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BT is one of the world[Js leading providers of communications solutions and services operating
in 170 countries. Our principal activities include networked IT services, local, national and
international telecommunications services, and higher-value broadband and internet products
and services. In the UK, we serve around 20 million business and residential customers, as
well as providing network services to other operators.
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BT Group plc is a public limited company registered in England and Wales and listed on the London and New York stock
exchanges. It was incorporated in England and Wales on 30 March 2001 as Newgate Telecommunications Limited with the
registered number 4190816. Its registered office address is 81 Newgate Street, London EC1A 7AJ. The company changed its
name to BT Group plc on 11 September 2001. Following the demerger of O2 in November 2001, the continuing activities of BT
were transferred to BT Group plc.

British Telecommunications plc is a wholly-owned subsidiary of BT Group plc and encompasses virtually all the businesses and
assets of the BT group. The successor to the statutory corporation British Telecommunications, it was incorporated in England
and Wales as a public limited company, wholly owned by the UK Government, as a result of the Telecommunications Act 1984.
Between November 1984 and July 1993, the UK Government sold all of its shareholding in British Telecommunications plc in three
public offerings.

This is the annual report for the year ended 31 March 2006. It complies with UK regulations and is the annual report on Form 20-F
for the US Securities and Exchange Commission to meet US regulations.

This annual report has been sent to shareholders who have elected to receive a copy. A separate annual review and notice of
meeting (including summary financial statements) for the year ended 31 March 2006 has been issued to all shareholders.

In this annual report, references to [IBT Group[], BT[], (Jthe group(], Othe company(], we[] or [Jour[] are to BT Group plc (which includes the
continuing activities of British Telecommunications plc) and its subsidiaries and lines of business, or any of them as the context
may require.
References to the [Jfinancial year[] are to the year ended 31 March of each year, eg the []2006 financial year] refers to the year
ended 31 March 2006. Unless otherwise stated, all non-financial statistics are at 31 March 2006.

Please see cautionary statement regarding forward-looking statements on page 133.

For the purposes of US reporting requirements applicable to first time adopters of IFRS, BT hereby incorporates by reference from
its Annual report on Form 20-F for 2005 the five year financial summary on pages 23 to 24 thereof, the discussion of the 2005
financial year on pages 26 to 143 in the Financial review section thereof and the Financial statements and supporting notes on
pages 72 to 122 thereof.
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A number of measures quoted in this Annual Report are [Jnon-GAAP[] measures. The directors believe these measures provide a
more meaningful analysis of the trading results of the group and are consistent with the way financial performance is measured
by management. These include EBITDA and profit before specific items, earnings per share before specific items, net debt and

free cash flow. The rationale for using non-GAAP measures and reconciliations to the most directly comparable IFRS indicator are
provided on pages 27, 65, 83 and 84.
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FINANCIAL HEADLINES

Revenue of £19,514 million, up 6%

New wave revenue of £6,282 million, up 38%

Profit before taxation and specific item& of £2,177 million, up 5%
Earnings per share before specific item3 of 19.5 pence, up 8%

Net debt reduced from £7.9 billion to £7.5 billion

O o o o o O

Dividends of 11.9 pence per share for the year, up 14%

Year ended 31 March

In £ million unless otherwise stated 2006 2005
Revenue 19,514 18,429
Operating profit 2,495 2,992
Profit before taxation 2,040 2,354
Profit for the year 1,548 1,829
Basic earnings per share 18.4p 21.5p
Specific items (charge) credit? (96) 290
Profit for the year before specific items? 1,644 1,539
Basic earnings per share before specific items? 19.5p 18.1p
Net cash inflow from operating activities 5,387 5,574
Capital expenditure on property, plant and equipment and software 3,142 3,011
Dividends per shareP 11.9p 10.4p

The financial information above is discussed in the Financial review on pages 26 to 39, together with the reasons
for focusing on the results before specific items. The consolidated financial statements are on pages 64 to 122.
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The group adopted International Financial Reporting Standards (IFRS) with effect from 1 April 2005. The comparative data for
the year ended 31 March 2005 has been restated accordingly. IAS 32, [JFinancial Instruments: Disclosure and Presentation[] (IAS
32) and IAS 39, [JFinancial Instruments: Recognition and Measurement[] (IAS 39) were adopted with effect from 1 April 2005 and
the comparative data does not reflect the effect of these standards. Amounts in the years prior to the year ended 31 March
2005 are presented in accordance with generally accepted accounting principles in the United Kingdom (UK GAAP). Information
prepared under IFRS is not directly comparable with that prepared under UK GAAP.

For the purposes of US reporting requirements applicable to first time adopters of IFRS, BT hereby incorporates by reference
from its Annual report on Form 20-F for 2005 the five year financial summary on pages 23 to 24 thereof, the discussion of the
2005 financial year on pages 26 to 143 in the Financial review section thereof and the Financial statements and supporting
notes on pages 72 to 122 thereof.

aA number of measures quoted in this Annual Report are [Jnon-GAAP[] measures. The directors believe these measures provide a
more meaningful analysis of the trading results of the group and are consistent with the way financial performance is measured
by management. These include EBITDA and profit before specific items, earnings per share before specific items, net debt and
free cash flow. The rationale for using non-GAAP measures and reconciliations to the most directly comparable IFRS indicator are
provided on pages 28, 65, 83 and 84.

bDividends per share represents the dividend proposed in respect of the relevant financial year.

cAmounts presented in respect of the years ended 31 March 2004, 2003 and 2002 are prepared in accordance with UK GAAP. UK
GAAP is not directly comparable with IFRS.

2 BT Group plc Annual Report and Form 20-F 2006 Financial headlines
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CHAIRMAN[S MESSAGE

Our results for the 2006 financial year were excellent. Earnings per share
before specific items grew by 8% to 19.5 pence. We continued to invest
significantly in technologies and systems designed to transform our customers[]
experience, at the same time as generating free cash flow of £1.6 billion.

The news on dividends is again positive. Your Board is recommending a full-year dividend of 11.9 pence per share [
a pay out ratio of 61% of earnings before specific items, compared with 57% last year. We continue our
progressive dividend policy and expect our pay out ratio to rise to around two-thirds of earnings in the 2008
financial year.

We operated our share buy back programme again in the 2006 financial year. This is being funded from cash
generated over and above that required for servicing our debt, which remains below £8 billion.

BUSINESS PROGRESS

We continued to implement our strategy of growth through business transformation. Your Board has given its
backing to targeted acquisitions that will help us confirm our status as a leading player in the global networked IT
services market. In the 2006 financial year, we acquired Atlanet in Italy (as part of a major deal with Fiat), Cara
Group in Ireland and Total Network Solutions in the UK. And in the UK, we now have almost eight million broadband
lines over which we are able to offer customers exciting, next-generation voice and entertainment services. New

wave revenue grew by 38% to £6.3 billion, and accounted for around one-third of our total business.

REGULATION

We believe that a fair and flexible regulatory regime is vital for our industry, for ensuring that we can meet
customers[] growing needs and for encouraging investment. We were pleased that, following its strategic review of
telecommunications, Ofcom accepted the set of legally-binding Undertakings that BT proposed in order to
transform the regulatory landscape in the UK. We believe that the impact of these Undertakings will be to focus
regulation where it remains necessary at the same time as stimulating de-regulation wherever possible.

PENSIONS

BT stands fully behind its pension promise to pensioners and members of the BT Pension Scheme (BTPS). The
scheme is well-managed and its assets have grown very significantly in recent years, from £23 billion at the end of
2002 to more than £35 billion currently. The accounting deficit has almost halved in the last year alone. With the
Trustees of the BTPS, we are continuing discussions on the triennial funding valuation of the scheme. In particular,
we aim to review recent pensions legislation and guidelines, and examine the implications and extent of the Crown
Guarantee given on privatisation in 1984. The Crown Guarantee, which applies to liabilities assumed by BT in 1984

and only in the event of insolvency, is an extra layer of security for BT pensioners.

THE BOARD

There were a number of changes to your Board during the year. | would like to welcome Matti Alahuhta and Phil
Hodkinson as non-executive directors. Matti has been President of Kone Corporation since January 2005 and was
previously at Nokia; Phil is Group Finance Director of HBOS. Both bring a wide range of commercial and senior
management experience to your company. | would also like to thank Lou Hughes who stepped down as a
non-executive director on 31 March 2006 for his excellent contribution over more than six years. IJm pleased that

his experience is not lost to us: he has joined our Americas Advisory Board.

OUR WIDER RESPONSIBILITIES

Our aim as a communications company is to operate in a socially responsible and sustainable way and to ensure
that we help everyone benefit from improved communications and enhanced connectivity. IJm very proud of the
fact that, for the fifth year in a row, BT was the highest placed telecommunications company in the Dow Jones

Sustainability Index.
Climate change has been moving inexorably up the social and corporate agendas for a number of years now.
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Although telecommunications technology is environmentally friendly, BT is one of the largest companies in the UK
and one of the largest consumers of electricity. Our operations inevitably have an impact on the environment and
we take the job of managing that impact seriously. We are now, for example, meeting almost all our UK electricity

needs from environmentally friendly sources, including wind generation, solar, wave and hydroelectric schemes.

LOOKING FORWARD
| am very grateful to our shareholders and our customers for their continued loyalty and the confidence that they
have shown in BT[Js programme of transformation. I[Jd like to thank our employees for making that programme
happen.

Your company is well set for continued success in the years ahead. Our performance underpins our confidence
that we can continue to grow revenue, EBITDA, earnings per share and dividends over the coming year, and

accelerate the strategic transformation of the business.

Sir Christopher Bland
Chairman
17 May 2006

Chairman[]s message BT Group plc Annual Report and Form 20-F 2006
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CHIEF EXECUTIVE[]S STATEMENT

Your company is ambitious. We are much more than a lines and calls business.
Our aim is to make life easier, simpler, cheaper and more fulfilling for all our
customers. We will continue to do this by providing our business customers,
large and small, with productivity improvements and competitive edge in their
markets. We will ensure consumers enjoy a joined-up communications
experience, enabling them to communicate anywhere, anytime, using whatever
device they choose.

HELPING CUSTOMERS THRIVE IN A CHANGING WORLD

We enjoy the fantastic privilege of serving around 20 million customers in 170 countries around the world. Their
needs and expectations are constantly changing, so too is the market in which we operate and the technology at
our disposal. That[Js why an ability to embrace, and thrive on, change [] developing new products and services, new

ways of working and new ways of interacting with our customers [J is essential to what we do at BT.

When so much is changing, companies have to be crystal clear about what they stand for. BT has a strong and
trusted brand, widely recognised around the world by shareholders, customers, suppliers and employees. The
brand captures the essence of BT and tells existing and new customers what they can expect from us. We have

summed this up in a new vision and mission.

Our vision is to be dedicated to helping customers thrive in a changing world. And there[]s not a
wasted word in there. Dedication to our customers is what will differentiate us in an intensely competitive
environment. Helping these customers to thrive means enabling them to do the things they want to do, when they
want to do them and at the right price. It means helping them to recognise that a changing world is a world of

opportunity and new experiences. And it means helping them to seize those opportunities.

Our mission is to be the leader in delivering converged networked services. That[]s the yardstick by
which we[Jll measure our success. Convergence is at the heart of everything we do for customers.

We believe that this combination of absolute commitment to understanding our customers and to exploring the
possibilities of convergence (blurring the distinctions between networks and services, IT and communications, fixed
and mobile, telecommunications and visual services) is extremely powerful.

Of course, customers are not interested in vision and mission statements. What they are interested in, however,
are services that get the job done and that are hassle-free.

THE RIGHT REGULATORY CLIMATE

We operate in a regulated industry and the right regulatory climate is also essential if our customers are to thrive.
The regulatory climate is not, however, just something that happens to us; we are helping to shape regulatory
thinking.

In response to Ofcom[Js strategic review of telecommunications in the UK, we proposed a series of Undertakings
which we believe will result in a fair and flexible regulatory regime, deregulation where possible and the growth of
competition through equivalence. Above all, they bring greater regulatory certainty. These Undertakings, which
Ofcom accepted, are in our view fundamental to meeting customers[] needs and to enabling us and other service
providers to invest in the future with confidence.

A big part of meeting these Undertakings was the creation of Openreach. This line of business manages our
access and backhaul networks and the associated portfolio of products and services. We have established an
Equality of Access Board with a majority of independent members to oversee compliance. Service providers are
benefiting from lower prices for both connection and rental thanks to the success of products such as wholesale

line rental and local loop unbundling.
BT is committed to meeting its obligations, and we have made good progress so far [J though much remains to
be done.

OUR STRATEGY
Like our brand, our strategy for profitable growth and transformation is subject to continuous
review. There are four parts to our strategy:
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to pursue profitable growth in new wave markets

to maximise the return from our traditional business

to transform our networks, systems and services for the twenty-first century
to create long-term partnerships with our customers.

I |

NEW WAVE GROWTH
Around one third of BT[Js revenue in the 2006 financial year was from new wave activities [J that[Js up from effectively
nothing a few years ago.

By new wave activities we mean networked IT services, broadband and mobility.

In short order, BT has established itself as a key player in the global networked IT services market with a strong
track record of winning and delivering big, complex contracts for large corporations and other organisations. Major
wins such as the contract with Fiat in Italy and the revised agreement with the Department for Work and Pensions
in the UK confirmed our credentials. The total value of our networked IT services order intake in the year was
£5.4 billion.

Having hit our target of five million broadband lines in April 2005 (a year ahead of schedule), we[Jve boosted that
number by more than 50% in the past financial year. For the majority of customers, access to broadband is now a
given.

But broadband is more than just another technology, it enables broader, richer, more compelling experiences.
Our focus is increasingly on what customers can do with it. We are delivering speeds of up to 8Mbit/s and
launching innovative consumer broadband products and services. One of these, BT Vision, scheduled for launch in
the autumn, is broadband TV and will bring a new dimension to home entertainment as customers choose from a
huge range of on-demand film, music and TV programming as well as interactive services.

BT is a mobile virtual network operator in both the business and consumer markets, with more than 340,000
connections. In a convergent world, we aim to offer customers the best of fixed and the best of mobile. We
launched BT Fusion, the world[]s first service enabling customers to switch seamlessly

4 BT Group plc Annual Report and Form 20-F 2006 Chief Executive[]s statement
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between fixed and mobile lines depending on where they are. And in the wholesale market, we are one of the first
companies in Europe to offer a broadcast digital TV and radio service via mobile handsets, BT Movio.

MAXIMISE THE RETURN FROM OUR TRADITIONAL BUSINESS

The number of fixed-voice calls is no longer the best guide to the success of a telecommunications company as we
encourage our customers to take up non-voice and subscription-based packages. At 31 March 2006, 67% of call
revenue in the consumer market was under contract. We continue to develop and enhance our traditional services

to make them more attractive to customers, as the success of BT Together and BT Privacy has demonstrated.

In our traditional markets, as in the rest of our business, we are committed to working smarter [J avoiding the
costs of failure and duplication [] and ever more cost effectively through using the internet. For example, over two

million customers now receive e-bills.

TRANSFORM OUR NETWORKS, SYSTEMS AND SERVICES FOR THE TWENTY-FIRST CENTURY

Our twenty-first century network (21CN) programme is further evidence of our ambitions. It is a massive
investment in the UK[s infrastructure and in the UK[Js continued competitiveness in world markets. Based on IP
technology, it is designed to ensure that the delivery of the next generation of converged services is rapid and cost

efficient.

CREATE LONG-TERM PARTNERSHIPS WITH OUR CUSTOMERS

We never take our customers for granted. Nothing is more important than building successful, innovative,
mutually-rewarding relationships with them. In recent years, we have focused in particular on driving down levels
of customer dissatisfaction. The emphasis now is increasingly on improving customer satisfaction. In the 2006
financial year, we achieved a 3% increase in the number of customers reporting that they are [Jvery satisfied[] or

Oextremely satisfied[] with the services they receive from BT.
Because the quality of service we offer customers is key to their satisfaction levels, much of our investment in
training and development is directed towards developing a truly customer-centric culture in BT.

OUR PEOPLE
BT is a people business, not a technology business.

Recruiting, developing, rewarding and retaining the right people is critical. Another Jmust do[] is celebrating the
power of diversity, ensuring that our people reflect the customers we serve.

A people business only really fires on all cylinders when its top team is on top of its game, which is why we have
rigorously defined the capabilities we expect of leaders in this business and developed programmes to help them
become even more customer focused.

Achieving our ambitions depends as much on the quality and commitment of our people as on world-class
products and services, on technology and on a clear strategy. People understand how technology can add value to
their customers[] lives and people deliver strategies. People not only know what a business stands for, but they also
embody its values. I[]d like to thank BT people for their commitment, imagination and dedication to our customers.
In my view, they are truly inspirational.

Ben Verwaayen
Chief Executive
17 May 2006

Chief Executive[]s statement BT Group plc Annual Report and Form 20-F 2006 5
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OPERATING AND FINANCIAL REVIEW

BUSINESS REVIEW

The Business review is divided into the following sections:
_7 Introduction to the Business review

_7 Our customers

_8 Our strateqgy

-8 Outlook

_8 Pursue profitable growth in new wave markets

11 Maximise the return from our traditional business
12 Transform our networks, systems and services for the twenty-first century
12 Create long-term partnerships with our customers
13 Acquisitions and disposals

13 Requlation, competition and prices

16 Relationship with HM Government

17 Legal proceedings

17 Resources

19 Our commitment to society

20 Group risk factors

Please see Cautionary statement regarding forward-looking statements on page 133.
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INTRODUCTION TO THE BUSINESS REVIEW
BT Group plc is one of the world[Js leading providers of communications solutions and services operating in 170
countries.

Our vision is for BT to be dedicated to helping customers thrive in a changing world. Our mission is to be the
leader in delivering converged networked services. We are committed to increasing shareholder value by
transforming the customer experience through service excellence, by the effective management of our powerful
brand, and by leveraging our large scale networks and our existing customer base. We aim to find new and
mutually-rewarding ways of engaging with around 20 million customers, to capitalise on the possibilities of
convergence, to offer global reach combined with the service values associated with local delivery, and to continue

to provide innovative services and solutions.

Our principal activities include networked IT services; local, national and international telecommunications
services; and broadband and internet products and services. We have ISO 9001 certification (the international

quality management system standard) for most of our operations in the UK and worldwide.

We are committed to enhancing our positive impact on society through leadership in CSR (corporate social
responsibility), and our policy is to achieve best practice in our standards of business integrity in all our operations,

in line with our published statement of business practice [] The Way We Work.

How BT operates
BT consists principally of four lines of business: BT Global Services, Openreach, BT Retail and BT Wholesale.

