) 27 26 {15) 53 {51}
Total taxation (expense) credrt and effective tax rate {442) 181 [213}) 124 22 {22)
Exclude spectfic tems {note 9) [142) {239) (420)
Total taxation expense before specific tems and
effective rate on profit before specific tems [584) 241 (452) 217 {398) 229
Tax credit recognised directly in equity
2012 2011 2010
Year ended 31 March Em £m £m
Defarred tax credit relating to share-based payments 17 91 19
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10. Taxation continued

Tax components of other comprehensive income

The tax {expense) credit relating to compenents of other comprehensive income 15 as follows

2012 2011 2010
Tax Tax Tax
Before {expense) After Before {expense) After Before {expense) After
tax credit tax tax credit fax tax credit tax
Year ended 31 March £m £m Em £m fm £m £m £m £m
Actuangzl (losses) gains relating to
retirement benefit obiigations {2,744} 600 {2,144) 5,109 (1.534) 3575 (4.324) 1,211 (3,113}
Exchange dsfferences on translation
of foreign operations {105) 1) {106) (140} 18 {122) {119) (20) {139)
Fair value movements on available-
for-sale assets (3) - {3) 15 - 15 7 - 7
Farr value movements on cash flow
hedges
—fair value losses {56) 10 146} {347) (124} (471) {1,067} 297 {770}
- recognised n mcome and expense 179 (32) 147 333 119 452 496 (139) 357
- reclassified and reported in non-
current assets - - - - - - {4) 1 {3)
(2.729) 577 {2,152) 4,970 (1,521) 3,449 (5,011} 1,350 (3.661)
Current tax credit (expense) 566 25 (2)
Deferred tax credit {expense) 11 {1,546) 1,352
577 {1,521) 1,350
Deferred taxation
. Retiremeant
Excess capital benefit Share-based
allowances obligations®  payments Other Total
£m £m £m £m £m
Atl Aprit 2010 1,696 {2,196) (41) {199) {740}
(Credit) expense recognised in the income statement {315} 201 {17 111 {20}
Expense recognised 1n other comprehensive income - 1534 - 12 1,546
{Credst) recogmised in equity - - (91) - {91}
Transfer from current tax 56 - - - 56
At 31 March 2011 1,437 {461) {149) {76) 751
Deferred tax asset {461)
Deferred tax hiability 1,212
At1Apri2011 1,437 {451} {149} {76} 751
{Credit]) recognised in the income statement {95) {79) (1) (74) {249}
{Crednt) expense recogmised in other comprehensive income - {36) - 25 {11}
{Credst) recognised in eguity - - {17) - (17
At 31 March 2012 1,342 {576} (167) {125} 474
Deferred tax asset {(626)
Deferred tax hiability 1,100
At 31 March 2012 474

2 |ncludes a deferred tax asset of £1m (2011 £1ml anising an contnbutions payable to defined cantribution pension plans

Junsdictronal netting has been applied except for BT's pension schemes which are disclosed as deferred tax assets

At 31 March 2012, all of the deferred tax asset of £626m (2011 £461m) Is expected to be recovered after more than one year At 31 March
2012, all of the deferred tax liability of £1,100m (2011 £1,212m} s expected to be settled after more than one year
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10. Taxation continued

Factors affecting future tax charges

The rate of UK corporation tax changed from 26% to 24% on 1 Apnl 2012 As deferred tax assets and habifities are measured at the rates that are
expected to apply in the periods of the reversal, deferred tax balances at 31 March 2012 have been calculated using a rate of 24% The impact of
the change of rate decreased deferred tax assets by £48m and deferred tax habilities by £91m totalling a reducticn in net habilitres of £43m This
reduction has been recognised as a deferred tax credit of £164m n the income statement {note 9) and a deferred tax expense of £121m in other
comprehensive income

The Gevernment has also indicated that it intends to enact future reductions in the main rate of UK corporation tax to 22% by 1 Apnl 2014 The
future annual corperation tax reductions of 1% are expected to affect the group’s financial statements The actual impact will depend on the
group s deferred tax position at that time

Unrecognised tax losses and other temporary differences

At 31 March 2012 the group had operating losses, capital losses and other temporary differences carned forward in respect of which

no deferred tax assets were recognised amounting to £21 8bn (2011 £23 5bn) The group’s capital losses and other temporary differences have
no expiry date restrictions The expiry date of operating losses carried forward 1s dependent upon the tax law of the various territories in which the
losses arose A summary of expiry dates for losses in respect of which restrictions apply 1s set out below

2012 Expiry of

At 31 March £m losses
Restricted losses

Europe 430 2013-27
Americas 149 2013-20
Other g 2013-16
Total restricted losses 587

Unrestricted losses

Operating losses 3.430 No expiry
Capstal losses 17,225 No expiry
Total unrestricted losses 20,655

Other temporary differences 576

Total 21,818

At 31 March 2012 the undistnbuted earnings of overseas subsidiaries was £5 2bn {2011 £5 3bn} No deferred tax liabilities have been
recogrised in respect of these unremitted earmings because the group 1s1n a position to control the timung of the reversal of the temporary
differences and it 1s probable that such differences will not reverse in the foreseeable future Temporary differences ansing in connection with
interests in associates and joint ventures for which deferred tax iabiliies have not been recognised are insignificant

11. Earnings per share

Basic eamings per share 1s calculated by dividing the profit attnbutable to equity shareholders by the weighted average number of shares in 1ssue
after deducting the group’s shares held by employee share ownership trusts and treasury shares

In calculating the difuted earnings per share, share options outstanding and other potential shares have been taken into account where the impact
of these 1s dilutive Options over 40m shares (2011 B1m shares, 2010 138m shares) were excluded from the calculation of the total diluted
number of shares as the impact of these 1s antidilutive

Year ended 31 March 2012 2011 2010
Profit attributable to equity shareholders of the parent [£m) 2,002 1,502 1,028
Basic weighted average number of shares {millions} 7,763 7.750 7.740
Diutive shares from share options {mullions) 310 252 174
Dilutive shares hetd in trust {miliions) 128 114 74
Diluted weighted average number of shares {millions} 8,201 8,116 7,988
Basic earnings per share 258p 19 4p 133p

Diluted earnings per share 24 4p 18 Sp 12 9p
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12. Dividends
2012 2011 2010
pence pence pence
Year ended 31 March per share £m per share £m per share £m
Finat diadend paid in respect of the prior year 50 388 46 357 11 85
Intertm dwidend paid in respect of the current year 26 201 24 186 23 178
76 589 70 543 34 263

The Board recommends that a final dividend in respect of the year ended 31 March 2012 of 5 7p per share will be paid to shareholders on

3 September 2012, taking the full year proposed dividend in respect of 2012 to 8 3p (2011 7 4p, 2010 6 9p) which amounts to approximately
£654m (2011 £574m, 2010 £535m) This dividend 1s subject to approval by shareholders at the Annual General Meeting and therefare the

liability of approximately £453m {2011 £388m, 2010 £356m} has not been included in these financial statements The proposed dividend will
be payabie to all shareholders on the Register of Members on 10 August 2012

13. Intangible assets

Brands.
customer Telecoms
relatton- licences Internally
ships and and developed Purchased
Goodwil! technology other software software Total
fm £m £m £m fm £
Cost
At 1 Apnil 2010 1,432 357 290 2,568 1,241 5,888
Additions - - - 435 65 500
Acquisitiens through business combinations 6 - - - - 6
Interest on qualifying assets? - - - 4 - 4
Disposals and adjustments - - - (92) {5) (97)
Impairment charges® {39} (10) - - - (49)
Exchange differences {42} {9 (2) {2) 3 (58)
Atl Apnl 2011 1,357 338 288 2,913 1,298 6,194
Additions - - - 406 53 459
Interest on qualifying assets? - - - 8 - 8
Disposals and adjustments 7 (13) 3 {236) (151} {404)
Exchange differences (11 - (18} - (22} (51)
At 31 March 2012 1,339 325 273 3,091 1,178 6,206
Accumulated amortisation
At 1 Apnl 2010 197 162 927 930 2,216
Charge for the year 47 14 544 86 691
Disposals and adjustments - - {91) (4) {95}
Exchange differences (2 {1 1 (3) {7
At1Apnl 2011 242 175 1,379 1,009 2,805
Charge for the year 34 11 542 108 695
Disposals and adjustments {61 - {242) (143} (391)
Exchange differences - (11 - (19 {30)
At 31 March 2012 270 175 1,679 955 3,079
Carrying amount
At 31 March 2012 1,339 55 98 1,412 223 3,127
At 31 March 2011 1,357 96 113 1,534 289 3,389

2 additions 1o internally generated software n 2012 include interest capitalised at a weighted average borrowing rate of 7 3% (2011 7 8%}

b See note 9 for details
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13. Intangible assets continued
Goodwill impairment review

The group performs an annual goodwill iImpairment review, based on its cash generating units {CGUs) The CGUs that have associated goodwill are
BT Global Services and BT Retall's business units BT Consumer, BT Business, BT Enterprises and BT Ireland These are the smallest identifiable
groups of assets that generate cash inflows that are largely independent of the cash inflows from other groups of assets, and to which goodwill s
allocated Goodwill 1s ailocated to the group’s CGUs as follows

BT Retail
BT Global
Services BT Consumer BT Businass BT Enterprises BT Ireland Total
£m £m £m £m £m Em

At1 Apnl 2010 1,172 65 61 113 21 1.432
Acquisstions through business combinations 6 - - - - 6
Reclassifications - - {15) 15 - -
Imparment charges {39) - - - - {39}
Exchange differences {37) - - (5 - (42)
Atl April 2011 1,102 65 46 123 21 1,357
Disposals {7 - - - - {7}
Exchange differences {13} - - 2 - {11}
At 31 March 2012 1,082 65 46 125 21 1,339

The discount rate used in performing the value in use calculation in 2012 was 9 2% (2011 10 0%) for all CGUs The perpetuity growth rate for
BT Global Services was 2 5% {2011 2 5%) and 2 0% {2011 2 0%) for all BT Retarl CGUs There were no new acquisitions in 2012

Recoverable amount

The value in use of each CGU Is determined using cash flow projections derived from financial plans approved by the Board covering a three-year
penod and a further two years approved by the line of business and group senior management team They reflect management’s expectations of
revenue, EBITDA growth, capital expenditure, working capital and operating cash flows, based on past expenence and future expectations of
business performance Cash flows are also adjusted dewnwards to reflect the different risk attributes of each CGU Cash flows beyond the five-year
penod have been extrapolated using perpetuity growth rates

Discount rate

The pre-tax discount rates applied to the cash flow forecasts are derved from the group’s pest-tax weighted average cost of caprtal The
assumptions used in the calculation of the group’s weighted average cost of capital are benchmarked to externally available data.

Growth rates
The perpetuity growth rates are determined based on the long-term histoncal grawth rates of the regions in which the CCU operates, and they
reflect an assessment of the long-term growth prospects of the sector in which the CGU operates The growth rates have been benchmarked

against external data for the relevant markets None of the growth rates applied exceed the long-term histonical average growth rates for those
markets or sectors

Sensitivities

For the BT Retail CGUs, significant headroam exists 1n each CGU and, based on the sensitivity analysis performed, no reasonably possible changes
in the assumptions would cause the carrying amount of the CGlUs to exceed their recoverable amount

For BT Global Services, the value in use exceeds the carrying value of the CGU! by approximately £770m The following changes in assumptions
would cause the recoverable amount to fall below the carrying value

+ a reduction in the perpetuity growth rate from the 2 5% assumption apphied to a revised assumption of a 0 3% decline or more

. anncrease in the discount rate from the 9 2% assumption applied to a revised assumption of 13 2% or more

+ a reduction in the projected operating cash flows across five years by 23 9% or more
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14. Property, plant and equipment

Network
infrastructure Assetsin
Land and and other course of
buildings? equipment? Other®  construction Total
£m £m £m £m £m
Cost
At Apnl 2010 1,379 42,080 2,151 BO7 46,417
Additions 11 197 180 1,690 2,078
Interest on qualifying assets® - - - 2 2
Transfers 17 1,729 1 (1,747) -
Disposals and adjustments 2) (1,350} ' {13) (1,442)
Exchange differences {6 (39) (8) 3 {56)
At Apnil 2011 1,399 42,617 2,247 736 46,999
Addiuons 21 251 137 1,727 2,136
Interest on quaiifying assets® - - - 1 1
Transfers 7 1,720 1 {1,728} -
Disposats and adjustments {104) (603) (166} {4) (877)
Exchange differences (21) {208) {34} {4) {267}
At 31 March 2012 1,302 43,777 2,185 728 47,992
Accumulated depreaiation
At Aprl 2010 725 29,201 1,706 - 31,632
Charge for the year 63 2,019 206 - 2,288
Disposals and adjustments {13) {1.316) (98] - {1.427)
Exchange differences 3 (24) @ - (34)
At1 April 2011 772 29,880 1,807 - 32,459
Charge for the year 64 2,011 202 - 2.277
Disposals and adjustments {73) (605} {153) - {833)
Exchange differences {16) {171} (30) - {217)
At 31 March 2012 747 31,115 1,824 - 33,686
Carrying amount
At 31 March 2012 555 12,662 361 728 14,306
Engineenng stores - - - 82 82
Total at 31 March 2012 555 12,662 361 810 14,388
At 31 March 2011 627 12,737 440 736 14,540
Engineesing stores - - - a3 83
Total at 31 March 2011 627 12,737 440 B19 14,623
2012 2011
£m £m
The carrying amount of fand and buildings, including leasehold improvements, comprised
Freehold 257 276
Leasehold 298 351
Total land and buildings 555 627

3 The carrying amount of the group s property, plant and equipment includes an amount of £113m {2011 £140m} in respect of assets held under finance leases compnsing land and buiidings of
£62m (2011 £71m} and netwark infrastructure and equipment of £51m {2011 £69m) The depreciation expense on those assets in 2012 was £29m (2011 £33m), compnsing land and buildings of
£3m (2011 £3m) and network infrastructure and equipment of £26m (2011 £30m)

B Other mainly compnses mator vehicles and computers
€ Additions to assets i the course of construction in 2012 include interest capitalised at a weighted average borrowing rate of 7 3% {2011 7 8%)
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15. Associates and joint ventures
2012 2011
Joint Joint
Associates ventures Total Associates ventures Total
£m £m £m £m £m £m
Non-current assets 31 6 37 28 6 34
Current assets 194 6 200 214 5 219
Current habilities (44) (1 {45) {43} (1) (44)
Non-current habilibes {39) - (39 (45} - {45)
Share of net assets at 31 March 142 11 153 154 10 164
Revenue 139 13 152 263 22 285
Expenses {126) {13) {139] (233) (26} {259}
Taxation {3) - (3) {5 - (5)
Share of post tax results 10 - 10 25 4) 21
Jont
Associates ventures Total
£m fm fm
At 1 Apnl 2010 186 9 195
Share of post tax profit {ioss) 25 (4) 21
Additions - 4 4
Disposals (42} - (42)
Dividends received n {7)
Exchange differences {8) 1 {7
At1Apnli2011 154 10 164
Share of post tax profit 10 - 10
Additions 1 - 1
Dividends recewved (3] - {5}
Exchange differences {18) 1 17
At 31 March 2012 142 11 153

At 31 March 2012 the fair value of the group's investments in associates and joint ventures for which published pnice quotations are available was
£262m (2011 £279m) Details of the group’s principal associate at 31 March 2012 are set out on page 163

16. Inventories

2012 2011

At 31 March fm £Em
Consumables 17 28
Work in progress 40 46
Fimished goods 47 47
104 121
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17. Trade and other receivables

2012 2011
At31 March £m £m
Non-current
Other assets® 169 286

2 Other assets includes costs relating to the initial set up, transition or transformation phase of long-tem networked [T services contracts of £85m (2011 £215m) and prepayments and leasing debtors

of £84m {2011 £71m)

2012 2011
£m £m

Current
Trade recervables 1,747 1,770
Prepayments 671 570
Accrued income 730 788
Other receivables 159 204
3,307 3,332

Trade recevables are stated after deducting allowances for doubtful debts, a5 follows

2012 2011
£m £m
Al April 192 219
Expense 104 112
Utdised {104) {136)
Exchange differences {5 (3)
At 31 March 187 192

Trade recevables are continuously monitored and allowances applied against trade recetvables consist of both specific impairments and collective
impairments based on the group’s histonical loss experiences for the relevant aged category and taking into account general economic conditions
Histoncal loss expenence allowances are calculated by line of business in order to reflect the specific nature of the customers relevant to that line

of business

Trade recevables are due as follows

Past due and not specifically imparired

Trade
receivables
specifically Between Between Between
imparred net 0Oand3 3and6 6and12 Over 12
Mot past due of provision maonths months months months Total
£m £m £m £m £m £m £m
2012 947 111 421 28 174 66 1,747
2011 967 127 461 93 71 51 1,770
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17. Trade and other receivables continued
Gross trade receivables which have been specifically impaired amounted to £183m {2011 £193m)

125

Trade recevables not past due and accrued income are analysed below by line of business The nature of customers associated with each line of

business is disclosed 1n note 4

Trade recewvables not past due

Accrued income

2012 2011 2012 2011
At 31 March £m £m Em fm
BT Global Services 609 674 396 422
BT Retall 212 178 93 138
BT Wholesale 90 82 176 176
Openreach 27 25 5@ 47
Other 9 8 6 5
Totral 947 967 730 788

Given the broad and vared nature of the group's customer base, the analysis of trade receivables not past due and accrued income by fine of
business is considered the most appropriate disclosure of credit concentrations Cash collateral held aganst trade and other recevables amounted

to £28m (2011 £29m)

18. Trade and other payables

2012 2011
At 31 March £m £m
Current
Trade payables 3,261 3,250
Other taxation and social security 487 485
Other payables 487 530
Accrued expenses 432 505
Deferred income 1,295 1,344
5,962 6,114
2012 2011
At 31 March £m £m
Non-current®
Other payables 821 762
Deferred income 54 69
875 831

2 Non-current payables mainly relate to aperating lease habilities and deferred gains on a prior peniod sale and finance leaseback transaction
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19. Provisions

BT Global

Services restructuning®  Property® Other® Total

£m £m £m £m

At Apnil 2010 187 272 382 841
Income statement expensed 76 131 190 397
Unwind of discount - 3 - 3
Utilised or released (103) {88} (76) {267}
Transfers - - {15) (15}
Exchange differences (8] - (2) {3}
Atl April 2011 159 318 479 956
Income statement expensed - 80 90 170
Unwind of discount - 5 - 5
Utihsed or released (49} {107) (126) {282)
Transfers (5} - 17 12
Exchange differences - - (4) {4
At 31 March 2012 105 296 456 857
2012 2011

At 31 March £m £m

Analysed as

Current 251 149
Non-current 606 807
857 956

a Amounts provided in relation to the BT Globat Services restructuring arogramme and the contract and financial reviews in 2009 These are being utilised as the obkgations are settled
b property provisions mainly comprise anercus lease provisions ansing from the rationahisation of the group s property portfolio The provisions will be utilised over the remaining lease penoads which

range from one 1o 20 years

< Other provisions include amounts prowided for legal or constructive obligations arising from insurance claims, liugation and regulatery nsks which will be utilised as the abligations are settled

d | ncludes specific items of £80m (2011 £88m) for property ratienalisation costs and £nil 2011 £24m) relating to the BT Global Services restructurng programme
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20. Retirement benefit plans

Background

The group has both defined benefit and defined contnbution retirement benefit plans The group’s main plans are in the UK and the largest by
membership 1s the BT Pension Scheme {BTPS) which 15 a defined benefit plan that has been closed to new entrants since 31 March 2001
Subsequent to that date new entrants have been able to join a defined contribution plan, currently the BT Retirement Saving Scheme (BTRSS), a
contract based defined contnbution arrangement

Defined contribution plans

A defined contribution plan s a pension arrangement under which both the company and participating members pay fixed contnbutions into an
independently admirtstered fund Pension benefits for members of the plan are inked to contributions paid, the performance of each individual’s
chosen investments and the annuity rates at retirement The incame statement charge in respect of defined contribution plans represents the
contribution payable by the group based upon a fixed percentage of employees’ pay The company has no exposure to investment and other
expernence risks

Defined benefit plans

Adefined benefit plan 1s a pension arrangement under which participating members receive a pension benefit at retirement dependent on factors
such as age. years of service and pensionable pay Benefits are determined by the scheme rules and are not dependent upon actual contributions
made by the company or members The plan 1s adrmimistered by an independent trustee who 15 responsible for ensunng that the scheme 1s
sufficiently funded to meet current and future benefit payments and who must therefore agree with the sponsoring company a funding plan for
additional company contnibutions where it 1s esumated that the benefits will not be met from regular contributions and expected investment
returns The income statement service cost in respect of defined benefit plans represents the increase in the defined benefit iability ansing from
pension benefits earned by active employees in the current penod The company is exposed to investment and other expenence risks

BTPS

At 31 March 2012 there were 325,000 members of the BTPS Members beiong to one of three sections depending upon the date they first joined
the scheme Section A 1s for members who joined before 1 December 1971, Section B 1s for members who joined the scheme between 1 December
1571 and 31 March 1986 and Section C 15 for members who joined the scheme on or after 1 Apnl 1986 but before the scheme closed to new
entrants on 31 March 2001 The membership s analysed below

Numberof Number of

active deferred  Number of Total
At 31 March 2012 members members pensioners membership
Sections A and B? 20 500 42,000 177,500 240,000
Section € 25,000 42,000 17,000 85,000
Total at 31 March 2012 46,500 84,000 194,500 325,000
At 31 March 2011
Sections A and B? 23 500 46,000 173.000 242 500
Section C 27,500 42,500 15,000 85,000
Total at 31 March 2011 51,000 88 500 188000 327,500

a5action A and Section B memberships have baen aggregazed in this table as Secuon A members have typically 2lected to take Section B benefits at retrement.