Openreach was established on 21 January 2006 in response to Ofcom[]s strategic review of telecommunications.
It operates the physical (as opposed to the electronic) assets of the local access and backhaul networks and
provides the services which use these networks to communications providers, both internally and externally. (See
Regulation, competition and prices) For financial reporting purposes Openreach remained part of BT Wholesale

until the end of the 2006 financial year. It will be reported as a separate line of business in the 2007 financial year.

Openreach, BT Retail and BT Wholesale operate almost entirely within the UK, where BT is the UK[Js largest
communications service provider, by market share, to the residential and business markets, supplying a wide
range of communications products and services, including voice, data, internet and multimedia services, and

offering a comprehensive range of managed and packaged communications solutions.

In the 2006 financial year, 87% of our revenue was derived from operations within the UK.

BT Global Services addresses the networked IT services needs of multi-site organisations both in the UK and
internationally.

OUR CUSTOMERS

Major corporate customers
Our core target market is 10,000 multi-site organisations including major companies with significant global
requirements, together with large organisations in target local markets. We aim to provide them with networked IT

services and a complete range of managed solutions.

13
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In the 2006 financial year, major corporate revenue increased by 16% to £6,880 million, with new wave revenue
increasing by 35% and traditional revenue declining by 4%. The increase in new wave revenue for major corporate
customers globally was driven by networked IT services, broadband and mobility. New wave revenue accounted for

59% of our total revenue in the major corporate market, compared with 51% in the 2005 financial year.

The continued migration of our customers from traditional voice and data services to networked IT services
enables us to build closer, high-value relationships with these customers, enabling them to manage their
businesses more effectively and gain competitive advantage in their markets. Such relationships will, we believe,

deliver long-term, profitable revenue, more than offsetting the decline in our traditional business revenue.

As well as local, national and international communications services and higher-value broadband and internet
products and services, we offer a comprehensive portfolio of networked IT services focused on messaging and
conferencing, CRM (customer relationship management), convergence, outsourcing and security. We also offer
consultancy services to help organisations understand network performance, operate their networks and

applications efficiently and transform their businesses to gain advantage in the digital networked economy.

Our extensive global communications network and strong partnerships enable us to serve customers in the key
commercial centres around the world using a combination of direct sales and services capabilities and strategic

partners.

Business customers
At 31 March 2006, in the UK we had around 1.5 million business customers, with more than eight million exchange

lines.

In the SME (small and medium-sized enterprises) market (typically companies with up to 500 employees), our
strategy is to provide customers with tailored IT and communications products and services that enable them to

manage their businesses more simply and efficiently.

In the 2006 financial year, 23% of revenue was from new wave activities, compared with 19% in the 2005
financial year. However, we face challenging market conditions and, overall in the SME market during the 2006
financial year, revenue reduced by 5% to £2,324 million, primarily reflecting the impact of CPS (carrier

pre-selection) and WLR (wholesale line rental).

In April 2006, we announced that we had acquired dabs.com plc, one of the UK[Js leading internet retailers of IT
and technology products. dabs.com has around one million customers throughout the UK, and this move

strengthens our online IT and digital products sales and service presence for SME and consumer customers.

Consumer customers
At 31 March 2006, we had over 18 million UK consumer customers with around 20 million residential customer
lines (exchange line connections). In the 2006 financial year, consumer revenue declined by 5% to £5,296 million,

primarily reflecting the impact of CPS, WLR and regulatory price reductions in mobile termination rates.

Operating and financial review BT Group plc Annual Report and Form 20-F 2006 7

14



Edgar Filing: BT GROUP PLC - Form 6-K

Table of Contents

In the consumer market we aim to provide customers with a range of services that help them communicate more
effectively, be entertained and manage their lives. By increasing revenue from broadband, mobility and internet
services, we intend to reduce further our dependence on revenue and profit from traditional, fixed-line voice
services. We also aim to maximise the returns from our traditional business and defend market share vigorously,

through service offerings backed by innovative marketing and excellent quality of service.

Consumer new wave revenue grew by 55% from £412 million in the 2005 financial year to £638 million in the
2006 financial year, driven principally by broadband. Residential broadband customers increased by 52% to more
than two million.

Wholesale customers

In the UK wholesale market, we provide network services and solutions to over 700 communications companies,
including fixed and mobile network operators, ISPs (internet service providers) and other service providers. We
interconnect with more than 150 other operators, as well as carrying transit traffic between telecommunications

operators.
In the 2006 financial year, external revenue from our wholesale activities increased by 13% to £4,996 million.
In the UK, external revenue from our wholesale activities was £4,226 million in the 2006 financial year,
compared with £3,820 million in the 2005 financial year.

New wave revenue was £1,033 million, up 56% on the 2005 financial year. This increase was driven by the
success of broadband as well as a strong emphasis on building innovative network solutions that help our
wholesale customers grow their businesses and reduce their costs.

We have a long and successful tradition of delivering network-based connectivity to the carrier and
intermediate telecommunications markets throughout the UK, and have developed value-enhancing services and
solutions. We have a number of agreements with service providers and mobile operators to upgrade their IP
capability. In addition, we have used our expertise and geographic reach to provide bespoke data housing

solutions.
In our global carrier business, revenue was £691 million in the 2006 financial year, compared with £565 million

in the 2005 financial year. This strong growth was mainly driven by revenue from Albacom which we acquired in
February 2005. Our global carrier business customers include other fixed-line telecommunications operators,

mobile operators and selected ISPs outside the UK.

OUR STRATEGY
Our strategy is to:
[] pursue profitable growth in new wave markets
[] maximise the return from our traditional business
0 transform our networks, systems and services for the twenty-first century
[] create long-term partnerships with our customers.
The successful delivery of this strategy depends on the commitment of all BT people and our continued ability
to manage their development and reward them.

The key performance indicators against which we measure the success of our strategy are earnings per share
before specific items (see Earnings per share in the Financial review on page 35), free cash flow (see
Financing in the Financial review on page 36) and customer satisfaction (see Create long-term partnerships

with our customers).

15
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OUTLOOK

Our performance underpins our confidence that we can continue to grow revenue, EBITDA, earnings per share and
dividends over the coming year. Revenue growth will continue to be fuelled by new wave services; the EBITDA
improvement will be driven by the continued growth in BT Retail[Js profitability and an acceleration through the year
of the EBITDA growth in BT Global Services.

We are confident in our ability to improve shareholder returns and accelerate the strategic transformation of
the business. (See Group risk factors on page 20 and 21)

PURSUE PROFITABLE GROWTH IN NEW WAVE MARKETS

In the 2006 financial year, 32% of our revenue was from new wave activities [] networked IT services, broadband
and mobility.

Build on our networked IT services capability

Our strategy in the networked IT services market is to reinforce BT[Js position as a global player capable of
competing with the world[Js best in selected markets. Our portfolio of services includes IP infrastructure, CRM,
security, applications, managed mobility, hosting and outsourcing.

In recent years, we have developed a track record of winning and delivering complex, large-scale networked IT
services contracts for large business customers and other organisations (including the public and government
sectors) around the world. We have shown that we have the experience and expertise to help our customers
succeed in a world in which business applications are increasingly being networked and networks are seen as
increasingly vital to productivity and competitive advantage.

We are, for example, playing a prominent role in the NHS National Programme for IT, delivering:

the national broadband network (N3) [J we successfully installed more than 14,000 connections on the N3 ahead
0 of schedule
[] the spine transactional and messaging database [] which now has about 200,000 registered users
[] the London local service provider IT systems [] we deployed the first patient administration system specifically

designed for the NHS National Programme.

In March 2005, we announced that BT had won a contract worth up to £1.5 billion over eight and half years to
provide and manage secure data networks for Reuters[] products and services worldwide. In accordance with the
contract, the parties have tested a number of Reuters[] products over the BT IP-enabled MPLS (multi-protocol label
switching) network and have started its migration process in a number of countries.
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In May 2006, we were awarded a three-year extension [] worth around an additional £270 million ] to the existing
contract to deliver Unilever[Js voice, data and mobile services around the world until 2012. The original contract,
announced in November 2002 and with an estimated value of £670 million over seven years, was the first
comprehensive global telecommunications outsourcing contract won by BT and is one of our largest and most
significant global deals.

In the 2006 financial year, we secured networked IT services orders in the UK and internationally worth £5.4

billion, including a number of major contracts:

[] inJune 2005, we signed a contract worth approximately €175 million over a seven-year period with leading
global brewer InBev, for the outsourcing of its communications infrastructure [J data and voice [] around the world

[] inJuly 2005, we signed a two-year contract to manage Microsoft[Js OneCall call centre routing initiative. Under
the agreement, we will design, build, deploy and manage a solution to unify the majority of Microsoft[]s contact
centres around the world into a single, networked contact centre environment

[] in December 2005, we reached agreement with the Department for Work and Pensions (DWP) on the
simplification of the contracts that the Department inherited when it was created from the former Department
of Social Security and the Department for Education and Employment. Under the agreement, we will supply
services based on modern, reliable IP communications that take advantage of our 21CN programme to deliver
consistent and flexible services which will, we believe, lead to substantial efficiencies and new capabilities for
the DWP and its clients

[] in February 2006, we completed an agreement to become Fiat[]s supplier of global telecommunications services
in 40 countries, in a deal worth approximately €450 million over almost five years. (See also Acquisitions and
disposals in the 2006 financial year)

BT is listed in the leader quadrant in the Gartner Magic Quadrants for Global and pan-European NSPs (network
service providers), and in 2005 was listed for the first time in the leader quadrant for Asia Pacific NSPs. Gartner(]s
reports evaluate the NSPs operating in the various regions for their completeness of vision and ability to execute,
and BT was consistently ranked in the top five. The NSPs that score well are those that go the extra mile to deliver
superior service quality through their pan-regional networks, local service and support and service level
commitments.

Networked IT services revenue for the 2006 financial year was £4,065 million, a rise of 33% on the 2005

financial year.

Deliver on broadband

In the 2006 financial year, we continued our drive to enhance the awareness, availability and attractiveness of
broadband. As at 31 March 2006, in the highly competitive retail market, our market share of consumer and
business DSL (digital subscriber line) and LLU (local loop unbundling) broadband connections in the UK was 33%

(2.6 million connections).

Broadband for wholesale customers
In early April 2005, we reached our target of five million broadband lines one year ahead of schedule. At 31 March
2006, we had 7.9 million lines, including those provided via BT Retail and LLU. In total, 5,501 exchanges had been

upgraded by 31 March 2006, making broadband available to 99.7% of the UK[Js homes and businesses.

We continue to look for commercially viable ways of bringing broadband to those customers for whom
availability remains an issue. We are, for example, exploring the feasibility of installing broadband equipment at
locations closer to the customer than the BT exchange, as well as the possibility of delivering broadband over

existing fibre cables. Both trials will run until summer 2006.
As a demonstration of our commitment to delivering higher speed broadband to UK consumers, 59% of
wholesale broadband lines were 2Mbit/s at 31 March 2006, compared with 17% a year earlier.

Having conducted trials of broadband speeds of up to 8Mbit/s in association with a number of service providers,
we launched BT ADSL (asymmetric digital subscriber line) Max and BT ADSL Max Premium broadband services
nationally with effect from 31 March 2006. By upgrading more than 5,300 exchanges across the UK to support this
service, we are providing the UK market with a stable, high-speed broadband service across the widest national
footprint in the world.

Although the broadband speed that can be supported on an individual line is governed by a wide range of
physical factors, our trials suggest that 78% of BT phone lines should support rates of at least 4Mbit/s. In addition,
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we have enhanced broadband line stability to ensure that customers can run more bandwidth-hungry applications,
including video, gaming and music downloads, at the same time as sending/receiving e-mails and surfing the

internet.

Broadband for consumers

We offer a family of broadband packages designed to meet the diverse needs of our customers, simply and cost
effectively in a highly competitive market. In October 2005, in partnership with Yahoo!, we simplified our
broadband packages into four options, each of which offers new and existing customers a premium Yahoo!
broadband experience, enhanced security features and the option of cheap internet telephony.

We are helping to define next-generation television [] which is being made possible by the convergence of digital
broadcast TV and broadband technology. During the 2006 financial year, we put in place a number of the key
building blocks designed to enable us to launch the BT Vision broadband TV service in autumn 2006. Microsoft will
help to provide the software platform over which BT Vision will run and the set top boxes will be provided by
Philips, Europe[]s largest electronics company.

The service aims to combine access to digital terrestrial channels, an extensive video-on-demand library,
catch-up TV and a range of interactive services, offering customers choice, convenience and control over their
home entertainment. Other services which should be available at launch or shortly afterwards will include: personal
video recording; more than 30 digital terrestrial TV channels; communications services [] instant messaging, chat
and video telephony on the TV, and interactive services [] online gaming, retail opportunities and community
services [] all without the need to pay an up-front subscription.

We have signed content deals with BBC Worldwide, Paramount, Warner Music Group, Endemol, i-concerts, Eagle
Rock, Cartoon Network, National Geographic Channel, HIT Entertainment and Nelvana.

We are also playing a lead role in the development of internet telephony or VolP (voice over IP). International
calls made with BT Communicator [J which enables customers to make voice calls over the internet using a PC or
laptop [] are proving cheaper than those offered by many other suppliers. BT Communicator comes with Yahoo!
Messenger which provides
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access to a range of features including instant messaging, e-mails and texts. BT Broadband Talk enables
customers to make and receive broadband calls using an ordinary phone. We aim to introduce an enhanced VolP

offering, featuring high-definition sound quality, in June 2006.

Broadband for business customers
Broadband is increasingly critical to the success of small and medium businesses and BT Business Broadband
remained the leading internet service provider for SMEs in the UK. At the end of the 2006 financial year, we had

453,000 BT Business Broadband customers.

We recognise that businesses need solutions that combine fast and reliable access with superior support and a
range of business applications and services. Many of these customers opt for such value-added services as the

Internet Security Pack and the Internet Business Pack.

In October 2005, as part of our drive to encourage broadband take-up in the SME market, we launched our most
comprehensive broadband package for business to date, offering reduced prices, increased value and higher levels
of support than were previously available, including support for LAN (local area network) and IT equipment that
customers connect to their broadband line. At 31 March 2006, we were providing remote support for 24,000 PCs

for SME customers. Customer feedback has been extremely positive, with an average 99% satisfaction level.

In the 2006 financial year, we invested in platforms that will enable us to offer a wider range of services using
Microsoft[]s Connected Services Framework. BT Business E-mail was the first service to be launched on this platform
and provides [Janywhere access[] to critical business information, supported by advanced security and collaboration
features, and there were 12,000 users of this service at 31 March 2006. In January 2006, we launched BT Business

Broadband Voice, our first [Iflat top[] internet telephone or VolP call package for broadband customers.

Create convergent mobility solutions
In a convergent world, individuals and businesses increasingly need to connect and communicate whenever and

wherever they happen to be, using whatever devices they choose.

Our aim is to offer all our customers the right combination of the quality, reliability, cost advantages and
bandwidth associated with fixed-line communications, and the convenience, personalisation and flexibility

associated with mobile communications.

BT is both an MVNO (mobile virtual network operator) and a service provider in the business and consumer
mobility markets. At 31 March 2006, BT Mobile had over 340,000 GSM and BT Fusion business and consumer

connections.

BT Openzone is one of the leading providers of Wi-Fi services in the UK and Ireland. We operate our own
network of high-quality sites and offer more wholesale and roaming connections than any other UK Wi-Fi network
operator. Recently awarded the Brainheart European Wi-Fi award in recognition of its contribution to the growth of
the European Wi-Fi industry, BT Openzone offers customers a high-speed, wireless broadband connection over

which they can access the internet to work, talk or play.

We have already built BT Openzone networks in Westminster and Cardiff and we have announced our intention
to Wi-Fi enable a further ten cities by the end of the 2007 financial year.

At 31 March 2006, our BT Openzone customers had access to around 8,400 hotspots throughout the UK and
Ireland and more than 30,000 globally.

Revenue in the mobility market in the 2006 financial year was £292 million, an increase of 42% on the 2005
financial year.

Mobility for consumers
In the consumer mobility market our strategy is to build a foundation for the delivery of fixed/mobile convergent

solutions.

BT Fusion (launched in June 2005) is the world[s first intelligent mobile service that switches calls to a BT
broadband line when the user is at home, offering customers the convenience of mobile in combination with the
cost and quality advantages of a fixed-line phone. BT Fusion brings with it a range of mobile services including text
and picture messaging. Users can connect PCs, laptops, games consoles, printers and broadband wirelessly via the
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BT Hub that comes with BT Fusion. At 31 March 2006, there were 24,000 consumer BT Fusion connections.

In July 2005, the 3G network we built and operate for 3 in the Republic of Ireland was launched. The contract
with 3 requires the development of 700 new radio sites to achieve its coverage targets. At 31 March 2006, the
network for advanced 3G services covered more than 70% of the population of the Republic of Ireland. BT Ireland

is building on its success in this market to offer wholesale services to other mobile operators in Ireland.

In November 2005, we joined forces with Nintendo to provide Wi-Fi access to users of Nintendo[]s DS wireless
games console, a move which will enable users to play games around the world for free and will, we believe, bring
Wi-Fi to a mass market.

Mobility for business and major corporate customers
Our strategy is to integrate traditional fixed, mobile and IP services to offer a single communications solution to our

customers [] both through commercial packaging and through the exploitation of technological convergence.

In addition, we provide a range of managed mobile services to UK and global customers who either outsource
their mobile communications entirely or rely on BT to provide specific managed services.

During the 2006 financial year, we launched a number of new services designed to integrate customers[] fixed

and mobile communications services, including:

[] BT Business Plan with Mobile, launched in March 2006, offers small and medium businesses one bill, an annual
5% discount on combined fixed and mobile calls, capped rates on fixed-line calls and preferential rates on
mobile-to-mobile and mobile-to-the-office calls. The package also includes BT Billing Analyst, which helps
businesses to monitor and control their call spend

[] in February 2006, we launched a version of BT Fusion for SMEs, enabling them to benefit from the convenience
of a mobile phone while enjoying rates similar to those for fixed lines.

Mobility for wholesale customers
In the 2006 financial year, we saw continued growth in the UK wholesale mobile arena [J increasing the volume and
value of wireless-originated traffic over our network.

In February 2006, we announced that Virgin Mobile will be the first operator to sign up to the BT Movio
broadcast digital TV and radio service, making it the first mobile operator in
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Europe to offer its customers digital TV and radio content on a mobile device using broadcast technology.

We have also developed a strategic relationship with Microsoft to enable a secure and efficient environment for
delivering broadcast services on a mobile handset. Microsoft[]Js Windows Media technologies will enable BT Movio to
deliver high-quality audio and video content over a DAB (digital audio broadcast) network using minimal
bandwidth. The BT Movio service also incorporates Windows Media DRM (digital rights management) technology to
ensure secure delivery of premium video and music content.

BT Movio is the first wholesale mobile broadcast TV offering of its kind in Europe and we plan to make it
available to all mobile operators in the UK.