Since 1 April 2009, when changes to member benefits and contrbution rates were introduced, BTPS members have accrued benefits based upon a
career average re-valued earnings (CARE) basis and a normal pensionable age of 65 On a CARE basis benefits are built up based upon earnings in
each year and the benefit accrued for each year is increased by the lower of inflation or the individual’s actual pay increase in eachyearto
retirement Benefits earned for pensionable service prior to that date are based upon a member's final salary and & normal pensionable age of 60
Under the scheme rules the bases for determining the rate of inflation for statutory mimimum rates of revaluation and indexation of benefits are
based upon either the Retail Prices Index {RPI} or the Consumer Prices index (CPI) which apply to each category of member as shown below

Active members Deferred members Penstoners
Section B Benefits accrue on a CARE Preserved benefits are revalued |Increases in pensians in
basis increasing at the lower | before retirement based payment are based upon CPI
of RPI or the individual’s upon CPI
Section C actual pay increase Increases in pensions 1n
payment are based upon RPI
up to a maximum of 5%

Financial statements
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20. Retirement benefit plans continued

Management of the scheme

BT Pension Scheme Trustees Limited (the Trustee) has been appointed by BT to administer and manage the scheme on behalf of the members in
accordance with the terms of the Trust Deed of the scheme and relevant legislation Under the terms of the BTPS Trust Deed there are mine Trustee
divectors all of whom are appointed by BT The chairman of the Trustee 1s appointed after consultation with and with the agreement of the relevant
trade unions who are also responsible for nominating four directors to act as representatives of the members Of the remaining four directors, two
will normally hold sericr pasitiens within the group, and two will normally hold (or have held} senior positions in commerce oF industry Subject to
there being an appropriately qualified candidate at least one of the Trustee directors should be a current pensioner or deferred pensioner of the
BTPS Trustee directors are appointed for a three-year term, but are then ehigible for re-appointment

Further details of the governance of the BTPS, its financial position, performance of its investments and a summary of member benefits are
available 1 the BTPS Annual Report typically published by the Trustee in May or June each year

Accounting under |IAS 19

Group iIncome statement
The expense or income ansing from all group pension arrangements recognised in the group income stateiment is shown below

2012 2011 2010
Year ended 31 March Em £m £m
Recognised in the income statement before speafic tems
Current service cost
- defined benefit plans 267 297 206
- defined contribution plans 126 119 98
Total operating expense 393 416 304
Speatfic tems (note 9)
interest expense on pension plan hiabilties 2,092 2,323 2,211
Expected return on pension plan assets (2,289) (2,244} {1,932}
Net interest {income] expense included n specific items (197} 79 279
Total recognised in the income statement 196 495 583

The service cost that will be recogmsed in the income statement in 2013 relating to defined benefit plans 15 estimated to be around £30m lower
than in 2012 The net pension interest within specific iterns 1s expected to be a credit of around £30m for 2013, a decrease of around £165m,
mainly due to lower expected returns on assets more than offsetting the higher asset values

Group statement of comprehensive income

Actuanal gains and losses arise on both defined benefit [abiiities and plan assets due to changes 1n assumptions compared with the start of the
year and actual expenence being different from those assumptions These are recognised in full in the group statement of comprehensive Income
in the year in which they anse
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20. Retirement benefit plans continued

The history of actuarial gains and losses analysed between amounts ansing from changes in assumptions and amounts arsing from expenence
gains and losses and cumulative amounts incurred to date 15 shown below

2012 2011 2010 2009 2008

At 31 March £fm Em £m £m £m
Present value of defined benefit liabilities {40,989) (39.052) (43,293) (33.326) {34,669)
Fair value of plan assets 38,541 37,222 35,429 29,353 37.448
Net pension {obligation} asset [2,448) {1,830] {7,864} {3,973} 2,779
Actuanal (loss) gain ansing from assumptions used to value

defined benefit habilities® {1,006} 4,617 {11,113} 2652 5,215
Actuanial {loss) gain arising from expenence adjustments on

defined benefit habilties? (668} 258 1,632 {238) {22)
Total actuarial {lass} gain ansing on defined benefit liabilities {1.674) 4,875 {9,481) 2,414 5,193
Total actuanial gain or lass arising on defined benefit habilities

as a percentage of the present value of the defined benefit labiliues 41% 12 5% 218% 7 2% 15 0%
Actuanal (loss) gain arising from expenence adjustment on plan assets® {1,070) 234 5157 {9,451} {2,572
Actuarial gamn or loss ansing from experience adjustment on plan assets

as a percentage of the plan assets 28% Q6% 14 6% 32 2% 69%
Cumulative actuanal {losses} gans ncurred to date {2,550} 194 {4,915} {591} 6,446

2 The actuanal loss of gain on defined benefit iiabilities anses fram changes in the assumptions used to value those liabilibes at the end of the year compared with the assumptions used at the pnor year
end This includes both Rnancial assumptions which are based on market conditiens at the year end, and demographic assumptions such as life expectancy

b The actuanal loss or gam ansing from expenience adjustments on defined benefit liabiities represents the impact on the habilities of differences between actual experience during the year compared
with the assumptions made Such differances might anse, for example from members choosing different benefit options at retrement, actual salary increases being different from those assumed or
actual pension Increases being higher than the long-term inflation assumption

© The actuanial loss of gain ansing from experience adjustments on plan assets represents the difference between actual investment performance in the year and the expected rate of return on assets
assumed at the start of the year

Group balance sheet
The net pension obligation in respect of defined benefit plans reported in the group balance sheet 15 set out below

2012 2011

Present Presant

value of value of
Assets habilities Deficit Assets liabilities Deficit
At 31 March £m £m £m £m £m £m
BTPS 38,345 {40.628) (2,283} 37,034 {38,715) {1,681}
Other plans? 185 (361} {165) 188 {337) (149)
Retirement benefit obligation 38,541 {40,989} (2,448) 37,222 (39,052) [1,830)
Deferred tax asset 575 460
Net pensien obligation {1.873) {1,370}

3ncluded in the present value of hiabilities of other plans 1s £68m {2011 £70m} related to unfunded pension arrangements

£6m {2011 £6m, 2010 £6m) of contributions to defined contribution plans were outstanding at 31 March 2012 and are reported under trade
and other payables in the group balance sheat

Finanaial statements
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20. Retirement benefit plans continued
Movements in defined benefit plan assets and hiabilities

The table below shows the movements on the plan assets and habilities in the year and indicates where they are reflected in the financial

statements
Assets  Labilities Defiat
£m £m £m
At1 Aprif 2010 35,429 143,293) (7.864)
Current service cost - (297) (297)
interest expense on pension plan habilities - (2.323) {2.323)
Expected raturn on pensian plan assets? 2,244 - 2,244
Included in the group income statement 2,244 {2,620} {376)
Actuarial gam ansing on plan assets® 234 - 234
Actuanial gain ansing on defined benefit liabilities - 4,875 4,875
Included in the group statement of comprehensive income 234 4,875 5,109
Reqular contributions by employer 283 - 283
Deficst contnbutions by employer 1,030 - 1.030
Included in the group cash flow statement 1,313 - 1,313
Contributions by employees 15 (15) -
Benefits paid (2,011) 2,014 3
Other movements - (15} {15}
Exchange differences {2 2 -
Other movements {1,998) 1,986 12}
At1Apnl 2011 37,222 {39.052} (1,830)
Current service cost - {267) (267)
Interest expense on pension plan habilities - {2,092) {2,092}
Expected return en pension plan assets® 2,289 - 2,289
Included in the group tncome statement 2,289 {2,359} (70}
Actuanal loss ansing on plan assets? {1.070) - (1.070)
Actuanal loss ansing on defined benefit Labities - (1,674) (1,674)
Inciuded in the group statement of comprehensive income (1,070) {1,674) 2,744}
Regular contributions by employer 179 - 179
Deficit contnbutions by employer 2,000 - 2 000
Included tn the group cash flow statement 2,179 - 2,179
Contributions by employees 14 {14) -
Benefits paid (2,087) 2,091 4
Dther movements _ 5 5
Exchange differences {6} 14 8
Other movements {2,079} 2,096 17
At 31 March 2012 38,541 {40,989} {2,448)

2 The actual return on plan assets in 2012 was a gasn of £1 219m (2011 £2,478m}
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20. Retirement benefit plans continued
BTPS assets

Asset allocation

The target allocation of assets between different classes of investment 15 reviewed regularly and is a key factor in the Trustee’s investment policy
The targets set refiect the Trustee’s views on the appropnate balance to be struck between seeking returns and incurning nsk, and on the extent to
which the assets should be distnbuted to match habdities Current market conditions and trends are continuously assessed and short-term tactical
shifts in asset allocation may be made around the long-term target The BTPS also uses financial instruments to balance the asset allacation and to
manage interest rate risk, liquidity risk and forergn currency risk

in the light of uncertainty in global economic conditions the Trustee has held a more defensive asset allocation dunng the year This has included a
short-term tactical decision to hold a lower equity allocation

The lump sum deficit payment of £2 Obn made m late March 2012 1s included in “cash and other’ In Apnl 2012 the Scheme invested around
£2 0bn of cash in a portfolio of global corporate bonds

Under IAS 19 plan assets must be valued at the bid market value at the balance sheet date For the main asset categories

« securities histed on recognised stock exchanges are valued at dosing bid prices
 properties are valued on the basis of open market value

= unkisted equities are valued in accordance with International Private Equity and Venture Capital {IPEVC) guidelines Unlisted fixed interest and
index-linked instruments are valued using the latest market price or using discounted cash flow madels that consider credit nsk

The fair values of the assets of the BTPS analysed by asset category and the assumptions for the expected long-term rate of return on assets at
31 March were

2012 2011

Expected Expected

long-term long-term

rate of return rate of return
(per year} Asset fair valueb Target  (per year) Assat fair value? Target
At 31 March % £bn % % % £bn % %
UK equities 710 19 5 g 7 %50 32 8 9
Non-UK equities 710 59 16 22 790 82 22 22
Fixed-interest securities 370 74 19 22 500 44 12 22
Index-hnked securrties 290 74 15 15 410 59 16 15
Property 650 41 11 11 700 39 11 11
Alternative assets? 600 81 21 21 670 73 20 21
Cash and other 220 35 9 - 360 41 11 -
540 383 100 100 635 370 100 100

2 Alternative asset classes include commodities hedge funds private equity, infrastructure and credit opportunities
b At 31 March 2012 and 31 March 2011 the scheme s assets did not 1nclude any ordinary shares of the company However, the scheme held £8m {2011 £7m) of index-tinked bonds and £ril {2021
£10m) of bonds 1ssued by the group

The expected returns an fixed-interest and index-linked secunties are based on the gross redemption yields at the start of the year which assume
that the secunity 1s held to matunty Expected returns on equities, property and alternative asset classes are based on a combination of an estimate
of the nsk premum above yields on government bonds, consensus economic forecasts of future returns and histonical returns

The overall expected long-term rate of return on assets at the end of the year is derived using the expected long-term rates of return for each
category of asset weighted by the target asset allocation The resulting percentage 1s used to calculate the expected return on plan assets reported
in the income statement n the following year as a specific item

Financial statements

The Trustee reports an investment performance aganst a target benchmark which 1s based on the target asset mix and the market returns for each
asset class BTPS performance against the benchmark for the periods to 31 December 2011 was as follows

Over

Target Actual {under)

benchmark BTPS performance

Period ending 31 December 2011 % % %
1year 37 17 {2 0}
Iyears 86 84 {02
10 years 54 62 08

Further commentary on investment performance ts provided by the Trustee in the BTPS Annual Report
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20. Retirement benefit plans continued
BTPS habilrties under 1AS 19

Valuation methodology

The habilities of the BTPS are measured as the present value of the best estimate of future cash flows to be paid out by the scheme using the
projected unit credit method The present value of scheme liabiiiies 1s calculated by estimating future benefit payments and discounting the
resulting cash flows These calculations are performed for the company by a professionally qualified independent actuary

The expected future benefit payments are based on a number of assumptions including future inflation, retirement ages, benefit options chosen
and life expectancy and are therefore inherently uncertain Actual benefit payments in a given year may be higher or lower, for example If
members retire sooner or later than assumed, or take more or less cash lump sum at retirement  The estimated duration of BTPS habilities, which is
an indicator of the weighted average term of the liabilities, 15 15 years (2011 15 years) although the benefits payable by the BTPS are expected to
be paid over more than 80 years as shown in the following graph

Forecast benefits payable by the BTPS at 31 March 2012

£m
3,000

2,500 N

2,000 // \\

1500

1,000 \

~___

2013 2033 2063 2073 2083

Key assumptions—1AS 19
The key financial assumptions used to measure the liabilities of the BTPS under 1AS 19 are as follows

Nominal rates (per year)? Real rates {per year)®
2012 2011 2010 2012 2011 2010
At 31 March % % % % % %
Rate used to discount habilities 495 550 550 184 203 183
Inflation = increase n RPI 305 340 360 - - -
Inflation — increase in CP) 230¢ 2 409 nfa {0 75)¢ (104 nfa
Average future Increases in wages and salanes 305 340 360 - - -

3 The porminal rate is wsed to discount the future expected benefit payments
The real rate 15 calculated relative to RPIinflation and 1s shawn as a comparator

€ Assumed w reduce by 0 45% per year after the third year

9 Assumed to be 0 50% per year lower for the first year

Rate used to discount habilities

1AS 19 requires that the discount rate 15 determined by reference to market yields at the reporting date on high quality corporate bonds The
currency and term of these should be consistent with the currency and estimated term of the pension obligations In line with developing best
practice and refiecting a more sophisticated methodalagy, the discount rate at 31 March 2012 1s based on a market-based AA corporate bond
yield curve that matches the duration of the BTPS liabilities This improved approach will be appiied consistently going forward At 31 March 2011
and 2010 the discount rate was based on a published index yield for a basket of corporate bonds and had this approach continued to be applied at
31 March 2012 the discount rate would have been around 30 basis points lower and the net pension defiait around £1 4bn higher net of tax




Financial statements

133
Notes to the canschidated financial statements

20. Retirement benefit plans continued

Inflation - increases in RP1 and CPI

Salary increases are assumed to be aligned with RP1inflation whilst benefits are assumed to increase by either RP1 or CPlinflation as prescribed by
the rulies of the BTPS and summansed above The assumption for RPI has been assessed by reference to yields on long-term fixed and index-linked
Government bonds and Bank of England published inflationary expectations CPiis assessed at a margin below RPI taking into account market

forecasts and independent estimates of the long-run difference, such as the Office of Budgetary Responsibility's projection of a long-term
difference of between 1 3% to 1 5%

Longewity

The average life expectancy assumptions, after retirement at 60 years of age, are as follows
2012 2011
Numberof  Mumber of
At 31 March years years
Male in lower pay bracket 258 253
Mate in higher pay bracket 275 276
Fernaie 283 282
Average improvement for a member retining at age 60 in 10 years time 10 11

The assumptions about life expectancy have regard to information published by the UX actuarial profession’s Continuous Mortality Investigation
However, due to the size of the membership of the BTPS it 1s considered appropnate for the adopted hfe expectancy assumptions to take into
account the actual membership expenence of the scheme Allowance 1s alse made for future improvements in mortality The BTPS actuary
undertakes formal reviews of the membership expenence at every triennial valuation

Sensitivity analysis of the pninapal 2ssumptions used to measure BTPS hiabilies
The assumptions on the discount rate, inflation, salary increases and ife expectancy all have a significant effect on the measurement of scheme

liabiltries The following table provides an indication of the sensitvity of the |AS 19 pension hiability at 31 March 2012, and of the ncome
statement charge for 2013, to changes in these assumptions

{Decrease)
Decrease Decrease  increase in
{encrease} in {increase} in  net finance

hability service cost Income
£bn £m £m
0 25 percentage point increase to
—discount rate 14 10 {5}
— inflation rate {assuming RPI, CP] and salary increases all move by O 25 percentage points) {12) {10 15
- salary increases {assuming RPI and CPl are unchanged) {02) {5} (10)
Addrtional one year increase to life expectancy {09) (5} (45}
0 1 percentage pownt increase In expected return on assets - - 35

BTPS funding

Trienmial funding valuation

The trienfual valuation 1s carned out for the Trustee by a professionally qualified independent actuary, using the projected unit credit method The
purpose of the valuation 1s to design a funding plan to ensure that the scheme has sufficient funds available to meet future benefit payments The
latest funding valuation was performed as at 30 June 2011 rather than at 31 December 2011, the latest allowable date, which enabled the

valuation to be largely completed and a lump sum deficit payment of £2 Obn to be made before 31 March 2012 The next funding valuation will
have an effective date of no later than 30 June 2014

The valuation basis for funding purposes, which ts based on prudent assumptions, 1s broadly as follows

- assets are valued at market value at the valuation date, and

« labilities are measured on an actuanal funding basis using a projected unit credit method and discounted to their present value

Financial statements
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20. Retirement benefit plans continued
The results of the two most recent tniennial valuations which have been performed using the same methodology were

June December

2011 2008

valuation valuation

fbn £bn
BTPS labilities (40 8) {40 2)
Market value of BTPS assets 369 312
Funding deficit (39) {90}
Percentage of accrued benefits covered by BTPS assets at valuation date 90 4% 77 6%
Percentage of accrued benefits on a solvency basis covered by the BTPS assets at the valuation date 66 0% 57 0%

The reduction of the funding deficit in the penod from 31 December 2008 te 30 June 2011 reflects an increase in scheme assets due to defiat
contribution payments totalling £1 6bn and streng investment performance of 10 1% per year The liabilitres have increased due to a lower
discount rate which was partly offset by the impact of the announcement in July 2010 by the Government that CPI, rather than RPI, will be used
as the basis for determining the rate of inflation for the statutory mimmum rate of revaluation and indexation of accupational pension nghts

Key assumptions — funding valuation
These valuations were determined using the following prudent fong-term assumptions

Norninal rates {per year) Real rates (per year)?

June  December June  December
2011 2008 2011 2008
valuabon  valuation  valuaten  valuation
% % % %

Discount rate
- Pre-retirement liabilities 635 676 305 365
- Post retirement labilities 490 521 165 215
Average long-term increase in RPI 320 300 - -
Average long-term increase in CPI 220 nfa {10) nfa
Average future increases in wages and salares 320 300 - -
Average increase in pensions hnked to RPi 320 300 - -
Average increase in pensions hinked to CPI 220 nfa 1o nfa

2 The real rate s calculated relative to RP1 nflation and 15 shown as 2 comparator

The average Iife expectancy assumptions, after retirement at 60 years of age, are as follows

June December

2011 2008

valuation valuation

Numberof  Number of

At date of valuation years years

Male in lower pay bracket 260 255

Male in higher pay bracket 278 277

Female 285 283

Average improvement for a member retining at age 60 in 10 years time 12 11
Payments made to the BTPS

2012 2011

Year ended 31 March fm fm

Ordinary contnbutions 171 266

Deficit contnbutions 2000 1.030

Total contributsons in the year 2,171 1,296

The group expects to contribute approwmately £550m to the BTPS in 2013, compnising ordinary contnbutions of £225m and deficit contnbutions
of £325m In 2012 ardinary contributions were lower compared with 2011 due to a deduction to recover overpayments made in an earlier year
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20. Retirement benefit plans continued

Future funding obligations and recovery plan

Under the terms of the Trust Deed, the group Is required to have a funding plan, determined at the conclusion of the tnermal funding valuation,
which 1s a legal agreement between BT and the independent trustee and should address the deficit over a maximum period of 20 years

in May 2012, the 2011 trienmial funding valuation was finalised, agreed with the Trustee and certified by the Scheme Actuary The funding deficit at
30 June 2011 was £3 9bn Under the associated recovery plan BT made a payment of £2 Obn in March 2012 and will make defict payments of
£325m 1 March 2013 and 2014 followed by seven annual payments of £285m 1n each year from 2015 to 2021 The valuation in addition
determined that the ordinary contributions rate required to meet the benefits of current employed members reduce to 13 5% of pensionable salaries
{including empioyee contnbutions) from 13 6% with effect from 1 June 2012

The valuation documentation will now be subrmitted to the Pensions Regulator for review The final Court decision in the Crown Guarantee case, after
any appeals, will give greater clarity as to the extent to which the liabilities of the BTPS are covered by the Crown Guarantee This will inform the
Pensions Regutator's next steps with regard to the valuation of the scheme

Under the 2008 recovery plan, the group made payments of £525m in December 2009 and 2010, and £505m 1in March 2011 The next payment
would have been £583m in December 2012 and subsequent annual payments over the next 13 years would have increased by 3% per year to
£856min 2025

Other protections
The 2011 funding agreement with the Trustee included additional features for BT to provide support to the scheme

« Inthe event that net cumulative shareholder distributions exceed cumulative pension deficit contributions over the period from 1 March 2012
to 30 June 2015 then BT will make additional matching contributions to the scheme Shareholder distnbutions indude dividends and the cost of
share buybacks {excluding any possible buybacks assoniated with existing employee share plans) after deducting any proceeds from the 1ssue of
shares BT will consult with the Trustee if it considers making a special dividend or embarking on a share buyback programme [excluding any
possible buybacks associated with existing employee share planst These prowisions apply until the finalisation of the next valuation or 30 June
2015 at the latest

In the event that BT generates net cash proceeds greater than £1bn from disposals and acquisiions in any year to 30 June then BT will make
additiona! contributions to the scheme equal to one third of those net cash proceeds BT will consult with the Trustee if it considers making
acquisitions with a total cost of more than £1bn in any 12-month penod These prowisions apply until the finalisation of the next valuation or
30 September 2015 at the latest

A negative pledge that prowides protection that future creditors will not be granted supertor secunty to the scheme in excess of a £1 Sbn thresheld
This prowision applies until the defiait reduces below £2 0bn at any subsequent funding valuation

In addition, in order to provide greater certainty, BT has commetted to a schedule of future potential payments based upon a range of deficits at the
next tnennial valuations at 2014 and 2017 These payments would be in addition to the remaining deficit payments of £295m per year under the
2011 recovery plan and woutd have a maximum value of around £3 6bn in 2014 and £3 Obnin 2017 based on 2011 discotnt rates

At the 2014 vatuation, the remaiming 2011 recovery plan will be worth about £1 7on [based on 2011 discount rates) If the deficit agreed at
the 2014 valuation exceeds this level, BT will provide extra payments in addition to the remamming £295m annual deficit payments under the
2011 recovery plan The amounts payable are dependent on the level of the deficit as shown in the table below

Additional contributions payable

2015 2016 2017 g

£m £m £m g

[

Deficit above remaining 2011 recovery plan present value E
£nil - — - :
£1 Cbn 199 205 211 S
£2 0bn 273 282 289 8
£2 8bn or above 360 371 381 [V

At deficit levels between these values the level of additional contnibutions 1s scaled accordingly At a level of £2 9bn or above these are
the maximum additional contributions under the terms of this agreement A new agreement would cover additional contributions if these
are required
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20. Retirement benefit plans continued
A similar mechanism applies based on the deficit agreed at the 2017 valuation If this exceeds the outstanding recovery plan {with the
remaining 2011 recovery plan worth about £1 1bn 1n 2017, based on 2011 discount rates), BT will provide extra payments dependent on the
level of the deficit as shown in the table below
Additional contributions payable

2018 2019 2020 2021 2022 2023 2024
£m £fm £m £m £m £m £m

Deficit above remaining 2014 recovery plan present value
£nll - - - - - - -
£1 0bn 197 203 209 215 207 213 -
£2 0bn 341 351 362 373 358 369 381
£2 9bn or above 393 404 416 429 670 670 670

A new agreement would cover additional contributions If these are required

It the deficit at 2014 1s below the value of the remairing 2011 recovery plan, no additional deficit contributions are necessary and the
remaining recovery plan will be revised Likewise, if the deficit at 2017 1s below the remairing recovery plan at that time

Other protection of BTPS member benefits
in the unlikely event that the group were to become insolvent there are additional protections available to members

- the Crown Guarantee which was granted when the group was privatised in 1984 and which applies upon the winding up of BT The scope and
extent of the Crown Guarantee 1s being clanfied by the Trustee through the courts The decision of the High Court 1ssued in October 2010 was

that the Crown Guarantee can cover members who joined before and after privatisation The Court confirmed that any payments to be made by

the Government must be measured on an annuity basss In a further High Court decision issued in December 2011, it was deaided that the
Crown Guarantee does not cover the benefits of members accrued while in service with companies that participate in the BTPS other than BT
nor does 1t cover benefit augmentations granted by BT The judgments may still be subject to appeal

« the Pension Protection Fund (PPF} may take over the scheme and pay benefits to members not covered by the Crown Guarantee There are
lsmits on the amounts paid by the PPF and this would not give exactly the same benefits as those provided by the scheme

21. Share-based payments

The company has savings-related share option plans for its employees and those of participating subsidianies, further share option plans for
selected employees and a stock purchase plan for employees in the US It also has several share plans for executives All share-based payment
plans are equity settled and details of these plans and an analysis of the total charge by type of award Is set out below

2012 2011 2010

Year ended 31 March £m fm £m
Employee Sharesave Plans 25 23 25
Incentive Share Pian {ISP) 43 37 29
Deferred Bonus Plan {DBP) 8 5 13
Retentien Share Plan (RSP} - - 1
Other plans {1} 3 3
75 68 71

Employee Sharesave Plans

Under an HMRC approved savings-related share option plan employees save on a monthly basis, over a three or five-year penod, towards the
purchase of shares at a fixed price determined when the option 1s granted This price 1s usually set at a 20% discount to the market price for five-
year plans and 10% for three-year plans The options must be exercised within six months of matunity of the savings contract, otherwise they
lapse Similar plans operate for BT's averseas employees
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21. Share-based payments continued
Incentive Share Plan

137

Under the Incentive Share Plan, participants are only entitled to these shares in full at the end of a three-year period if the company has met the
relevant pre-determined corporate performance measures and If the participants are still employed by the group In 2012 the corporate
performance measures for the ISP were amended 40% of each share award 15 finked to a total shareholder return target (TSR} for a comparator
group of companies from the beginning of the relevant performance penod, 40% 1s linked to a three-year cumulatve free cash flow measure, and
20% to growth in underlying revenue excluding transit For ISP awards made in 2011 and 2010, 50% of each share award was hinked to a TSR
target for a comparator group of companies from the beginning of the relevant performance period and 50% was linked to a three-year

cumulative free cash flow measure

Deferred Bonus Plan

Under the Deferred Banus Plan, awards are granted annually to selected employees of the group Shares in the company are transferred to
participants at the end of three years If they continue to be employed by the group throughout that peniod

In accordance with the terms of the ISP and DBP, dividends or dividend equivalents earned on shares during the conditional periods

are reinvested in company shares for the potential benefit of the participants

Share option plans

Movements m Employee Sharesave options during 2012, 2011 and 2010 are shown below

Movement in the number of share options

Weighted average exercise price

2012 2011 2010 2012 2011 2010

milliens millions millions pence pence pence

Outstanding at 1 Apnil 567 534 136 77 76 160
Granted 33 78 490 161 107 63
Forferted (17} (28) {44} 97 94 107
Exercised 12 3 (L 132 163 125
Expired (10) {14) 47) 140 175 150
Outstanding at 31 March 561 567 534 78 77 76
Exercisable at 31 March 1 1 1 128 111 163

The weighted average share pnce for all options exercised duning 2012 was 203p {2011 181p, 2010 136p)

The following table summiarises information relating to options outstanding and exercisable under Employee Sharesave plans at 31 March 2012

Number of Number of

Exercise  outstanding exercisable

price options options

Narmal dates of vesting and exercise [based on calendar years) per share millions millions
2012 68p-262p 121 1
2013 104p-185p 34 -
2014 B6lp-175p 341 -
2015 104p-158p 44 -
2016 156p 21 -
Total 561 1
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The aptions outstanding under Employee Sharesave plans at 31 March 2012 have weighted average remaining contractual lives as follows

Employee Sharesave plans

Weighted

Weighted Number of average

average  outstandimg remaining

exercise options  contractual

Range of exercise prices price milhons Iife
61p 61p 316 34 months
68p 68p 115  10months
104p-185p 125p 125 38 months
262p 262p 5 10 months
Total 79 561 30 months

Dunng 2012 1m (2011 5m, 2010 4m) options were forferted, 2m (2011 mil, 2010 rul) cptions exercised and 2m {2011 4m, 2010 ml) options
expired under former executive share option plans (GSOP and GLOP} Under these plans 24m (2011 29m, 2010 38m) options were outstanding
atthe end of the year and are exercisable up to 2015 The weighted average exercise price of the outstanding options was 198p (2011 207p,
2010 255p) At31 March 2012 outstanding options under GSOP and GLOP had a weighted average remaining contractual life of 17 months

Executive share plans
Movements in executive share plans during 2012 are shown below

Number of shares {miliens)

DBP RSP Total
At1l Aprl 2011 1145 187 03 1335
Awards granted 300 67 03 370
Awards vested - {55} {02) (57)
Awards lapsed {352} [09) - {361)
Dividend shares reinvested 49 09 - 58
At 31 March 2012 1142 199 04 1345

At 31 March 2012, 0 1m shares {2011 O 3m) were held in trust and 134 4m shares {2011 133 2m) were held in treasury for executive share plans

Fair values

The following table summarnises the fair values and key assumptions used for valuing grants made under the Employee Sharesave plans and ISP in

2012,2011 and 2010

2012 2011 2010
Employee Employee Employee

Year ended 31 March Sharesave ISP Sharesave ISP Sharesave 15p
Weighted average farr value 44p 170p 34p 108p 14p 106gp
Weighted average share price 198p 198p 138p 134p 80p 131p
Werghted average exercrse price 161p - 107p - 63p -
Expected dmvdend yield 53%-55% 53% 5 4%-5 8% 5 4% 5 7%—6 4% 65%
Risk free rates 11%-2 0% 11% 12%-22% 12% 2 2%-2 8% 2 5%
Expected volatility 31 0%-35 6% 312% 344%414% 344% 269%-307% 385%

Employee Sharesave grants are valued using a Binomial eptions prnicing madel Awards under the ISP are valued using Monte Carlo simulations
TSRs were generated for BT and the comparator group at the end of the three-year performance penod, using each company’s volatility and

dridend yield, as well as the cross correlation between pairs of stocks
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Volatility has been determined by reference to BT's historical volatihity which is expected to reflect the BT share price in the future An expected life
of three months after vesting date 1s assumed for Employee Sharesave options and for all other awards the expected Iife s equal to the vesting
period The risk-free interest rate 1s based on the UK gilt curve in effect at the time of the grant, for the expected life of the option or award

The fair values for the DBP and RSP were determined using the market price of the shares at the date of grant The weighted average share price
for DBP awards granted in 2012 was 198p (2011 131p, 2010 131p)

22. Investments

2012 2011
At 31 March £m £m

Non-current assets
Avatlable-for-sale 58 61
Fair value through profit and less 10 -
68 61

Current assets

Available-for-sale 505 1
Loans and receivables 8 7
Fair value through profit and loss - 11
513 19

The majonty of current asset investments are held for peniods ranging from one day to one year

Current assets consist of investments in AAA rated liquidity funds denominated in Sterfing of £505m (2011 £mil} Non-current assets include
unlisted nvestments of £27m {2011 £27m) and listed investments of £31m (2011 £34m)

23. Cash and cash equivalents

2012 2011
At 31 March £m £m
Cash at bank and in hand 256 141
Cash equivalents
Loans and recewvables
US deposits 66 20
UK deposits 8 182
European deposits 1 B
Total cash equivalents 75 210
Total cash and cash equivalents 331 351
Bank overdrafts {8) (26)
Cash and cash equivalents per the cash flow statement 323 325

The group has cross undertaking guarantee facilities across certain bank accounts which allow a legally enforceable nght of set-off of the relevant
cash and overdraft balances on bank accounts included within each scheme

The group’s cash at bank included restricted cash of £76m {2011 £77m), of which £68m {2011 £59m) were held n countnes in which prior
approval 1s required to transfer funds abroad Such liquid funds are at the group’s disposition within a reasonable penod of time if it comphes with
these requirements The remaining balance of £8m {2011 £18m} were held in escrow accounts
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24. Loans and other borrowings

2012 2011
At31 March Em fm
US Dollar 5 15% bonds January 20132 538 537
Eura 5 25% bonds January 20132 842 898
Euro 5 25% bonds June 20142 650 693
Euro 6 125% bonds July 20142 522 557
Euro 6 5% bonds July 20152 B74 930
Sterling 8 50% bonds December 2016 (2011 8 75% minimum 7 5%°) 705 715
Sterling 6 625% bonds June 20172 525 525
US Dollar 5 95% bonds January 20182 697 695
Sterling B 625% bonds March 2020 298 298
Sterling 3 5% index linked bonds April 2025 358 340
Sterling 5 75% bonds December 2028° 686 605
US Dollar 9 625% bonds December 2030{2011 9 875% mimmum 8 625%)? 1,719 1,714
Sterling 6 375% bonds June 20372 522 521
Total listed bonds 8,936 9,028
Finance leases 285 294
Sterling 6 375% bank loan due August 2012 312 312
Commercial paper® 588 71
Other loans 357 125
Bank overdrafts 8 26
Total other loans and borrowings 1,265 534
Tetal loans and borrowings 10,486 9,856

3 pesignated in a cash flow hedge relationship

The interest rate payable on this bond attracts an additional 1 25% for a downgrade by one credit rating category by erther or bath Moady s and 56P below Baa3/B8B-, respectvely

€ The interest rate payable an these bonds will be subject to adjustment from time to time if erther Moody s or S&P reduce the rating ascribed to the group s semior unsecured debt below A3 in the case
of Moody s or below A- 1 the case of S&P In this event the interest payable on the bonds and the spread applicable to the floating bonds will be increased by O 25% for each rating category
adjustment by each rattng agency In addiion if Moody < ar S&P subsequently increase the ratings ascnbed to the group s senior unsecured debt, then the interest rate will be decreased by 0 25% for
each rating <ategory upgrade by each rating agency, but in no event will the interest rate be reduced below the minimum interest rate reflected in the above table In July 2011 S&P upgraded BT s
tredit rating by one category to BBB At the next coupon date in 2012 the rate payable on these bonds decreased by 0 25 percentage pawts

d Designated in a fair value hedge relationship

e¢ 1al paper 1s denc d n Euros of £208m {2011 £56m) and US Dollars of £380m (2011 £15m}

1 Current habilitias of £2 887m consist of listed bonds of £1,366m {201t £nil}, Sterling bank loans of £300m (2011 £mil} bank averdrafts of £8m {2011 £26m) commercial paper of £588m (2011
£71m), Snance leases of £15m {2011 £2m) other loans of £355m (2011 £125m) and accrued interest on listed bonds of £255m {2011 £264m)

The interest rates payable on loans and borrowings disclosed above reflect the coupons on the underlying issued loans and borrowings and not the
interest rates achieved through applying associated cross-currency and interest rate swaps in hedge arrangements

The carrying values disclosed above reflect balances at amortised cost adjusted for accrued interest and current fair value adjustments to the
relevant loans or borrowings This does not reflect the final principal repayment that will anse after taking account of the relevant derivatives in
hedging relationships which is reflected in the table below Apart from finance leases, all borrowings as at 31 March 2012 and 2011 were unsecured
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2012 2011
Effect of Principal Effect of Principal
hedging repayments hedging repayments
Carrying and  at hedged Carrying and  at hedged
amount Interest? rates amount interest® vates
At 31 March £m £m £m £m £m £m
Repayments fall due as follows
Within one year, or on demand 2,887 {262) 2,625 485 (266) 219
Between one and two years 10 - 10 1,747 {66) 1,681
Between two and three years 1,132 26 1.158 10 - 10
Between three and four years 845 {40) 805 1,209 (48) 1,161
Between four and five years 695 - 695 901 (94) 807
After five years 4,839 {207 4,632 5,507 {198} 5.309
Total due for repayment after more than oneyear 7.521 [221) 7,300 9,374 {406) 8,968
Total repayments 10,408 (483) 9,925 9,859 (672} 9,187
Fair value adjustments for hedged nsk 78 {3
Total loans and cther borrowings 10,486 9,856
a pdjustments for hedging and interest reflect the impact of the currency element of denvatives and adjust the repayments to exclude interest recognised in the carrying amount
As noted above, the principal repayments of loans and borrowings at hedged rates amounted to £9,925m (2011 £9,187m) The table below
reflects the currency nsk and interest cash flow and fair value nsk associated with these loans and borrowings after the impact of hedging
2012 2011
Fixed rate Floating rate Fixed rate Floating rate
interest interest Total interest interest Total
At31 March £m £m £m £m £m £m
Sterling 7.948 1,522 9,470 7,954 913 8,867
Euro - 447 447 - 283 283
US Dollar 6 1 7 18 2 20
Other - 1 1 - 17 17
Total 7,954 1,971 9,925 7,972 1,215 9,187
Weighted average effective fixed interest rate
Sterling 73% 7 4%

The floating rate loans and borrowings bear interest rates fixed in advance for penods ranging from one day to one year, primarnly by reference to

LIBOR and EURIBOR quoted rates

Obligations under finance feases at the balance sheet date are analysed as follows

2012 2011 2012 2011

Repayment of

outstanding

Minimum lease payments lease obligations

At 31 March £m £m £m £m
Amounts payable under finance leases

Within one year 37 19 15 2

In the second to fifth years inclusive 102 128 34 57

After five years 484 513 236 235

623 660 285 294

Less future finance charges (338} (366) - -

Total finance fease obligations 285 294 285 294

Assets held under finance leases mainly consist of buildings and network assets The group s obiigations under finance leases are secured by the

lessors’ title to the leased assets
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25. Finance expense and income

2012 2011 2010
Year ended 31 March £m £m £m
Finance expense
interest on histed bonds? & 607 775 806
Interest an finance leases® 18 18 18
Interest on other borrowings® 42 56 58
Unwinding of discount on provisions® S 3 4
Fair value moverments on denvatives® 29 34 19
Finance expenset ¢ 701 886 905
Less amounts included in the cost of qualifying assets’ {9) {6} (3)
Total finance expense before specific tems 692 880 902
Speafic tems (note 9) 2,092 2,323 2,211
Total finance expense 2,784 3,203 3,113

8 Calculated using the effective interest rate method unless otherwise stated below

b Includes a not charge of £5m (2011 £38m, 2010 £44m} relaung to fair value mavements on denivatives recycled from the cash flow reserve

€ includes a charge of £16m {2011 £2Bm 2010 £9m) arising from restructunng certain denvatives and a charge of £13m {2011 £6m 2010 £10m} due to fair value movements on denvatives not
tn 2 designated hedge refationship

d Indludes a net credit of £174m (2011 £293m, 2010 £451m) relating to foreign exchange movements on Joans and borrowings and a net change of £174m {2011 £293m, 2010 £451m) refating to fair
value movements an denvatives recycled from the cash flow reserve The items generating these foreign exchange movements are indesignated hedge relationshups

@ |ncludes a net charge of £81m (2011 net credwt of £3m, 2010 net credit of £29m) relaung to fair value movements ansing on hedged items and net credit of £81m (2011 net cha rge of £3m 2010
net charge of £29m) relating to fair value movements anising on derivatives designated as faur value hedges

f The waighted average captalisation rate on generai borrowings was 7 3% i 2012 (2011 7 8% 2010 7 9%)

2012 2011 2010
Year ended 31 March £m £m fm
Finance income
Interest on avallable-for-sale investments 6 9 5
Interest on loans and recevables 5 7 7
Dther interest and simdar income - 19 -
Total finance income before speafic items 11 35 12
Specaficitems {note 9) 2,289 2,244 1943
Total finance income 2,300 2,27% 1,955

2012 2011 2010
Year ended 31 March £m £m £m
Net finance expense before specic items 681 845 890
Specificstems {note 9) (197) 79 268

Net finance expense 484 924 1,158
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26. Finandial instruments and risk management

The groLp 1ssues or halds finanaal instruments mainly to finance its operations, to finance corporate transactions such as dividends, share
buybacks and acquisitions, for the temporary investment of short-term funds, and ta manage the currency and interest rate nsks ansing from its
operations and from its sources of finance In addition, vanous financial instruments, for example trade recevables and trade payables, arise
directly from the group’'s operations

Financial nsk management

The group's activities expose it to a vanety of financial nsks market nsk (including interest rate nsk and foreign exchange nisk), credit nsk and
fiquidity nsk

Funding and exposure management

The group finances its operations primanly by a mixture of issued share capital, retained profits and long-term and short-term borrowing The
group borrows in the major long-term bond markets 1n major currencies and typically, but not exclusively, these markets provide the most cost
effective means of long-term borrowing The group uses denvative financial instruments pnmanly to manage its exposure to changes in interest
and foreign exchange rates against these barrowings The dervatives used for this purpose are principally interest rate swaps, cross-currency
swaps and forward currency contracts The group also uses forward currency cantracts to hedge some of 1ts currency exposures ansing from
overseas operations The group does not hold or 1ssue denvative financial instruments for trading purposes All transactions in dervative financial
instruments are undertaken to manage the nsks ansing from underlying business activities

Treasury operations

The group has a centralised treasury operation whose primary role 1s to manage hiquidity, funding, investments and counterparty credit nsk ansing
from transactions with financial institutions  The treasury operation also manages the group’s market exposures, including risks from volatility in
currency and interest rates The treasury operation acts as a central bank to group entities providing central deposit taking, funding and foreign
exchange management services Funding and deposit taking 1s usually provided in the functional currency of the relevant entity The treasury
operation 15 not a profit centre and its objective 1s to manage finanaal risk at optimum cost

Treasury policy

The Board sets the policy for the group's treasury operation Group treasury activiies are subject to a set of controls commensurate with the
magnitude of the borrowing, investments and group-wide exposures The Board has delegated its authority to operate these policies to a senes of
panels that are responsible for the management of key treasury nsks and operations Appomtment to and remaoval from the key panels requires
approval from twe of the Chairman, the Chief Executive or the Group Finance Director

The management of exposures anising from trading related financial instruments, pnmarily trade recervables and trade payables, 1s through a
senes of policies and procedures set at a group and line of business level Line of business management apply and review these policies and
procedures to assess and manage the financal nisk arising from these financial instruments

There has been no change in the nature of the group's nisk profile between 31 March 2012 and the date of approval of these financial
statements

Interest rate nsk management

Management pohcy

The group has interest-beanng financal assets and habiliies which may expose the group to either cash flow or fair value volatility The group’s
pelicy, as prescribed by the Board, 1s to ensure that at least 70% of net debt is at fixed rates Short-term interest rate management is delegated to
the treasury operation while long-term interest rate management decisions require further approval by the Group Finance Director, Director
Treasury, Tax and Risk Management or the Treasurer who have been delegated such authonity from the Board
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26. Financial instruments and risk management continued

Hedging strategy

In order to manage the group’s interest rate profile, the group has entered into cross-currency and interest rate swap agreements with commeraial
banks and other instriutions to vary the amounts and penods for which interest rates on borrowings are fixed The duration of the swap
agreements matches the duration of the debt instruments The majonity of the group’s long-term borrowings have been, and are, subject to fixed
Sterling interest rates after applying the impact of these hedging instruments Qutstanding cross-currency and interest rate swaps at 31 March
2012 are detailed in the Hedging activities and Other denvatives section below

The group's fixed to floating interest rate profile, after hedging, on gross borrowings was

2012 2011
Fixed Floating Fixed Fioating
rate rate rate rate
nterest interest Total interest interest Total
At 31 March £m Em £m £m £m fm
Total borrowings® 7,954 1,971 9,925 7,972 1,215 9,187
Ratio of fixed to floating 80% 20% 100% 87% 13% 100%
2 See note 24
Sensitivities

Interest rates

The group 15 exposed to volatility i the income statement and sharehelders” equity ansing from changes in interest rates To demonstrate this
volatility, management have concluded that a 1% increase in interest rates and paraltel shift in yield curves across Sterling, US Dollar and Euro
currencies 1s 3 reasonable benchmark for performing a sensitivity analysis

After the impact of hedging, the group's main exposure to interest rate volatility in the income statement anses from fair value mavements on
certain dervatives not in hedge relationships, floating rate borrowings, investments and cash equivalents which are largely influenced by Sterling
interest rates With all other factors remaning constant at 31 March 2012, a 1% increase in Sterling interest rates would increase the group's
annual net finance expense by approximately £7m (2011 £2m)

The group's main exposure to interest rate volatility within shareholders’ equity anses from fair value movements on derivatives held in the cash
flow reserve The denvatives have an underlying interest exposure to Sterling, Euro and US Dollar rates With all other factors remaining constant
and based on the composition of denvatives included in the cash flow reserve at the balance sheet date, a 1% increase in interest rates 1n each of
the currencies would impact equity, before tax, as detailed below

2012 2011

£m £m

{Reduce) {Reduce)

At 31 March increase Increase
Sterleng interest rates 435 476
US Dollar interest rates (4086) (355)
Euro interest rates {66) {94)

A 1% decrease in interest rates would have broadly the same impact in the opposite direction
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Credit ratings

The group’s 2016 and 2030 bonds contain a covenant such that if the group’s credit rating were downgraded below A3 in the case of Moody's or
below A—n the case of Standard & Poor's {(S&P), additional interest would accrue from the next coupon period at a rate of 0 25% for each ratings
category adjustment by each agency Based on the total notional value of debt outstanding of £2 4bn at 31 March 2012, the group’s finance
expense would increase/decrease by approximately £12m a year if BT's credit rating were to be downgraded/upgraded, respectively, by one credit
rating category by both agencies from the current ratings

The group’s €600m 2014 bond attracts an additienal 1 25% for a downgrade by one credit rating by either or both Moody's and S&P below
Baa3/BBB-, respectvely This would result in an additional finance expense of approximately £6m a year

At 31 March the group’s credit ratings were as detaiied below

2012 2011
At 31 March Rating Outlook Rating Qutlack
Rating agency
Standard & Poor's BBB Stable BBB- Positive
Moody's Baa2 Stable Baa2 Stable

Foreign exchange nsk management

Management policy

The purpose of the group’s foreign currency hedging activities s to protect the group from the risk that eventual future net inflows and net
outflows will be adversely affected by changes in exchange rates The Board's policy for foreign exchange nsk management defines the type of
transactions which should normally be covered, including significant operational, funding and currency interest exposures, and the peniod aver
which cover should extend for the different types of transactions Shart-term foreign exchange management 1s delegated to the treasury
operation whilst long-term foreign exchange management decisions require further approval from the Group Finance Director, Director Treasury,
Tax and Risk Management or the Treasurer who have been delegated such authonty by the Board The policy delegates authonity to the Birector
Treasury, Tax and Risk Management to take positions of up to £200m and for the Group Finance Director to take positions of up to £1bn

Hedging strategy

A significant propartion of the group’s external revenue and costs arise within the UK and are denominated in Sterhing The group’s overseas
operations generally trade and are funded In their funcuonal currency which limits their exposure to foreign exchange volatility Foreign currency
borrowings used to finance the group's operations have been predominantly swapped into Sterling using cross-currency swaps At 31 March
foreign currency berrowings compnsed

2012 2011

At 31 March £m £m
Euro 3,341 3,361
Us Dollar 3,543 2,966
Other 1 17
6,885 6,344

The currency profile of these borrowings after the impact of hedging 15 disclosed n note 24

The group also enters into forward currency contracts to hedge foreign currency investments, interest expense, capital purchases and purchase
and sale commutments on a selective basis The commitments hedged are principally denominated in US Dollar, Euro and Asia Pacific region
currencies As a result, the group’s exposure to foreign currency anses mainly on its non-UK subsidiary nvestments and on residual currency
trading flows
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Sensitivities

After hedging, with all other factors remaining constant and based on the composition of assets and habilities at the balance sheet date, the
group’s exposure to foreign exchange volatility in the income statement from a 10% strengthening/fweakening in Sterling against other currencies
would result in a credit/charge respectively of approximately £14sm (2011 approximately £5m)

The group's main exposure to foreign exchange volatility within shareholders’ equity {excluding translation exposures} anses from fair value
movements on denvatives held in the cash flow reserve The majonity af foreign exchange fluctuations in the cash flow reserve are recycled
immediately to the income statement to match the hedged item and therefore the group’s exposure to foreign exchange fluctuations in equity
were insignificant in both 2012 and 2011

Outstanding eross-currency swaps at 31 March 2012 are detailed in the Hedging activities and Other derivatives sections below

Credit nsk management

Treasury management policy

The group's exposure to credit nsk anses from financial assets transacted by the treasury operation (pnmanly derivatives, investments, cash and
cash equivalents) and from its trading-related recewables For treasury related balances, the Board's defined policy restricts exposure to any one
counterparty by setting credit imits based on the credit quaiity as defined by Moody's and $&P and by defining the types of financial instruments
which may be transacted The munimum credit ratings permitted with counterparties are A3/A—for long-term and P1/AL for short-term
investments

The treasury operation continuously reviews the limits applied to counterparties and will adjust the limit according to the nature and credit
standing of the counterparty up to the maximum allowable imit set by the Board Where multiple transactions are undertaken with a single
counterparty, or group of related counterparties, the group may enter Into netting arrangements to reduce the group’s exposure to credit risk by
making use of standard International Swaps and Denvative Association (ISDA) documentation The group also seeks collateral or other security
where It 1s considered necessary The treasury aperation regularly reviews the credit mits applied when investing with counterparties in response
to market conditions and continues to monitor their credit quality and actively manages any exposures which arise

Exposures
The maximum credit nsk exposure of the group's financial assets at the balance sheet date 15 as follows
2012 2011
At 31 March Notes fm Em
Denvative financial assets 1,023 733
Investments 22 581 80
Trade and other recevables? 17 2,477 2,558
Cash and cash equivalents 23 331 351
4,412 3,722

3 The carrying amount exciudes £169m (2011 £286m) of non-current trade and other recervables which relate to non-financial assets, and £830m {2011 £774m) of prepayments and other
recevables

The credst quality and credit concentration of cash equivalents, current asset investments and denvative financial assets are detailed in the tables
below Where the opinion of Moody's and S&P differ, the lower rating 1s used