In June 2005, selected mobile phone users in Cardiff became the first in the UK to benefit from our innovative
new mobile delivery system, Microconnect Distributed Antenna [] part of our growing portfolio of low-power, mobile
coverage solutions for mobile operators, designed to minimise the visual impact of masts and cabinets in city
centres and heritage sites. 3 became the first mobile operator in the UK to take advantage of the system that
enables operators to share small antennas, and in December 2005, Selfridges[] London store became the first in the

UK to use the Microconnect In-Building service.

MAXIMISE THE RETURN FROM OUR TRADITIONAL BUSINESS

We face continued challenges in our traditional markets as a result of regulatory intervention, competition and a
shift in our customers[] buying patterns, as we provide them with higher-specification, high-value, new wave

products.

Total fixed-to-fixed voice call minutes in the UK market as a whole declined by 3% in the 2006 financial year.
This was driven by customers making use of alternatives such as mobile calls, e-mail, instant messaging, corporate

IPVPNs (internet protocol virtual private networks) and VolP, continuing the trends of recent years.
However, the call minutes measure is becoming less important to BT as customers increasingly opt to sign up
for pricing packages and take other non-PSTN (public switched telephone network) services.

Traditional services for consumers
We continued to develop the services we have traditionally offered in order to make them more attractive to

consumers. Examples included:

[] at31 March 2006, more than two million customers had signed up for BT Together Options 2 and 3 and 67% of
consumer call revenue was under contract

[] at31 March 2006, 3.7 million customers had signed up for BT Privacy, a caller display service which enables
customers to preview incoming call numbers and filter out unwanted calls. All BT Privacy customers are
automatically added to the Telephone Preference Service register which filters out most unsolicited marketing
calls

[] between January and April 2006, actor Tom Baker was the voice of BT Text, the text-to-speech service that
enables users to send and receive texts on their home landline phones. BT Text volumes increased by 94% in
the 2006 financial year. At 31 March 2006, 268,000 BT customers were registered on the service and around
1.2 million text messages were being sent to landlines every week
since autumn 2005, over one million customers have registered to have their Friends & Family calling circle
automatically updated to ensure that the numbers they dial most frequently attract maximum discounts
we manage around 64,000 public payphones, including more than 800 multimedia kiosks and more than 1,000
textphones throughout the UK. We remain committed to ensuring that public payphones are available in
communities throughout the UK. Future growth opportunities will focus on maximising returns from existing
sites and capabilities, including hosting Wi-Fi services and mobile antennas.

Traditional services for business and major corporate customers
We continued to enhance BT Business Plan. From June 2005, for example, we cut the cost of calls for business
customers by reducing the cap on landline-to-mobile calls lasting less than one hour from 30 pence to 25 pence. At

31 March 2006, BT Business Plan had over 513,000 locations, up 15% on the 2005 financial year.

Our BT Local Business initiative helped to secure BT[Js position as a key player in the SME market. At the end of
the 2006 financial year, BT Local Business was active in 83 locations around the country, managing £1.2 billion of

annual billed revenue.
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Traditional services for wholesale customers
We continued to sell a wide range of capacity and call-based products and services including regulated

interconnect services; access products such as WLR and LLU; and new, non-regulated products and services.

During the year, the sale of WLR services continued to grow, reaching a total of 2.9 million lines by 31 March
2006. Rental charges for consumer lines were reduced by 50 pence a month from 1 August 2005 and a further 35

pence from 1 March 2006. The monthly charge for business lines was reduced by 78.3 pence from 1 March 2006.
WLR and LLU products will be reported within Openreach for the 2007 financial year.

Transforming our costs
We remain focused on financial discipline and on delivering efficiency programmes that will generate sustainable

cost savings.

We continue to benchmark ourselves against the best in the industry and aim to achieve savings of at least
£400 million in each of the next three years. In the 2006 financial year, efficiency programmes delivered savings of

over £400 million, enabling us to invest in growing our new wave activities.

A key area of focus has been enhancing the ways in which customers can deal with BT, simultaneously saving
costs and improving customer service. Programmes have targeted the cost of failure by, for example, minimising
the number of times a customer call is transferred before resolution and reducing the amount of call waiting time

through better call routing.
The number of transactions via bt.com grew by 28% in the 2006 financial year, and we now have approximately
2.3 million customers receiving e-bills [J half a million of whom do not receive a paper bill.

We have also been reducing the complexity of our systems and processes and intend, for example, to transform
our billing function ] rationalising more than 90 systems and at the same time improving the end-to-end customer
experience.

Other programmes relate to innovative procurement and sourcing. Our IT team, for example, has moved to
global sourcing and 90-day delivery cycles, and implemented [Jhot housing[] principles [J bringing customers and
suppliers together in an intense design session at the beginning of a project, reducing risks and driving up benefits.
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We continue to look at ways of streamlining our organisation and eliminating duplication. The integration during
the 2006 financial year of the BT team serving major corporate customers in BT Global Services (previously part of
BT Retail) should enable more effective account management for our global customers.

We also continued to reduce overheads such as accommodation, using buildings more efficiently and
introducing flexible working practices. In the 2006 financial year, we vacated around 135 buildings and installed an
additional 250 flexible workstations which can be shared by multiple users.

A number of other programmes are underway, including structural changes in our network management and

planning divisions. Some of these are related to our 21CN initiative and will, we believe, help achieve the
significant reduction in operational and capital expenditure that we expect from this programme in the next few

years.

TRANSFORM OUR NETWORKS, SYSTEMS AND SERVICES FOR THE TWENTY-FIRST CENTURY

Our UK network today

BT has the most comprehensive communications network in the UK, with around 5,600 exchanges, 680 local and
103 trunk processor units, more than 121 million kilometres of copper wire and more than eight million kilometres
of optical fibre, and the most extensive IP backbone network in the UK. The network services we provide include

frame relay, ATM (asynchronous transfer mode) and IPVPN.

Our global reach today
We have one of the broadest IP-enabled networks in Europe and our network-based services extend to and across

North and South America and the Asia Pacific region.

As at 31 March 2006, our flagship MPLS network service provided coverage and support to over 90 countries
from more than 1,200 points of presence. Our MPLS revenue grew by 34% during the 2006 financial year,
exceeding £400 million.

Global customer service is provided via service and network management centres around the world, 24 hours a
day, seven days a week.

Twenty-first century network

We believe that our 21CN programme is the most ambitious business transformation programme in the global
telecommunications industry today and one of the largest ever investments by a private company in the UK[s
infrastructure.

An end-to-end, next-generation IP network, 21CN is designed to consolidate BT[Js complex network and systems
infrastructure to ensure that the delivery of the next generation of converged services is fast, efficient and highly
cost effective. In the 2006 financial year, for example, we developed the first new 21CN services based on
re-usable capabilities. Rather than being product-specific, re-usable capabilities form the basis for a range of
products and applications, enhancing the customer experience by reducing product development and launch times
and proving more cost effective for BT.

In April 2005 we announced the preferred suppliers that will help us build the 21CN. Following one of the largest
procurement programmes ever undertaken in the communications industry, formal contractual agreements were
reached with all eight [] Alcatel, Ciena, Cisco, Ericsson, Fujitsu, Huawei, Lucent and Siemens. The first equipment
orders have been placed under these contracts.

Following extensive technical trials in the 2006 financial year [J including successfully carrying more than six
million voice calls over a trial IP network [] we developed a comprehensive national migration and roll-out plan,
which is currently subject to industry consultation.

As the first stage of the mass migration of customers to 21CN, we will be rolling out the new network to
business and residential customers in Cardiff and the surrounding area, including many served by other telephone
and internet service providers and mobile operators. We anticipate that the full, national roll out of 21CN will be
substantially complete by 2010.

We are committed to building open, transparent and inclusive relationships with the rest of the industry and
launched Consult21 in the 2005 financial year in order to promote a shared understanding of the 21CN vision and
the progress we are making towards it. Since then, many of our wholesale customers have contributed to what is
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now the largest voluntary industry consultation programme of its kind anywhere in the communications world
today.

What 21CN will mean for customers
21CN will mean the ability to customise, personalise and change in real time services based on the convergence of
voice, mobility, video, data and content. Ultimately, it is expected to support the introduction of many more new

services than are currently available, offering greater customer choice.

Corporate and public sector customers will be able to work more efficiently with suppliers, structure their
internal processes, enhance customer service and drive down costs by deploying integrated networked IT solutions

across their entire supply chains.

CREATE LONG-TERM PARTNERSHIPS WITH OUR CUSTOMERS

We believe that our relationships with our customers are key in a market going through major transformation.
Understanding customers[] needs and responding to them flexibly, comprehensively and with insight is critical in
helping to differentiate us from our competitors. That is why we aim to put the customer at the heart of everything
we do [] strengthening that relationship and building trust and delivering what we promise. This will encourage
customers to move from short-term contracts based on individual transactions, to longer-term arrangements under

which they sign up for packages of services.
Keeping a relentless focus on improving customer satisfaction is also key to these long-term partnerships.

In the 2006 financial year, our aim was to increase the number of customers who are [Jvery satisfied[] and
Oextremely satisfied[] with the service they receive from BT by 5%, while ensuring that we maintained the reductions

achieved in previous years in levels of customer dissatisfaction.

For the 2006 financial year, the average score for customers [Jvery satisfied[] and [Jextremely satisfied[] was 3%
higher than in the 2005 financial year, although the customer dissatisfaction score was slightly worse than in the

2005 financial year.

The 2006 financial year was particularly challenging for the delivery of customer satisfaction because many of
our new wave products and services require complex customer interactions. During the year, we recruited a

further 900 engineers to ensure that we could meet customer demand.

We recognise that the quality of service we offer customers is key to driving up customer satisfaction levels and
much of our training and development activity remains focused on removing any barriers to the delivery of

excellent customer service and a
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high-quality customer experience. Our core people engagement initiative, the Jmy customer{] programme, aims to
enable all BT people to deliver great customer service through teamwork. In the 2006 financial year, [my customer(]

included:

[ a Oback to the floor[] event for 1,100 senior managers
[] more than 4,500 BT people participating in customer satisfaction improvement programmes

[] the introduction of a [Jcustomer connected[] programme for BT people who do not interact with customers directly
but who, nevertheless, play a critical role in delivering customer satisfaction.

ACQUISITIONS AND DISPOSALS

Acquisitions and disposals prior to the 2006 financial year

The BT of today was largely created by a radical restructuring of the company in the 2002 financial year. This
restructuring involved the UK[s largest-ever rights issue (raising £5.9 billion), the demerger of 02 (comprising BT[s
wholly-owned mobile assets in Europe), the disposal of significant non-core businesses and assets, the unwind of

Concert (our joint venture with AT&T) and the creation of customer-focused lines of business.

In the 2005 financial year, we acquired Infonet, one of the world[Js leading providers of international managed
voice and data network services, for £520 million, including acquisition costs. Excluding Infonet[Js net cash balance,
the net value of the deal was £315 million. We also acquired the 74% of Albacom that we did not already own for a
total acquisition cost of £131 million. Albacom provides data transmission, voice and internet services to the Italian
business communications market. In October 2004, there was an IPO (initial public offering) of the Singapore
telecommunications and media company, StarHub, in which BT held an 11.9% stake. We disposed of our entire
holding through the IPO for net proceeds of £77 million. In December 2004, we completed the sale of our 15.8%
stake in Eutelsat to GS Capital Partners [J an investment partnership affiliated with Goldman Sachs [] for net proceeds

of £356 million.

Acquisitions and disposals in the 2006 financial year

A number of acquisitions and disposals were completed in the year, including:

[] inApril 2005, we completed the acquisition of Radianz, the leading financial services extranet provider, from
Reuters for a total consideration of £143 million. The purchase of Radianz is another vital step in our
transformation into a global provider of networked IT services

[] between July and September 2005, the conditions enabling BT to redeem the exchangeable bond over our
shares in LG Telecom were fulfilled. As a result, virtually all the bondholders exercised their right to convert
their bonds into LG Telecom shares, enabling us to dispose of all our shares. The transaction gave rise to a
bond redemption gain of £27 million

[] in February 2006, we acquired Atlanet, a Fiat subsidiary providing domestic telecommunications services to Fiat
and other non-Fiat business customers throughout Italy, for approximately €80 million, further reinforcing our
position in the Italian market.

We also completed a number of smaller acquisitions in the 2006 financial year, including CW Business Solutions
(Cable and Wireless[Js retail operation in Spain), SkyNet Systems (an independent LAN solutions provider focused on
the education, health, local government and media markets), Total Network Solutions, (a provider of business
solutions to UK corporate, public sector and service provider customers) and Cara Group (a provider of

communications solutions to business and public sector clients in the island of Ireland).

REGULATION, COMPETITION AND PRICES

BT operates in an increasingly competitive and dynamic commercial environment, both in the UK and around the
world. The 2006 financial year saw the most significant change to the UK regulatory regime since BT was privatised
when, in response to Ofcom([]s strategic review of telecommunications, we proposed a number of legally-binding
Undertakings under the Enterprise Act 2002 (the Enterprise Act). These Undertakings were accepted by Ofcom and

came into force in September 2005. (See BT [slUndertakings under the Enterprise Act)

The Undertakings are intended to deliver clarity and certainty to the UK telecommunications industry, leading to
regulation being focused on the deepest point in the network at which competition is feasible, and rolled back

elsewhere.
This is mainly being achieved through the creation of a new Openreach line of business to manage our access
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and backhaul networks and their associated portfolio of Openreach products and services. Apart from any
exceptions agreed with Ofcom, these products and services are to be made available in exactly the same way to
all communications providers who wish to use them [J including BT itself [J under the same timescales, terms and
conditions [J including price [J and using the same processes, with the same information available to all.

By offering services equivalently, BT anticipates deregulation and the benefits this will bring to consumers and
others in the marketplace as part of enhancing the competitive process.

Regulation in the UK

Our policy is to comply fully with the requlatory framework in which we operate. For example, we are committed to
meeting the obligations imposed under the Communications Act 2003 (the Communications Act) and BT[]s
Undertakings to Ofcom under the Enterprise Act, and complying with generally applicable legislation such as the
Competition Act 1998 (the Competition Act), while competing fairly and vigorously within the rules.

We continue to work closely with compliance professionals in the telecommunications and other regulated
industries in the UK and the EU (European Union) to establish best practice. We publish an annual compliance

report (which does not form part of this report) at http://www.btplc.com/Societyandenvironment/index.htm

Ofcom

The Office of Communications (Ofcom) was set up under the Office of Communications Act 2002 to provide a
single, seamless approach to regulating the entire communications market. Its functions were defined by the
Communications Act. In carrying out its functions, its principal duty is to further the interests of citizens in relation
to communications matters, and secondly to further the interests of consumers in relevant markets, where
appropriate by promoting competition. In performing its duties, it must have regard to a number of matters,
including the desirability of promoting competition and the use of effective self-regulation, encouraging investment
and innovation, and encouraging the availability and use of high-speed data services (including broadband).

Regulation takes the form of sets of conditions, mostly laid down by Ofcom, and directions made by it under
these conditions. Some conditions apply to all providers of electronic communications networks and services;

others apply to
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individual providers which are designated to have the USO (universal service obligation) or, following a review of
the relevant markets, are found to have SMP (significant market power). Other general obligations are set out in

the Communications Act.

Conditions applying to all providers of electronic communications networks or services

General Conditions

The JGeneral Conditions[] made by Ofcom under the Communications Act generally apply to all providers of
electronic communications networks or services. Although these conditions are concerned primarily with consumer
protection, they also address issues such as general access and interconnection obligations, standards, emergency

planning and numbering. A separate condition regulates the provision of premium rate services.

Electronic Communications Code conditions
The Electronic Communications Code applies to communications providers authorised to carry out streetworks and
similar activities for network provision. Its application is subject to conditions made by the Secretary of State for

Trade and Industry.

Other general obligations

Other obligations contained in the Communications Act include:

[] the payment of administrative charges (broadly the equivalent of licence fees under the old framework)
[] the provision of information to Ofcom when required.

Conditions applying to BT specifically

Universal service obligation conditions

BT is the designated supplier of universal service for the UK, excluding the Hull area where Kingston
Communications is the designated provider.

The services covered by the USO are defined in an order issued by the Secretary of State for Trade and
Industry. Our primary obligation is to provide a single narrowband connection to the fixed telephone network
which, in addition to voice services, must support functional internet access, to anyone who reasonably requests it.
Additional conditions relate to issues such as schemes for consumers with special social needs, and the provision

of public payphone services.
Ofcom intends to review the cost and benefit of the USO in 2007 and if it considers the net cost of the USO to
be an undue burden, it could look at alternative ways of funding it.

Significant market power conditions

Ofcom is required by the European Commission (EC) to define, analyse and regularly review markets, and to
determine whether any communications provider has SMP, which is aligned with the competition law concept of
dominance. Economic regulation can only be imposed following a market review and a finding of SMP.

Where Ofcom finds that a provider has SMP in a market, it must impose such additional SMP conditions as it
considers appropriate, as specified in the Communications Act. These may include obligations to meet reasonable
requests to supply certain services to other communications providers, not to discriminate unduly and to notify
price changes and obligations relating to regulatory accounting. In some cases, extra obligations such as price

controls have also been imposed.

Following a number of market reviews by Ofcom, BT has been deemed to have SMP in certain fixed
telecommunications markets, including the markets for fixed narrowband retail services, fixed narrowband
wholesale exchange lines, call origination and conveyance, wholesale broadband access and wholesale local

access.

Enforcement under the Communications Act
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Where a breach of a condition is not remedied following preliminary notification by Ofcom, Ofcom may take legally
enforceable action under the Communications Act and/or impose a penalty of up to 10% of relevant revenue. In
addition, a person who suffers loss or damage as a result of a breach may, with Ofcom[Js consent, sue for damages.
In the case of serious and repeated contraventions, Ofcom may restrict or suspend the provider(]s entitlement to
provide networks or services. The Communications Act provides for appeals against regulatory decisions, including

appeals on the merits, to the Competition Appeals Tribunal.

BT[s Undertakings under the Enterprise Act

The key Undertakings given by BT are to:

[] establish a new access services division to operate BT[]s local access and backhaul networks, and to provide
services over those networks to the UK communications industry on the basis of equivalence [] we established
Openreach for this purpose on 21 January 2006

deliver equivalence of input for key wholesale products, and increased transparency for others

introduce new rules on access to, and sharing of, certain restricted information [J in particular the commercial
information of Openreach and BT Wholesale

restrict the exercise of influence by other parts of BT on the commercial policy of both Openreach and parts of
BT Wholesale

ensure fair access and migration to BT[]Js next-generation network [] 21CN [] for other communications providers
publish and make available to all BT people a code of practice explaining what they must do to comply with the
Undertakings

create an Equality of Access Board (EAB) to monitor, report and advise on BT[Js compliance with the
Undertakings and the code of practice. The EAB was established on 1 November 2005. (The EAB Annual Report
2006 (which does not form part of this report) is available online at www.bt.com/eabreport).