Moody's/S&P credit rating of counterparty

AaafAAM Aa2/AA Aa3/Aah— Al/A+ A2/A? Baal/BBB? Total

At 31 March 2012 £m £m £m £m £m £m £m
Cash equivalents - - - 23 52 - 75
Current asset investments 505 - - - 8 - 513
Derwatwe financial assets - - 121 96 462 344 1,023
505 - 121 119 522 344 1.611

2 The group halds cash collateral of £350m {2011 £104m) in respect of denvative financial assets with certain counterparties
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Moody's/S&P credit rating of counterparty

Aaa/AAA AaZfAA Aa3/As— Al/A+ A2/A* Baal/BBB?® Total

At 31 March 2011 £m £m £m £m £m £m £m
Cash equivalents - 18 159 32 1 - 210
Current asset investments - - - 7 12 - 19
Derwvative financial assets - 52 115 378 188 - 733
- 70 274 417 201 - 962

2 The group holds cash collateral of £350m (2011 £104m} in respect of denvative financial assets with certain counterparties

The concentration of credit nsk for trading balances of the group 15 provided in note 17, which analyses outstanding balances by line of business
and reflects the nature of customers in each line of business

The derivative financial assets were held with nine counterparties at 31 March 2012 {2011 14 counterparties) After applying the legal right of

set-off under the group's ISDA documentation, the group had a net exposure to denvative counterparties of £705m {2011 £549m) of which
98% (2011 94%) was with six counterparties {2011 six)

The group has credit support agreements with certain swap counterparties whereby on a weekly and monthly basis the fair value position on a
notional £945m of long dated cross-currency swaps and interest rate swaps is collateralised As at 31 March 2012, the group had paid cash
collateral of £22m (2011 £14m) 1n respect of fair value losses and had received cash collateral of £350m {2011 £104m) in respect of fair value
gains The collateral paid and receved 1s recegnised within cash and cash equivalents, and loans and other borrowings, respectively

The majonity of the group’s denvatives are in designated cash flow hedges With all other factors remaining constant and based on the
composition of net denvative financial assets at 31 March 2012, a 1% change tn interest rates across each of the ratings categories within which
these denvative financial assets are classified would change therr carrying values and impact equity, before tax, as follows

Change ninterest rates

+1% -1%

£m £m

{Reduce) {Reduce}

At 31 March 2012 Increase Increase
Moody's/S&P credit rating

Aa3/AA (21) 11

ALl/A+ (56} 62

AZfA {169) 156

Baal/BBB {131) 156

(377} 385

Operational management palicy

The group's credit policy for trading related financial assets 1s applied and managed by each of the fines of business to ensure compliance The
policy requires that the creditworthiness and financial strength of customers Is assessed at inception and on an ongoing basts Payment terms are
set in accordance with industry standards The group will also enhance credit protection, when appropniate, taking into cansideration the group's
exposure to the customer, by applying processes which include netting and offsetting, and requesting securities such as deposits, guarantees and

letters of credit. The group takes proactive steps including constantly rewiewing credit ratings of relationship banks to minimise the impact of
adverse market conditions on trading-related financial assets
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26. Finanaal instruments and risk management continued

Capital management policy

The objective of the group’s capital management pohicy 1s to reduce net debt over time whilst investing in the business, supperting the pension
scheme and paying progressive dividends In order to meet this objective, the group may 1ssue or repay debt, 1ssue new shares, repurchase
shares, or adjust the amount of dividends paid to shareholders The group manages the capital structure and makes adjustments to it in the hght
of changes in economic conditions and the risk characteristics of the group The Board regularly reviews the capital structure No changes were
made to these objectives and processes during 2012 and 2011

The group's capital structure conssts of net debt and shareholders’ equity The following analysis summanses the components which the group
manages as capital

2012 2011
At 31 March Em £m
Net debt 5,082 8.816
Total parent shareholders’ equity® 1,297 1,925
10,379 10,741
2 See page 100
Net debt

Net debt consists of loans and other borrowings {both current and non-current), less current asset investments and cash and cash equivalents
Loans and other borrowings are measured at the net proceeds raised, adjusted to amortise any discount over the term of the debt For the purpose
of this measure, current asset investments and cash and cash equivalents are measured at the lower of cost and net realisable value Currency
denominated balances within net debt are translated to Sterling at swapped rates where hedged Net debt is considered to be an alternative
performance measure as it is not defined in IFRS The most directly comparable IFRS measure 1s the aggregate of loans and other borrowings
{current and non-current), current asset investments and cash and cash equivalents A reconciliation from this measure, the most directly
comparable IFRS measure, to net debt is given below

2012 2011
At 31 March £m £m
Loans and other barrowings 10,486 9,856
Less
Cash and cash equivalents 331) (351}
Current asset investments {513} {19)
9,642 9,486
Adjustments
To retranslate debt balances at swap rates where hedged by currency swaps {228) {408}
To remove accrued interest applied to reflect the effective intesrest method and farr value adjustments (332) {262)
Net debt 9,082 8,816

Liguidity nsk management

Management policy

The group ensures its hiquidity 1s maintained by entening into short, medium and long-term financial instruments te suppost operational and other
funding requirements The group determines its hquidity requirements by the use of both short and long-term cash forecasts These forecasts are
supplemented by a financial headroom analysis which 1s used to assess funding adequacy for at least a 12-month pened On at least an annual
basis the Board reviews and approves the maximum long-term funding of the group and on an ongeing basis considers any related matters Short

and medium-term requirements are reguiarly reviewed and managed by the treasury operation within the parameters of the policies set by the
Board

Refinancing nsk 1s managed by miting the amount of borrowing that matures within any specified penod and having appropnate strategies in
place to manage refinancing needs as they anse The matunty profile of the group’s term debt at 31 March 2012 15 disclosed 1n note 24 The greup
has term debt matunties of £1 7bnin 2013

Duning 2012 and 2011 the group ssued commeraial paper and held cash, cash equivalents and current investments in order to manage short-

term hiquidity requirements At 31 March 2012 the group has undrawn committed borrowing faciliies of £1 5bn (2011 £1 5bn) maturing in
March 2016
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26. Financial instruments and risk management continued

Maturity analysis

148

The group’s remaining cantractually agreed cash flows, including interest, associated with non-dervative and dervative financial habilities on an
undiscounted basis, which therefore differs from both the carrying value and fair value, 1s as follows

Interest on

Loans loans  Trade and

and other  and other other
Non-derivative financial liabilities borrowings  borrowings payables  Provisions Total
At 31 March 2012 £m £m fm £m £m
Due within one year 2,632 630 4,180 48 7 490
Between one and two years 10 533 - 39 582
Between two and three years 1132 534 - 24 1,690
Between three and four years 845 471 - 16 1332
Between four and five years 695 416 - 11 1,122
After five years 4,839 3,875 - 259 8,973
10,153 6,459 4,180 397 21,189
Effect of interest 255 - - - 255
Fair value adjustment for hedged risk 78 - - - 78
Total® 10,486 6,459 4,180 397 21,522

Interest on

Loans loans  Trade and

and other  and other other
borrowings  borrowings payables  Provisions Total
AL 31 March 2011 fm fm £m £m £m
Due within one year 221 639 4285 57 5,202
Between one and two years 1,747 639 - 38 2,424
Between two and three years 10 548 - 38 596
Between three and four years 1,209 548 - 18 1775
Between four and five years 501 482 - 16 1.399
After five years 5507 4,358 - 223 10088
9,595 7,214 4,285 390 21,484
Effect of interest 264 - - - 264
Fair value adjustment for hedged risk 3} - - - {3)
Total® 9,856 7214 4,285 390 21,745

3 Foresgn currency related cash flaws were translated at closing rates as a1 the relevant reporting date Future vanable interest rate cash flows were calculated using the most recent rate applied at the

relevant balance sheet date
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26. Financial instruments and risk management continued

Analysed by earlast payment date® Analysed based on holding instrument to maturity

Denvatives = Derivatives — Derivatives ~ Dernivatives —

Dervatives — gross settled gross settled Denvatives — gross settled gross settled
Dervative finanaal iabilities net settled outflows inflows Total netsettled outflows inflows Total
At 31 March 2012 £m £m £m £m £m £m £m fm
Due within one year 228 1,568 {1.530) 266 57 1568 {1530) 95
Between one and two years 238 579 {546) 271 57 S0 183) 64
Between two and three years 473 1,189 {1,192) 470 44 1205 {1,209) 40
Between three and four years 253 105 {101} 257 72 20 {20} 72
Between four and five years - - - - 72 20 (20} 72
After five years - - - - 890 538 {507} 921
Total® 1,192 3,441 {3.369) 1,264 1,192 3,441 {3,369) 1,264

Analysed by earliest payment date® Analysed based on holding instrument to matunty

Denvatives — Derwvatives — Denvatives = Dernvatives —

Denvatives — gross settled gross settled Derivatives — gross settled gross settled
net settled outflows inflows Total net settled outflows inflows Total
At 31 March 2011 £m fm £m £m £m £m £m £m
Due within one year 132 919 (882) 169 62 397 {388) 71
Between one and two years 553 411 {(397) 567 62 427 {413) 76
Between two and three years 234 4 {4) 234 62 20 {20} 62
Between three and four years 276 4 (4) 276 62 20 (20) 62
Between four and five years 63 103 {101} 65 62 20 {20) 62
After five years {120) - - {120} 828 557 (527) 858
Total® 1,138 1,441 {1,388} 1,191 1,138 1,441 (1,388) 1,151

a Fareign currency-related cash flows were translated at ciosing rates as at the relevant reporting date Future vanable interest rate cash flows were calculated using the most recent rate applied at the
relevant balance sheet date

b Cortain denvative financial instruments contain break clauses whereby esther the group or bank counterparty can terminate the swap on certain dates and the mark to market posimion ts settled in
cash

Price nisk
The group has imited expasure to pnce nsk




Financial statements

Notes to the consolidated financal statements

26. Financial instruments and risk management continued

Fair value of financial instruments
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The table below shows the accounting classification and the carrying and fair values of all of the group’s financial assets and financial iabilities at

31 March 2012 and 31 March 2011 None of the finanoal instruments have been reclassified duning the year

Farvalue Designated Designated
through na na Total

Loans and profit  cashflow farvalue Avalabie- cairying Fair
Financial assets receivables and loss hedge hedge for-sale value value
At 31 March 2012 Notes £m fm £m £m £m £m £m
Non-dervative financial assets
Investments 22 8 10 - - 563 581 581
Cash and cash equivalents 23 i3 - - - - 331 331
Trade and other receivables® 17 2477 - - - - 2,477 2,477
Total non-denvative financial assets 2,816 10 - - 563 3,389 3,389
Derivative financial assets®
Cross currency swaps - - 769 - - 769 769
Interest rate swaps - 171 - 82 - 253 253
Forward foreign exchange contracts - 1 - - - 1 1
Total denvatve financial assets - 172 769 82 - 1023 1.023
Tota! financial assets 2,816 182 769 82 563 4,412 4,412

Farrvalue Designated Designated
through na na Total
Loans and profit  cashflow  fawrvalue Avalable- carrying Fair
recewvables and loss hedge hedge for-sale value value

At 31 March 2011 Notes Em £m £m £m £m fm £m
Non-denvative financial assets
Investments 22 7 11 - - 62 80 80
Cash and cash equivalents 23 351 - - - - 351 351
Trade and other recervables? 17 2,558 - - - - 2,558 2,558
Total non-denvative financial assets 2916 11 - - 62 24989 2,989
Dervative financial assets
Cross cusrency swaps - - 622 - - 622 622
Interest rate swaps - 99 - 4 - 103 103
Forward foreign exchange contracts - 5 3 - - 8 8
Total denvative financial assets® - 104 625 4 - 733 733
Total financial assets 2,916 115 625 4 62 3,722 3722

2 Excfudes prepayments of £671m (2011 £570m} other recevables £159m {2011 £204m} and ather non-current assets of £169m (2011 £286m)

b current dervative financal assets of £137m (2011 £108m) consists of cross-currency swaps of £100m (2011 £63m) interest rate swaps of £36m (2011 £37m) and forward foreign exchange
contracts of £1m (2011 £8m) Non-current denvatve financial assets of £886m (2011 £625m) consists of crass-currency swaps of £669m (2011 £559m} and interest rate swaps of £217m

{2011 £66m)
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26. Financial instruments and risk management continued
Farrvalue Designated Designated

through ina Ina Total
profit  cashflow  farvalue Amortised carnying Fair
Financial habilrties and loss hedge hedge cost value value
At 31 March 2012 Notes £m £m £m £m £m Em
Non-denvative financial habilsties
Loans and other borrowings 24 - - 1,265 1.265 1,265
Listed bonds 24 - 6,889 686 1,361 8936 10.594
Finance leases 24 - - - 285 285 328
Trade and other payables? 18 - - - 4,180 4,180 4,180
Provisions” 19 - - - 260 260 260
Total non-denivative financial liabilities - 6,889 686 7351 14,926 16,627
Derivateve financial habilities
Cross curfency swaps - 59 - - 59 59
Interest rate swaps 322 451 - - 773 773
Forward foreign exchange contracts 6 B - - 14 14
Total denvative financial labilities 328 518 - - 846 846
Total financial habilsties 328 7,407 686 7.351 18,772 17,473
Fairvalue Designated Designated
through Ina na Total
profit  cashflow  farrvalue Amortised carrying Farr

and loss hedge hedge cost value value
At 31 March 2011 Notes £m £m £m £m £m £m
Non-dervative finanaial habilibes
Loans and other barrowings 24 - - - 534 534 562
Listed bonds 24 - 7.070 605 1,353 9,028 10,274
finance leases 24 - - - 294 294 339
Trade and other payables® 18 - - - 4,285 4,285 4,285
Provisions® 19 - - - 280 280 280
Total non-denvative inancial labilities - 7.070 605 6,745 14,421 15,740
Derwvative financial habiities
Cross curfency swaps - 29 - - 29 29
Interest rate swaps 267 265 2 - 534 534
Forward foreign exchange contracts - ) - - 6 6
Total denvative finanaial habilities 267 300 2 - 569 569
Total finanaial habilsties 267 7.370 607 68,746 14,990 16,309

2 Excludes other tasation and social secunty of £487m {2011 £485m) deferred income £1,295m (2011 £1 344m) and other aon-cumem payables of £875m (2011 £€831m}

b Excludes provisions of £587m {2011 £676m)

€ Current dervative finanaal habiliues of £89m (2011 £62m} consists of cross-currency swaps of £18m {2011 £nd} witerest rate swaps of £57m (2011 £56m) and forward foreign exchange contracts
of £14m [2011 £6m) Non-current dervauve financial habiliues of £757m (2011 £507m) consists of cross-currency swaps of £41m [2011 £29m) and interest rate swaps of £716m {2011 £478m)

The carrying amounts are ncluded in the group balance sheet under the indicated headings The methods and assumptions used to estimate the

fair values of financial assets and habilities are as follows

+ the farr values of Iisted investments were estimated using quoted market prices for those investments at the balance sheet date
+ the carrying amount of short-term deposits and investments equates to fair value due to the short matunity of the investments held
+ the carrying amount of trade recewvables and payables approximated to fair values due to the short maturity of amounts payable and recevable

the fair value of the group’s bands and other long-term borrowings has been esttmated on the basis of quoted market prices for the same or
similar issues with the same maturities where they existed and on calculations of the value of future cash flows using approximate discount rates
in effect at the balance sheet date where market prices of simiar 1ssues did not exist

the fair value of the group’s outstanding swaps and foreign exchange contracts were estimated using discounted cash flow models and market
rates of interest and foreign exchange at the balance sheet date




Finanaial statements
Notes to the consohdated financial statements

26. Financial instruments and risk management continued

Fair value hierarchy

153

The table below shows financal assets and financiat liabilities that have been measured at fair value, analysed by the level of valuation methed

The three levels of valuation methodclogy used are

+ Level 1 —uses quoted prices in active markets for identical assets or habilities

« Level 2 —uses inputs for the asset or lability other than quoted prices, that are observable either directly or indirectly
« Level 3 —uses inputs for the asset or liability that are not based on observable market data, such as internal models or other valuation methods

Level 1 Level 2 Level 3 Total
At31 March 2012 £m fm £m £m
Financial assets at fair value
Non-current and current dervative financial assets
- Denvatives designated as accounting hedges - 851 - 851
~ Other denvatives - 172 - 172
Total non-current and current denvative financial assets - 1,023 - 1,023
Mon-current and current investments
Available-for-sale financial assets
- Liquid investments - 505 - 505
- Other investments 31 - 27 58
Fair value through profit and loss 10 - - 10
Total non-current and current investments 41 505 27 573
Tuta) finanaial assets at fair value 41 1,528 27 1,596
Financial habilities at fair value
Non-cument and current denvative inancial Liabihties
~ Dervatives designated as accounting hedges - 518 - 518
- Other derivatives - 328 - 328
Total non-current and current financial liabilities - 846 - 846
Total financial habilities at fair value - 846 - 846
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26. Financial instruments and risk management continued

Levell Level 2 Level 3 Total
At31 March 2011 £m £m £m £m
Finanaal assets at fair value
Non-current and current dervative financial assets
- Denvatives designated as accounting hedges - 630 - 630
= Other denvatives - 103 - 103
Total non-current and current denvative financial assets - 733 - 733
Non-current and current investments
Avallable-for-sale financial assets
- Liquid investments - 1 - 1
- Other investments 34 - 27 61
Fair value through profit and lass 11 - - 11
Total non-current and current investments 45 1 27 73
Total financial assets at fair value 45 734 27 806
Finanaal habilrbies at far value
Non-current and current derivative financial irabilities
- Denvatives designated as accounting hedges - 302 - 302
- Other denvatives - 267 - 267
Total non-current and current financial liabilities - 569 - 569
Total finanaial hiabilrties at farr value - 569 - 569

Movements 1n financial instruments measured using Level 3 valuation methods are presented below

Other investments

£m
At1 Apnl 2010 12
Addwions 20
Disposals (5)
At1Apnl 2011 27
Additions _
Disposals -
At 31 March 2012 27

There were no losses recognised in the income statement in respect of Level 3 assets held at 31 March 2012

Hedging activities

Our hedging policies use derivative financial instruments to manage financial nsk Derivatives that are held as hedging instruments are formally
designated as hedges as defined in 1AS 39 Denvatives may qualify as hedges for accounting purposes if they meet the critenia for designation as

fair value hedges or cash flow hedges in accordance with 1AS 39

Fair value hedges

Fair value hedges principally consist of interest rate and cross-currency swaps that are used to protect agaimst changes in the far value of fixed-
rate, long-term financial nstrurments due to movements in market interest rates For qualifying fair value hedges, all changes in the fair value of
the derwative and changes in the fair value of the hedged item in relation to the nsk being hedged are recognised in the income statement If the
hedge relationship no longer meets the critena for hedge accounting, the fair value adjustment to the hedged item continues to be reported as

part of the basis of the item and 1s amortised to the income statement as a yield adjustment over the remainder of the life of the hedged item
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26. Financial instruments and risk rnanagement continued
Gains and losses ansing on fair value hedges at 31 March were as follows

2012 2011
Gains {losses} £m £m
On hedging instruments 81 {3
On hedged items attnbutable to hedged risk {81} 3

Cash flow hedges

Exposure anses from the vanability in future interest and currency cash flows on assets and liabilitres which bear interest at vanable rates and/or
are In a foreign currency Interest rate and cross-currency swaps are transacted, and where they qualify, designated as cash flow hedges, to
manage this exposure Fair value changes on derivatives designated as cash flow hedges are initially recognised directly in the cash flow hedge
reserve, as gains or losses recognised i equity Amounts are transferred from equity and recognised in the income statement as the income or
expense (s recognised on the hedged asset or hability

Forward foreign currency contracts are used to hedge anticipated and commutted future currency cash flows Where these contracts qualify for
hedge accounting they are designated as cash flow hedges On recognition of the underlying transaction in the financial statements, the
associated hedge gains and losses, deferred in equity, are transferred and included with the recognition of the underlying transaction

The gains and lesses on ineffective portions of such derivatives are recognised immediately in the income statement See note 27 for details of
movements in the cash flow hedge reserve

When a hedging instrument expires or 1s sold, or when a hedge ne longer meets the critena for hedge accounting, any cumulative gain or loss
existing In equity at that time remains in equity and 1s recogmised when the forecast transaction 1s ulimately recognised m the income statement
or on the balance sheet When a forecast transaction Is no longer expected to accur, the cumulative gain or loss that was reported in equity 13
immediately transferred to the income statement

The group had outstanding hedging arrangements as at 31 March 2012 as follows

Wesghted Period

Dervative fair value Remaining average  over which

Notwonal —__— "~ "~ term Interest rate on forecast

pnnapal  Asset  Liability of hedging hedging transaction

Hedged tem Hedging instruments  Hedge type £m £m £m  instruments instruments anses

Euro and US Dollar

denominated borrowings® Sterting payable at 6 0%
Cross-currency swaps  Cash flow 5451 769 59 1tol9years Euro receivable at 5 8%

US Dollar recewvable at 7 3%
Sterling payable at 6 2%

Sterkng denominated Interest rate swaps Fair value 500 82 - 17years  Sterhngrecewvable at 5 8%

borrowings® Sterhng payable at 2 9%

Euro and US Dollar step up Forward currency Cash flow 189 - 5 3 months 19 years
\nterest on currency contracts

denominated borrowings?

Currency exposures on Forward currency Cash flow 93 - 1 1 month 12 months
overseas purchases pnncipally  contracts rolling basis

US Dollar and Asia Pacific

currenaes

Purchase of US Dollar Farward currency Cash flow 176 - 2 1t

denominated retail devices contracts months

Total 851 518

3 See note 24
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26. Financial instruments and risk management continued
The group had outstanding hedging arrangements as at 31 March 2011 as follows

Weighted Period
Remaining average overwhich
Notiona! M term Interest rate on forecast
prncipal  Asset  Liability of hedging hedging  transaction
Hedged item Hedging instruments  Hedge type £m fm £m  mstruments nstruments arises
Euro and US Dollar Interest rate swaps Cash flow 1,014 - 265 20years  Sterlingreceivable at1 0%
denominated borrowings® Sterling payable at 6 0%
Cross currency swaps  Cash flow 5451 622 29 2to20years Euro recervable at 5 8%
US Dollar receivable at 7 3%
Sterling payable at 6 2%
Sterling denomtnated Interest rate swaps Fair value 500 4 2 1Byears  Sterlingrecevableat5 8%
borrowings? Sterling payable at 2 6%
Euro and US Dollar step up Forward currency Cash flow 245 1 4 3 months 20 years
interest on currency contracts
denominated borrowings®
Currency exposures on Forward currency Cash flow 3 - - 1 manth 12 months
overseas purchases principally  contracts rolling basis
US Dollar and Asia Pacific
currencies
Purchase of US Dollar Forward currency Cash flow 213 2 2 lto6
denominated retail devices contracts months
Total 629 302

3 See note 24

QOther dervatives

The group's policy 1s not to use denvatives for trading purposes However, due to the complex nature of hedge accounting under IAS 39 some
deratives may not qualify for hedge accounting, or are specifically not designated as a hedge where natural offset 1s more apprapriate Changes
in the farr value of any dervative instruments that do not quahfy for hedge accounting are reccgmised immediately in the income statement

At 31 March 2012 the group held certain foreign currency forward and interest rate swap contracts which were not 1n hedging relationships 1n

accordance with 1AS 3G Foreign currency forward contracts were economically hedging operational purchases and sales Theinterest rate swap
contracts became ineffective on first time adoption of IFRS The volatility arising from these swaps s recogrused through the income statement
but 1s hmited due to a natural offset in their fair value movements

The table below summanses these derivatives at 31 March 2012 and 2011

Denvative fair value

Notional Remaining Weighted
principal Asset Liability term of average
At31 March 2012 £m Em fm denvatives %
Foreign currency forward contracts 939 1 & 7 months
Interest rate swaps 1,887 171 322 2to19years  Sterling recetvable at 4 5%
Sterling payable at 6 1%
Total 172 328
Notienal Denvative fair value Remaining Weighted
pancipal Asset. Liability term of average
At 31 March 2011 £m £m fm denvatives %
Foreign currency forward contracts 534 5 - 2 months
Interest rate swaps 1,887 99 267 3 to 20 years Sterling recewvable at 4 3%
Sterling payable at 5 9%
Total 104 267
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27. Other reserves

Other comprehensive mcome

Available-

Treasury Merger  Cash flow for-sale Translation  Total other

shares? reserve? reserve® reserve? reserve®  reserves

£m Em £m £m fm fm

At1 Apnl 2009 {1,109) 998 563 5 844 1301
Exchange differences - - - - {119} {119)
Net fair value loss on cash flow hedges - - {1,067} - - {1,067)
Recognised in income and expense - - 496 - - 496
Reclassified and reported in non-current assets - - {4) - - {4)
Fair value movements on avaifable -for-sale assets - - - 7 - 7
Tax recognised in other comprehensive income - - 159 - {20} 139
Net 1ssue of treasury shares 4 - - - - 4
At1 April 2010 {1,105} 998 147 12 705 757
Exchange differences - - - - (140) (140)
Net fair value loss an cash flow hedges - - (347) - - (347)
Recognised in income and expense - - 333 - - 333
Fair value movements on available-for-sale assets - - - 15 - 15
Tax recognised in other comprehensive income - - {5) - 18 13
Net 1ssue of treasury shares 27 - - - - 27
At1Apnli2011 [1,078) 998 128 27 583 658
Exchange differences - - - - {106) (106)
Recycled foreign exchange on disposal of subsidiary - - - - 2 2
Net fair value loss on cash flow hedges - - {56) - - {56)
Recogrused in income and expense - - 179 - - 179
Fair value movements on available-for-sale assets - - - {3} - 3
Tax recognised in other comprehensive incame - - {22) - {1) (23}
Net issue of treasury shares 60 - - - - 60
At 31 March 2012 {1,018) 998 229 24 478 711

3 The treasury shares reserve s used to hold BT Group plc shares purchased by the group In 2012 21 981,253 shares (2011 12 335 580, 2010 8,320 766) were issued from treasury to satisfy
obligations under employee share schemes and executive share awards at & cost of £60m {2012 £27m 2010 £4m) At 31 March 2012 366 589 286 shares (2011 388,570,539, 2010
400 906 119) with an aggregate nominal value of £18m (2011 £19m 2010 £20m} were held as treasury shares at cost

b The merger reserve arase on the group reorganisation that occurred in November 2001 and represented the difference between the nominal value of shares in the new parent company BT Group pk
and the aggregate of the share capttal, share premsum account and caprtal redemption reserve of the pnor parent company, British Telecommunications plc

€ The cash flow reserve 1s used 1o record the effecuve portion of the cumulauve net change in the fair value of cash flow hedgung instruments related to hedged transactions that have not yet occurred

dThe available-for-sale reserve is used to record the cumulative fair value gains and losses on available-for-sale financial essets The cumulative gains and losses are recycled to the ncome statement
on disposal of the assets

€ The translation reserve 1s used to record curmulative translation differences on the assets and liabilites of fareign operations The cumulative translation differences are recycled to the income
statement on disposal of the foreign operation

28. Related party transactions

Key management persannel compnse executive and non-executive directors and members of the Operating Commuttee Key management
personnel compensation is shown in the table below

2012 2011 2010
Year ended 31 March Em £m £m
Salaries and short-term benefits 116 114 103
Termination benefits - - 01
Post employment benefits 10 14 18
Share-based payments 78 53 26

204 181 148

More detailed information concerming directors’ remuneration, shareholdings, pension entitlernents, share options and other long-term mcentive
plans is shown in the audited part of the Report on Directors’ Remuneration, which forms part of the consolidated finanaial statements

Amounts paid to the group’s retirement benefit plans are set out in note 20 There were a number of transacttons dunng the year between the
company and its subsidiary undertakings, which are eliminated on consolidation and therefore not disclosed
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28. Related party transactions continued

Dunng 2012 the group purchased services in the normal course of business and on an arm’s length basis from its pnincipa! associate, Tech
Mahindra Lirited The net value of services purchased was £253m (2011 £258m, 2010 £301m) and the amount outstanding and payable for
services at 31 March 2012 was £51m (2011 £61m, 2010 £65m) In 2010 a cash payment of £127m was made to Tech Mahindra Limted for the
renegotiation of certain supply contracts as part of the rationalisation of procurement channels within BT Clobal Services

29. Financial commitments and contingent liabilities
Capital expenditure contracted for at the balance sheet date but not yet incurred was as follows

2012 2011
At31 March Em Em
Property, plant and equipment 431 467
Computer software 2 -
Total 433 457

Future minimum operating lease payments for the group were as follows
2012 2011
fm £m

Payable in the year ending 31 March

2012 - 464
2013 429 440
2014 403 413
2015 378 383
2016 366 373
2017 357 359
Thereafter 5.660 4,760
Total future minimum operating lease payments 7,593 7,192

Operating lease commitments were mainly in respect of land and buildings which arose from a sale and operating leaseback transaction in a pnor
period Leases have an average term of 20 years (2011 21 years) and rentals are fixed for an average of 20 years (2011 21 years)

At 31 March 2012, other than as disclosed below, there were no contingent habilities or guarantees other than thase ansing in the ordinary course
of the group’s business and on these no matenal losses are antiapated The group has msurance cover to certain imits for major nsks on property
and major claims i connection with legal habilities ansing in the course of its operations Otherwise, the group generally carries its own nsks

The group has provided guarantees relating to certan leases entered into by Telefonica UK Limited prior to its demerger with 02 on 19 November
2001 mmO2 plc has given BT a counter indemnity for these guarantees The maximum exposure was US$118m as at 31 March 2012 (2011
US$128m), approximately £74m (2011 £80m), although this could increase by a further US$228m (2011 U5$268m), approximately £143m
{2011 £167m], inthe event of credit default in respect of amounts used to defease future lease obligations The guarantee lasts until Telefonica
UK Limited has discharged all its obhgations, which 1s expected to be when the lease ends on 30 January 2017

The group does not believe that there 1s any single current court action that would have a matenal adverse effect on the finanaial position or
operations of the group Dunng 2012 the aggregate volume and value of legal actions to which the group 1s party remained broadly the same as
atthe end of 2011
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Parent company financial statements

Independent Auditors’ Report to the members of
BT Group plc (the ‘company’}

We have audited the parent company financial statements of BT Group
plc for the year ended 31 March 2012 which comprise the BT Group ple
company balance sheet, the BT Group plc company reconciliauon of
movement in equity shareholders’ funds, the BT Group plc accounting
palicies and related information The financial reporting framework
that has been applied in their preparation 1s applicable law and United
Kingdom Accounting Standards {United Kingdom Generally Accepted
Accounting Practice)

Respective responsibilities of directors and auditors

As explained more fully in the Statement of Birectors’ responsibilities
set out on page 89, the directors are respansible for the preparation of
the parent company financial statements and for being satisfied that
they give a true and fair view Qur responsibility 1s to audit and express
an opinion on the parent company financial statements in accordance
with applicable law and International Standards on Auditing {UK and
Iretand) Those standards require us to comply with the Auditing
Practices Board's Ethical Standards for Auditors

This report, including the epinions, has been prepared for and only for
the company's members as a body 1n accordance with Chapter 3 of Part
16 of the Companies Act 2006 and for no other purpose We do not, in
gwing these opinians, accept or assume respensibility for any other
purpose or to any other person to whom this report 1s shown or into
whose hands it may come save where expressly agreed by our prior
consent 1n writing

Scope of the audit of the financial statements

An audit involves obtaining evidence about the amounts and
disclosures in the financial statements sufficient to give reasonable
assurance that the financial statements are free from matenal
misstatement, whether caused by fraud or error Thisincludes an
assessment of whether the accounting policies are appropriate to the
parent company’s circumstances and have been consistently apphed
and adequately disclosed, the reasonableness of sigmificant accounting
estimates made by the directors, and the overall presentation of the
financial statements in addition, we read all the financial and non-
finanaial information in the BT Group plc Annuat Report & Form 20-F
for the year ended 31 March 2012 to identify material inconsistencies
with the audited financial statements If we become aware of any
apparent matenal misstatements or inconsistencies we constder the
implications for our report

Opinion on financial statements
In our opiruen the parent company financial statements

+» give atrue and fair view of the state of the company's affairs as at
31 March 2012,

« have been properly prepared in accordance with United Kingdom
Generally Accepted Accounting Practice, and

» have been prepared in accordance with the requirements of the
Compantes Act 2006

Opinion on other matters prescribed by the Companies Act 2006
In our opinion

« the part of the Report on Directors’ Remuneration to be audited has
been properly prepared in accordance with the Companies Act 2006,
and

« thenformation given in the Report of the Directors for the financial
year far which the parent company financial statements are prepared
i1s consistent with the parent company financial statements

Matters on which we are required to report by exception
We have nothing to report in respect of the following matters where
the Compames Act 2006 requires us to report to you if, In our apimon

+ adequate accounting records have not been kept by the parent
company, or returns adequate for our audit have not been received
from branches not visited by us, or

the parent company financial statements and the part of the Report
on directors’ remuneration to be audited are not in agreement with
the accounting records and returns, or

» certain disclosures of directors’ remuneration specified by law are
not made, or

« we have not recewved all the information and explanations we
require for our audit

Other matter
We have reported separately on the consohidated financial statements
of BT Group ple for the nded 31 March 2012

Philip Rivett (Senior Statutory Auditor)

for and on behalf of PricewaterhouseCoopers LLP
Chartered Accountants and Statutory Auditors
London, United Kingdom

9 May 2012
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BT Group plc accounting policies

Accounting basis

As used in these financial statements and associated notes, the term
‘company’ refers to BT Group plc These separate financial statements
of the company are presented as required by the Companies Act 2006
The separate financial statements have been prepared in accordance
with UK Generally Accepted Accounting Principles (UK GAAP)

The financial statements are prepared on a going concern basis and
under the histonical cost convention as modified by the revaluation of
certain financial instruments at fair value

As permitted by Section 408(3) of the Companies Act 2006, the
company's profit and loss account has not been presented

The BT Group pic consoidated financial statements for the year ended
31 March 2012 contain a consolidated statement of cash flows
Consequently, the company has taken advantage of the exemption in
FRS 1, *Cash Flow Statements’, not to present its own cash flow
statement

The BT Group plc consohdated finanaial statements for the

year ended 31 March 2012 contain related party disclosures
Consequently, the company has taken advantage of the exemption in
FRS 8, ‘Related Party Disclosures', nat to disclose transactions with
other members of the BT Group

The BT Group plc consolidated financial statements for the year ended
31 March 2012 contain financial instrument disclosures which comply
with FRS 29, ‘Finanaal Instruments Disclosures’ Consequently, the
company 15 exempted from the disclosure requirements of FRS 23 in
respect of its financial instruments

Investments in subsidiary undertakings

tnvestments in subsidiary undertakings are stated at cost and reviewed
for impairment if there are indicators that the carrying value may not
be recoverable

Taxation

Full provision is made for deferred taxation on all tming differences
which have arisen but not reversed at the balance sheet date Deferred
tax assets are recognised to the extent that it is regarded as more likely
than not that there will be sufficient taxable profits from which the
underlying timing differences can be deducted The deferred tax
balances are not discounted

Dnadends

Dividend distnbutions are recognised as a hiability in the year in which
the dividends are approved by the company's sharehoiders Interim
dividends are recogrused when they are paid, final dividends when
authonsed in general meetings by shareholders

Share capital

Ordinary shares are classified as equity Repurchased shares of the
company are recorded in the balance sheet as treasury shares and
presented as a deduction from shareholders’ equity at cost

Cash
Cash includes cash in hand and bank deposits repayable on demand

Share-based payments

The company does not incur a charge for share-based payments
However, the issuance by the company of share options and awards to
employees of its subsidiaries represents additional capital contributions
to its subsidianes An addrtion to the company’s investmentin
subsidianes s recorded with a corresponding increase In equity
shareholders’ funds The additional capital contribution is determined
based on the farr value of options and awards at the date of grant and
15 recognised over the vesting penod

Other information

Dividends

The Board recommends that a final dividend in respect of

the year ended 31 March 2012 of 5 7p will be paid to shareholders on
3 September 2012, taking the full year proposed dividend in respect of
2012 to 8 3p (2011 7 4p} This dwvidend 1s subject to shareholder
approval at the Annual General Meeting and therefore the liability of
approximately £453m {2011 £388m) has not bean included in these
financial statements

Employees

The executive directors and the Chairman of BT Group plc were the only
employees of the company duning 2012 The costs relating to
qualifying services provided to the company’s pnincipal subsidiary,
Briish Telecommunications ple, are recharged to that company

Audit fees

The audit fee in respect of the parent company was £41,000 (2011
£41,000) Fees payable to PncewaterhouseCoopers LLP for
non-audit services to the company are not required to be disclosed as
they are included within note 8 to the consolidated financial
statements of BT Group plc
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BT Group plc company balance sheet

2012 2011
At 31 March £m £m
Fixed assets
Investments In subsidiary undertakings® 10,492 10417
Total fixed assets 10,492 10,417
Current assets
Cash at bank and in hand 5 -
Total current assets 5 -
Creditors amaounts falling due within one year® 1,322 722
Net current habilities 1,317) (722)
Total assets less current hiabdities 9,175 9,695
Caprtal and reserves
Ordinary shares 408 408
Share premium account 62 62
Capital redemption reserve 27 27
Treasury shares reserve {1.018) (1,078}
Profit and loss account 9,696 10276
Total equity shareholders’ funds® 9,175 9,695

a Thraughout 2012 and 2011, the company held a 100% investment n BT Group Investments Lirmited a company registered in Engtand and Wales The increase in investments tn subsidiary
undertakings relates to addiuonal capital contnbutions in respect of share-bas ments of £75mn 2012 (2011 £68m)

b Creditars consists of amounts owed to subsidiary undertakings of £1 302 011 £F03m) and other creditors of £20m (2011 £19m)

€ The movemonts in total equity shareholders funds are shown on page

The financial statements of the company on pagés 160 to X163
on 1ts behalf by

pproved by the Beard of the directors on 9 May 2012 and were signed

Sir Michael Rake
Chairman

lan Livingsto I
Chief Executive e

Tony Chanmugam .
Group Finance Director
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BT Group plc company reconciliation of movement in equity shareholders’ funds

Share Capital Profit
Share premium redemption Treasury and loss
capital® account reserve reserve®  account®® Total
£m £m £m £m £m £Em
At Aprl 2010 408 62 27 (1,105) 10,782 10,174
Loss for the financial year - - - - {12} (12)
Dwidends paid - - - - {543) {543)
Capital contribution in respect of share-based payrment - - - - 68 68
Net 1ssue of treasury shares - - - 27 {19 8
Atl Apnl2011 408 62 27 {1,078} 10,276 9,695
Loss for the financial year - - - ~ {26) (26)
Ondends paid - - - - {589} {589)
Caprtal contribution in respect of share-based payment, - - - - 75 75
Net 1ssue of treasury shares - - - 60 (40} 20
At 31 March 2012 408 62 27 {1.018) 9,696 9,175

3 The allorted called up and fully paid ordinary share capital of the company at 31 March 2012 and 2011 was £408m representing 8 151,227,029 ordinary shares of 5p each
bn 2012 21 981 253 shares {2011 12 335 580} were issued from treasury to satisfy obligations under employee share schemes and executive share awards at a cost of £60m {2011 £27m} At

31 March 2012 366,589 286 shares (2011 388,570 539) with an aggregate nomunal value of £18m {2011 £19m} were held as treasury shares at cost.

€ The boss for the financial year deatt with in the profit and loss account of the company after taking mts accourt dividends received from subsidiary undertakings was £26m {2011 loss of £22m) As
permitted by Section 408(3) of the Companies Act 2006, no profit and loss account of the company s presented
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Subsidiary undertakings and associate

The tables below give bref details of the group’s principal® operating subsidiaries® and assoaate at 31 March 2012 All subsidianes are unlisted
and held through an intermediate holding company, unless otherwise stated No subsidianies are excluded from the group conselidation

Group Interest Country
Subsidiary undertakings Activity in allotted capital® of operation®
Britssh Telecommunications ple Communications related sernices and products provider 100% ordinary UK
BT Americas Incd ® Communications related services, systems imtegration and 100% common International
products provider
BT Australasia Pty Limited Commurucations related services and products provider 100% ordinary Australia
100% preference
BT Business Direct Limited Technology equipment retatler 100% ordmary UK
BT Communications do Brasil Limitada® Communications refated services technology censulting 100% common Brazif
and products provider
BT Communications Ireland Limited Telecommunications services proviger 100% ordinary __Repubiic of Ireland
BT Conferencing Inc Audio, video and web collaboration services provider 100% common us
BT Conferencing Video inc Audio, video and web collaboration services provider 100% common Us
BT Convergent Solutions Limited Communications related services and products provider 100% ordinary UK
BT Engage IT Limited IT solutions provider 100% ordinary UK
BT ESPANA, Compana de Servicios Globales de Communications related services and products provider 100% ordinary Spain
Telecommunicacionas, SA
BT Fleet Limited Fleet management company 100% ordinary UK
BT France SA Commurncations related services systems integration and 100% ordinary France
products provider  ©
BT {Germany) GmbH & Co oHG Communications related services and products provader 100% ordinary Germany
BT Global Communications India Private Limrted Communications related services 100% ordinary Incha
BT Global Services Limited international telecommunications network systems provider 100% ordinary UK
BT Holdings Limited investment holding company 100% ordinary UK
BT Hong Kong Limited Communications related services and products provider 100% ordinary Hong Kong
100% preferance
BT LatAm Brasi Ltda® Data communication services 100% common Brazil
BT Itahia SpA Communicatrons refated services and products provider 98 6% ordinary Italy
BT Limited International telecommunications network systermns provider 100% ordinary International
BT Managed Services Limited Communications related services and products pravider 100% ordinary UK
BT Nedesland NV Communications related services and products provider 100% ordinary Netherlands
BT Payment Services Limited Payment services provider 100% ordinary UK
BT Services SA Technology consulting and engineering services 100% ordinary France
BT Singapore Pte Ltd Communications related services and products prowider 100% ordinary Singapore
BT Switzerland AG Communications related services and products provider 100% ordinary Switzet|and
Communications Global Network Services Limited?  Communications related services and products provider 100% ordinary International
Communications Networking Services {UK} Communications related services and products provider 100% ordinary UK
dabs com plc Technology equipment retaiter 100% ordinary UK
Infonet Services Corporation Global managed network service provider 100% common us
Plusnet ple Broadband service provider 100% ordinary UK
Radianz Americas Inc Global managed network service provider 100% common us
100% preference

2 The group compnses a large number of entities and 1L not pracucal to include afl of them m this Iist. The list therefore includes onty those entities that have a significant tmpact on the revenue profit
or assets of the group A full list of subsidiaries joint ventures and associates will be annexed to the company s next annual retumn filed with the Registrar of Companies

b The principal operaung subsichanes {listed above) have a reporting date of 31 March except for entities domicsled in Brazd due to regulatory requirements

€ The proportion of voung nghts held corresponds to the aggregate interest percentage held by the holding company and subsidiary undertakings

d Al overseas undertakings are incorporated in thewr country of operations Subsidiary undertakings operating mternatonally are all incorporated in England and Wales, except BT Amencas Inc and
Comemunicabions Global Network Seraces Limited which are mcorporated in the US and Bermuda respectively

€ 05 31 March 2012 BT INS Inc merged with BT Amencas In¢

Share capital
Percentage Country
Associate Actavity Issuedf owned? of operation™
Tech Mahindra Limited Global systems integrator and business
transformatnion consultancy provider 127,486,541 23 18% India

f issued share caprtal comprises ordinary or commen shares unless otherwise stated
€ Held through an intermediate holding company
hjncorporated in the country of operation
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BT is one of our longest-
standing partners and

has made an amazing
contribution to Sport

Relief from the start. They
provide Comic Relief with
the systems, call centres and
network support that enable
us to process millions of
pounds worth of donations
over the phone. They're also
a real pace-setter in finding
new services like MyDonate
to help charities raise money.

99

Kevin Cahill

Chief Executive, Comic Relief

Aresponsible and sustainable
business leader

MyDonate 15 the free, easy-to-use and secure online
fundraising service for UK chanties introduced by BT 1n
2011 to boost the online giving market and raise more
money for good causes Thanks to MyDonate, charities
recewe up to 50p more for every £10 donated compared
with other enline donation services

This year BT employees pulled cut all the stops to raise
money for Sport Relief and they did so using MyDonate
What's more, over 700 BT volunteers took donation calls
on Sport Relief 2012 night helping Sport Relief raise an
incredible £52m

Around 3,000 charites registered for MyDonate in its first
year and many have praised the service as it has helped
them to raise wital funds in challenging economic smes

@donate

Helping UK charities raise more money for EI

good causes
www bt com/mydonate
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In this section you will find more financial
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We also provide useful information for
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we use in this report.
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Alternative performance measures

Introduction

We assess the performance of the group using a vaniety of alternative performance measures We pnncipally discuss the group’s results on an
*adjusted’ basis The rationale for using adjusted measures 1s explained below Results on an adjusted basis are presented before specific items

We also explain financial performance using measures that are not defined under {FRS and are therefore termed ‘non-GAAP” measures The
non-GAAP measures we use are underlying revenue, reported and adjusted EBITDA, reported, adjusted and normaksed free cash flow and net
debt A reconaliation from these non-GAAP measures to the nearest measure prepared in accordance with IFRS s presented below The
alternative performance measures we use may not be directly comparable to similarly titled measures used by other companies

Specificitems

The group’s Income statement and segmental analysis separately identify trading results before specific tems Speaific items are those that in
management's Judgment need to be disclased by virtue of their size, nature orincidence In determining whether an event or transaction 1s
specific, management considers quantitative as well as quahtative factors such as the frequency or predictability of occurrence This is consistent
with the way that financial performance 1s measured by management and reported to the Board and the Operating Commuttee and assists in
providing a meaningful analysis of the trading results of the group The directors believe that presentation of the group’s results in this way 1s
relevant to an understanding of the group’s financial perfermance as specific items are identified by virtue of their size, nature or incidence
Itemns which have been considered to be spearfic items by virtue of their size, nature or incidence include disposals of businesses and
investments, regulatory settlements, business restructuning programmes, asset impairment charges, property rationalisation programmes, net
interest on pensions and the settlement of multiple tax years in a single payment In 2009 BT Global Services contract and financial review
charges were disclosed as a specific item by virtue of their size and nature The impact of subsequent changes to the contract and financial review
charges from revistons In estimates and assumptions are included within trading resuits before specific items, and are separately disclosed If
considered significant

Specific items are summansed below and disclosed in note 9 to the consolidated financial statemenits

Revenue and other operating income
In 2012 following a retrospective regulatory ruling in Germany, a one-off charge of £410m was recognised against revenue with an equal

reduction in operating costs In 2012 a loss on dispasal of £19m arose on the disposal of a subsidiary undertaking In 2010 a charge of £52m
was recognised as a reduction in revenue reflecting an Ofcom determination in relation to partial private circuits

Operating costs
Specific operating costs compnsed BT Globat Services restructunng costs of £64m in 2012 (2011 £192m, 2010 £301m) In 2013 we expect
to incur further BT Global restructuring costs of around £40m in relation to the rationalisation of the Infonet and Radianz networks Property

rationalisation charges of £90m were incurred in 2012 {2011 £88m, 2010 £121m} The property rabonalisation programme has now
been completed

Net finance income
Net finance income on pensions was £197mn 2012 (2011 £79m expense, 2010 £279m expense)

Taxation

The specific tax items tax credit of £142mn 2012 (2011 £239m credit) pnncipally compnsed a tax credit of £164m {2011 £172m) forthe
re-measurement of deferred tax balances as a result of the change in the UK statutory tax rate from 26% to 24% effective in 2013 but enacted in
20172 and from 28% to 26% effective in 2012 but enacted in 2011 The specific temns tax credit of £420m 1n 2010 prinaipally compnsed a tax
credit of £230m relating to the agreement of substantially all outstanding tax matters with HMRC relating to the 2008, 2007 and 2006 tax years
resulting in a repayment
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Underlying revenue trends