The Undertakings include a number of things to be achieved by specified dates. As at 31 March 2006, we had
achieved all the milestones required by that date, and we are working hard to ensure future milestones are
achieved.

O OO O O

Enforcement under the Enterprise Act

In the case of a breach of the Undertakings, Ofcom has the right to seek an injunction through the courts. However,
the Undertakings set out a process for Ofcom to issue a direction, which we would normally expect it to do rather
than instigate court proceedings. A third party who suffers loss from the breach may take action in the courts
against BT for damages. Whether or not it took enforcement action, Ofcom would be able to refer BT to the
Competition Commission. (See Enterprise Act) BT[]s recourse against an Ofcom decision in relation to the

Undertakings would be an application for judicial review.
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Competition

Competition and the UK economy

The growth of mobile telephony over the past decade has been a major factor in shaping the UK[Js
telecommunications landscape. Mobile now accounts for around 30% of total UK voice minutes. BT[]s share of the
UK voice market, including mobile, is estimated to have fallen by about 3% in the 2006 financial year to

approximately 37%. The mobile and fixed-line markets are currently treated as separate and regulated differently.

We anticipate that competition in the UK fixed telecommunications market will intensify as a result of the
Undertakings as services are provided equivalently and the take-up of Openreach products increases.

BT[s share of the residential fixed-voice calls market declined to an estimated 58% for the 2006 financial year,
compared with estimates of 64% and 70% for the 2005 and 2004 financial years respectively. CPS (carrier
pre-selection) has been one of the contributors to the loss of share in the fixed-voice market.

We estimate that BT had 41% of the market for business fixed-voice calls in the 2006 financial year, compared
with estimates of 42% and 44% in the 2005 and 2004 financial years respectively.

We also estimate that BT supplied around 74% of exchange lines in the UK at the end of the 2006 financial year,
compared with 79% and 82% in the 2005 and 2004 financial years respectively, with cable operators being the
primary alternative providers.

Current and future wholesale line rental arrangements will enable BT[]s fixed-line customers to move PSTN lines
to other operators which are expected to be the source of more competition in the future.

Since 2000, we have been required to provide LLU (local loop unbundling) which enables other operators to use
the lines connecting BT[]s local exchanges to our customers, and to install equipment in our exchanges.

There are two types of unbundled line:
[] a fully unbundled line gives other operators the exclusive use of the copper line

a shared access line only gives other operators the use of the high-frequency channel used for broadband. The

line will also be used by the customer{]s fixed-line voice provider.

Take-up of LLU (a key Openreach product) continued during the 2006 financial year, with the total number of
unbundled lines exceeding 350,000 at 31 March 2006. (We anticipate a substantial increase in the number of
unbundled lines in the 2007 financial year.) Communications providers benefited from lower prices for both

connection and rental resulting from cost studies carried out by Ofcom during the period.

Competition law

In addition to communications industry-specific regulation, BT is subject to the competition law provisions of the
Competition Act in the UK and of the European Community Treaty. Breach of UK or EU rules could lead to fines of
up to 10% of a company[]s worldwide revenue in its previous financial year and/or claims for damages in national

courts. A company may also be ordered to cease an infringing activity.

In 2004, Ofcom launched an investigation into allegations that BT had abused a dominant position in relation to
its pricing of consumer broadband products. Ofcom sent BT two statements of objection to which we responded,
arguing that our pricing does not amount to an abuse of dominance. Ofcom is expected to issue a decision in the

first half of 2006.

Enterprise Act
The Enterprise Act aims to give more independence to the competition authorities, reform insolvency and

bankruptcy laws, and tackle trading practices that harm consumers.

Under the Act it is a criminal offence, punishable by imprisonment and/or a fine, to engage in cartel activity. In
addition, where companies infringe UK or EU competition law, their directors can be disqualified from being

involved in managing a company for a maximum period of 15 years.

The Enterprise Act also gives the Office of Fair Trading power to refer issues relating to the possible restriction
of competition in particular markets for investigation by the UK[Js Competition Commission. In relation to
communications markets, this power is exercisable by Ofcom.

Pricing regulation
Fixed network

29



Edgar Filing: BT GROUP PLC - Form 6-K

Our fixed network services in the UK are subject to price controls [J formulated by Ofcom [J at the retail and network
levels. Lower network charges benefit both BT[]s retail businesses and other communications providers.

Retail price controls

We are subject to retail price controls covering public-switched telephony call charges and exchange line rentals.
The price control is based on a formula calculated by reference to the UK RPI (Retail Prices Index) and a factor,
known as X. For services covered by the controls, average prices cannot increase in each year beginning 1 August

by more than the annual change in RPI minus X.
The retail price control applies to services used by the 80% of our residential customers with the lowest bills.

The value of X changed in December 2005 from RPI to zero giving BT a small increase in pricing freedom up to the
end of the current control period on 31 July 2006. Ofcom is consulting on whether a new retail price control will be

required after July 2006.
In addition, BT has given an assurance that we will adhere to a RPI + 0% price cap until 30 June 2006 for retail
analogue private circuits and 8 Mbit/s digital private circuits.

Network charge control

We operate under interconnection agreements with most other operators. Our charges for a range of interconnect
services are controlled by Ofcom, under the NCC (network charge control) regime. These controls are designed to
ensure that our charges are reasonably derived from costs, plus an appropriate return on capital employed.
Depending on the degree of competition, charges are cap-controlled each year by RPI minus X for services Ofcom
considers unlikely to become competitive in the near future, and safeguard cap-controlled (ie no increases above
RPI) for services likely to become competitive. The current NCC period began on 1 October 2005 and will last until
30 September 2009. For the current charge control, Ofcom has determined different levels of X for services

covered by the control. These range from RPI[J11.5% to RPI+0.75%. At the same time, Ofcom determined that BT no

longer had SMP in the markets for inter-tandem transit and conveyance.
BT must notify Ofcom and other operators if it intends to amend existing charges or offer new services.

Number portability

Number portability charges are covered by an RPI minus X formula with X set at 5%, until 31 July 2006 when the
price control lapses.
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Wholesale access charge reductions

As part of the strategic review and to encourage competition, BT agreed that our wholesale access residential price
would be reduced in two stages. The first was a reduction of 50 pence a month (£1.50 per quarter) implemented
on 1 August 2005. The second reduction followed the publication of Ofcom[Js statement on setting and reviewing
charge ceilings for WLR (wholesale line rental) on 24 January 2006. From 1 March 2006, our rates have been as

follows:
[] residential analogue lines: new line installation [J £88, transfer [J £2 a line, and annual line rental [ £100.68
[] business analogue lines: new line installation [J £88, transfer [] £2 a line, and annual line rental [] £110.

Partial private circuit charge control
PPCs (partial private circuits) are leased lines that BT sells to other network operators. On 1 October 2004, Ofcom

introduced a PPC charge control to replace the annual determinations previously carried out by Oftel.
The control is a four-year, three-part RPI-X formula:
[] low bandwidth (RPI-4%)
[] high bandwidth (RPI-6.5%)
0 equipment (RPI-8.9%).
Additionally, as part of our Undertakings, we have agreed to make a new form of wholesale private circuit
services available via Openreach, subject to demand from other communications providers. These are TILLAP
(traditional interface leased lines access product) and TILLBP (traditional interface leased lines backhaul product).

Non-UK regulation
BT must comply with the regulatory regimes in the countries in which we operate and this can have a material

impact on our business.

European Union

The degree to which European Commission directives relating to electronic communications have been
implemented varies from country to country. Although the general move towards the new regime continues, in
some countries this is happening more slowly than, for example, in the UK.

BT does not have universal service obligations outside the UK, although in certain member states we may be
required to contribute towards an industry fund to pay for the cost of meeting universal service obligations in those
countries.

The European Commission is formally investigating the way the UK Government has set BT[]s property rates and
those paid by Kingston Communications. The Commission is examining whether the Government has complied
with European Community Treaty rules on state aid in assessing BT[]s rates. BT[]s rates were set by the Valuation
Office after lengthy discussions based on well established principles in a transparent process. In our view, any
allegation of state aid is groundless and we are confident that the Government will demonstrate the fairness of the
UK ratings system. A finding against the UK Government could result in BT having to repay any state aid we may

be determined to have received.

Rest of the world
The vast majority of the markets in which we operate around the world are requlated, and in most of these we
have to meet certain conditions and obtain licences or other authorisations. The degree to which these markets are
liberalised varies widely. Our ability to compete fully in some countries is therefore constrained.

We continue to press incumbent operators and their national regulatory authorities around the world (including
the EU) for cost-related access to their networks where appropriate.

Other significant changes and issues

Regulatory valuation of copper-based local access network

In August 2005, Ofcom reduced the current cost regulatory asset value of the copper-based local access network.
This valuation is used only for regulatory purposes. Ofcom estimated that the net current cost carrying value of
these assets for regulatory purposes at the end of the 2006 financial year will be reduced by about £879 million. It
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also extended the periods over which certain access network assets will be written off from the 2007 financial year
onwards.

Ofcom estimated that the combined effect of reducing net current cost regulatory asset value and extending
asset lives would reduce costs (used for regulatory price setting) relating to BT[Js copper access lines by about £300
million in a full year, excluding the impact of any change to the allowed return on capital employed. These changes

were reflected in revised prices for wholesale line rental and unbundled local loops announced in late 2005.

Cost of capital

In August 2005, Ofcom determined what it believed were appropriate rates for BT[Js cost of capital for regulated
products and services. This rate is used only as a reference against the regulatory current cost values of BT[]s
regulated products. The overall rate for BT[Js cost of capital was assessed as 10.9% on a pre-tax nominal basis,
compared with a rate of 13.5% set in 2001. The reduction was a result of lower interest rates, a change in Ofcom([]s
assessment of the premium associated with investment in shares, and a revised view of BT[Js overall risk profile

compared with the market as a whole.

This overall rate was split by Ofcom into a lower rate of 10% for local access services (ie those now managed by
Openreach), and a higher rate of 11.4% for the rest of BT. The local access rate was reflected in the revised

wholesale prices proposed in 2005 by BT for both unbundled local loop and wholesale line rental products.

IPStream and Datastream
In June 2005, we reached agreement with Ofcom that rental prices for IPStream and Datastream [] the most popular
wholesale ADSL broadband access products currently used by service providers [] will not reduce until there are

1.5 million unbundled lines in the UK, with certain exceptions.

Funds for liabilities
Under the terms of the Electronic Communications Code, an electronic communications provider with apparatus on
or in the public highway is required to make financial provision to cover any damage caused by work it carries out,

and for the removal of its network in the event of liquidation or bankruptcy.
The conditions require the company to provide Ofcom annually with a certificate that, in the opinion of its board
of directors, it has fulfilled its obligations to ensure the availability of the required funds. This has been done by BT.

RELATIONSHIP WITH HM GOVERNMENT

The UK Government, collectively, is our largest customer, but the provision of services to any one of its
departments or agencies does not comprise a material proportion of our revenue. Except as described below, the

commercial
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relationship between BT as a supplier and the UK Government as customer has been on a normal customer and
supplier basis.

We can, however, be required by law to do certain things and provide certain services for the UK Government.
General conditions made under the Communications Act require all providers of public telephone networks and/or
publicly available telephone services, including BT, at the request of and in consultation with the authorities, to
make, and if necessary implement, plans for the provision or restoration of services in connection with disasters.
The Civil Contingencies Act 2004 contains provisions enabling obligations to be imposed on providers of public
electronic communications networks, including BT, in connection with civil contingency planning. In addition, the
Secretary of State has statutory powers to require us to take certain actions in the interest of national security and

international relations.

LEGAL PROCEEDINGS
BT does not believe that there are any pending legal proceedings which would have a material adverse effect on
the financial position or operations of the group.

There have been criminal proceedings in Italy against 21 defendants, including a former BT employee, in
connection with the Italian UMTS (universal mobile telecommunications system) auction. Blu, in which BT held a
minority interest, participated in that auction process. On 20 July 2005, the former BT employee was found not
culpable of the fraud charge brought by the Rome Public Prosecutor. All the other defendants were also acquitted.
The Public Prosecutor is in the process of appealing the court[]s decision. If the appeal is successful, BT could be
held liable, with others, for any damages. The company has concluded that it would not be appropriate to make a

provision in respect of any such claim.

RESOURCES

Corporate reputation and brand strength
BT has a strong, integrated brand that is widely recognised both in the UK and around the world.

Our brand helps to shape our relationships with all our stakeholders, including shareholders, customers,
suppliers and employees. It is vital that they all have a clear understanding of what BT stands for, and that all their

interactions with us contribute to a consistently positive image of BT.

As a vital asset, the BT brand needs to be developed, protected and managed with the same rigour that we
bring to other assets, both tangible and intangible. And as the world and the markets in which we operate change,

so our brand needs to reflect this, becoming more confident, dynamic and forward looking.

Towards the end of the 2006 financial year, we completed a thorough review of our brand, as a result of which
we developed a new vision and mission.

Our vision for BT is to be dedicated to helping customers thrive in a changing world.

Our mission is to be the leader in delivering converged networked services. By ensuring that the services we
offer customers are consistently focused on meeting their needs, straightforward and easy to use, we will help

those customers succeed in their business and personal lives.

The review concluded that the BT brand values remained fit for purpose. Consequently, they are unchanged:
trustworthy [] we do what we say we will

helpful [J] we work as one team

inspiring [] we create new possibilities

straightforward [] we make things clear

heart [J we believe in what we do.

During the 2007 financial year, we will be delivering a comprehensive communications plan to ensure that all
stakeholders understand the implications of our new vision, mission and brand positioning.

I I s |

Motivating our people and living the BT values
Our commitment to meeting our customers[] needs presents the 104,400 people employed by BT at 31 March 2006
with opportunities to develop innovative solutions, generate new business, drive efficiencies and experience

personal growth.
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Our aim is to create a team of high-performing, engaged and motivated people who can make a difference for
customers, shareholders, the company and themselves. Only by living our values will we deliver our strategy, keep
our promises to our customers, seize new opportunities in new markets and maximise the return from our

traditional business.

Motivating leaders

The quality of leadership in BT is key to the successful delivery of our strategy for transformation and growth. We
are focused on ensuring that leaders at all levels understand what is expected of them, have access to appropriate
development opportunities and are able to benchmark their performance against that of their peers. We have, for
example, rigorously defined the capabilities we expect our leaders to exhibit and have introduced a 360 degree

feedback tool to help them measure their performance.

Engaging and motivating our people

Our annual employee attitude survey was conducted most recently in February 2006 and attracted a more than
75% response rate (80,000 responses). The survey generates around 5,000 feedback reports for managers and
their teams across the business, helping to promote effective team working.

Employees are kept informed about our business through a wide range of communications channels, including
our online news service, bi-monthly newspaper, regular e-mail bulletins and senior management webchats and
webcast briefings.

We have a record of stable industrial relations and enjoy generally constructive relationships with recognised
unions in the UK and works councils elsewhere in Europe. In the UK, we recognise two main trade unions [] the
Communication Workers Union and Connect. We hold regular meetings between management, employee trade
union representatives and other groups of employees in order to ensure that their views are taken into account in
any decisions affecting employees[] interests. We also operate a pan-European works council (the BTECC). Our Chief
Executive and other senior executives have regular meetings with the BTECC and other employee representatives.

Rewarding and recognising achievement
We continued to provide our employees with opportunities to acquire a stake in the company. Under the BT
Employee Share Investment Plan (ESIP), BT can provide free shares to employees and employees can buy shares in

BT from their pre-tax salaries.

In the 2006 financial year, £22 million was allocated to provide free shares to employees under the ESIP.
Employees outside the UK receive a cash payment equivalent to the value of the shares. This allocation of profits
was linked to the achievement of corporate performance measures determined by the Board. In addition,

employees can buy shares at a discount under our savings-related share option plan.
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More than 98% of eligible employees participate in one or more of these plans.

Pensions

Most of our employees are members of the BT Pension Scheme (a defined benefit scheme) or the BT Retirement
Plan (a money purchase scheme), both of which are controlled by independent trustees. The BT Pension Scheme
was closed to new members on 31 March 2001. The majority of new employees are eligible to join the BT

Retirement Plan. (See Pensions in the Financial review)

Health and safety

The health and safety of our people is of paramount importance and we are implementing a group-wide initiative
to reduce levels of accidents and ill health amongst our workforce. We have reduced the number of accidents
leading to absence from work from 8.6 cases in every million working hours in 2001 to 2.8 cases in every million
working hours at 31 March 2006. Specific initiatives addressed lifting and working at heights and we continued to

enhance our occupational road risk programme.
In the 2006 financial year, we ran major initiatives on lifestyle change focusing on exercise, diet and giving up
smoking.

Learning now and for the future
We believe that people, particularly at the start of their careers, will increasingly want to work for companies that

commit to the long-term development of their employees.

Our successful company-wide re-accreditation to Investors in People in February 2005, first achieved in 1998,
demonstrates our continuing commitment to the effective alignment of our communications, training and

development with our business strategy.

We have created a learning governance model to ensure our learning and development objectives and practice
align with the key strategic objectives of the business. Senior representatives from all parts of BT sit on the
Learning Executive Council and senior learning and development representatives form the Learning Council. Both
bodies provide strategic and operational guidance for the whole of BT to ensure that all learning and development

activity is co-ordinated across all lines of business.

In March 2006, we upgraded BT Academy, our web-based corporate learning portal, to a new platform and
renamed it Route2Learn (R2L). R2L [J a group-wide system [] is evidence of our continuing investment in lifelong
learning and education for all BT people. Providing all BT employees with an extensive range of learning

programmes and facilities, it is one of the largest corporate learning management systems in Europe.
In the 2006 financial year, the BT Academy Learning System delivered over 250,000 online and nearly 38,000
instructor-led course completions.

Embedding flexibility and diversity
The changing nature of the markets in which we operate, our focus on cost leadership and our investment in new

services have impacted the shape of our permanent workforce.

During the 2006 financial year, in the UK more than 6,600 (2005 [] 3,903) people joined BT, natural attrition was
running at 3% (2005 [] 2.6%) and 2,169 (2005 [J 2,685) people left BT under our voluntary paid leaver package.

We are committed to helping our people optimise their work/life balance. At the end of March 2006, for
example, around 11,000 people were working from home.

We continue to create a working environment that actively supports all our employees [] regardless of gender,
race, sexual orientation, religion/beliefs, disability or age.

Research and development

The GCTO (Group Chief Technology Office) sets and drives the open innovation and technology strategy for BT.
GCTO includes a global technology intelligence scouting unit, teams focused on innovative new wave service
opportunities, an innovation strategy and media team, strategic technology analysis units, a network and systems
architecture team and world-class research and venturing facilities in Adastral Park (England), Malaysia and the
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USA.