Underlying revenue 1s a measure which seeks to reflect the underlying revenue performance of the group that will contribute te long-term
profitable growth As such it excludes any increases or decreases in revenue as a result of acquisitions or disposals, any foreign exchange
movements affecting revenue and any specific items We are focusing on the trends in underlying revenue excluding transit revenue as transit
traffic 1s low-margin and 1s significantly affected by reductions in mobile termination rates

A reconcihation from the decrease in reported revenue, the most directly comparable |FRS measure, to the decrease in adjusted revenue and to
the decrease in underlying revenue excluding transit, 1s set out below

2012 2011 2010
Year ended 31 March % % %
Decreasain reported revenue (S 9} (28 {2 5}
Specific items 21 02 01
Decrease In adjusted revenue {3 8) (4 0) {2 4)
Acquisitions and disposals a3 - {01}
Foreign exchange movements and other {02) 02 17
Transit revenue 18 08 13
Decrease n underlying revenue excluding transit (19 EXV] (29
EBITDA

In addition to measuring financial performance of the group and hines of business based on eperating profit, we also measure performance based
on EBITDA and adjusted EBITDA EBITDA is defined as the group profit before depreciation, amortisation, net finance expense and taxation
Adjusted EBITDA 15 defined as EBITDA before specific tems EBITDA 15 a common measure used by investors and analysts to evaluate the operating
financial performance of comparies, particularly in the telecoms sector

We consider EBITDA and adjusted EBITDA to be useful measures of our operating performance because they approximate the underlying
operating cash flow by eliminating depreciation and amortisation EBITDA and adjusted EBITDA are not direct measures of our iquidity, which1s
shown by our cash flow statement, and need to be considered in the context of our financial commitments

A reconciliation from group operating profit, the most directly comparable IFRS measure, to reported and adjusted group EBITDA, 15 set cut below
A reconciliation between operating profit and adjusted EBITDA for our hnes of business ts set out in Segment information, note 4 to the
consohidated financial statements

2012 2011 2010
Year ended 31 March £m £m Em
Operating profit 2,919 2,578 2,123
Depreciation and amortisation 2,972 2,979 3,039
Reported EBITDA 5,891 5,557 5,162
Speafic items 173 329 477
Adjusted EBITDA 6,064 5.886 5.639

Addrtional nformation
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Earnings per share

We also measure finanaal performance based on adjusted earmings per share, which excludes specific items Basic and adjusted earmings per share,

and the per share impact of specific items, 15 as follows

Pence
Year ended 31 March 2012 per share £m
Basic earmings per share/profit® 258 2,002
Specific items (21) {166)
Adjusted basic earnings per share/profit 237 1,836
Pence
Year ended 31 March 2011 per share Em
Basic earnings per share/profit? 194 1,502
Speaific tems 16 127
Adjusted basic earmings per share/profit 210 1629
Pence
Year ended 31 March 2010 per share £m
Basic earmings per share/profit® 133 1,028
Specific tems 40 308
Adjusted basic earmings per share/profit 173 1,336

4 The stated profit amounts are the components of the total profit which are attnbutable to equity shareholders excluding non-controliing interests

Free cash flow
Adjusted free cash flow

Adjusted free cash flow 1s one of the group's key performance indicators by which our financial performance 1s measured Adjusted free cash flow

1s defined as the net increase in cash and cash equivalents less cash flows from financing activities {except net interest patd) and less the

acquisition or disposal of group undertakings and less the net sale of short-term investments and excluding pension deficit payments It1s also
before the cash impact of speafic items including tax related specific tems For non-tax related items the adjustment 1s made on a pre-tax basis
Adjusted free cash flow 1s primarily a iquidity measure, however we also believe 1t 1s an important indicator of our overall operational perfoermance

as it reflects the cash we generate from operations after capital expenditure and financing costs, both of which are significant ongoing cash

outflows associated with investing 1n our infrastructure and financing our operations in addition, adjusted free cash flow excludes cash flows that
are determined at a corporate level independently of ongoing trading operations such as dividends, share buybacks, acquisitions and disposals and
repayment of debt Our use of the term adjusted free cash flow does not mean that this is a measure of the funds that are available for distnbution

to shareholders
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Normalised free cash flow
We are now providing our financial outlook on a normalised basis which removes the impact of the tax benefit relating to pension deficit
payments

A reconciiation from net cash inflow frem operating activities, the most directly comparable IFRS measure, to reported, adjusted and normalised
free cash flow is set out below

2012 2011 2010

Year ended 31 March £m £m £m
Net cash inflow from operations 3,558 4,566 4,825
Add back pension deficit payment 2000 1,030 525
Included in cash flows from investing activities

Net capital expenditure {2,560) (2,630) (2,480)
Interest recerved 8 29 16
Dwidends received from associates and joint ventures 4 7 3
Sales (purchases) of non-current financial assets 1 (18} -
Included in cash flows from financing activities

Interest paid {693) {973) {956)
Reported free cash flow 2,318 2,011 1,933
Add back Net cash outflow from specific items 204 212 173
Adjusted free cash flow 2,522 2,223 2,106
Cash tax benefit of pension deficst payments {215) (147) (74)
Normaiised free cash flow 2,307 2,076 2,032
Net debt

Net debt consists of loans and other borrawings {both current and non-current), less current asset investments and cash and cash equivalents
Loans and other borrowings are measured at the net proceeds raised, adjusted to amortise any discount over the term of the debt For the purpose
of this measure, current asset investments and cash and cash equivalents are measured at the lower of cost and net realisable value Currency
denominated balances within net debt are translated to Sterling at swap rates where hedged

This defimtion of net debt measures balances at the expected value of future undiscounted cash flows due to anse on matunty of finanaal
instruments and removes the balance sheet adjustments made from the re-measurement of hedged risks under far value hedges and the use of
the effective interest rmethod In addibion, the gross balances are adjusted to take account of netting arrangements

Net debt 1s a measure of the group’s net indebtedness that provides an indicater of the overall balance sheet strength It s also a single measure
that can be used to assess both the group’s cash position and indebtedness There are material imitations in the use of alternative performance

measures and the use of the term net debt does not necessanly mean that the cash included in the net debt calculation is available to settle the

hiabiities included in this measure

Net debt 15 considered to be an alternative performance measure as it is not defined in IFRS The most directly comparable IFRS measure 1s the
aggregate of loans and other borrowings {current and non-current), current asset investments and cash and cash equivalents A reconaliation
from this meastre, the most directly comparable IFRS measure, to net debt 1s given below

2012 2011
At 31 March £m fm
toans and other borrowings 10.486 9,856
Less
Cash and cash equivalents (331) {351)
Current asset investments {513} {19}
9,642 9,486
Adjustments
To retranslate currency denominated balances at swapped rates where hedged {228) {408)
To remove fair value adjustments and accrued interest applied to reflect the effective interest method (332) {262}
Net debt 9,082 8,816

Additional mfermation
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Quarterly analysis of revenue and profit

1st 2nd 3rd 4th Total
Year ended 31 March 2012 Quarters £m £m fm £m £m
Revenue 4,764 4,484 4,774 4,875 18,897
Other operating Income 98 80 93 97 368
Operating costs {4,231) {3.889) {4103) {4.123) (16,346}
Operating profit 631 675 764 849 2919
Net finance expense {118) (125} {116} {125) (484)
Share of post tax profits of associates and jont ventures 4 2 4 - 10
Profit before taxation 517 552 652 724 2.445
Taxation {132} 157} {160} {93) {442}
Profit for the period 385 495 492 631 2,003
Basic earnings per share 50p 64p 63p 81p 25 8p
Diuted earnings per share 47p 60p 60p 17p 24 4p
1st 2nd 3rd 4th Total
Year ended 31 March 2011 Quarters £m fm £m £m £m
Revenue 5,006 4,977 5,038 5,055 20,076
Qther operating income 88 81 103 101 373
Operating costs (4,475) [4.414) (4,513} (4,469) (17,871)
Operating profit 619 644 628 687 2,578
Net finance expense (248) (243} (227} {206) (924)
Share of post tax profits of associates and joint ventures 4 5 5 7 21
Profit on disposal of interest in associate - - 35 7 42
Profit before taxation 375 406 441 495 1717
Taxation {91} {6} {94) (22) (213)
Profit for the period 284 400 347 473 1.504
Basic earnings per share 37 51p 45p 61p 194p
Diluted earnings per share 35 4 9p 43p 58p 18 Sp
Ist 2nd 3rd 4th Total
Year ended 31 March 2010 Quarters £m £m £m £m fm
Revenue 5,235 5.070 5,168 5356 20.859
Other aperating mcome 79 93 80 128 380
Operating costs 4.767) {4,613) {4,805) {4,931} 119.116)
Operating profit 547 550 473 553 2,123
Net finance expense {283) {284) {292) {299) (1,158)
Share of post tax profits of associates and joint ventures 8 9 28 g 54
Loss on disposal of interest in associate - - - (12) {12}
Profit before taxation 272 275 209 251 1,007
Taxation {(58) 153 (31} (42) 22
Prafit for the period 214 428 178 209 1,029
Basic earrungs per share 28p 55p 23p 27p 133p
Diluted earnings per share 27p 54p 22p 26p 12 9p
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Summary group income statement
2012 2011 2010 2009 2008
Year ended 31 March £m £m £m Em Em
Revenue
Adjusted 19 307 20,076 20911 21,431 20704
Specific items {410} - (52) {41) -
18,897 20,076 20,859 21,390 20,704
Other operating income
Adjusted 387 373 378 352 359
Specific items (19) - 2 (13) (10}
368 373 380 339 349
Operating costs
Adjusted {16,602) (17 542} {18,689} (19,435) {18,168)
Specific items 256 {329} {427) {1,993) {529)
(16,346) {17.871) {19,116} {21,428) (18,697)
Operating profit
Adjusted 3.092 2907 2,600 2,348 2895
Specific items {173) (329 477} {2,047) (539)
2,919 2,578 2,123 301 2,356
Net finance expense
Adjusted {681) {845] (890) {933} (798}
Specific items 197 {79) {268) 313 420
(484) 924) {1,158) {620) (378}
Share of post tax profits {losses) of associates and joint ventures
Adjusted 10 21 25 39 {11)
Speafic items - - 29 36 -
10 21 54 75 {11)
Profit (loss} on disposal of associates and joint ventures —specific items - 42 12) - 9
Profit {loss) before taxation
Adjusted 2,421 2,083 1,735 1,454 2,086
Specific items 24 {366) (728) {1 698) {110)
2,445 1,717 1,007 {244} 1,976
Taxation [expense) credit
Adjusted {584) {452} {398) (361} {455)
Specific items 142 239 420 414 217
(442) {213) 22 53 (238)
Profit {loss) for the year
Adjusted 1,837 1,631 1337 1,003 1,631
Speafic items 166 {127) {308) {1.284) 107
2,003 1,504 1.029 (191) 1,738
Basic earnings (loss) per share
Adjusted 237 21 0p 173p 141p 20 2p
Specific tems 21p {1 6lp {4 0)p {16 6)p 13p
Total basic earmings {loss) per share 25 8p 19 4p 13 3p {2 5)p 215p
Average number of shares used i basic earnings per share {mullions) 7,763 7.750 7.740 7.724 8.066
Average number of shares used in diluted earnings per share {millions} 8201 8116 7,988 7.771 8223
Diluted earnings {loss) per share 24 4p 18 5p 129 (2 5)p 211p
Dividends per share® 83p 7 4ap 69p 6 5p 158p
Dividends per share, cents? P 13 3¢ 11 8c 10 5¢ 93¢ 314c

3 Dpdends per share represents the dvidend paid and proposed in respect of the relevant financial year Under IFRS dividends are recognised as a deduction fram shareholders equity when they are paid

Based on 2ctwal dwidends paid and/or year end exchange rate on proposed dividends
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Summary group cash flow statement

2012 2011 2010 2009 2008
Year ended 31 March £m £m £m £m £m
Net cash nflow from operating activities 3,558 4,566 4,825 4,706 5.486
Net cash outflow from investing activities (3.048) {2,183) (2.775) {2.954) {3,664}
Net cash used in financing actvities (510} {3,499) (1,714} {1,855) {1,430}
Effect of exchange rate changes on cash and cash equivalents {2} {3) (7) 54 25
Net {decrease) increase in cash and cash equivalents 2} (1,119} 329 (59) 17
Cash and cash equivalents at the start of the year 325 1,444 1115 1,174 757
Cash and cash equivalents at the end of the year 323 325 1444 1,115 1,174
Summary group balance sheet
2012 2011 2010 2009 2008
At 31 March £m £m £m £m £m
Intangible assets 3,127 3389 3,672 3,788 3355
Property, plant and equipment 14 388 14,623 14,856 15,405 15,307
Retirement benefit asset - - - - 2,887
Other non-current assets 1,902 1,597 3,867 4,154 1,286
19,417 19,609 22,395 23,347 22,835
Current assets less current liabilities (4,724) (3.100) {4,135} {3.141) {2,978)
Total assets less current habilrties 14,693 16,509 18,260 20,206 19,857
Non-current loans and other borrowings (7,599} (9 371) {9.522) {12,365} {9 818}
Retirement benefit obligations (2,448) {1.830) {7,864) {3.973) {108}
Other non-current habilities {3,338) {3,357) {3,500} {3 699) [4,499)
Total assets less liabiiities 1,308 1,951 {2,626) 169 5,432
Called up share capital 408 408 408 408 420
Share premium account 62 62 62 62 62
Capital redemption reserve 27 27 27 27 15
Dther reserves 711 658 757 1301 (527)
Retained earmings (loss) 89 770 (3.904) {1,656) 5.439
Total parent shareholders’ equity [deficit) 1,297 1,925 (2,650) 142 5,409
Non-controlitng interests 11 26 24 27 23
Total equity {deficit) 1,308 1,951 (2,626} 169 5,432




Additional information 173

Financial and operational statistics

Financial statistics
2012 2011 2010 2009 2008
£m £m £m £m £m
Decrease in underlying revenue excluding transit® {19% (301% 29%
Adyusted EBITDAR< 6 064 5,886 5,639 5.238 5,784
Free cash fiow?
Adjusted® 2,522 2,223 2,106 772 2,266
Reported 2318 2,011 1,933 737 1,823
Net debt® 9,082 8.816 9,283 10361 9,460
Operating costs excluding depreciation and amertisation® 13.630 14,563 15,650 16,545 15,279
Expenditure on research and development
Research and development expense 285 389 444 590 532
Amortisation of internally developed computer software 536 444 491 431 325
821 833 935 1,021 B57
Caprtal expenditure
Additions to property, plant and equipment compnsed
Land and buildings 37 20 29 23 33
Network infrastructure and other equipment
Transmission equipment 1121 985 902 1,067 1,117
Exchange equipment 46 43 29 44 83
Other network equipment 794 851 753 899 1060
Other
Computers and office equipment a5 92 115 140 181
Motor vehicles and other 43 87 33 73 50
Jotal additions to property, plant and equipment 2,136 2,078 1,861 2,246 2,524
{Decrease} increase in engineenng stores (1} 12 43 3 {11}
Total addittons 2,135 2,090 1.904 2,249 2,513
Computer software additions 459 500 629 839 826
Total caprtal expenditure 2,594 2,590 2,533 3,088 3,339
{Decrease) ncrease in payables (16) 55 (24) {6) (24)
Cash outflow on capital expendrture 2,578 2,645 2,509 3,082 3,315
a Data not availlable for 2009 and 2008
b Before specific items
€ EBITDA is defined on page 167
d Free cash flow s defined on page 168
€ Net debt i1s defined on page 169
Financial ratios
Year ended 31 March 2012 2011 2010 2009 2008
Return on caprtal employed®
Adjusted®- % 206 187 160 145 177
Reported - % 195 169 133 23 14 4
Interest cover®
Adjusted® - times 45 34 29 25 36
Reported - times 60 28 18 05 62
Net debt to EBITDAY ~ times 15 15 16 20 16
Caprtal expenditure as a percentage of revenue® - % 134 129 121 14 4 161

2 The raue 1s based on profit before taxation and net finance expense to average capital employed Capital employed s represented by total assets less current labilities {excluding corporation tax,
current borrowings dervative financial labiities and finance Jease creditors) less deferred and current tax assets retirement benefit asset cash and cash equivalents dervative financial assetsand
Investments

b Before speaific items

€ The number of tumes net finance axpense 1s covered by operating prafit
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Operational statistics

All values in thousands unless otherwise stated

Year ended 31 March 2012 2011 2010 2009 2008

BT Global Services

Order intake {£m} 6 683 7.270 6,631 7.917 7.835
BT Retail

Consumer average revenue per user (ARPU)? (£} 343 326 309 287 274
Active consumer hnes? 9 983 10,448 11,113 11789 12,600
BT Vision installed base 707 575 457 423 214
Openreach

Copper lines®

Internal 14,125 15,320 16,795 18,626 -

External 5,155 5,189 5,005 4,751 -

Fully unburdled 5,631 4,266 2 966 1714 -
Total copper lines 24,911 24,775 24,766 25,001 -
BT Group

Broadband hines

BT Retail 6,280 5,691 5,132 4,757 4,402
BT Wholesale {external) 2,262 2,421 2,926 3,305 3983
Openreach 8,263 7 609 6,620 5.750 4,300
Total broadband lines 16,805 15,721 14,678 13,812 12,685

Broadband market shared
BT's retatl share of net addtions 54% 51% 43% 31% 35%
BT’s retail share of installed base 37% 36% 35% 34% 3%

Exchange hnes®

Consumer 10919 11,802 13,051 14,514 15,793
Businessfcorporate 4,551 4917 5,423 5,992 6,750
Total exchange hines 15,470 16,719 18,474 20,506 22,543

3 Rolling 12 month consumer revenue less mobile POLOs dmided by average number of pnmary lines

b Active consumer lines represents the number of lines over which BT is the call provider

£ Total copper lines split 15 not avadable on a consistent bass for 2008

dpSL, £LU and fibre excluding cable

# Exchange iines include analogue lines and digital channels sold through BT Global Services BT Retall and BT Whaolesale
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Cautionary statement regarding
forward-looking statements

Certain statements in this annual report are forward-looking and are
made in reliance on the safe harbour provisions of the US Private
Securities Liigation Reform Act of 1995 These statements relate to
analyses and other information which are based on forecasts of future
results and estimates of amounts not yet determinable These
statements include, without imitation, those concerning cutlook,
revenue and revenue trends, EBITDA, free cash flow, net debt, credit
ratings, operating cost reductions, BT Global Services’ EBITDA,
restructunng costs, operating cash flow and revenue growth in higher
growth economies, investment in and roll-out of our fibre network,
and its reach, innovations, increased speeds and speed availability, our
broadband service and strategy, the BT Pension Scheme recovery plan,
operating charge, regular contributions and interest, capital
expenditure, effective tax rate, shareholder returns including growing
dwidends and share buyback, growth opportunities in networked IT
services, the pay-TV services market, broadband and mobility,
enhancing our IP-enabied TV service, growth of, and opportunities
available in, the communicattons industry and BT's positioning to take
advantage of those opportunities, expectations regarding competition,
market shares, prices and growth, expectations regarding the
convergence of technolagies, plans for the launch of new products and
services, hetwork performance and quality, the impact of regulatory
inttiatives, decisions and outcomes on operations, including the
regulation of the UK fixed wholesale and retail businesses and the
impact of the Undertakings to Ofcom under the Enterprise Act, BT's
possible or assumed future results of operations and/or thase of its
associates and joint ventures, investment plans, adequacy of capital,
financing plans and refinancing requirements, demand for and access
to broadband and the promotion of broadband by third-party service
providers, and those preceded by, followed by, or that include the
waords ‘aims’, ‘believes’, ‘expects’, ‘anticipates’, ‘intends’, "will’, ‘should’
or similar expresslons

175

Although BT believes that the expectations reflected in these forward-
looking statements are reasonable, it can give no assurance that these
expectations will prove to have been correct Because these statements
involve nsks and uncertainbes, actual results may differ matenially from
those expressed or imphed by these forward-looking statements
Factors that could cause differences between actual results and those
imphed by the forward-looking statements include, but are not imited
to matenal adverse changes in economic conditions in the markets
served by BT, future regulatory actions and conditions in BT's operating
areas, including competition from others, selection by BT of the
appropnate trading and marketing models for its products and services,
technological iInnovations, including the cost of developing new
products, networks and solutions and the need to increase
expenditures for improving the quality of service, the anticipated
benefits and advantages of new technologies, products and services
not being realised, developments in the convergence of technclogies,
prolonged adverse weather conditions resulting in a matenal increase
in overtime, staff or other costs, the timing of entry and profitability of
BT in certain communications markets, significant changes in market
shares for BT and ts principal products and services, fluctuations in
foreign currency exchange rates and interest rates, the underlying
assumptions and estmates made in respect of major customer
contracts proving unreliable, the aims of the BT Global Services’
restructunng programme not being achieved, and general financial
market conditions affecting BT's performance and ability to raise
finance Certain of these factors are discussed in more detail elsewhere
in this annual report including, without hmitation, in Qur risks on
pages 32 to 37 BT undertakes no obligation to update any forward-
looking statements whether as a result of new information, future
events or otherwise
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Stock exchange listings

The principal Iisting of BT Group’s erdinary shares 1s on the London Steck Exchange Trading on the London Stock Exchange 1s under the symbol
‘BT A Amencan Depositary Shares {ADSs), each representing 10 ordinary shares, have been issued by JPMorgan Chase & Co. as Depositary for the
Amencan Depositary Receipts (ADRs) evidencing the ADSs, and are hsted on the New York Stock Exchange ADSs also trade, but are not hsted, on
the London Stock Exchange Trading an the New York Stack Exchange 1s under the symbol ‘BT’

Share and ADS prices
Pence per US$ per
ordinary share ADS
High Low High Low
pence pence Uss uss
Finanoial years ended 31 March
2008 33675 205 50 68 55 40 46
2009 23550 7140 4620 980
2010 149 60 7970 2514 11 64
2011 191 10 109 50 3131 1619
2012 23210 161 00 3689 2569
Finanaial year ended 31 March 2011
1 Aprd =30 June 2010 140 60 109 90 2085 1619
1 July — 30 September 2010 146 40 126 30 2335 1919
1 October - 31 December 2010 187 80 142 80 2913 2261
1 January - 31 March 2011 19110 172 90 3131 27 87
Finanaal year ended 31 March 2012
1 Apell - 30 June 2011 20190 188 20 3333 3060
1 July - 30 September 2011 204 10 161 00 3318 2583
1 October — 31 December 2011 193 40 163 80 3159 2569
1 January - 31 March 2012 23210 194 90 3689 3023
Months
November 2011 19310 176 50 3159 2729
December 2011 193 40 185 50 3040 2871
January 2012 208 80 194 90 3267 3023
February 2012 217 80 205 90 34 42 3263
March 2012 23210 21110 36 89 3307
Apnlt 2012 228 60 210 80 36 86 3392
1 May =3 May 2012 216 90 213 50 3529 3477

The prices are the highest and lowest closing middle market prices for BT erdinary shares, as denved from the Daily Official List of the London Stock
Exchange and the highest and lowest closing sales pnces of ADSs, as reported on the New York Stock Exchange composite tape

Fluctuatiens in the exchange rate between Sterling and the US Dollar affect the US Dollar equivalent of the Sterling price of the company’s
ordinary shares on the London Stock Exchange and, as a result, are likely to affect the market price of the ADSs on the New York Stock Exchange

Background

BT Group ple s a public imited company registered in England and Wales and listed on the London and New York Stock Exchanges It was

incerporated in England and Wales en 30 March 2001 as Newgate Telecommunications Limited with the registered number 4190816 Its

reqistered office address 1s 81 Newgate Street, London EC1A 7A) The company changed its name to BT Group plc on 11 September 2001
Following the demerger of 02 in November 2001, the continuing actwities of BT were transferred to BT Group plc

British Telecommunications ple 1s a wholly-owned subsidiary of BT Group plc and encompasses virtually afl the businesses and assets of the BT
group The successor to the statutory corporation Briish Telecommunications, it was incorporated in England and Wales as a public hmited
company, wholly owned by the Government, as a result of the Telecommunications Act 1984 Between November 1984 and July 1993, the
Government sold all of its shareholding in Briash Telecommunications plc in three public offerings.
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Capital gains tax
The nghts issue 1n June 2001 and the demerger of 02 1n November 2001 adjusted the value, for capital gains tax (CGT) purposes, of BT shares

Rights 1ssue
An explanatery note on the effects of the nghts issue on the CGT position relating to BT shareholdings 1s available from the Shareholder Helpline
{see page 188}

Demerger of 02 — CGT calculation

The confirmed official opening prices for BT Group and 02 shares on 19 November 2001 following the demerger were 285 75p and 82 75p,
respectively This means that, of the total (combined) value of 368 50p, 77 544% 1s attnbutable to BT Group and 22 456% to 02 Accordingly, for
CGT calculations, the base cost of BT Group shares and 02 shares 1s calculated by multiplying the acquisition cost of a BT shareholding by 77 544%
and 22 456%, respectively

Analysis of shareholdings at 31 March 2012

Ordinary shares

of 5p each

Number of Percentage Numberof Percentage

holdings of total  shares held of total

Range % mallions %
1-399 408,674 3919 86 105
400-799 283,082 2715 158 194
800 -1 599 202,004 1937 225 277
1.600-9,999 142,829 1370 430 527
10 000 - 99,999 5112 049 95 116
100,000 - 999,999 598 006 221 271
1,000,000 - 4,999,999 308 003 700 860
5,000,000 and above?® <9 168 001 6.235 76 50
Total® 1,042,775 100 G0 8,151 10000

2 8m sharas were held in trust by Itford Trustees {Jersey) Limited for allocation 1o employees under the employee share plans

b Under the BT Group Emplayee Share Investment Plan 82 7m shares were held in trust on behalf of 59 939 participants who were beneficizlly entitled 1o the shares 218m shares were held in the
corporate nominee BT Group EasyShare on behalf of 97 025 beneficial owners

¢ 170m shares were represented by ADSs An analysis by size of holding 1s nat available for this holding

d 366 Sm shares were held as treasury shares

€11 5% of the shares were in 1,029,366 indvidual holdings, of which 87 463 were joint holdings and B8 5% of the shares were in 13,409 institutional holdings

As far as the company is aware, the company is not directly or indirectly owned or controlled by another carporation or by the Government or any
other foreign government or by any other natural or legal person severally or jointly There are no arrangements known to the company, the
operatian of which may at a subsequent date resuft in a change in control of the company

The company’s major shareholders do not have different voting nights to those of other shareholders

At 3 May 2012, there were 8,151,227,029 ordinary shares outstanding, including 364,096,071 shares held as treasury shares At the same date,
approximately 17m AD5s {equivalent to 171m ordinary shares, or approximately 2 2% of the total number of ordinary shares outstanding on that
date) were outstanding and were held by 1.970 record holders of ADRs

At 31 March 2012, there were 3,746 shareholders with a US address on the reqister of shareholders who in total hold 0 03% of the ordinary
shares of the company
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Dividends

Afinal dvdend in respect of the year ended 31 March 2011 was paid on 5 September 2011 to shareholders on the register on 12 August 2011,
and an intenim dividend in respect of the year ended 31 March 2012 was paid on 6 February 2012 to shareholders on the register on

30 December 2011 The final proposed dividend in respect of the year ended 31 March 2012, i approved by shareholders, will be paid on

3 September 2012 to sharehoiders on the register on 10 August 2012

The dividends paid or payable on BT shares and ADSs for the last five financial years are shown in the followang table The dividends on the
ordinary shares exclude the associated tax credit The amounts shown are not thase that were actually paid to holders of ADSs For the tax
treatment of dwidends paid, see Taxation of dividends on page 185 Dividends have been translated from Sterling into US Dollars using exchange
rates prevailing on the date the ordinary dividends were paid

Per ordinary share Per ADS Per ADS

Intenm Final Total Interim Final Total interim Final Total

Financial years ended 31 March pence pence pence £ £ £ uss Uss Uss
2008 540 1040 1580 0540 1040 1580 1030 1833 2863
2009 540 110 650 0540 0110 0650 0 765 0161 0926

2010 230 460 690 0230 0460 0690 0339 0684 1023

2011 240 500 740 0240 03500 0740 0366 0777 1143
2012 260 570 830 0260 0570 0830 0390 -2 -2

3 Qualifying holders of ADSs an record as of 10 August 2012 are enbtied to receive the final drvidend which will be paid to ADS hoiders on 11 September 2012 subject to approval at the AGM The US Dollar
amaunt of the final dvidend of 57 pence per ADS to be paid to holdars of ADSs will be based on the exchange mte in effect on 3 September 2012, the date of payment to holders of ordinary shares

As dividends paid by the company are in Sterling, exchange rate fluctuations will affect the US Dollar amounts receved by holders of ADSs on
conversion by the Depositary of such cash dividends

Dividend mandate

Any shareholder wishing dividends to be paid directly into a bank or building society account should contact the Shareholder Helphne
(see page 188) Alternatively, a form may be downloaded from the Shareholder information page of our website at

L2\ www bt com/investorcentre Dividends paid in this way will be paid through the Bankers Automated Clearing System (BACS)
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Dividend investment plan
Under the Dividend investment plan, cash from participants dividends is used to buy further BT shares in the market

Shareholders could elect to recerve additional shares in lieu of a cash dividend for the following dividends

Price per share

Date paid pence
2008 intenm 11 February 2008 23208
2008 final 15 September 2008 174 38
2009 intenm 9 February 2009 107 04
2009 final 7 September 2009 13334
2010 nternim 8 February 2010 131 67
2010 final 6 September 2010 14041
2011 intenim 7 February 2011 185 8¢9
2011 final 5 September 2011 164 64
2012 intenim 6 February 2012 21639

Global Invest Direct

Details of the direct purchase plan run by the ADR Depositary, JPMorgan Chase & Co, Global Invest Direct, including reinvestment of dividends,
are available from JPMorgan Chase & Co on +1 800 428 4237 (toll free within the US), or on written request to the ADR Depositary

Total shareholder return

TSR 15 the measure of the returns that a company has generated for its shareholders, reflecting share price movemnents and assuming reinvestment
of dividends BT's TSR for the 2012 financial year was positive 27 4%, compared with the FTSE100 TSR which was positive 1 2% and the
FTSEurofirst 300 Telca Index TSR which was negative 5 8% BT s TSR improvement in the 2012 financial year 1s mainly due to the increase in the
share price during 2012, from a closing price of 184 7p on 31 March 2011 Over the last five financial years BT's TSR was negative 2 7%,
compared with the FTSE100 TSR of posttive 10 2% and the FTSEurofirst 300 Telco index TSR of positive 4 5%

BT's TSR performance vs the FTSE100 and the
FTSEurofirst 300 Telco Index
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Results announcements
Expected announcements of results

Results for the 2013 financial year Date?
st quarter 25 July 2012
2nd quarter and half year November 2012
3rd quarter and nine months February 2013
4th quarter and full year May 2013
2013 Annual Report published May 2013

3 Dates may be subject to change

individual savings accounts (ISAs)

Information about investing 1n BT shares through an 1SA may be obtained from Halifax Share Dealing Limited They can be contacted through
their website at JZy www halifax co uk/sharedealing or by telephone on 08457 22 55 25 [SAs are also offered by other organisations

ShareGift

The chanity ShareGift specialtses in accepting small numbers of shares as donations Further information about ShareGift may be obtained by

telephoning 020 7930 3737 or from 5, www sharegift org or alternatively, from the Shareholder Helpline (see page 188)

Exchange rates

BT publishes its consolidated financial statements expressed in Stering The fallowing tables provide certain information concerning the exchange
rates between Sterling and US Dollars based on the noon buying rate in New York City for cable transfers in Sterling as certified for customs

purposes by the Federal Reserve Bank of New York {the Noon Buying Rate)

Year ended 31 March 2012 2011 2010 2009 2008

Pertod end 160 160 152 143 199

Average® 161 156 155 170 201

High 167 164 164 200 211

Low 153 143 149 137 194
3 The average of the Noon Buying Rates in effect on the last day of each month dunng the relevant peried

Maonth

April March February January  December

2012 2012 2012 2012 2011

High 162 160 160 158 157

Low 158 156 157 153 154

On 4 May 2012, the latest practicable date for this Annual Report, the Noon Buying Rate was US$1 61to £1 0O
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Articles of Association (Articles)

The following 1s a summary of the pnncipal provisions of BT's Articles, a copy of which has been filed with the Registrar of Companies A 'holder of
shares’ and a ‘shareholder’ is, in either case, the person entered on the company's register of members as the holder of the relevant shares
Shareholders can choose whether therr shares are to be ewidenced by share certificates lie in certificated form) or held in electromic {1
uncertificated) form in CREST {the electronic settlement system in the UK)

BT adopted new Articles of Association with effect from October 2008, largely to take account of changes in UK company law brought about by
the Companies Act 2006 (2006 Act} Under that Act, the Memorandum of Association serves a more hmited role as historical evidence of the
formation of the company Since October 2009, the provisions in relatian to objects in BT's Memorandum are deemed to form part of BT's Articles,
and have been deleted from those Articles because of shareholders passing a resolution to this effect at the AGM Under the 2006 Act, BT's
objects are unrestncted

{a] Voting nights
Subject to the restrictions described below, on a show of hands, every shareholder present in person or by proxy at any general meeting has one
vote and, on a poll, every sharehelder present in person or by proxy has one vote for each share which they hold

Voting at any meeting of shareholders 1s by a show of hands unless a pollis demanded by the chairman of the meeting or by at least five
shareholders at the meeting who are entitled to vote {or their proxies), or by one or more shareholders at the meeting who are entitied to vote (or
their proxies) and who have, between them, at least 10% of the total votes of all shareholders who have the right to vote at the meeting

No person s, unless the Board decide otherwise, entitled to attend or vote atany general meeting or to exercise any other nght conferred by
being a shareholder if they or any person appeanng to be interested 1n those shares has been sent a notice under section 793 of the Companies
Act 2006 {which confers upon public companies the power to require information with respect 1o interests in their voting shares) and they or any
interested person has failed to supply to the company the information requested withuin 14 days after delivery of that notice These restrictions
end seven days after the earlier of the date the shareholder complies with the request satisfactonily or the company receives notice that there has
been an approved transfer of the shares

{b) Variation of rights
Whenever the share capital of the company 1s spht into different classes of shares, the special nghts attached to any of those classes can be vared
or withdrawn either

{1} with the sanction of a special resolution passed at a separate meeting of the holders of the shares of that class, or
{n withthe consent in wnting of the holders of at least 75% in norminal value of the 1ssued shares of that class

At any separate meeting, the necessary quorum Is two persons holding or representing by proxy not less than one-third in nominal amount of the
1ssued shares of the class in question (but at any adjourned meeting, any person holding shares of the dass or his proxy Is a quorum)

The company can issue new shares and attach any nghts and restrictions to them, as long as this 1s not restricted by special nghts previousiy given
to holdets of any existing shares Subject to this, the rights of new shares can take pnonty over the nghts of existing shares, or existing shares can
take priority over them, or the new shares and the existing shares can rank equally

{c} Changesn capital

The company may by ordinary resolution

(i} dwide all or any of its share capital into shares with a smaller nominal value, and

() consolidate and divide all or part of 1ts share caprtal into shares of a larger nominal value

The company may also

{1} buy back its own shares, and

(n) by speaal resolution reduce its share capital, any capital redemption reserve and any share premium account

(d) Dividends

The company’s shareholders can declare drvidends by passing an ordinary resotution provided that no dwidend can exceed the amount
recommended by the directors Dividends must be paid out of profits available for distnbution If the directors consider that the profits of the

company justify such payments, they can pay intenm dividends on any class of shares of the amounts and on the dates and for the peniods they
decide Fixed dvidends will be paid on any class of shares on the dates stated for the payments of those dividends

The directors can offer ordinary sharehelders the nght to choose to receive new ordinary shares, which are credited as fully paid, instead of some
or all of their cash dvidend Before they can do this, the company’s shareholders must have passed an ordinary resolution authonising the
directors to make this offer

Any dwidend which has not been claimed for ten years after it was declared or became due for payment will be forferited and will belong to the
company
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(e} Dustribution of assets on winding up

¥f the company 1s wound up [whether the liquidation 1s veluntary, under supervision of the court or by the court) the iquidator can, with the
authonity of a special resolution passed by the shareholders, divide among the shareholders all or any part of the assets of the company This
applies whether the assets consist of property of one kind or different kinds For this purpose, the liquidator can place whatever value the hquidator
considers fair on any property and decide how the division 1s carned out between shareholders or different groups of shareholders The hiquidator
can also, with the same authonity, transfer any assets to trustees upon any trusts for the benefit of shareholders which the liquidator decides The
hquidation of the company can then be finalised and the company dissolved No past or present shareholder can be compelled to accept any shares
or other property under the Articles which could give that shareholder a liability

(f) Transfer of shares

Certificated shares of the company may be transferred in writing either by an instrument of transfer in the usual standard form or in another form
approved by the Board The transfer form must be signed or made effective by er on behalf of the person making the transfer The person making
the transfer will be treated as continuing to be the halder of the shares transferred until the name of the person to whom the shares are being
transferred 1s entered in the register of members of the company

The Board may refuse to register any transfer of any share held in certificated form
() which s in favour of more than four joint holders, or

(1) unless the transfer form to be registered 15 properly stamped to show payment of any applicable stamp duty and delivered to the
company's registered office or any other place the Board decide The transfer must have with it the share certsficate for the shares to be
transferred, any other evidence which the Board ask for to prave that the person wanting to make the transfer is entitled to do this, and (f
the transfer form 15 executed by another person on behalf of the person making the transfer, evidence of the authonity of that person to
doso

Transfers of uncertificated shares must be carned out using a relevant system (as defined in the Uncertificated Securities Regulations 2001
(the Regulations)} The Board can refuse te register a transfer of an uncertificated share in the arcumstances stated in the Regulations

If the Board decide not to register a transfer of a share, the Board must notify the person to whom that share was to be transferred giving reasons
for its decision This must be done as soon as possible and no fater than two months after the company receives the transfer or instruction from
the operator of the relevant system

{g) Untraced shareholders

BT may sell any shares after advertising its intention and warting for three months if the shares have been in 1ssue for at least ten years, during that
period at least three dividends have become payable on them and have not been cashed and BT has not heard from the shareholder or any person
entitled to the dividends by transmussion The net sale proceeds belong to BT, but it must pay those proceeds to the former shareholder or the
persan entitled to them by transmission if that shareholder, or that other person, asks for them

(h) General meetings of shareholders

Every year the company must hold an annual general meeting The Board can call a general meeting at any time and, under general law, must call
ane on a shareholders' requisition At least 21 clear days’ wnitten notice must be gven for every annual general meeting For every other general
meeting, at least 14 clear days’ written notice must be given The Board can specify in the notice of meeting a time by which a person must be
entered on the register of sharehclders in arder to have the nght to attend or vote at the meeting The time specified must not be more than

48 hours before the ume fixed for the meeting

{1) Limitations on rights of non-resident or foreign shareholders

The anly hmitation imposed by the Articles on the nghts of non-resident or foreign shareholders 15 that a shareholder whose registered address 1s
outside the UK and who wishes to receive netices of meetings of shareholders or documents from BT must give the company an address within the
UK to which they may be sent

{J) Directors

Directors’ remuneration

Excluding remuneration referred to below, each director will be paid such fee for his services as the Board decide, not exceeding £65,000 a year
and increasing by the percentage increase of the retail pnces index [as defined by section 833(2) Income and Corporation Taxes Act 1988} for any
12-month period beginning 1 Apnl 1999 or an anniversary of that date The company may by ordinary resolution decide on a higher sum This
resolution can increase the fee paid to all or any directors either permanently or fos a particular penod The directors may be paid their expenses
properly incurred in connection with the business of the company

The Board can award extra fees to a director who haolds an executive position, acts as chairman or deputy chairman, serves on a Board commuttee
at the request of the Board, or performs any other services which the Board consider extend beyond the ordinary duties of 2 director
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The directors may grant pensions or other benefits to, among others, any director or former director or persons connected with them However, BT
can only provide these benefits to any director or former director wha has not been an employee or held any other office or executive position in
the company or any of its subsidiary undertakings, or to relations or dependants of, or people connected to, those directors or former directors, if
the shareholders approve this by passing an ordinary reselution

Directors’ votes
A director need not be a shareholder, but a director who 15 not a shareholder can still attend and speak at shareholders’ meetings

Unless the Articles say otherwise, a director cannot vote on a resolution about a contract in which the director has an interest {this will also apply
to interests of a person connected with the director)

If the legislation allows, a director can vote and be counted in the quorum on a resolution concesning a contract

{1 inwhich the director has an interest of which the director 1s not aware, or which cannot reasonably be regarded as likely to give nise to a
conflict of interest,

{1} n which the director has an interest only because the director is a holder of shares, debentures or other secunities of BT, er by reason of
any other interest in or through BT,

(] which invelves the giving of any secunty, guarantee or indemnity to the director or any other person for money lent or obhigations
incurred by the director or by any other person at the request of or for the benefit of BT or the benefit of any of its subsidiary
undertakings, or a debt or other obligation which 1s owed by BT or any of its subsidiary undertakings to that other person If the director
has taken responsibility for all or any part of that debt or obligation by giving a guarantee, security or indemnity,

{w) where BT or any of its subsidiary undertakings s offering any shares, debentures or other securities for subscnption or purchase to which
the director 15 or may be entitled to participate as a holder of BT secunties, or where the director will be involved 1n the underwriting or
sub-underwnting,

(v} relating to any other company in which the director has an interest, directly or indirectly (including holding a position in that company] or
i5 a shareholder, creditor, employee or otherwise involved in that company These nghts do not apply if the director owns 1% or more of
that company or of the voting rights in that company,

{wi} relating to an arrangement for the benefit of BT employees or former BT employees or any of BT's subsidiary undertakings which only
gives the directors the same benefits that are generally given to the employees or former employees to whom the arrangement relates,

{vu) relating to BT buying or renewing insurance for any hability for the benefit of directors or for the benefit of persons who nclude directors,
{vin) relating to the gving of indemnities in favour of directors,

(1) relating to the funding of expenditure by any director or directors on defending cnminal, cvil or regulatory proceedings or actions
against the director or the directors, in connection with an apphication to the court for relief, or on defending the director or the directors
In any regulatory nvestigations, or which enables any director or directors to avoid incuining expenditure as descnibed in this paragraph,
and

(x] 1n which the director’s interest, or the tnterest of directors generally, has been authonsed by an ordinary resolution

Subject to the refevant legislation, the shareholders can by passing an ordinary resolution ratify any particular contract carried out in breach of
those provisions

Directors’ appointment and retirernent

Under BT's Articles there must be at least two directors, who manage the business of the company The shareholders can vary this muinimum
and/or decide a maxsmum by ordmary resolution The Board and the shareholders [by ordinary resclution) may appownt a person who 1s willing to
be elected as a director, erther to fill a vacancy or as an additional director

At every annual general meeting, any director who was elected or last re-elected a director at or before the annual general meeting held in the
third year before the current year, must retire by rotation Any dwector appointed by the directors automatically retires at the next following
annual general meeting A retining directar 1s ehgible for re-election

In addition to any power of removal under the 2006 Act, the shareholders can pass an ordinary resolution to remove a director, even though
his or her ime in office has not ended They can elect a person to replace that director subject to the Articles, by passing an ordinary resolution
A person so appointed 1s subject to retirement by rotation when the directar replaced would have been due to retire
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Directors’ borrowing powers

To the extent that the legislation and the Articles allow, the Board can exercise all the powers of the company to borrow money, to mortgage or
charge its business, property and assets {present and future} and to 1ssue debentures and other secunties, and give security erther outnight or as
collateral security for any debt, liabiity or obhgation of the company or another person The Board must [imrt the borrowings of the company and
exercise all the company's voting and other nghts or powers of control exercisable by the company in relation to its subsidiary undertakings so as
to ensure that the aggregate amount of all borrowings by the group outstanding, net of amounts borrowed intra-group among other things, at
any time does not exceed £35bn These borrowing powers may only be vaned by amending the Articles

{k} Sinking fund, liabslity to further calls and change of control

BT's shares are not subject to any sinking fund provision under the Articles or as a matter of the laws of England and Wales No shareholder is
currently liable to make additicnal contributions of capital in respect of BT's ordinary shares in the future There are no provisions in the Articles or
of corporate legislation in England and Wales that would delay, defer or prevent a change of control

(I} Disclosure of interests inshares

Under the Financial Services and Markets Act 2000 and the UK Disclosure and Transparency Rules there is a statutory obligation on a person who
acquires or ceases to have a notifiable interest in the relevant share capital of a public company like BT to notify the cornpany of that fact The
disclosure threshold s 3% These Rules also deal with the disclosure by persons of interests in shares or debentures of companies in which they are
directors and certain assocated companies Under section 793 of the 2006 Act [referred to in {a) above), BT may ascertain the persons whe are or
have within the last three years been interested in its shares and the nature of those interests The UK Crty Code on Takeovers and Mergers also
ymposes strct disclosure requirements with regard to dealings in the securities of an offeror or offeree company on all parties to a takeover and
also on their respective associates during the course of an offer peried

Material contracts

Excluding contracts entered into in the ordinary course of business, no cantracts have been entered into in the two years preceding the date of
this document by BT or another member of the group which are, or may be, matenal to the group or contain a provision under which a member of
the group has an obhgation or entitlement which 1s, or may be, matenal to BT or such other member of the group

Taxation {US Holders)

This 1s a summary only of the principal US federal income tax and UK tax consequences of the ownership and disposition of ordinary shares or
ADSs by US Holders {as defined below) who hold their ordinary shares or ADSs as capital assets It does not address all aspects of US federal
income taxation and does not address aspects that may be relevant to persons who are subject to special provisions of US federal income tax law,
mncluding US expatrates, insurance companies, tax-exempt organisations, banks, regulated investment companies, financial institutions,
secunties broker-dealers, traders in securities who elect a mark-ta-market method of accounting, persons subject to alternative mimmum tax,
investors that directly, indirectly or by attribution own 10% or more of the outstanding share capital or voting power of BT, persons holding their
ordinary shares or ADSs as part of a straddle, hedging transaction or conversion transaction, persons who acquired their ordinary shares or ADSs
pursuant to the exeraise of options or otherwise as compensation, or persons whose functional currency is not the US Dollar, amongst others
Those holders may be subject to US federal income tax consequences different from those set forth below

For the purposes of this summary, a LS Holder 1s a beneficial owner of ordinary shares or ADSs that. for US federal income tax purposes, 1s a
crtizen or indvidual resident of the United States, a corporation {or other entity taxable as a corporation for US federal income tax purposes)
created or organised in or under the laws of the United States or any political subdrasion thereof, an estate the income of which is subject to US
federal income taxation regardless of its sources, or a trust if a US court can exercise pnmary supervision over the administration of the trust and
one of more US persons are authonsed to control all substantial decisions of the trust If a partnership holds ordinary shares or ADSs, the US tax
treatment of a partner generally will depend upon the status of the partner and the activities of the partnership A partner in a partnership that
holds ardinary shares or ADSs ts urged to consult its own tax adwvisor regarding the specific tax consequences of owning and disposing of the
ordinary shares or ADSs

in particular, this summary is based en (1} current UK tax law and the practice of Her Majesty’s Revenue & Customs {HMRC) and US law and US
Internal Revenue Service {IRS) practice, including the Internal Revenue Code of 1986, as amended, existing and proposed Treasury regulations,
rulings, judicial decisions and administrative practice, all as currently in effect and available, {n) the United Kingdom-United States Corvention
relating to estate and gift taxes, and (1) the Unuited Kingdom-United States Tax Convention that entered into force on 31 March 2003 and the
protocal thereto {the Convention), all as in effect on the date of this Annual Report, all of which are subject to change or changes in
Interpretation, possibly with retroactive effect

US Holders should consult their own tax adwisors as to the applicability of the Convention and the consequences under UK, US federal, state and
lecal, and other laws, of the ownership and disposition of ordinary shares or ADSs
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Taxation of dividends