In the 2006 financial year, we invested £727 million in research and development (R&D) to support our drive for
innovation. This investment comprised capitalised software development costs of £401 million and R&D operating
costs of £326 million. This compares with £522 million in the 2005 financial year, which comprised £265 million of

capitalised software development costs and £257 million of R&D operating costs.

In addition, the 2006 financial year includes an amortisation charge of £160 million (2005 [J £95 million) in
respect of capitalised software development costs.

This increase in R&D underpins our increased focus on developing innovative products and services for a
converged, networked world.

We continue to focus our innovation work on key areas which support our business and technology strategies,
filing patent applications for 141 new inventions in the 2006 financial year and maintaining a total worldwide

portfolio of 7,700 patents and applications.

We have successfully launched eight innovative, independent start-up companies through the corporate
venturing partnership unit New Venture Partners, in which we are a limited partner. These start-ups generate value

by launching innovative solutions as high-technology businesses in the global marketplace.

IT support
Our dedicated IT professionals have a strong track record in the development and delivery of systems and

solutions and in managing a secure and resilient infrastructure.

Over the past year, we continued to enhance our approach to systems development through our One IT
programme, which aims to deliver year-on-year reductions in base costs. Our objective is to transform the various

IT units throughout BT into a single team, rigorously focused on customer requirements.

Our IT strategy is about speed of response and the focusing of resources in selected areas [] at the end of the
2006 financial year, there were fewer IT systems running in BT than at the beginning of the year. At its heart is the
radical rationalisation of our systems portfolio, strict adherence to 90-day delivery cycles and an intense focus on

improving the customer experience.

Property
At 31 March 2006, we occupied approximately 6,500 properties in the UK and approximately 1,500 properties

around the world.

The majority of these UK properties are owned by [] and leased back from [] the Telereal Group, which is part of
the William Pears Group.

These properties mainly house exchange equipment and are needed as part of our continuing activities. Other,
general
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purpose, properties consist chiefly of offices, depots and computer centres.
We anticipate that our changing working patterns will continue to reduce property costs.

OUR COMMITMENT TO SOCIETY

Corporate social responsibility
Managing social, ethical and environmental issues in a way that grows shareholder value and helps BT and our

customers be more sustainable is very important to us.

The Dow Jones Sustainability Indexes rank companies for their success in managing social, ethical and
environmental factors for competitive advantage. During the 2006 financial year, BT was ranked as the top

telecommunications company in the Dow Jones Sustainability Index for the fifth year in a row.
We also hold the Queen[Js Award for Enterprise in recognition of our contribution to sustainable development and
we were ranked equal 4th in Business in the Community[Js 2005 Corporate Responsibility Index.

This section of the report, together with the broad statement on social, environmental and ethical matters
included in the Report of the directors, provides information in response to the Association of British Insurers[]

disclosure guidelines on social responsibility.

More detailed disclosures on BT[Js implementation of social, ethical and environmental policies and procedures
are available online in our independently-verified Social and Environmental Report 2006 which has been prepared
in accordance with the 2002 Global Reporting Initiative (GRI) sustainability reporting guidelines and assured

against the AA1000 Assurance Standard.

CSR governance
The Board reviews our CSR strategy, performance and risks annually and is kept informed of new developments

that may impact on its duties.

A Board committee [] the Community Support Committee [] oversees community, charitable and arts expenditure
and the strategy for maximising our contribution to society. The committee, chaired by Sir Christopher Bland,
consists of representatives from BT businesses, three non-executive directors and two independent members who

have a reputation for excellence in this field.

An executive committee, the Corporate Social Responsibility Steering Group, oversees the implementation of
our CSR strategy and programme. This includes risk assessment, target and objective setting and public
accountability. BT also takes advice from an independent panel of CSR experts.

During the 2006 financial year, our CSR strategy was substantially revised and updated to focus on three
principal issues [J climate change, sustainable economic growth and an inclusive society. Embedding CSR into our
commercial operations remains an important part of our strategy. As part of this process, we have carried out a
number of [Jhealth checks[] in our commercial operations to identify specific social, environmental and ethical risks

and opportunities.
We have important relationships with a wide range of stakeholders around the globe, including employees,
customers and suppliers and engage with them in a number of different ways.

As part of our CSR performance measurement, we have 12 CSR KPIs (key performance indicators) which cover
our relationships with our stakeholders, as well as our environmental performance and our contribution to digital
inclusion and business integrity. Details of our performance against these are published in our annual social and

environmental report.
Our CSR team co-ordinates and monitors CSR performance, identifies potential issues and opportunities that
could affect the business and supports BT[Js commercial activities.

Social, environmental and ethical risks
During the 2006 financial year, we further developed our knowledge and understanding of our CSR risks. In the

context of CSR, our most significant risks continue to be:
[] breach of the code of business ethics
[] climate change
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diversity

health and safety

outsourcing

privacy

supply chain working conditions.

Each of these risks has an owner and mitigation strategy in place (more detail on these risks can be found in
our online social and environmental report). These risks are not regarded as material in relation to the BT group

and, consequently, are not included in Group risk factors.

I I s |

CSR business opportunities

We have measured the link between customer satisfaction and CSR performance for a number of years and our
current customer satisfaction models indicate a positive correlation. Customers who believe that BT takes its
responsibility to society and the community seriously are more than twice as likely as other customers to be [Jvery[]

or [Jextremely[] satisfied with BT.
Long-term sustainability trends are creating market opportunities for us [J the use, for example, of
teleconferencing and flexible working to reduce the need to travel and provide more flexible lifestyles.
Increasingly, BT has to address social and environmental matters when bidding for business. In the 2006
financial year, bids to the value of £1.3 billion required us to demonstrate expertise in managing these issues.

Procurement

Through our supply chain initiative, Sourcing with Human Dignity, we seek to ensure that the working conditions in
our supply chain meet internationally recognised human rights standards, and to investigate potential social and
environmental shortcomings. We monitor and set published targets for our relationships with suppliers; in the 2006

financial year, for example, 89% of suppliers were satisfied with their working relationship with us.

Environment

During the 2006 financial year, we achieved re-certification under the revised ISO 14001 standard ] the
international standard for environmental management systems [] for our operations in the UK and Spain. We
requested withdrawal of our certification in Ireland, pending reorganisation and will seek re-accreditation during
the 2007 financial year.

Although BT is one of the largest consumers of industrial and commercial electricity in the UK, and the growth
of broadband continues to increase our electricity use, our electricity consumption increased by less than 1% in the
2006 financial year. The green energy contract we signed in the 2005 financial year means that almost all our UK
electricity needs are met from environmentally friendly sources, including wind generation, solar, wave and

hydroelectric schemes.
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The following table shows BT[Js CQ emissions as defined in the Greenhouse Gas Protocol and therefore includes not
only CO2 emitted directly by BT, but also that emitted in the production of the electricity purchased by the Group.

CO, emissions

2006 2005 2004 2003
Total (UK only [J million tonnes) 0.64 0.76 0.92 0.96
% below 1996 60% 53% 42% 40%
Tonnes per £1m revenue 33 41 50 51

During the 2006 financial year, we received an income of £3.2 million from our recycling activities, offset against
the £8 million we spent managing our waste contracts, recycling our waste and sending waste to landfill.

Waste

2006 2005 2004 2003
Total waste (tonnes) 102,005 110,622 107,303 117,688
Total waste recycled (tonnes) 42,340 37,421 27,626 27,809
% recycled 42% 34% 26% 24%

During the 2006 financial year, our commercial fleet [J still one of the largest in the UK [J increased by 1.7%, but our
fuel consumption decreased by 1%.

Transport

2006 2005 2004 2003
Number of vehicles (UK only) 32,516 31,969 32,663 33,979
Fuel consumption (million litres) 51.38 51.97 53.85 56.12

Digital inclusion

Following research that showed that, if not addressed, the digital divide would, by 2025, become even wider,
particularly among older and disabled people, we are working with Age Concern to support their digital inclusion
strategy. This includes providing support to develop further their network of Silver Surfer clubs and providing

training for volunteers and staff.

The EverybodyOnline initiative continues in a number of the most deprived communities around the UK,
successfully demonstrating that digital inclusion makes a positive difference.

Internationally, our Lifelines India initiative helps developing world farmers access essential advice and
information over a digital network.

Community investment

We commit a minimum of 1% of our UK pre-tax profits to activities which support society. We provided a total of

£21.3 million designed to benefit society in the 2006 financial year, of which £2.5 million was charitable donations.
Our community investment strategy aims to help individuals and communities make a better world through

communications skills and technology. Examples include an education programme which provides free resources

for teachers, pupils and parents, and in-school activities with drama groups and BT volunteers, both in the UK and

internationally. To date, we have involved over two million pupils at more than 12,000 schools. We also helped
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Comic Relief, Children in Need and the Disasters Emergency Committee run successful telethons which raised
millions for good causes around the globe.

ChildLine, a UK charity, answers 2,500 calls every day but many hundreds more go unanswered. We are
working with ChildLine on a campaign to ensure that every child[Js call for help is answered.

Our response to major world disasters included sending a specialist team to the Pakistan earthquake disaster
zone to install emergency satellite telephone equipment.

Disability services

Our age and disability action team promotes equal access to a wide range of products and services. We work
directly with older and disabled people and their representatives to raise awareness of BT[]s inclusive approach and
are continuing to develop our processes to ensure that new products and services are accessible by as many
disabled people as possible.

Our age and disability action website, for example, now includes information about broadband in British Sign
Language. BT is the first commercial organisation to provide online information in this format, opening up access

for deaf people.

GROUP RISK FACTORS

In common with all businesses, BT is affected by a number of risk factors, not all of which are wholly within our
control. Although many of the risk factors influencing our performance are macroeconomic and likely to affect the

performance of businesses generally, others are particular to our operations.

This section highlights some of those particular risks but it is not intended to be an extensive analysis of all risks
affecting the business. Some risks may be unknown to us and other risks, currently regarded as immaterial, could
turn out to be material. All of them have the potential to impact our business, revenue, profits, assets, liquidity and

capital resources adversely.

They should also be considered in connection with the statement on internal control and risk management in
the Report of the directors [Thternal control and risk management on page 45, the forward-looking
statements in this document and the Cautionary statement regarding forward-looking statements on page

133.

Regulatory controls
If our activities are subject to significant price and other regulatory controls, our market share, competitive position

and future profitability may be affected.

Most of BT[Js fixed network activities in the UK are subject to significant regulatory controls. The controls
regulate, among other things, the prices we may charge for many of our services and the extent to which we have
to provide services to our competitors. In recent years, the effect of these controls has been to cause us to reduce
our prices. We cannot assure our shareholders that the regulatory authorities will not increase the severity of the
price controls, nor extend the services to which controls apply (including any new services that we may offer in the
future), nor extend the services which we have to provide to our competitors. These controls may adversely affect
our market share, the severity of competition and our future profitability. In response to Ofcom[]s strategic review of
telecommunications, we proposed a number of legally binding Undertakings under the Enterprise Act 2002. These
Undertakings were accepted by Ofcom and came into force in September 2005. In the case of a breach of the
Undertakings, Ofcom has the right to seek an injunction through the courts or issue a direction. Third parties who
suffer losses as a result of the breach may also take action against BT in the courts for damages. The timescales
for achievement of a number of the milestones in the Undertakings are very challenging. Further details on the

regulatory framework in which BT operates can be found in Regulation, competition and prices.
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Competition in UK fixed-network services

We face strong competition in UK fixed-network services. Ofcom considers that we have significant market power
in various parts of the UK fixed telecommunications market. In these areas Ofcom can enforce obligations to meet
reasonable requests to supply services to other communications providers, not to discriminate unduly, to notify

price changes and in some cases it can also impose extra obligations such as price controls.

Ofcom has promoted competition in the fixed-network area by measures including local loop unbundling, carrier
pre-selection (making it easier for BT customers to route some or all of their calls over our competitors[] networks)

and the introduction of wholesale access products.

Reduction in our share of the fixed-network market may lead to a fall in our revenue and an adverse effect on
profitability. Unlike our competitors, we continue to be obliged by the current regulatory regime to serve customers

in the UK, whether or not such provision of service is economic.
There is also competition for voice and data traffic volumes between fixed-network operators and those
operators offering VolP and mobile services.

The impact of all these factors may be to accelerate the diversion of our more profitable customers without
being able to reduce our costs commensurately, which may cause adverse effects on our business, results of

operations, financial condition and prospects.

Technological advances
Our continued success depends on our ability to exploit new technology rapidly.

We operate in an industry with a recent history of rapid technological changes and we expect this to continue [
new technologies and products will emerge, and existing technologies and products will develop further.

We need continually to exploit next-generation technologies in order to develop our existing and future services
and products.

However, we cannot predict the actual impact of these future technological changes on our business or our
ability to provide competitive services.

For example, there is evidence of substitution by customers using mobile phones for day-to-day voice calls in
place of making such calls over the fixed network and of calls being routed over the internet in place of the

traditional switched network.
If these trends accelerate, our fixed-network assets may be used uneconomically and our investment in these
assets may not be recovered through profits on fixed-network calls and line rentals.

The complexity of the 21CN programme may also result in delays to the delivery of expected benefits.
Impairment write-downs may be incurred and margins may decline if fixed costs cannot be reduced in line with

falling revenue.

Transformation strategy
Our strategy for transformation includes the targeting of significant growth in new wave business areas. This may
result in changes to our products, services, markets and culture. If this transformation strategy is unsuccessful

there is a risk that future revenue and profitability will decline.

In particular, we have targeted significant growth in new business areas, such as networked IT services,
broadband and mobility. In view of the likely level of competition and uncertainties regarding the level of economic
activity, there can be no certainty that we will meet our growth targets in these areas, with a consequential impact

on future revenue and profitability.

Major contracts
Our business may be adversely affected if we fail to perform on major contracts.

We have entered into a number of complex and high-value networked IT services contracts with customers. Our
pricing, cost and profitability estimates for major contracts generally include anticipated long-term cost savings

that we expect to achieve over the life of the contract.

These estimates are based on our best judgement of the efficiencies we plan to deploy. Any increased costs,
delays or failures to achieve the anticipated savings could make these contracts less profitable or loss making,
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adversely impacting our profit margins.

In some cases, our products and services incorporate software or system requirements from other suppliers or
service providers. Our ability to meet our commitments in a timely manner may depend on the ability of these
suppliers and service providers to meet their obligations. Failure to manage and meet our commitments under
these contracts may lead to a reduction in our future revenue, profitability and cash generation.

Networks and systems failures

Our business depends on our ability to transfer substantial volumes of data speedily and without interruption. Any
significant failure or interruption of such data transfer as a result of factors outside our control could have a
material adverse effect on the business and our results from operations. We have a business continuity strategy in
place, designed to deal with such catastrophic events including, for example, major terrorist action, industrial
action, extreme computer virus attack, hurricane or flooding. A failure to deliver that strategy may resultin a

material loss and there can be no assurance that material adverse events will not occur.

Pensions
Declining investment returns and longer life expectancy may result in the cost of funding BT[Js defined benefit
pension scheme becoming a significant burden on our financial resources.

As a result of the triennial actuarial valuation of the BTPS at 31 December 2002, BT agreed to make annual

deficiency payments of £232 million. The triennial actuarial valuation at 31 December 2005 is currently being
reviewed in the context of recent regulatory developments and the impact of the Crown Guarantee granted on

privatisation in 1984.

The results of future scheme valuations will be impacted by the future performance of investment markets,
interest and inflation rates and the general trend towards longer life expectancy, as well as regulatory changes, all
of which are outside our control.
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For the year ended 31 March 2006, the group is required to prepare its audited annual consolidated financial
statements in accordance with International Financial Reporting Standards (IFRS) and International Financial
Reporting Interpretations Committee (IFRIC) Interpretations, as adopted by the European Union (EU) and those
parts of the UK Companies Act 1985 applicable to companies reporting under IFRS.

Previously the group prepared its audited annual financial statements under UK generally accepted accounting
principles (UK GAAP). The 2005 comparative financial statements have therefore been restated as part of the
first-time adoption requirements of IFRS. As allowed by the US Securities and Exchange Commission (SEC) rules in
relation to first-time adoption of IFRS, only one year of comparative financial statements are presented in this
Annual report. The policies set out on pages 65 to 72 of this report have been applied consistently to the 2006 and
2005 financial years, with the exception of those policies relating to financial instruments under IAS 32, [JFinancial
Instruments: Disclosure and Presentation[] (IAS 32) and IAS 39, (JFinancial Instruments: Recognition and Measurement[]
(IAS 39), which have been applied with effect from 1 April 2005.

The selected financial data on pages 22 to 25 is shown in accordance with IFRS for 2006 and 2005 and UK GAAP
for 2005 to 2002. The UK GAAP data should be read in conjunction with the IFRS transition adjustments in note 34
to gain an understanding of the nature of the adjustments made to UK GAAP financial information to comply with
IFRS. IFRS differs in certain respects from accounting principles generally accepted in the United States. The

material differences between IFRS and US GAAP relevant to the group are explained on pages 114 to 121.