Under current UK tax law, BT will not be required to withhold tax at source from dividend payments it makes Unless a US Holder of ordinary
shares or ADSs 15 resident in or ordinanily resident for UK tax purposes in the UK or unless a US Holder of ordinary shares or ADSs carries on a trade,
profession or vocation i the UK through a branch or agency. or, in the case of a company, a permanent establishment in the UK, the holder should
not be liable for UK tax on dividends received in respect of ordinary shares and/or ADSs

For US federal income tax purpeses, a distribution will be treated as ordinary dvidend income The amount of the distribution includible in gross
income of a US Holder will be the US Dollar value of the distnbution calculated by reference to the spot rate in effect on the date the distnbution 1s
actually or constructively recerved by a US Holder of ordinary shares, or by the Depositary, in the case of ADSs A US Holder who converts Sterling
into US Dollars on the date of receipt generally should not recagnuse any exchange gain or loss A US Holder who does not convert Sterling into

US Dolfars on the date of receipt generally will have a tax basis in Sterling equal to their US Dollar value on such date Foreign currency gain or
loss, if any, recogrsed by the US Holder on a subsequent conversion or other dispositron of Sterling generally wll be US source ordinary mcome or
loss Dvidends paid by BT to a US Holder will not be eligible for the US dividends received deduction that may otherwise be available to corporate
shareholders

For purposes of caiculating the foreign tax credit limitation, dividends paid on the ordinary shares or ADSs will be treated as ncome from sources
outside the US and generally will constitute ‘passive ncome’ The rules relating to the determination of the foreign tax credit are very complex US
Holders whao do not elect to claim a credit with respect to any foreign taxes pasd in a given taxable year may instead claim a deduction for foreign
taxes paid A deduction does nat reduce US federal income tax on a Dollar for Dollar basis Iike a tax credit The deduction, however, 1s not subject
to the mitations applicable to foreign credits

There will be no nght to any UK tax credit of to any payment from HMRC in respect of any tax credit on dividends paid on ordinary shares or ADSs

Certan US Holders {inctuding indwviduals) are eligible for reduced rates of US federal income tax (currently at a maximurn rate of 15%] in respect
of ‘qualified dividend ncome’ recetved in taxable years beginning before 1 January 2013 For this purpose, qualified dividend income generally
includes dividends paid by a non-US corporation if, amang other things, the US Holders meet certain mimmum holding perods and the non-US
corporation satisfies certain requirements, inciuding that either ) the shares or ADSs with respect to which the dividend has been paid are readily
tradeable on an established securities market in the US, or (i) the non-US corporation 1s eligible for the benefits of a comprehensive US income
tax treaty {such as the Convention) which provides for the exchange of information BT currently believes that dividends paid with respect to its
ordinary shares and ADSs should constitute qualified dividend income for US federal income tax purposes Each indmidual US Holder of ordinary
shares or ADSs 1s urged to consult his own tax advisor regarding the availability to bim of the reduced dividend tax rate in hght of bus own
particular situation and regarding the computations of hus foreign tax credit imitation with respect to any qualified dvidend income paid by BT to
hum, as applicable

Taxation of capital gains

Unless a US Holder of ordinary shares or ADSs 1s resident in or ordinarily resident for UK tax purposes in the UK or unless a US Holder of ordinary
shares or ADSs carries on a trade, profession, or vocation in the UK through a branch, agency, or inthe case of a company, a permanent
estabhishment m the UK, and the ordinary shares and/or ADSs have been used, held, or acquired for the purposes of that trade, professton or
vocation the holder should not be hiable for UK tax on capital gains on a disposal of ordinary shares and/for AD3s

AUS Holder who 1s an individual and who has ceased to be resident or ardinanly resident for tax purposes in the UK on or after 17 March 1998 or
who falls to be regarded as resident outside the UK for the purposes of any double tax treaty {Treaty non-resident) on or after 16 March 2005 and
continles to not be resident or ordinanly resident in the UK or continues to be Treaty non-resident for a penod of less than five years of
assessment and wha disposes of his ordinary shares or ADSs duning that period may also be liable on his return to the UK to UK tax on capital
gains, subject to any avarlable exemption or relief, even though he 1s not resident or ordinanly restdent in the UK or 1s Treaty non-resident at the
time of disposal

For US federal income tax purposes, a US Holder generally will recogmise capital gain or loss on the sale, exchange or other disposition of ordinary
shares or ADSs in an amount equal to the difference between the US Dollar value of the amount realised on the disposition and the US Holder's
adjusted tax basis (determined in US Dollars) in the ordinary shares or ADSs Such gain or loss generally will be US source gain or loss, and will be
treated as long-term capital gain or loss if the ardinary shares have been held for more than one year at the uime of dispesiion Long-term capital
gains recogmsed by an individual US Holder generally are subject to US federal income tax at preferential rates The deductibility of caprtal losses is
subject to significant imitations

AUS Holder's tax basis 1n an ordinary share will generally be its US Dollar cost The US Dollar cost of an ordinary share purchased with foreign
currency will generally be the US Dollar value of the purchase price on the date of purchase, or the settlement date for the purchase, in the case of
ordinary shares traded on an established secunities market, as defined in the applicable Treasury Regulations, that are purchased by a cash basis
US Holder {or an accrual basis US Holder that so elects) Such an election by an accrual basis US Holder must be applied consistently from year to
year and cannot be revoked without the consent of the IRS The amount realised on a sale or other disposition of ordinary shares for an amount in
foreign currency will be the US Dollar value of this amount on the date of sale or disposition On the settlement date, the US Holder will recognise
US source foreign currency gain or loss {taxable as ordinary income or loss) equal to the difference {if any) between the US Dallar value of the
amount received based on the exchange rates in effect on the date of sale or other disposition and the settlement date However, in the case of
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ordinary shares traded on an established secunities market that are sold by a cash basis US Holder (or an accrual basis US Holder that so elects),
the amount realised will be based on the exchange rate in effect on the settlement date for the sale, and no exchange gain or loss will be
recogrused at that tme

Passive foreign investment company status

A non-US corporation will be classified as a passive foreign investment company for US federal income tax purposes (a PFIC) for any taxable
year If at least 75% of its gross iIncome consists of passive income or at least 50% of the average value of its assets cons:st of assets that
produce, or are held for the production of, passive incame BT currently belteves that it did not qualfy as a PFIC for the tax year ending

31 March 2010 f BT were to become a PFIC for any tax year, US Holders would suffer adverse tax consequences These consequences may
inciude having gains realisad on the disposition of ordinary shares or ADSs treated as ordinary income rather than capital gains and betng
subject to punitive interest charges an certain dividends and on the proceeds of the sale or other disposition of the ordinary shares or ADSs
Furthermore, dvidends paid by BT would not be ‘qualified dividend income’ which may be eligible for reduced rates of taxatron as descnbed
above US Holders should consult their own tax advisors regarding the potential application of the PFIC rules to BT

US information reporting and backup withholding

Dividends paid on and proceeds recerved from the sale, exchange or other disposition of ordinary shares or ADSs may be subject to information
reporting to the IRS and backup withholding at a current rate of 28% (which rate may be subject to change) Certain exempt recipients (such as
corporations) are not subject to these information reporting requirements Backup withhalding will not apply, however, to a US Holder who
prowides a correct taxpayer identification number or certificate of foreign status and makes any other required certification or who 1s otherwise
exempt Persans that are US persons for US federal income tax purposes who are required to establish their exempt status generally must
furrush IRS Form W-9 (Request for Taxpayer Identification Number and Certification} Holders that are not US persons for US federal income
tax purposes generally will not be subject to US information reporting or backup withhelding However, such holders may be required to
provide certification of non-US status in connection with payments received in the US or through certan US-related financial intermedianies

Backup withholding 1s not an additional tax Amounts withheld as backup withholding may be credited against a helder's US federal income
tax hability A holder may obtain a refund of any excess amounts withheld under the backup withholding rules by timely filing the appropnate
claim for refund with the IRS and furnishing any required information

UK stamp duty

Atransfer of or an agreement to transfer an ordinary share will generally be subject to UK stamp duty or UK stamp duty reserve tax (SDRT) at
0 5% of the amount or value of any consideration provided rounded up (in the case of stamp duty} to the nearest £5 SDRT 15 generally the
hability of the purchaser It 15 customanly also the purchaser who pays UK stamp duty A transfer of an ordinary share to, or to a norminee for, a
person whose business 1s or includes the prowision of clearance services or to, or to a nominee or agent of, a person whose business is or
inciudes issuing depositary receipts gives nse to a 1 5% charge to stamp duty or SDRT of either the amount of the consideration provided or
the value of the share issued rounded up (in the case of stamp duty} to the nearest £5 No UK stamp duty will be payable on the transfer of an
ADS (assuming it 1s not registered in the UK), provided that the transfer documents are executed and always retained outside the UK

Transfers of ordinary shares into CREST will generally not be subject to stamp duty or SDRT unless such a transfer 1s made for a consideration in
money of money's worth, in which case a liability to SDRT wll anse, usually at the rate of 0 5% of the value of the consideration Paperless
transfers of ordinary shares within CREST are generally Iiable to SDRT at the rate of O 5% of the value of the consideration CREST s obliged to
collect SDRT from the purchaser of the shares on relevant transactions settled within the system

UK inkeritance and gift taxes in connection with ordinary shares and/or ADSs

The rutes and scope of demicile are complex and action should not be taken without advice specific to the individual’s arcumstances Alifetime
gift or a transfer on death of ordinary shares and/or ADSs by an individual holder, who 15 U5 domiciled {for the purposes of the UK/US Estate
and Gt Tax Convention) and who 1s not a UK natienal {as defined in the Convention) will not generally be subject to UK inhentance tax if the
gift 15 subject to US federai gift or US estate tax unless the tax s not paid

Further note on certain activities

During 2012, certain of the group s nan-US subsidianies or other non-US entiies conducted mited activities in, or with persons from, certain
countries identified by the US Department of State as State Spansors of Terronsm ar otherwise subject to US sanctions These activites, which
generally relate to the provision of communications services to embassies and diplomatic missions of US-allied governments, other CPs, news
orgarusations, multnational corporations and other customers that require globa! communications connectiity, are insignificant to the
group’s financial candition and results of operations
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Limitations affecting security holders

There are no government laws, decrees, regulations, or other UK legislation which have a matenial effect on the import or export of capital,
including the availabiiity of cash and cash equivalents for use by the company except as otherwise descnbed in Taxation [US Holders)

There are no mitations under UK law restnicting the nght of non-residents to hold or to vote shares in the company

Documents on display

All reports and other information that BT files with the US Securities and Exchange Commussion (SEC) may be inspected at the SEC's
public reference facilities at Room 1580, 100 F Street, NE Washington, DC, 20549, US

These reports may be accessed via the SEC's website at www sec gov l |

Publications
BT produces a series of reports on the company’s financial, compliance, and social and environmental performance

Most of these reports (as well as the EAB Annual Report on BT's compliance with the Undertakings) are available to shareholders on
request and can be accessed at www bt com/aboutbt. More detailed disclosures on BT's implementation of social, ethical and environment
policies and procedures are available oniine through our independently verified sustaability report at www bt com/betterfuture B

Document Publication date
Summary financial statement & notice of meeting May
Annual Report & Form 20-F May
Better future our annual sustainability report May
EAB Annual Report May
Quarterly results releases July, November, February and May
Current Cost Financial Statements July

Statement of Business Practice {The Way We Work)

For printed copies, when available, contact the Shareholder Helpline on Freefone 0808 100 4141 or, alternatively, contact our

Registrars in the UK, at the address on page 188. 188

Electronic communication
Shareholders can choose to recewve their shareholder documents electronically rather than by post

Shareholders may elect to recerve documents in this way by going to www bt.com/signup and following the entine instructiens, 788 B
or by calling the Shareholder Helpline {see page 188)

Shareholder communication
BT 1s commutted to communicating openly with each of its stakeholder audiences in the manner most appropnate to their requirements

All investors can visit our website at 24 www bt com/investorcentre for more information about BT There are direct links from this page to sites
providing information particularly talored for shareholders, institutional investors, finanaial analysts, industry analysts and journalists

An online version of this document is available at www bt com/annualreport ! |
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Private shareholders
If private shareholders have any enguines about their shareholding, they should contact cur Registrars, Equiniti, at the address below

Equinitt maintam BT Group's share register and the separate BT Group EasyShare reqister They also provide a Shareholder Helpline service on
Freefone 0808 100 4141

Shareholder helpline

Tel Freefone 0808 1004141

Fax 01903 833371

Textphone Freefone 0800169 6907
From outside the UK

Tel +441214157178

Fax +44 1903 833371

Textphane +44 1214157028

https //help shareview co.uk

The Registrar ADR Depositary

Equinity JPMorgan Chase & Co

Aspect House PO Box 64504

Spencer Road St Paul, MN 55164-0504, US

Lancing Tel +1800990 1135 (General)

West Sussex or +1 651 453 2128 {From outside the US)
BN99 6DA or +1 800 428 4237 {Cloba! Invest Drect}
www equiniti com e-mail Jpmorgan adr@wellsfargo com

www adr.com

General enquiries

BT Group pic

BT Centre

81 Newgate Street
London EC1IA7A)
Unuted Kingdom

Tel. 0207356 5000
Fax 0207356 5520
From outside the UK
Tel +44 207356 5000
Fax +44207356 5520

Institutional investors, financial and industry analysts
Institutional investors and financial analysts may contact BT Investor Relations on

Tel 0207356 4909
e-mail investorrelations@bt com

Industry analysts and consultants may contact BT Analyst Relations on

Tel 02073565631
e-matl industryenguiry@bt.com

Afull list of BT contacts and an electronic feedback factlity 15 available at www bt com/talk ! |
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The information in this document that ts referred to in the following table shall be deemed to be filed with the Secunties and Exchange

Commussion for all purposes

Required Item in Form 20-F

where information can be found in this Annual Report
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Item Section Page
1 Identity of directors, senior management and adwisors Not apphicable
2 Offer statistics and expected tsimetable Not applicable
3 Key information
3A Selected financial data Financial highlights 3
Group financial performance
Group results 50
Selected financial data 171
Infarmation for shareholders
Exchange rates 180
3B Caprtahisation and indebtedness Not applicable
3C Reasons for the offer and use of proceeds Not applicable
4 Information on the company
4A History and development of the company Who we are and what we do 10
Infarmation for shareholders
Background 176
Group financial performance
Capizal expenditure 57
48 Business overview How we are organised 10
Customers markets and products 12
Regulation 18
Qur strategy 23
Our business model 24
Our strategic priorities 24
How we measure our progress 28
Qur resources 28
Consolidated financial statements
Notes to the consolidated financial statements
Segment information 110
Operational statistics 174
Information for shareholders
Cautionary statement regarding forward-fooking statements 175
Further note on certain activities 186
4C Organisational structure Our business model 24
How we are organised 10
Subsidiary undertakings and associate 163
4D Property, plants and equipment Our resources
Properties 30
Consolidated financial statements
Notes to the consolidated financial statements
Property, plant and equiprment 122
Financial statistics 173
5 Operating and financial review and prospects
SA Operating results Performance 39
Information for shareholders
Cautionary statement regarding forward-locking statements 175
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Required Item in Form 20-F

Where information can be found n this Annual Report

Itern Section Page
5B Liquidity and capital resources Performance 39
Information for shareholders
Cautionary statement regarding forward-leoking statements 175
Consolidated financial statements
Notes to the consolidated financial statements
Loans and other borrowings 140
Finanaal instruments and nisk management 143
Financial commitments and contingent habilities 158
5C Research and development, patents and iicences Qur resources
Innovation 30
Financiai statistics 173
50 Trend tnformation Performance 39
Quarterly analysis of revenue and profit 170
Selected financial data 171
Information for shareholders
Cautionary statement regarding forward-looking statements 175
5E Off-balance sheet arrangements Group financial performance
Other information
Off-balance sheet arrangements 59
SF Tabular disclosure of contractual obligations Group finanaial performance
Other information
Contractual obhgations and commitments 59
6 Dtrectors, senior management and employees
BA Directors and senior management Board of Directors 63
6B Compensation Reports of the Board Committees
Report on Directors Remuneration 76
Consolidated financial statements
Notes to the consolidated financial statements
Retirement benefit plans 127
Share-based payments 136
6C Board practices Board of Directors 63
Reports of the Board Committees
Report on Directors Remuneration 76
6D Employees Our resources 28
Group financial performance
Income statement
Qperatng costs 51
Consolidated financial statements
Notes to the consolidated financial statements
Employees 114
6E Share ownership Reports of the Board Committees
Report on Directors’ Remuneration 76
Consolidated financial statements
Notes to the consolidated financial statements
Share-based payments 136
7 Major shareholders and related party transactions
TA Major shareholders Shareholders and Annual General Meeting
Substanttal shareholdings 93
Infermation for shareholders
Analysis of shareholdings at 31 March 2012 177
7B Related party transactions Directors’ information
Interest of management in certain transactions 90
Consohdated financial statements
Notes to the consolidated financial statements
Related party transactions 157

7C Interests of experts and counsel

Not apphcable
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Required Item in Form 20-F Where information can be found in this Annual Report
item Section Page
8 Financial information
8A Consolidated statements and other financial infoermation See ltemn 18 below
Group financial performance
Other information
Legai proceedings 59
Group financial performance
Inceme statement
Dividends 53
Consolidated financial statements
Notes to the consohdated financial statements
Financial commitments and contingent abilities 158
Infermation for shareholders
Drvidends 178
Articles of Association {Articies)
Dividends 181
8B Significant changes Directors’ information
Going concern 89
9 The offer and listing
9A Offer and listing details Infarmation for shareholders
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Addtional information

Glossary of terms

—
A

ADS: American Depositary Share

ADSL. asymmetnic digital subscnber line —a
broadband service where existing wires
between the local telephone exchange and a
customer’s telaphone sockets are transformed
inte a high-speed digital line Asymmetric
refers to differing downstream and upstream
bandwidths

ADSL2+ an enhanced version of ADSL,
enabling the provisian of higher speed
connections

Allshare International a free shares all-
employee plan for countries outside the UK
The last Allshare International award was
made in 2011

ARPU average revenue per consumer user

B

BACS Bankers Automated Clearing System
BDUK. Broadband Dehvery UK

Broadband comes from ‘broad bandwidth’
and 15 used to descnbe a high-capacity, two-
way link between an end-user and an access
network supplier — capable of carrying a wide
range of apphcations

BT Group Easyshare a corporate sponsored
nominee account administered by Equinity,
BT's Regsstrar, for holding BT Group plc shares
electromcally

BTPS (BT Pension Scheme) the defined
benefit pension scheme which was closed to
new members on 31 March 2001

BTRP (BT Retirement Plan) the defined
contnbution pension arrangement which was
introduced for new BT employees from 1 Apnl
2001 and was closed to new members on

31 March 2009

BTRSS {BT Retirement Saving Scheme) the
scheme set up on 1 Apni 2009 as successor to
the BTRP it s a contract based, defined
contribution arrangement

C

CARE: career average re-valued earmings
CEO Chief Executive Officer

CFO Chief Financial Officer *

CGU: cash generating unit

cloud computing or cloud-based services a
type of computing that relies on sharing
computer resources rather than having local
servers or personal devices to handle
apphcations

CP communications provider

CPI Consumer Pnices Index

CR corporate responsibiiity

CRM: customer relationship management

CSl: climate stabilising intensity index

CWU Commumication Workers Union

D

DBP {BT Group Deferred Bonus Plan) a plan
under which share awards are granted to
selected employees of the group

DSL digital subscriber ine — a broadband
service where existing wires between the local
telephone exchange and a customer’s
telephone sockets are transformed into a
high-speed digital line

E

EBITDA earnings before interest, taxation,
depreciation and amortisation

EMEA Europe, Middle East and Africa

Employee Sharesave Plan an HMRC-
approved savings-related share option plan
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EPS earnings per share

ESIP (BT Group Employee Share Investment
Plan): a plan under which BT can provide free
shares to employees, and employees can buy
shares in BT from pre-tax salanes

Ethernet: a widely-deployed network
transmission technology that transports large
amounts of data in a fast, assured and tughly
cost-efficient manner

—_—

F

FTTC fibre-to-the-cabinet — a vanant of GEA
which uses fibre to provide tigh connection
speeds from the exchange to a street cabinet
near to a customer prermises, and a copper line
for the final connection to the premises

FITP fibre-to-the-premises —a vanant of
GEA which uses fibre to provide hugh
connection speeds for the whole route from
the exchange to the customer

FVA. Fibre Voice Access

G

GEA. Genenc Ethernet Access

GLOP (BT Group Legacy Option Plan}): a share
option plan This plan was last used in 2001

GPoP. global points of presence
GSOP (BT Group Global Share Option Plan). a

share option plan This plan was last used In
2004

H

HMRC Her Majesty’s Revenue & Customs
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Clossary of terms

IASB International Accounting Standards
Board —the board which sets International
Financial Reporting Standards

ICT information and communications
technology

IFRS International Financial Reporting
Standards

IP internet protocol - a packet-based
protocol for delivering data — including vaice
and video — across networks

{PTV internet protocol TV

IPVPN P virtual private network

ISDA International Swaps and Denvative
Association

IS0 14003%: the environmental management
standard

ISP internet service provider
ISP {BT Group Incentive Share Plan). a three-

year share award plan with pre-deterrmined
corporate performance measures

-~

K

KPI: key performance indicator

r

L

LAN local area network

LLU: loca! loop unbundling — the process by
which CPs can rent the copper hines between
BT's exchanges and customer premises from
Openreach to provide voice and broadband
services using their own equipment

M

MEAS. Mobile Ethernet Access Service — a
product that uses pseudo wire technology to
carry Ethernet traffic between the mobile
aperators’ cell and core sites in a single
converged packet network

MNO mobile network operator

MNS. managed network services — BT
Wholesale's broad portfolio of managed
network outsourcing and white label platform
offenings

MPLS mulu-protocol label switching —
supparts the rapid transmission of data across
network routers, enabling modern networks
to achieve high quahty of service

MVNO mobile wirtual network operator

il

NNI network-to-network interface —
between BT’s network and the network of a
third party

NYSE New York Stock Exchange

N3: the secure broadband network that BT
has built and i1s managing for the NHS

0

OCR: One Contact Resolution

Ofcom the independent regulator and
competiton authority for the UK
commumcations industries, with
responsibilities across television, radio,
telecommunications and wireless
communications services

P

PCAOB. US Public Company Accounting
Oversight Board

PIA. passive infrastructure access

POLO payments to telecommunications
operators

R

RGCs regional governance committees
established as sub-committees of the
Nominating & Governance Comnmnttee

‘right first time’ the internal measure of
whether we are keeping our promises to our
customers and meeting or exceeding their
expectations

RPl Retail Price Index
RSP {BT Group Retention Share Plan): a share

award plan with a flexible retention period
pnor to vesting

)

SAR sickness absence rate
SEC US Secunties and Exchange Commussion
SME small and medium-sized enterprises

SMP sigrificant market power

-

TSR: Total shareholder return — calculated by
companng the return index (R} at the
beginning of the performance period with the
Rl at the end of the penod The Rl s measured
on a darly basis, as tracked by independent
analysts, Datastream It uses the official
closing prices for a company's shares, adjusted
for all capital actions and dividends pad

]

UK GAAP United Kingdom Generally
Accepted Accounting Practice

Undertakings legally-binding commitments
BT made to Ofcom, designed to bring greater
transparency and certainty to the regulation
of the telecommunications industry in the UK
They led to the formation of Openreach
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=

VolP voice over internet protocol = a method
of transporting speech over the internet

W

WAN wide area network

WBC. wholesale broadband connect

wi-fi [wireless-fidelity} 1s a term apphed to
equipment that complies with the wireless
standard, which enables connectivity to other
devices, equipment and networks

WLR wholesale line rental — a product
supphed by Openreach which 1s used by CPs to
offer telephony services using their own
brand, pricing structure and billing, but using
BT's network

Y

YouView- a service which combines free
digital channels with free on-demand content
from public service broadcasters delivered
over broadband
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