Summary of group income statement - IFRS

2006 2005
Year ended 31 March £m £m
Revenue 19,514 18,429
Other operating income 227 551
Operating costs (17,246) (15,988)
Operating profit
Before specific items? 2,633 2,693
Specific items? (138) 299
2,495 2,992
Net finance expense
Finance expense (2,740) (2,773)
Finance income 2,268 2,174
472) (599)
Share of post tax profits (losses) of joint ventures and associates
Before specific items? 16 (14)
Specific items? 1 (25)
16 (39)
Profit on disposal of joint venture
Before specific items 1 0
Specific items 1 0
1 a
Profit before tax
Before specific items? 2,177 2,080
Specific items? (137) 274
2,040 2,354
Taxation
Before specific items? (533) (541)
Specific items? 41 16
(492) (525)
Profit for the year
Before specific items? 1,644 1,539
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2006 2005
Year ended 31 March £m £m
Specific items? (96) 290
1,548 1,829
Year ended 31 March 2006 2005
Average number of shares used in basic earnings per share (millions) 8,422 8,524
Average number of shares used in diluted earnings per share (millions) 8,537 8,581
Basic earnings per share 18.4p 21.5p
Diluted earnings per share 18.1p 21.3p
Dividends per share¢ 11.9p 10.4p
Dividends per share, cents®c 20.7c 19.5c
Basic earnings per share before specific items? 19.5p 18.1p
Diluted earnings per share before specific items? 19.2p 17.9p

akEarnings and profit numbers are stated throughout the commentary before specific items [] see page 27 for definitions. The
directors believe these measures provide a more meaningful analysis of the trading results of the group and are consistent with
the way the financial performance is measured by management.

bBased on actual dividends paid and/or year end exchange rate on proposed dividends

cDividends per share represents the dividend proposed in respect of the relevant financial year. Under IFRS, dividends are
recognised as a deduction from shareholders[] equity when they are paid.
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Summary of group income statement UK GAAP

2005 2004 2003 2002
Year ended 31 March £m £m £m £m
Total turnover:
Continuing activities 19,031 18,914 20,182 21,815
Discontinued activities 0 0 0 2,827
19,031 18,914 20,182 24,642
Group[Js share of associates[] and joint ventures[] turnover (408) (395) (1,455) (4,764)
Trading between group and principal joint venture O 0 0 681
Group turnover:
Continuing activities 18,623 18,519 18,727 18,447
Discontinued activities 0 0 0 2,112
18,623 18,519 18,727 20,559
Other operating income 171 177 215 362
Operating costsaP (16,005) (15,826) (16,366) (21,387)
Group operating profit (loss):
Before goodwill amortisation and exceptional items 2,864 2,889 2,794 2,593
Goodwill amortisation and exceptional items (75) (19) (218) (3,059)
2,789 2,870 2,576 (466)
Group[Js share of operating (loss) profit of associates and
joint ventures® (25) (34) 329 (1,381)
Total operating profit (loss):
Continuing activities 2,764 2,836 2,905 (1,476)
Discontinued activities 0 (371)
2,764 2,836 2,905 (1,847)
Profit on sale of fixed asset investments and group
undertakings 358 36 1,696 4,389
Profit on sale of property fixed assets 22 14 11 1,089
Amounts written off investments 0 0 (535)
Net interest payabled (801) (941) (1,439) (1,622)
Profit on ordinary activities before taxation:
Before goodwill amortisation and exceptional items 2,085 2,013 1,840 1,126
Goodwill amortisation and exceptional items 258 (68) 1,333 348
2,343 1,945 3,173 1,474
Tax on profit on ordinary activities® (523) (539) (459) (443)
Profit on ordinary activities after taxation 1,820 1,406 2,714 1,031
Minority interests 1 8 (12) (23)
Profit for the year 1,821 1,414 2,702 1,008
Average number of shares used in basic earnings per share
(millions) 8,524 8,621 8,616 8,307
Basic earnings per share 21.4p 16.4p 31.4p 12.1p
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2005 2004 2003 2002
Year ended 31 March £m £m £m £m
Diluted earnings per share 21.2p 16.3p 31.2p 12.0p
Basic earnings (loss) per share from continuing activities 21.4p 16.4p 31.4p (34.6)p
Diluted earnings (loss) per share from continuing activities 21.2p 16.3p 31.2p (34.6)p
Dividends per share 10.4p 8.5p 6.5p 2.0p
Dividends per share, centsf 19.5c 15.3c 10.3c 3.1c
Basic earnings per share before goodwill amortisation and
exceptional items 18.1p 16.9p 14.4p 6.2p
Diluted earnings per share before goodwill amortisation and
exceptional items 18.0p 16.8p 14.3p 6.2p
Basic earnings per share before goodwill amortisation and
exceptional items on continuing activities 18.1p 16.9p 14.4p 9.0p
a Includes net exceptional costs 59 7 198 2,707
b Includes early leaver costs 166 202 276 252
¢ Includes exceptional costs (release) 25 26 (150) 1,294
d Includes exceptional costs 0 55 293 162
e Includes exceptional tax credit (16) (29) (139) (143)
f

Based on actual dividends paid and/or year end exchange
rate on
proposed dividends
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Summary of group cash flow statement [IFRS

6-K

2006 2005
Year ended 31 March £m £m
Net cash inflow from operating activities 5,387 5,574
Net cash inflow (outflow) from investing activities 365 (1,740)
Net cash used in financing activities (5,278) (3,529)
Net increase in cash and cash equivalents 474 305
Cash and cash equivalents at the start of the year 1,310 1,005
Cash and cash equivalents at the end of the year 1.784 1310
Summary of group cash flow statement UK GAAP
2005 2004 2003 2002
Year ended 31 March £m £m £m £m
Net cash flow from operating activities 5,898 5,389 6,023 5,257
Dividends from associates and joint ventures 2 3 6 2
Returns on investments and servicing of finance (878) (527) (1,506) (1,695)
Taxation paid (332) (317) (434) (562)
Capital expenditure and financial investment (2,408) (2,477) (2,381) (1,354)
Acquisitions and disposals (418) (60) 2,842 5,785
Equity dividends paid (784) (645) (367) 0
Cash inflow before management of liquid resources and
financing 1,080 1,366 4,183 7,433
Management of liquid resources 587 1,123 (1,729) (1,864)
Financing (1,485) (2,445) (2,473) (5,479)
Increase (decrease) in cash in the year 182 44 (19) 90
Decrease in net debt in the year resulting from cash flows 887 1,222 4,225 13,930
Summary of group balance sheet [IFRS
2006 2005
At 31 March £m £m
Intangible assets 1,641 1,254
Property, plant and equipment 15,489 15,391
Other non current assets 838 1,567
17,978 18,212
Net current liabilities (2,758) (2,783)
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2006 2005
At 31 March £m £m
Total assets less current liabilities 15,220 15,429
Non current loans and other borrowings (7,995) (7,744)
Retirement benefit obligations (2,547) (4,807)
Other non current liabilities (3,071) (2,783)
Total assets less liabilities 1,607 95
Called up share capital 432 432
Share premium account 7 3
Capital redemption reserve 2 2
Other reserves 364 762
Retained earnings (deficit) 750 (1,154)
Total parent shareholders[] equity 1,555 45
Minority interests 52 50
Total equity 1,607 95
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Summary of group balance sheet UK GAAP

2005 2004 2003 2002
At 31 March £m £m £m £m
Intangible fixed assets 623 204 218 252
Tangible fixed assets 15,916 15,487 15,888 16,078
Fixed asset investments 115 324 457 1,044
Net current (liabilities) assets (2,165) 2,027 1,913 757
Total assets less current liabilities 14,489 18,042 18,476 18,131
Loans and other borrowings falling due after one year (8,091) (12,426) (13,456) (16,245)
Provisions for liabilities and charges (2,497) (2,504) (2,376) (2,324)
Minority interests (50) (46) (63) (72)
Total assets less liabilities 3,851 3,066 2,581 (510)
Called up share capital 432 432 434 434
Share premium account 3 2 2 2
Capital redemption reserve 2 2 0 0
Other reserves 998 998 998 1,025
Profit and loss account 2,416 1,632 1,147 (1,971)
Total equity shareholders[] funds (deficit) 3,851 3,066 2,581 (510)
Total assets 26,950 26,565 28,119 27,496
US GAAP
2006 2005 2004 2003 2002
Year ended 31 March £m £m £m £m £m
Group operating profit (loss) 2,437 2,779 2,420 2,693 (337)
Income before taxes 1,350 1,576 1,188 3,653 1,025
Net income (loss):
Continuing activities 1,063 1,297 883 4,134 (1,680)
Discontinued activities | 0 0 0 948
1,063 1,297 883 4,134 (732)
Basic earnings (loss) per ordinary share 12.6p 15.2p 10.2p 48.0p (8.8)p
Diluted earnings (loss) per ordinary share 12.5p 15.1p 10.2p 47.7p (8.8)p
Basic earnings (loss) per ordinary share from
continuing activities 12.6p 15.2p 10.2p 48.0p (20.2)p
Diluted earnings (loss) per ordinary share from
continuing activities 12.5p 15.1p 10.2p 47.7p (20.2)p
Basic earnings per ordinary share from
discontinued activities 1 0 0 0 11.4p
Diluted earnings per ordinary share from
discontinued activities 1 0 0 0 11.3p
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2006 2005 2004 2003 2002
Year ended 31 March £m £m £m £m £m
Average number of ADSs used in basic earnings
per ADS (millions) 842 852 862 862 831
Basic earnings (loss) per ADS £1.26 £1.52 £1.02 £4.80 £(0.88)
Diluted earnings (loss) per ADS £1.25 £1.51 £1.02 £4.77 £(0.88)
Total assets 27,030 29,006 28,674 31,131 30,428
Total equity shareholders[] deficit (158) (584) (1,455) (2,258) (4,247)
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FINANCIAL REVIEW

The Financial review is divided into the following sections:

27 Introduction to the Financial review

28 Adoption of International Financial Reporting Standards

28 Summarised group income statement
29 Group results

31 Line of business results
31 BT Retail

32 BT Wholesale

33 BT Global Services

33 Other operating income
34 Operating costs

34 Specific items

34 Operating profit

35 Net finance expense

35 Associates and joint ventures
35 Profit before taxation

35 Taxation

35 Earnings per share

35 Dividends

Financing

Treasury policy

7 Off-balance sheet arrangements
7 Capital resources

Financial risk management
Capital expenditure

Acquisitions

Balance sheet

Return on capital employed
Pensions

Requlatory financial information
Reqgulation, competition and prices
Competition and the UK economy
Environment

39 Critical accounting policies
39 US GAAP

39 US GAAP developments
Please see cautionary statement regarding forward-looking

statements on page 133.
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INTRODUCTION TO THE FINANCIAL REVIEW

The financial results for the 2006 and 2005 financial years reflect the continued strong growth in new wave
services as we drive value from transforming the business. Our results reflect the continuing transformation of our
business operations and markets in an environment where the pace of change is accelerating. We are driving the
change by providing our customers with new technology and services with greater capabilities and lower cost. The
focus on delivering the strategy continued and the group[]s performance benefited from the growth in new wave
activities, such as networked IT services, broadband and mobility, and our continued cost efficiency programmes.
Our global networked IT services business has grown and our global capabilities have been strengthened by the
successful acquisitions of Infonet and Albacom in 2005 and Radianz and Atlanet in 2006.

In this Financial review the commentary is focused principally on the trading results of BT Group before specific
items. Specific items, by virtue of their size or nature, are excluded because they predominantly relate to
corporate transactions rather than the trading activities of the group. This is also consistent with the way that
financial performance is measured by management and we believe allows a meaningful comparison to be made of
the trading results of the group during the period under review.

Specific items are therefore analysed and discussed separately from the line of business results in this Financial
review because they are considered to be a reflection of the corporate activity rather than the trading activity of
the lines of business.

The commentary in this Financial review also discusses trading results including and excluding the impact of
acquisitions. In discussing underlying performance (excluding the impact of acquisitions) we exclude the results of
the Albacom and Infonet acquisitions made in the 2005 financial year. The Radianz and Atlanet acquisitions made
in the 2006 financial year do not have a significant impact on the group results for the year and hence are not
excluded when discussing underlying performance in 2006.

The following table shows the summarised income statement which includes a reconciliation of the key
performance measures before and after specific items and is discussed further in this Financial review. The
operating results by line of business are discussed in addition to the overall group results as we believe the
activities and markets they serve are distinct and this analysis provides a greater degree of insight to investors.
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ADOPTION OF INTERNATIONAL FINANCIAL REPORTING STANDARDS

The group[Js consolidated financial statements have been prepared in accordance with IFRS and IFRIC
interpretations in issue as adopted by the EU effective as at 31 March 2006. Following the announcement by the
SEC to allow an exemption from the provision of a second year of comparative financial statements, BT decided to
take advantage of the exemption and hence the transition date for the adoption of IFRS is 1 April 2004. All
comparative data in these statements has been restated accordingly with the exception that the group has taken
the exemption allowed by IFRS 1 [JFirst-time Adoption of International Financial Reporting Standards[] not to restate
comparatives for IAS 32 and IAS 39. Further details can be found in note 34 to the group[]s consolidated financial
statements on page 111. The parent company financial statements of BT Group plc have been prepared in

accordance with UK GAAP.

SUMMARISED GROUP INCOME STATEMENT

2006 2005
Year ended 31 March £m £m
Revenue 19,514 18,429
Other operating income? 227 551
Operating costs? (17,246) (15,988)
Operating profit:
Before specific items 2,633 2,693
Specific items (138) 299
2,495 2,992
Net finance expense:
Finance expense (2,740) (2,773)
Finance income 2,268 2,174
472) (599)
Share of post tax profit (losses) of associates and joint ventures:
Before specific items 16 (14)
Specific items 1 (25)
16 (39)
Profit on disposal of joint venture:
Before specific items 1 0
Specific items 1 0
1 a
Profit before taxation:
Before specific items 2,177 2,080
Specific items (137) 274
2,040 2,354
Taxation:
Before specific items (533) (541)
Specific items 41 16
(492) (525)
Profit for the year:
Before specific items 1,644 1,539
Specific items (96) 290
1,548 1,829
Attributable to:
Equity shareholders 1,547 1,830
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2006 2005
Minority interests 1 (1)
Basic earnings per share
Before specific items 19.5p 18.1p
Specific items (1.1p) 3.4p
Total basic earnings per share 18.4p 21.5p

alncludes specific items
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GROUP RESULTS
Whilst driving the transformation of the business, the group has continued to make progress in growing earnings
per share before specific items which at 19.5 pence were 8% ahead of the 2005 financial year.

The pace of our transformation was demonstrated by the 38% growth in new wave revenue to £6,282 million.
New wave revenue represented 32% of revenue in the 2006 financial year compared to 25% in the 2005 financial
year and is mainly generated from networked IT services, broadband and mobility.

In the 2006 financial year the growth in new wave revenue of 38% more than offset the 5% decline in traditional
revenue to £13,232 million. The continued decline in traditional revenue reflects regulatory intervention,
competition, price reductions and also technological changes that we are using to drive customers from traditional
services to new wave services, such as broadband and IPVPN.

In the 2006 and 2005 financial years mobile operators were required to reduce their fees for terminating calls
and these regulatory reductions were passed on to BT customers resulting in lower revenues. The net effect,
however, was profit neutral as payments to mobile operators were reduced by the same amount. In the 2006
financial year total revenue of £19,514 million was up 7% after excluding the £227 million (2005 ] £397 million)
impact of these regulatory reductions to mobile termination rates. Total revenue increased by 6% including the
effect of these reductions.

The table below analyses revenue by customer segment. Major corporate includes the external revenue of BT
Global Services[] major corporate customers, excluding the global carrier business. Business includes the external
revenue of BT Retail from SME (smaller and medium sized enterprise) customers. Consumer includes the external
revenue of BT Retail from consumer customers. Wholesale includes the external revenue of BT Wholesale and BT

Global Services[] global carrier business.

2006 2005
£m £m

Revenue by customer segment
Major corporate 6,880 5,936
Business 2,324 2,442
Consumer 5,296 5,599
Wholesale 4,996 4,427
Other 18 25
19,514 18,429
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2006 2005
£m £m

Major corporate (UK and international) revenue increased by 16% to £6,880 million in the 2006 financial year
driven by the growth in new wave revenue. This reflects the continued migration from traditional voice only
services to networked IT services contracts and an increase in mobility and broadband revenue. New wave revenue
increased by 35% to £4,067 million and represented 59% of all major corporate revenue compared to 51% in the
2005 financial year. Networked IT services contract wins in the 2006 financial year were £5.4 billion. We believe
these wins in the 2006 financial year, combined with the £7.7 billion of contracts won in the 2005 financial year,
are building the foundation for future revenue growth as we increase the level of networked IT services provided to
major corporate customers.

Revenue from business (smaller and medium sized enterprise) customers in the 2006 financial year reduced by
5% to £2,324 million. This decline reflects the continued penetration of Carrier pre-selection (CPS) and the impact
of customers switching from traditional telephony services to new wave services, including broadband. New wave
revenue in this segment increased by 16% to £544 million driven mainly by the 31% growth in the number of
BT Business Broadband customers to 453,000 at 31 March 2006. The expansion of the BT Business Plan portfolio
continued during the year with the number of locations increasing by 15% to 513,000. This, together with our 83
BT Local Businesses, offset some of the decline in traditional revenue.

Consumer revenue in the 2006 financial year was 5% lower at £5,296 million. New wave consumer revenue
increased by 55% to £638 million, driven by growth of broadband and mobility. Residential broadband connections
increased 52% to 2,028,000 at 31 March 2006. Traditional consumer revenue declined by 10% reflecting the shift

towards new wave products.

The proportion of contracted revenues has been increasing. By 31 March 2006, more than 2 million customers
had signed up for BT Together Options 2 and 3, and 67% (2005 [] 64%) of consumer call revenue was under
contract. There are now 16.2 million BT Together customers on Option 1, 2 and 3 packages. The underlying 12
months rolling average revenue per customer household (net of mobile termination charges) of £251 in the 2006

financial year was 1% lower than the 2005 financial year.

Wholesale (UK and global carrier) revenue in the 2006 financial year increased by 13% to £4,996 million. New
wave revenue in the UK wholesale business increased by 56% driven by the continuing growth in broadband.
Global carrier revenue increased by 22% in the 2006 financial year and reflects the increase in call termination

revenues outside the UK.

In the UK BT had 7.9 million wholesale broadband DSL connections, including LLU lines, at 31 March 2006
representing an increase of 2.9 million connections in the year.

Group operating costs before specific items increased by 7% to £17,108 million in the 2006 financial year.
Excluding acquisitions, group operating costs before specific items
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Line of business summary

Operating profit

Revenue (loss)a Specific items

2006 2005 2006 2005 2006 2005

£m £m £m £m £m £m
BT Retail 8,452 8,698 644 607 1 0
BT Wholesale 9,232 9,095 1,992 1,950 1 0
BT Global Services 8,632 7,488 363 411 1 0
Other 18 25 (504) 24 138 (299)
Intra-group (6,820) (6,877) 1 0 1 0
Group totals 19,514 18,429 2,495 2,992 138 (299)

aA reconciliation from total operating profit to profit after tax (net income) is given on page 73.

increased by 3%. Our cost efficiency programmes achieved savings of over £400 million in the 2006 financial year
which enabled us to invest in growing our new wave activities. Total operating costs of £17,246 million, including
specific items, increased by 8%.

Staff costs in the 2006 financial year, excluding leaver costs of £133 million, increased by £445 million to
£4,833 million due to the full year impact of the acquisitions, the additional staff required to grow the networked IT
services business and to service increased levels of activity in the network. Payments to other telecommunications
operators in the 2006 financial year were £4,045 million, an increase of 9% mainly reflecting the impact of higher
volumes and the full year impact of Albacom and Infonet. Other operating costs before specific items in the 2006
financial year increased by 11% to £6,113 million. This reflects the cost of investing in new wave activities and
supporting new networked IT services contracts.

BT[s share of associates[] and joint ventures[] post tax profit before specific items was £16 million in the 2006
financial year, compared with losses of £14 million in the 2005 financial year.

During the 2005 financial year Albacom contributed post tax losses of £22 million prior to becoming a
subsidiary.

Net finance expense was £472 million for the 2006 financial year, an improvement of £127 million against the
2005 financial year. This improvement was due to a number of factors including the net finance income associated
with the group[]s defined benefit pension obligation of £254 million which was £56 million higher than last year, the
reduction in the level of net debt and a gain on redemption of the group[]s US dollar convertible bond.

The above factors resulted in the group achieving a profit before specific items and taxation of £2,177 million in
the 2006 financial year, an increase of 5%. The improvement in the year reflects the improved performance of BT
Retail and BT Wholesale, lower net finance expense and an increase in the share of profits from associates and
joint ventures.

The taxation expense on the profit before specific items for the 2006 financial year was £533 million, an
effective rate of 24.5% compared to 26.0% in the 2005 financial year. The improvement in the effective tax rate
reflects the tax efficient investment of surplus cash and continued improvement in the tax efficiency within the
group.

Basic earnings per share before specific items were 19.5 pence for the 2006 financial year, an increase of 8%
from 18.1 pence.
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Operating profit (loss) Amortisation of EBITDA before
before specific items Depreciation intangible assets specific items
2006 2005 2006 2005 2006 2005 2006 2005
£m £m £m £m £m £fm £m £m
644 607 120 133 27 14 791 754 BT Retail
1,992 1,950 1,778 1,831 124 83 3,894 3,864 BT Wholesale
363 411 556 513 82 37 1,001 961 BT Global Services
(366) (275) 181 217 16 16 (169) (42) Other
1 0 1 0 1 0 1 0 Intra-group
2,633 2,693 2,635 2,694 249 150 5,517 5,537 Group totals

LINE OF BUSINESS RESULTS
In the following commentary, we discuss the operating results of the group for the 2006 and 2005 financial years in
relation to the lines of business.

There is extensive trading between the lines of business and their profitability is dependent on the transfer
price levels. For regulated products and services those transfer prices are based on market prices, whilst for other
products and services the transfer prices are agreed between the relevant lines of business.

The table below analyses the trading relationships between each of the lines of business for the 2006 financial
year. The majority of the internal trading is BT Wholesale selling calls, access lines, broadband connections and
other network products to BT Retail. This trading relationship also reflects the pass through of termination charges
on other telecom operator networks and the sale of wholesale broadband ISP products. BT Retail also trades with
BT Wholesale, selling apparatus, operator assistance and directory enquiries services and conferencing for onward
sale to other telecom operators. BT Global Services[] revenue with BT Retail mainly reflects the sales of BT Global
Services[] products in the UK. BT Global Services trades with BT Wholesale mainly for use of the IP/ATM network,
International Direct Dial traffic settlements and certain dial IP revenue share arrangements. BT Wholesale[Js revenue
with BT Global Services reflects the use of the network infrastructure for BT Global Services[] products.

Internal cost recorded by:

BT

BT BT Global
Retail Wholesale Services Other Total
£m £m £m £m £m

Internal revenue recorded by:

BT Retail 0 183 140 10 333
BT Wholesale 4,494 0 512 0 5,006
BT Global Services 551 885 0 45 1,481
Total 5,045 1,068 652 55 6,820

The line of business results are presented and discussed before specific items, for the reasons set out above, to
provide a meaningful comparison of the trading results between the financial years under review. Specific items
are discussed separately in a group context in this Financial review.

In addition to measuring financial performance of the lines of business based on the operating profit before
specific items, management also measure the operating financial performance of the lines of business based upon
the EBITDA before specific items. EBITDA is defined as the group profit (loss) before depreciation, amortisation,
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interest and taxation. This is a non-GAAP measure and therefore may not be directly comparable to the EBITDA of
other companies as they may define it differently. EBITDA excludes interest, taxation, depreciation and
amortisation, the latter two being non cash items, from group operating profit and is a common measure,
particularly in the telecommunications sector, used by investors and analysts in evaluating the operating financial
performance of companies.

EBITDA before specific items is considered to be a good measure of the group[Js operating performance because it
reflects the underlying operating cash costs, by eliminating depreciation and amortisation, and excludes material
one off or unusual items that are predominantly related to corporate transactions. EBITDA is not a direct measure
of the group(Js liquidity, which is shown by the group[]s cash flow statement and needs to be considered in the
context of the group[]s financial commitments. A reconciliation of EBITDA before specific items to group operating
profit (loss) by line of business and for the group is provided in the table across the page above. Trends in EBITDA
before specific items are discussed for each line of business in the following commentary.

BT Retail 2006 2005
£m £m
Revenue 8,452 8,698
Gross margin 2,354 2,354
Sales, general and
administration costs 1,563 1,600
EBITDA 791 754
Operating profit 644 607
Capital expenditure 153 170

BT Retail[]s results demonstrated a continued strategic shift towards new wave products with growth in broadband,
networked IT services and mobility revenues. Despite the substitution by new wave products, traditional revenue
was defended by changes in pricing structure and packages to benefit frequent users and marketing campaigns
focusing on key customer service promises. BT Privacy, a service to address the problem of unwanted calls by
giving customers greater control over the calls they receive, was launched on 1 July 2005, with 3.7 million
customers registered by 31 March 2006. As at 31 March 2006, 16.2 million customers were on BT Together
packages. In the small and medium size (SME) UK business market the focus remains on placing customers on
commitment packages whereby lower call prices are received for annual committed spend. By 31 March 2006
there were 513,000 Business Plan sites, up 15% in the year. Cost transformation programmes continued to
successfully reduce the cost base of the traditional business, allowing investment in new wave products and

services.

BT Retail[Js revenue decreased by 3% in the 2006 financial year to £8,452 million. The growth in new wave
revenue of 38% in the 2006 financial year continued to reduce our dependence on traditional revenue, the decline

in which was driven by the impact of regulation and competition. After
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adjusting for the regulatory impact of the reduction in mobile termination rates, revenue declined by 2% in the
2006 financial year. Revenue for the two years is summarised as follows:

2006 2005
£m £m

BT Retail revenue
Traditional 7,088 7,712
Networked IT services 363 304
Broadband 730 502
Mobility 154 103
Other 117 77
New wave 1,364 986
Total 8,452 8,698

Traditional revenue comprises calls made by customers on the BT fixed line network in the UK, analogue lines,
equipment sales, rentals and other business voice products. Overall revenue was 8% lower in the 2006 financial
year. The reduction includes the effect of continued high levels of migration to broadband which is reflected in a
46% fall in dial up minutes over the year, a reduction of 10% in ISDN lines and general competitive pressure. It also
reflects the decline in private circuits and ISDN as customers migrate to new wave products and services, including

broadband and IPVPN.

New wave revenue grew by 38% to £1,364 million in the 2006 financial year driven primarily by broadband,
mobility and networked IT services. New wave revenue comprised 16% of BT Retail[Js revenue in the 2006 financial
year compared to 11% in the 2005 financial year.

Broadband revenue grew by 45% to £730 million in the 2006 financial year. The growth of broadband continues
to accelerate with 2,584,000 BT Retail connections at 31 March 2006, an increase of 47% over last year.

BT Retail had net additions of 832,000 broadband customers in the year, a 31% share of the broadband DSL net
additions.

Broadband is increasingly critical to the success of SMEs and BT Business Broadband revenue continues to
grow.

Revenue from mobility services increased by 50% to £154 million in the 2006 financial year. During the year we
launched BT Fusion, the world[Js first seamless combined fixed and mobile communications services on a single
handset. The consumer launch was in June 2005 and the business market launch was in February 2006. BT Fusion

has attracted over 25,000 connections in the period since launch.

Networked IT services revenue increased by 19% to £363 million in the 2006 financial year. SME[]s have become
increasingly interested in the benefits they can achieve by converging their voice and data into one network and
BT Business Networked IT services are integrating and simplifying the way customers are unifying their
organisation[]s voice and data services. The portfolio includes IP infrastructure ] WAN/LAN and IP telephony and also

Data Centre Services, Security, Applications and outsourcing.

The total number of BT Retail lines, which includes voice, digital and broadband, were 5% lower at 28 million at
31 March 2006, reflecting the continued growth in broadband offset by the declining PSTN lines.

BT Retail[Js gross margin percentage increased by 0.8 percentage points in the 2006 financial year reflecting
improved margin management and greater efficiency in managing the service provider network.

Gross margin is revenue less costs directly attributable to the provision of the products and services reflected in
revenue in the period. Selling, general and administration costs are those costs that are ancillary to the business
processes of providing products and services and are the general business operating costs. BT Retail analyses its
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costs in this manner for management purposes in common with other retail organisations and it has set target
savings for selling, general and administration expenses.

Cost transformation programmes in the 2006 financial year generated selling, general and administration cost
savings of £206 million (£37 million net of new wave investment). These savings were driven by cost reduction
programmes focused on elimination of failure, channel effectiveness, overheads and removal of inefficiencies and
duplication. The majority of these initiatives were targeted at people related costs, with significant savings in

billing, IT operations and other support functions.

BT Retail[s EBITDA increased by 5% to £791 million in the 2006 financial year. This is a significant improvement
compared to last year, which experienced EBITDA decline. The benefits from the investment in new products and
value added services have contributed to an improved EBITDA performance in the current year. This was also

reflected in the 6% improvement in operating profit to £644 million in the 2006 financial year.
Capital expenditure for the 2006 financial year was £153 million, a decrease of 10% resulting from tight controls
over expenditure.

On 28 April 2006, BT Retail announced the acquisition of dabs.com, one of the UK[Js leading internet retailers of
IT and technology products. The acquisition is part of BT Retail[Js strategy to strengthen its online sales and service

capabilities, particularly for business and consumer products.

BT Wholesale 2006 2005

£m £m
Revenue 9,232 9,095
Gross variable profit 7,031 6,933
EBITDA 3,894 3,864
Operating profit 1,992 1,950
Capital expenditure 2,013 1,981

BT Wholesale is the line of business within BT that provides network services and solutions within the UK. Its
customers include communications companies, fixed and mobile network operators, internet and other service
providers interconnecting with BT[Js UK fixed network. The customer base also includes BT[]s lines of business, BT
Retail and BT Global Services. The majority of BT Wholesale[Js revenue is internal (2006 [J 54%, 2005 [J 58%) and
mainly represents trading with BT Retail.

In the 2006 financial year, revenue totalled £9,232 million, an increase of 2%. External revenue increased by
11% to £4,226 million in the 2006 financial year (an increase of 15% excluding the impact of regulatory reductions
to mobile termination rates). The increase reflects particularly strong growth in new wave revenues, mainly
broadband. The regulatory price reductions on mobile termination rates have no impact on profitability.

External revenue from traditional products increased by 1% in the 2006 financial year. Excluding the impact of
regulatory reductions to mobile termination rates external traditional revenue was up 6% in the 2006 financial
year. The increase in traditional revenue was mainly driven by growth in Partial Private Circuits (PPCs) and
Wholesale Access. Customers continued to migrate from lower bandwidth products to less expensive alternatives
such as PPCs and broadband and this is reflected in revenue from PPCs which increased by 18% to £225 million in

the 2006 financial year. Substitution to broadband has resulted in the continued declining trend in Flat
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Rate Internet Access Call Origination revenues which have more than halved to £26 million in the 2006 financial
year. Wholesale access revenues have increased by £142 million in the 2006 financial year as a result of increased

volumes from other service providers.

New wave revenue, including broadband and managed services grew by 56% to £1,033 million in the 2006
financial year. Broadband revenues grew by 74% year on year. Wholesale broadband connections, including LLU
lines, increased to 7.9 million at 31 March 2006, an increase of 2.9 million compared to prior year, with all

connections available at up to 2 Mbit/s.

Internal revenue decreased by 5% to £5,006 million in the 2006 financial year. The reduction reflects both the
impact of lower volumes of calls, lines and private circuits, and lower regulatory prices being reflected in internal

charges.
Gross variable profit increased by 1% to £7,031 million for the 2006 financial year reflecting volume changes
and changes in the mix towards more profitable products.

In the 2006 financial year, network and selling, general and administration costs, excluding leaver costs, were
3% higher at £3,103 million. Leaver costs were £34 million in the 2006 financial year and £62 million in the 2005
financial year. Activity levels in the network, driven by broadband and LLU volumes, have increased in the 2006
financial year. The financial impact of this increased activity has been mitigated by a series of cost reduction

programmes focusing on efficiency, discretionary cost management and process improvements.

EBITDA at £3,894 million in the 2006 financial year was 1% higher. EBITDA margins were maintained at 42%
across both financial years.

Depreciation and amortisation were flat in the 2006 financial year at £1,902 million.

Operating profit at £1,992 million increased by 2% in the 2006 financial year. The operating profit margin
increased to 22% compared to 21% in the 2005 financial year.

Capital expenditure on property, plant and equipment and computer software at £2,013 million increased by
2% in the 2006 financial year. This reflects increased capital expenditure to prepare for the 215t Century Network
and to invest in new systems to ensure compliance with the Undertakings agreed with Ofcom. Investment in legacy
network technologies continues to be lower than last year.

Following Ofcom[Js Strategic Review of Telecommunications, Openreach, a new line of business responsible for
managing the UK access network on behalf of the telecommunications industry was launched on 21 January 2006.
For the 2006 financial year Openreach[Js results are included within BT Wholesale[Js results. For the 2007 financial
year Openreach will be reported as a separate business segment.

BT Global Services 2006 2005

£m £m
Revenue 8,632 7,488
EBITDA 1,001 961
Operating profit 363 411
Capital expenditure 702 605

BT Global Services supplies managed services and solutions to multi-site organisations worldwide [] our core target
market is 10,000 multi-site organisations including major companies with significant global requirements, together
with large organisations in target local markets. We aim to provide them with networked IT services and a

complete range of managed solutions.

Our extensive global communications network and strong partnerships enable us to serve customers in the key
commercial centres around the world using a combination of direct sales and services capabilities and strategic
partners.

As well as local, national and international communications services and higher-value broadband and internet
products and services, a comprehensive portfolio of networked IT services focused around messaging and
conferencing, CRM (customer relationship management), convergence, outsourcing and security is offered to

62



Edgar Filing: BT GROUP PLC - Form 6-K

customers. Consultancy services are also provided to help organisations understand network performance, operate
their networks and applications efficiently and transform their business to gain advantage in the digital networked
economy.

In the 2006 financial year, BT Global Services revenue was £8,632 million, 15% higher than the 2005 financial
year. This includes revenue of £795 million from the acquisitions of Albacom and Infonet which have strengthened
our global networked IT services business. Revenue arising from services provided outside the UK increased during
the 2006 financial year, demonstrating BT[Js transformation into a global networked IT services company serving
multi-site organisations. Excluding the impact of the Albacom and Infonet acquisitions, BT Global Services[] revenue
was 5% higher than the 2005 financial year.

New wave external revenue grew in the 2006 financial year fuelled by networked IT services contracts which
generated revenue of £3,732 million in the 2006 financial year, an increase of 34%. Networked IT services contract
wins were £5.4 billion in the 2006 financial year. We believe these wins, coupled with the £7.7 billion contracts won
in the 2005 financial year are building the foundation for future revenue growth. Included in the contract wins for
the 2006 financial year was a €450 million five year contract with Fiat, as well as a realigned and extended contract
with the Department for Work and Pensions.

Traditional external revenue, which includes the global carrier business as well as voice and data revenue from
major corporates, declined by £44 million compared to the 2005 financial year to £3,184 million. This reflects the
migration to IVPNs sold to major corporate customers in the UK and further reductions in dial IP due to broadband
substitution in the UK. However the decline in traditional revenue was partly offset by a 34% increase in Multi
Protocol Label Switching (MPLS) revenue which exceeded £400 million.

The increase in new wave revenue together with lower network and sales, general and administrative costs,
coupled with the positive impact of the acquisitions has resulted in an increase in EBITDA in the 2006 financial year
of 4% to £1,001 million. The 2006 financial year includes leaver costs of £49 million compared to £59 million in the
2005 financial year. Depreciation and amortisation costs were £88 million higher compared to the 2005 financial
year. This reflects the acquisitions and increased investment in our global infrastructure. These factors have
contributed to a decrease in operating profit of 12% to £363 million.

Capital expenditure for the 2006 financial year was £702 million, an increase of 16% from the 2005 financial

year mainly due to the investment in acquisitions and our global infrastructure.

OTHER OPERATING INCOME
Other operating income decreased by £324 million to £227 million in the 2006 financial year, due to the one off
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impact of the £358 million profit on disposal of non current asset investments in 2005.

OPERATING COSTS

Total operating costs before specific items increased by 7% in the 2006 financial year to £17,108 million; excluding
the impact of acquisitions the increase was 3%. Our cost efficiency programmes achieved savings of over £400

million in the 2006 financial year which enabled us to continue investing in growing our new wave activities.

As a percentage of revenue, operating costs, excluding specific items, were 88% in the 2006 financial year
(2005 [] 86%). In both financial years, net specific items were incurred, amounting to £138 million and £59 million in
the 2006 and 2005 financial years, respectively. These specific costs are considered separately in the discussion

which follows.

2006 2005
£m £m

Operating costs:
Staff costs 4,966 4,554
Depreciation 2,635 2,694
Amortisation 249 150
Payments to telecommunications
operators 4,045 3,725
Other operating costs 6,113 5,528
Own work capitalised (900) (722)
Total operating costs before specific
items 17,108 15,929
Specific items 138 59
Total operating costs 17,246 15,988

In the 2006 financial year, the number of staff employed increased by 2,300 to 104,400, mainly due to the
additional staff required to service networked IT contracts and the increased levels of network activity.

Early leaver costs of £133 million were incurred in the 2006 financial year, compared with £166 million in the
2005 financial year. This reflects BT[]Js continued focus on improving operational efficiencies. The group[]s pension
expense for 2006 was £603 million, an increase of £63 million from the 2005 financial year.

The increase in headcount, pay rates and pension costs, partially offset by lower leaver costs have contributed
to a 9% increase in staff costs which were £4,966 million in the 2006 financial year. The increase in pension costs
includes a switch between wages and salaries and pension costs as a result of the introduction of Smart Pensions,

a salary sacrifice scheme, as well as the increased headcount and pay rates.

The depreciation charge decreased by 2% in the 2006 financial year to £2,635 million. The amortisation charge
increased by £99 million to £249 million in the 2006 financial year due to higher capitalised software development

costs and the intangible assets associated with the acquisitions in 2005.
Payments to other telecommunications operators increased by 9% in the 2006 financial year to £4,045 million.
The increase mainly reflects the full year impact of the Albacom and Infonet acquisitions and higher volumes.

Other operating costs before specific items increased by 11% in the 2006 financial year to £6,113 million. This
reflects not only the cost of supporting new networked IT services contracts, but also increased levels of activity in
the network. Other operating costs include the maintenance and support of our networks, accommodation, sales

and marketing costs, research and development and general overheads.
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SPECIFIC ITEMS
The specific items for the 2006 and 2005 financial years are shown in the table below.

2006 2005
£m £m
Operating costs:
Property rationalisation costs 68 59
Creation of Openreach 70 0
138 59
Other operating income:
Profit on sale of non current asset
investments 1 (358)
Associates and joint ventures:
Profit on sale of joint venture (1 0
Impairment of assets in joint ventures 1 25
Total specific items 137 (274)

In the 2006 financial year, specific operating costs included £68 million of property rationalisation charges in
relation to the group[]s provincial office portfolio (2005: £59 million). This rationalisation programme is expected to
continue through next year giving rise to further rationalisation costs. In addition a provision of £70 million was
recognised relating to the incremental and directly attributable costs to create the new line of business,

Openreach, arising from the Undertakings agreed with Ofcom.

In the 2005 financial year, the profit from disposal of non current asset investments, included within other
operating income, totalled £358 million. This mainly comprised the sale of BT[Js 4% interest in Intelsat for net
proceeds of £64 million which resulted in a profit on disposal of £46 million, the sale of BT[Js 15.8% interest in
Eutelsat SA for net proceeds of £356 million resulting in a profit on disposal of £236 million and the sale of BT[]s
11.9% shareholding in StarHub Pte Ltd for net proceeds of £77 million which resulted in a profit on disposal of £38

million.
In the 2005 financial year BT incurred an impairment charge of £25 million, being BT[Js share of a write down of
Albacom([Js assets prior to Albacom becoming a subsidiary.

OPERATING PROFIT

In the 2006 financial year, operating profit before specific items described above was 2% lower than the 2005
financial year at £2,633 million. This reflects the increased operating costs, described above, in the 2006 financial

year more than offsetting the revenue growth.
Total operating profit for the 2006 financial year was £2,495 million compared to a profit of £2,992 million in the
2005 financial year.
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NET FINANCE EXPENSE

2006 2005

£m £m

Interest on borrowings 916 1,053
Loss arising on derivatives not in a designated hedge relationship 8 0

Interest on pension scheme liabilities 1,816 1,720

Total finance expense 2,740 2,773
Income from listed investments (44) 47)
Other interest and similar income (154) (209)
Expected return on pension scheme assets (2,070) (1,918)
Total finance income (2,268) (2,174)
Net finance expense 472 599

In the 2006 financial year, net finance expense at £472 million were £127 million lower than last year with the net
finance income associated with the group[Js defined benefit pension obligation of £254 million, being £56 million
higher than the 2005 financial year. The interest on pension scheme liabilities and expected return on pension

scheme assets reflects the IAS 19 assumptions and valuation as at 31 March 2005.

The reduction in the interest on borrowings reflects the decrease in the group[Js debt. The reduction in other
interest and similar income reflects the lower level of investment holdings following their utilisation on funding the
maturity of bonds, offset by a gain of £27 million on the group[js US dollar convertible 2008 bond which was

redeemed during the year.

Interest cover in the 2006 financial year, excluding the net finance income associated with the group[Js defined
benefit pension obligation, represented 3.6 times total operating profit before specific items, and compares with
interest cover of 3.4 in the 2005 financial year. The improvement in cover was due to the reduction in the interest

expense mainly arising from the reduction in net debt.

ASSOCIATES AND JOINT VENTURES
The results of associates and joint ventures before specific items are shown below:

2006 2005
£m £m
Share of post tax profit (loss) of associates and joint ventures 16 (14)

The group[Js share of post tax profits (losses) from associates and joint ventures, before specific items, was a profit
of £16 million in the 2006 financial year. This compares to a loss of £14 million in the 2005 financial year.

The principal contributors to profit before taxation in the 2006 financial year were LG Telecom in Korea of £7
million (2005: £6 million) and Tech Mahindra Limited of £13 million (2005: £6 million). In the 2005 financial year

Albacom in Italy also contributed a loss of £22 million prior to becoming a subsidiary.

PROFIT BEFORE TAXATION
The group[]s profit before taxation for the 2006 financial year was £2,040 million, compared with a profit of £2,354
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million in the 2005 financial year.

The group[Js profit before taxation before specific items for the 2006 financial year was £2,177 million, compared
with £2,080 million in the 2005 financial year. The improvement in profit was mainly due to cost efficiency savings,

lower leaver costs, lower net finance charges and increased profits from joint ventures and associates.

TAXATION

The tax charge for the 2006 financial year was £492 million and comprised a charge of £533 million on the profit
before taxation and specific items, offset by tax relief of £41 million on certain specific items. The tax charge for
the 2005 financial year was £525 million and comprised a £541 million charge on the profit before tax and specific
items, offset by tax relief of £16 million on certain specific items. The tax charge on the profit before taxation and
specific items is at an effective rate of 24.5%. This reduction in the effective rate from 26.0% in the 2005 financial

year reflects the continued improvements in the tax efficiency of the group.

EARNINGS PER SHARE
The basic earnings per share of 18.4 pence per share for the 2006 financial year compare with 21.5 pence for the
2005 financial year. The following table illustrates the impact of specific items on the basic earnings per share.

2006 2005

pence pence

Basic earnings per share before specific items 19.5 18.1
Specific items (1.1) 3.4
Total basic earnings per share 18.4 21.5

Basic earnings per share before specific items of 19.5 pence for the 2006 financial year compare with an
equivalent of 18.1 pence for the 2005 financial year.
Diluted earnings per share were not materially different in either year.

DIVIDENDS

The Board recommends a final dividend of 7.6 pence per share (2005: 6.5 pence per share) to shareholders,
amounting to £632 million (2005: £551 million). This will be paid, subject to shareholder approval, on

11 September 2006 to shareholders on the register on 18 August 2006. When combined with the 2006 interim
dividend of 4.3 pence per share, the total dividend proposed for the 2006 financial year is 11.9 pence per share,
totalling £993 million (2005: £883 million). This compares to 10.4 pence in the 2005 financial year, an increase of

14%.

Dividends paid in the 2006 financial year were £912 million (2005: £786 million) and have been presented as a
deduction in shareholders[] equity.

We continue with our progressive dividend policy. We expect our pay out ratio to rise to around two-thirds of
underlying earnings by the 2008 financial year.
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FINANCING
Summarised cash flow statement

2006 2005

£m £m

Cash flow from operations 5,777 5,906
Income taxes paid (390) (332)
Net cash inflow from operating activities 5,387 5,574
Net purchase of property, plant, equipment and software (2,874) (2,945)
Net acquisition of subsidiaries, associates and joint ventures (167) (418)
Net sale of current and non current asset investments 3,221 1,249
Interest received 185 374
Net cash received (used) in investing activities 365 (1,740)
Net repayment of borrowings and derivatives (2,946) (1,292)
Equity dividends paid (907) (784)
Repurchase of shares (339) (193)
Interest paid (1,086) (1,260)
Net cash used in financing activities (5,278) (3,529)
Net increase in cash and cash equivalents 474 305
Decrease in net debt resulting from cash flows 199 887

The cash inflow from operations of £5,777 million in the 2006 financial year compares with £5,906 million,
primarily as a result of lower working capital inflows of £120 million compared to £253 million in the 2005 financial
year. Tax paid in the 2006 financial year totalled £390 million compared with £332 million in the 2005 financial
year. This increase in tax payments was primarily as a result of normalisation of tax payments following low tax
payments in the 2005 financial year.

Net cash inflow from investing activities of £365 million in the 2006 financial year compares with a net cash
outflow of £1,740 million in the 2005 financial year. This includes a net cash inflow of £3,221 million on
investments, which were used to partly fund the repayment of maturing debt. Net cash outflow for the purchase of
property, plant and equipment and computer software was £2,874 million, compared to £2,945 million in the 2005
financial year. The net cash outflow for acquisitions in the 2006 financial year totalled £167 million and mainly
related to the acquisitions of Radianz and Atlanet. In the 2005 financial year the net cash outflow of £418 million
mainly related to the acquisitions of Infonet and Albacom. Interest received was £185 million in the 2006 financial
year compared to £374 million in 2005 which included receipts on restructuring the group[]s swap portfolio.

Net cash outflow from financing activities of £5,278 million in the 2006 financial year compares with £3,529
million in the 2005 financial year. Included in the 2006 net cash outflow is a repayment of £4,432 million for
maturing debt. In addition, the group raised a new sterling floating rate borrowing for £1,000 million and issued
new commercial paper raising net proceeds of £464 million. Equity dividends paid in 2006 were £907 million whilst
those paid in the 2005 financial year totalled £784 million. Interest paid was £1,086 million compared to £1,260
million in the prior year which included payments on restructuring the group[]s swap portfolio.

During the 2006 financial year the share buyback programme continued with the group repurchasing 166
million shares for consideration of £360 million. During the 2005 financial year the group repurchased 101 million
shares for consideration of £195 million.
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As 31 March 2006, net debt was £7,534 million, a reduction of £359 million from 31 March 2005. The group[ls
definition of net debt, which is a non-GAAP measure, is provided on page 83.

2006 2005
£m £m

Free cash flow
Cash generated from operating activities 5,387 5,574
Net purchase of property, plant equipment and software (2,874) (2,945)
Net sale (purchase) of non current asset investments (D) 537
Dividends from associates 1 2
Interest received 185 374
Interest paid (1,086) (1,260)
Free cash flow 1,612 2,282

Free cash flow is defined as the net increase in cash and cash equivalents less flows from financing activities
(excluding interest paid) less the flows from the acquisition or disposal of subsidiaries, joint ventures and
associates. It is a non-GAAP measure since it is not defined under IFRS, but it is a key indicator used by
management in order to assess operational performance. Free cash flow was £1,612 million in the 2006 financial
year, compared to £2,282 million in the 2005 financial year. The reduction in free cash flow compared to the 2005
financial year is mainly due to the impact of proceeds of £537 million from the disposal of non-current asset
investments in the 2005 financial year, mainly in respect of the disposal of Eutelsat, Starhub and Intelsat. Other
factors contributing to the decrease were lower working capital inflows and higher normalised tax payments
following low tax payments in the 2005 financial year. This has been partly offset by lower cash payments on
purchase of property, plant and equipment and software in the 2006 financial year, although capital additions and

accruals are higher at the end of the 2006 financial year.

TREASURY POLICY

The group has a centralised treasury operation whose primary role is to manage liquidity, funding, investment and
the group(Js financial risk, including risk from volatility in currency and interest rates and counterparty credit risk.
The treasury operation is not a profit centre and the objective is to manage risk at optimum cost.

The Board sets the policy for the centralised treasury operations and its activities are subject to a set of controls
commensurate with the magnitude of the borrowings and investments under its management. Counterparty credit
risk is closely monitored and managed within controls set by the Board. The group does not hold or issue derivative
financial instruments for trading purposes. All transactions in financial instruments are undertaken to manage the

risks arising from underlying business activities.
We have set out further details on this topic in note 33 to the financial statements.
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OFF-BALANCE SHEET ARRANGEMENTS

As disclosed in the financial statements there are no off-balance sheet arrangements that have or are reasonably
likely to have a current or future material effect on the group(Js financial condition, changes in financial condition,
revenues or expenses, results of operations, liquidity, capital expenditure or capital resources, with the exception

of the following:
Operating leases (note 28)
Capital commitments and guarantees (note 28)

CAPITAL RESOURCES

During the period under review the group has reduced its level of borrowings so that its net debt was £7.5 billion at
31 March 2006 compared with £7.9 billion at 31 March 2005 (based on BT[]s definition of net debt as set out in note

10).

The directors have a reasonable expectation that the group has adequate resources to continue in operational
existence for the foreseeable future and therefore they continue to adopt the going concern basis in preparing the
financial statements.

There has been no significant change in the financial or trading position of the group since 31 March 2006.

The following table sets out the group[]s contractual obligations and commitments as they fall due for payment,
as at 31 March 2006.

Payments due by period

Less More

than 1 1-3 3-5 than 5

Contractual obligations Total year years years years

and commitments £m £m £m £m £m

Loans and other borrowings 9,078 1,622 1,225 2,814 3,417

Finance lease obligations 845 318 294 22 211

Operating lease obligations 9,782 474 888 843 7,577
Capital commitments 754 684 70 0 0

Total 20,459 3,098 2,477 3,679 11,205

At 31 March 2006, the group had cash, cash equivalents and current asset investments of £2,330 million. At that
date, £1,750 million of debt fell due for repayment in the 2007 financial year. The group had unused short-term
bank facilities, amounting to approximately £1,535 million at 31 March 2006. These resources will allow the group

to settle its obligations as they fall due.

FINANCIAL RISK MANAGEMENT

Most of the group[]s current revenue is invoiced in pounds sterling, and most of its operations and costs arise within
the UK. The group(Js foreign currency borrowings, which totalled £5.4 billion at 31 March 2006, are used to finance
its operations. These borrowings have been predominantly swapped into sterling. Cross currency swaps and
forward currency contracts have been entered into to reduce the foreign currency exposure on the group[]s
operations and the group[]s net assets. The group also enters into forward currency contracts to hedge foreign
currency investments, interest expense, capital purchases and purchase and sale commitments on a selective
basis. The commitments hedged are principally US dollar and euro denominated. As a result of these policies, the
group[]s exposure to foreign currency arises mainly on the residual currency exposure on its non-UK investments in
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its subsidiaries and on any imbalances between the value of outgoing and incoming international calls.

A 10% strengthening in sterling against major currencies would cause the group[Js net assets at 31 March 2006
to fall by less than £150 million, with an insignificant effect on the group[Js profits. This is consistent with the

position at year ended 31 March 2005.

The majority of the group[Js long-term borrowings have been, and are, subject to sterling fixed interest rates
after applying the impact of hedging instruments. The group has entered into interest rate swap agreements with
commercial banks and other institutions to vary the amounts and period for which interest rates are fixed. At 31
March 2006, the group had outstanding interest rate swap agreements with notional principal amounts totalling

£5.1 billion compared to £5.3 billion at 31 March 2005.

The long-term debt instruments which BT issued in December 2000 and February 2001 both contained
covenants providing that if the BT group credit rating were downgraded below A3 in the case of Moody[]s or below A
minus in the case of Standard & Poor{]s (S&P), additional interest would accrue from the next interest coupon period
at the rate of 0.25 percentage points for each ratings category adjustment by each ratings agency. In May 2001,
Moody[]s downgraded BT[]s credit rating to Baal, which increased BT[]s annual finance expense by approximately £32
million. BT[Js credit rating from S&P is A minus. Based upon the total amount of debt of £5 billion outstanding on
these instruments at 31 March 2006, BT[Js annual finance expense would increase by approximately £24 million if
BT[s credit rating were to be downgraded by one credit rating category by both agencies below a long-term debt
rating of Baal/A minus. If BT[Js credit rating with Moody[Js was to be upgraded by one credit rating category the

annual finance expense would be reduced by approximately £12 million.

Based upon the composition of net debt at 31 March 2006, a one percentage point increase in interest rates
would increase the group[]s annual net finance expense by around £10 million. This is consistent with the position at

31 March 2005.

The group considers that it is not exposed to major concentrations of credit risk. The group, however, is
exposed to credit-related losses in the event of non-performance by counterparties to financial instruments, but
does not expect any counterparties to fail to meet their obligations. The group limits the amount of credit exposure
to any one counterparty. Where multiple transactions are undertaken with a single counterparty, or group of
related counterparties, the group may enter into a netting arrangement to reduce the group[]s exposure to credit
risk. Currently the group makes use of standard International Swaps and Derivative Association (ISDA)
documentation. In addition, where management have a legal right of set off and the ability and intention to settle
net, the relevant asset and liabilities are netted within the balance sheet. The group seeks collateral or other
security where it is considered necessary.

The group ensures its liquidity is maintained by entering into long and short term financial instruments to
support operational and other funding requirements. The group[Js liquidity and funding management process
includes projecting cash flows and considering the level of liquid assets in relation thereto, monitoring balance
sheet liquidity and maintaining a diverse range of funding sources and back-up facilities. Liquid assets surplus to
immediate operating requirements of the group are generally invested and managed by the centralised treasury
function. Requirements of group companies for operating finance are met whenever possible from central
resources. The group manages liquidity risk by maintaining adequate committed borrowing facilities. Refinancing
risk is managed by limiting the amount of borrowing that matures within any specific period.

The group has limited exposure to equity securities price risk on investments held by the group.
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CAPITAL EXPENDITURE

Capital expenditure on property, plant and equipment and computer software (excluding the movement on capital
accruals) totalled £3,142 million in the 2006 financial year, compared with £3,011 million in the 2005 financial
year. Capital expenditure is expected to be just over £3 billion in the 2007 financial year as the group invests in its

21st century network (21CN) programme.
Of the capital expenditure in the 2006 financial year, £270 million was in Europe, outside of the UK, the
Americas and Asia Pacific compared to £152 million in the 2005 financial year.

Contracts placed for ongoing capital expenditure totalled £754 million at 31 March 2006. 21CN is being
developed using stringent capital return criteria and a rigorous approach to any investment in the narrowband
network. 21CN aims to deliver long term, structural cost reduction, as we progressively migrate onto a simpler,
lower cost network architecture. BT expects that future capital expenditure will be funded from net cash inflows

from operating activities, and, if required, by external financing.

ACQUISITIONS

The total amount invested in acquisitions in the 2006 financial year was £167 million, being mainly due to the
acquisitions of Radianz and Atlanet. In April 2005 the group completed the acquisition of Radianz for total
consideration of £143 million, including cash on the balance sheet and debt assumed on acquisition. Net of cash
and debt acquired, the cash consideration was £71 million. This gave rise to goodwill of £39 million. In February
2006 the group completed the acquisition of Atlanet for £65 million, including £7 million of deferred consideration,
being £53 million net of cash. This gave rise to goodwill of £30 million. The total amount invested in the 2005

financial year was £453 million, being mainly the acquisitions of Infonet and Albacom.

BALANCE SHEET

Net assets at 31 March 2006 amounted to £1,607 million compared to £95 million at 31 March 2005, with the
increase of £1,512 million mainly due to the retained profits for the year of £1,548 million and actuarial gains of
£1,485 million (net of deferred tax) offset by dividends of £912 million, losses on cash flow hedges of £155 million

(net of deferred tax) and the net purchase of treasury shares of £344 million.

BT{s non current assets totalled £17,978 million at 31 March 2006 of which £15,489 million were property, plant
and equipment, principally forming the UK fixed network. At 31 March 2005 non current assets were £18,212

million and property, plant and equipment were £15,391 million.
BT Group plc, the parent company, whose financial statements are prepared in accordance with UK GAAP, had
profit and loss reserves of £9,499 million at 31 March 2006 and £9,647 million at 31 March 2005.

RETURN ON CAPITAL EMPLOYED
The return before specific items on the average capital employed was 16.8% for the 2006 financial year. In the
2005 financial year the group made a return before specific items of 16.5%.

PENSIONS

The group[Js total pension operating charges for the 2006 and 2005 financial years were £603 million and £540
million, respectively. This includes £552 million and £507 million, respectively, in relation to the BTPS. The increase
in the pension charge in the 2006 financial year partly reflects the introduction of Smart Pensions (a salary sacrifice
scheme) part way through the 2005 financial year, as a result of which there is a switch between wages and

salaries and pension charges, as well as increases in pen